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1. INTRODUCTION 

At the heart of the Australian income tax one of the core assessing provisions – sub-

section 6-5(1) of the Income Tax Assessment Act 1997 (Cth) – states that ‘your 

assessable income includes income according to ordinary concepts, which is called 

ordinary income’. This ‘plain language’ definition was adopted in the context of 

common public acknowledgement that a clearer definition of ‘income’ was needed.1 

However, statutory guidance regarding the meaning of ordinary income is extremely 

limited.2 Likewise, the extrinsic materials provide no clear guidance upon the meaning 

of the statutory terms.3  

In the course of considering subsection 6-5(1), the High Court of Australia has 

emphasised the significance of the statement of Jordan CJ in Scott4 and has indicated 

that several elements of his Honour’s statement ‘are no mere matters of ritual 

incantation; they identify the essential nature of the inquiry’.5 Somewhat confusingly, 

different majority decisions in the High Court have adopted different statements of the 

elements to be extracted from Sir Frederick Jordan’s statement6 or have even ignored 

this ‘essential nature of the inquiry’ altogether.7 This confusion is also manifest in the 

specification of the test in the lower courts,8 in extrajudicial discussion9 and in 

extrajudicial scepticism as to the basis upon which amounts are characterised for income 

                                                      

1 Joint Committee of Public Accounts, Commonwealth Parliament, An Assessment of Tax, Report No 326 

(1993) 76. Prior to the enactment of the Income Tax Assessment Act 1997 (Cth), Australian income tax 

legislation at both federal and state levels referred to the general concept of ‘income’ without 
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tax purposes.10 Writing extrajudicially, Chief Justice French opined that judicial 

formulations of the income concept were ‘broad, but almost content-free, 

generalisations’.11 Referring to the High Court decision in McNeil,12 his Honour 

observed that the decision illustrates how ‘[a] simple broadly expressed provision on 

the one hand attracts a plethora of judicial exposition such that some would say the true 

meaning of the statute, if it has one, is buried in the cases’.13 

This confusion regarding the terms that subsection 6-5(1) is taken to incorporate, and 

also the meaning of those terms, is difficult to dispel because of the absence of close 

analysis of the elements of Sir Frederick Jordan’s statement in the High Court decisions 

that apparently adopt that statement.14 The absence of such analysis is cause for 

questioning the High Court’s observation that reference to the Jordan CJ definition is 

not a matter of ritual incantation.15 If Sir Frederick Jordan’s statement were to be 

analysed, what would this analysis reveal? Would it reveal what might hitherto have 

been the hidden elements of the concept of income according to ordinary concepts? Or 

would such analysis expose irresolvable tensions between the elements of that 

statement?  

This 
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depict judges applying more or less determinate law in a manner consistent with the rule 

of law.18  

My argument in this article is that judicial analysis of Sir Frederick Jordan’s judgment 

is necessary if the High Court is to move beyond ritual incantation of the statement that 

apparently specifies the essential nature of the inquiry into the meaning of income. 

Further, I suggest that such analysis is best undertaken through the lens of the vibrant 

debate regarding linguistic philosophy which emerged as Western philosophy worked 

itself through its ‘linguistic turn’ from the late nineteenth century.19 That debate 

included close consideration of different accounts of linguistic meaning. On one view 

advanced in the course of this debate, any linguistic element (a word, phrase, sentence, 
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2. if the statutory language is not a ‘term of art’, such as the statutory reference to 

‘income’, identify the set comprising ‘ordinary concepts and usages’;  

3. review this broad set in order to identify receipts of a form that are 

comprehended as income under ordinary concepts and usages; and 

4. consider the principles that are applied for determining how much of a receipt 

that fits a requisite form ‘ought to be treated as income’.  

Thus, for statutory terms that are not ‘terms of art’, the subject matter comprising 

‘ordinary concepts and usages’ is analysed for the purpose of identifying the forms and 

principles governing inclusion in the relevant set. These forms and principles are then 

applied to identify members of the set identified by the statute (such as ‘income’). This 

approach examines what might be described as the logical fabric of our language that 

may lie ‘beneath’ or be seen to underpin the meaning of terms according to ordinary 

concepts and usages.  

However, on a different interpretation, the proviso in the latter part of Sir Frederick 

Jordan’s statement suggests that different subject matter and a different process should 

be adopted. This proviso refers to identifying amounts that are income ‘in ordinary 

parlance’. On one interpretation of this approach, a judge would examine ‘ordinary 

parlance’ to produce a list of receipts that have come to be labelled as ‘income’ ‘in 

ordinary parlance’. On this interpretation, and in contrast to the analytical approach 

identified in the first part of the dictum, the second part of the statement focuses upon 

the ‘surface meaning’ that is presumably obvious to any observer of ordinary parlance 

prepared to compile a list of things referred to by each linguistic ‘label’.30 This 

interpretation appears to be supported by Sir Frederick Jordan’s subsequent 

observations, arrived at without any preceding express analysis of ‘income’, that Mr 

Scott’s compensation sum was not ‘income’ according to its ‘ordinary’31 and/or 

according to its ‘natural’32 meaning. An observer could reasonably interpret these 

observations to imply that ‘income’ is a label that need not be analysed in order to 

identify the set of rules governing inclusion in the set ‘income’ because the term 

‘income’ may have come to be applied to all sorts of things by convention. On this 

reading of the judgment, we do not need to analyse the meaning of ‘income’ to arrive 

at the conclusion that ‘income’ does not refer to a compensation sum such as Mr Scott’s, 

because we intuitively know that the label would never be applied to such a sum ‘in 

ordinary parlance’. 

A third interpretation of Sir Frederick’s reference to ‘ordinary parlance’ could be that 

this is no more than a shorthand reference to the analytical extraction of forms/principles 

described in the first part of the statement. This approach would overcome the 

possibility of any inconsistency between the first and second parts of the statement, but 

only by adopting an interpretation of ‘ordinary parlance’ that appears to contradict the 

majority’s decision in Montgomery, in which the majority appeared to treat the two 

elements as though they were not substitutable. 

These tensions within Sir Frederick’s statement will be examined more closely in 

section 5 of this article. However, for present purposes suffice it to say that Jordan CJ 

                                                      

30 See the discussion of the naming theory of meaning in section 4.2. 
31 Scott v Commissioner of Taxation (1935) 35 SR (NSW) 215, 219. 
32 Ibid. 
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might be taken to have contemplated two quite different approaches to identifying the 

meaning of ‘income’. Before turning to further analysis of this statement, it is 

appropriate to review the adoption of the statement of Jordan CJ by the High Court of 

Australia in some decisions upon the meaning of ‘ordinary income’ over the past two 

decades.33 

3. THE HIGH COURT’S ADOPTION OF THE JORDAN CJ DEFINITION OF ‘INCOME’ WHEN 

INTERPRETING SUBSECTION 6-5(1) 

In the course of considering the definition of ordinary income in subsection 6-5(1), in 

some decisions the High Court has emphasised the significance of the statement of 

Jordan CJ. The purpose of this section of the article is to establish two propositions with 

respect to the adoption of Sir Frederick’s statement in various High Court decisions. 

The first proposition is that the elements of Sir Frederick’s statement have not been 

analysed by the High Court. Following from this first proposition, the second 
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This statement of the majority in Montgomery indicates that Sir Frederick’s statement 
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Memorandum accompanying the Bill for the ITAA 1997.46 Deciding that section 1-3 

applies without analysing its terms first is contrary to the description of orthodox 

interpretative practice set out in various High Court decisions.47 This is particularly 

significant given the rebuttable presumptive rule of statutory interpretation that different 

statutory words are presumed to be intended to have a different meaning.48  



eJournal of Tax Research           Interpreting the Australian income tax definition of ‘ordinary income’ 

12 

 

 

acceptance of Justice Pitney’s statement of principle in Eisner v Macomber,54 as adopted 

by the High Court in Montgomery.55  

In Spriggs the unanimous Full High Court decision observed: 

It was not disputed that these payments were income according to the concept 

of ‘ordinary income’ under s 6-5 of the ITAA, that is, within ‘the ordinary 

concepts and usages of mankind’ [citing Scott].56 

The endnote to this text referred to the decision of Jordan CJ in Scott, the decision in 

Stone and also to the Explanatory Memorandum accompanying the Income Tax 

Assessment Bill 1996.  

In section 2 of this article I suggested that Sir Frederick Jordan’s statement in Scott 
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rationale for displacing the statutory text of subsection 6-5(1) with some other 

judicial words more or less drawn from the statement of Sir Frederick in Scott. 

This proliferation of general statements of principle regarding the process for 
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This is the metaphysical aspect of statutory interpretation; and 

2. Once 
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universal such as ‘income’ therefore entails reference to a thing that exists, the Form of 

income. In Plato’s metaphor of the cave, universals (Forms) exist behind observers and 

the shadows of the Forms are seen on a cave wall. Unable to see the Forms directly, the 

observers are consigned to only ever seeing shadows of those Forms. One reading of 

the Cave metaphor is that ordinary people live their respective lives without ever seeing 

the purity of Forms, which have to be rediscovered by philosophers who reveal this a 

priori knowledge by rational thought, rather than discovering knowledge by empirical 

investigation of the world. 

Another form of realism is attributed to Aristotle. In broad terms, one reading of 

Aristotle64 is that he accepted that universals exist, but unlike Plato, Aristotle considered 
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Prior to this renewed interest in language as a philosophical problem,70 it was widely 
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conventional account must accept that ‘truth’ can only ever be what is right for us, which 

is not consistent with the universality that we attribute to ‘truth’.88 

This philosophical examination of the foundations of linguistic meaning is relevant to 

the present examination of the dictum of Jordan CJ in several ways. First, linguistic 

philosophy highlights the fact that the foundations of the meaning of linguistic elements 

cannot be taken for granted. Second, the first proposition is reflected in the echoes of 

the semantic and pragmatic threads, of both common understandings of the foundation 

of linguistic meaning and also of linguistic philosophy, to be found in the dictum of 

Jordan CJ, a matter taken up in section 5 of this article. Third, the examination of the 

foundations of linguistic meaning, characteristic of linguistic philosophy, highlights the 

matters that one might expect to be considered if reference to the dictum of Jordan CJ 

is to reach beyond ritual incantation with judicial analysis of the elements of the dictum.  

5. UNDERSTANDING SIR FREDERICK JORDAN’
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5.2 Analytical approaches to ‘income’ reflected in Sir Frederick Jordan’s statement compared 

to orthodox interpretation of non-technical statutory language 

In this context we can begin to understand Sir Frederick Jordan’s reasoning behind 

adoption of his forms/principles framework. This framework for interpreting the 

definition of ordinary income is unusual when compared to the ‘ordinary grammatical 

meaning’,104 ‘literal meaning’105 or ‘grammatical meaning’106 of the text commonly 

referred to by judges when considering the general principles of statutory 

construction.107 When these textual formulae are adopted it seems to be implicitly 

assumed that the ordinary, natural or literal meaning is immediately apparent or readily 

accessed, for example by reference to dictionaries.108  

The first part of Sir Frederick Jordan’s statement appears to depart from this process of 

identifying the meaning of non-technical language. In the same way that linguistic 

philosophy accepted that rules governing the linguistic meaning could be revealed by 

analysis, Sir Frederick indicated that language usage and concepts need to be analysed 

in order to arrive at the meaning of natural language terms. Forms of receipt are 

‘comprehended within’109 the word ‘income’, suggesting that forms of receipt will be 

revealed by examining the inner logic of ‘income’. However, this inner logic can only 

be revealed by examining ‘ordinary concepts and usages’. Sir Frederick seems to be 

stating that identification of the forms of receipt comprehended within ‘income’ entails 

both semantic analysis of the word and conventional analysis of the use of the word. 

The preceding overview of linguistic philosophy indicates that this part of Sir 

Frederick’s statement embodies a potentially irresolvable conflict between competing 

semantic and pragmatic accounts of the foundation of linguistic meaning.  

Sir Frederick’s reference to identifying ‘principles’ also presents challenges. It is not 

clear whether the principles also are ‘comprehended within’ ‘income’ or whether they 

are to be found by examining the social practice of using ‘income’. The phrase ‘ought 

to be treated as income’ does not assist in clarifying the nature of the process 

contemplated by Sir Frederick Jordan’s statement, because it could be referring to norms 

evident on the surface of ordinary language usage or it could be referring to norms that 

lie hidden beneath surface usage in circumstances where the usage does not necessarily 

reflect those
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difficult to see how ‘principles’ can be accommodated within a realist framework in 

which things have an essence that is defined in terms of necessary and sufficient criteria. 

If a receipt has a form of a kind that warrants its inclusion under the category ‘income’ 

because its essence corresponds with the essence of income, a realist would reject the 

proposition that the particular amount cannot be income because ‘principles’ operate to 

override the essential nature of the receipt. This suggests that Sir Frederick cannot have 

meant to adopt some version of philosophical realism when referring to forms of receipt. 

If Sir Frederick’s reference to ‘forms of receipt’ does not refer to legal formalism and 

also does not refer to philosophical realism, what are the rules governing identification 

of the relevant forms? And how do ‘principles’ interact with those rules? For example, 

could principles affect the types of form comprehended within the concept of income? 

These aspects of Sir Frederick’s statement remain unresolved. 

Moreover, his Honour did not elaborate upon the reasons for adopting this dual 

forms/principles inquiry. However, adopting the convention of interpreting statements 

in their best possible light, it is reasonable to speculate that his Honour had in mind the 

benefit of undertaking a preliminary cull of forms of receipt that could never satisfy the 

concept of income described by the principles considered in the second stage of the 

inquiry. For example, the relatively blunt instrument of assessing forms of receipts 

could enable a judge to quickly dispose of many cases without recourse to the second 

stage identification and application of principles. If a gains concept of income were to 

be extracted from ordinary concepts and usages, benefiting from the public provision of 

infrastructure could be considered to be a gain.114 However, exclusion of such benefits 
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CJ departed from that simplistic account of natural language meaning by suggesting that 

analysis of ordinary concepts and usages and ordinary parlance would reveal the forms 

of income receipt and principles to be applied in characterising receipts as income.  

Although ‘income’ was to be elaborated by analysis and judgment, according to Jordan 
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decision in Stone.122 This absence of precision appears to have allowed some judges to 

adopt a range of approaches to the concept of ordinariness which have underpinned 

different approaches to the meaning of ‘income’. For example, a ‘business’ or 

‘commercial’ concept of income could be adopted in characterising the nature of a 

particular receipt123 while a gains concept of income can also be considered to be 

‘ordinary’.124  
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5.9.1 Dictionary definitions 

The Shorter Oxford English Dictionary states that a ‘concept’ is an idea of a class. The 

Shorter Oxford English Dictionary also indicates two relevant senses in which 

‘ordinary’ is commonly used: ‘ordinary’ according to the common usage of the thing 

and ‘ordinary’ according to the intrinsic nature of the thing. Putting these elements 

together, it is plausible that an ‘ordinary concept’ is any idea of a class of objects that is 
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applicable for those who subscribe to philosophical realism,131 because the definition 

may identify the necessary and sufficient criteria that must exist in reality (the real 

essence of the thing) or they may identify the necessary and sufficient criteria that must 

be satisfied by convention.132  

The classical theory of concepts resonates with legal rule formalism.133 According to 

rule formalism, the meaning of a legal concept (such as income) is identified having 

regard to its set of definitional rules and this set of definitional rules is then ‘laid on top’ 

of the ‘fact pattern’ comprising our sensory perceptions of the particular instance under 

examination. One can then mechanically determine whether or not the ‘fact pattern’ 

corresponds to the definitional rules of the concept.  

Although classical theories of concepts were the predominant paradigm for concepts 

until the latter half of the twentieth century,134 they have been subjected to considerable 

criticism in contemporary philosophy and cognitive psychology upon several 

grounds.135 One limitation is that it is extremely difficult to identify a concept that 

satisfies the classical focus upon definitional rules that comprehensively specify 

necessary and sufficient conditions for their application.136 A second difficulty is that 

the classical theory implies that all members of a class would be identified with more 

or less equivalent speed because of the binary nature of determining whether each of 

the necessary and sufficient conditions were respectively satisfied. However, 

experimental data indicates that this is not the case because individuals exhibit 

‘typicality effects’ in processing the application of a concept – ‘simple’ cases are more 

readily identified to fall within a concept than ‘difficult’ cases.137   

One explanation for these typicality effects is that the definitional rules comprising 

concepts may be fuzzy. With respect to the concept of income, the High Court appears 

to have accepted that this is the case. In Anstis, the majority’s joint judgment appeared 

to acknowledge that a criterial approach to identifying the concept of income was not 

discernible in the income tax case law: 

There is a difficulty in making good absolute propositions in this field. In 

Federal Commissioner of Taxation v Montgomery, Gaudron, Gummow, Kirby 

and Hayne JJ recognised that ‘income is often (but not always) a product of 

                                                      

131 See the discussion in section 4.1.1 above.  
132 A point noted, for example, by Edouard Machery, Doing Without Concepts (Oxford University Press, 
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exploitation of capital; income is often (but not always) recurrent or periodical; 

receipts from carrying on a business are mostly (but not always) income’.138 

By contrast, the High Court in Montgomery appeared to adopt a criterial approach in 

identifying the concept of the class of all inquiries into the meaning of income by 

specifying the essential nature of such inquiries.139 However, the vagaries of Sir 



eJournal of Tax Research           



eJournal of Tax Research           Interpreting the Australian income tax definition of ‘ordinary income’ 

33 

 

 

So when considering whether an amount is ‘ordinary income’, an exemplar theory 

suggests that if the receipt matches my exemplars of income in several respects 

(beneficially received, etc) but does not match other properties of my exemplars (ie, the 

receipt is irregular) then I apply a function (multiplicative, for example) in weighing 

whether the receipt is income. In the absence of express consideration of this function, 

it is possible for different judges and others to apply different functions in resolving a 

particular case, a process loosely described as determining the weight to be given to 

particular facts. 

The unspecified application of this function underpinned the reservations regarding 

analogical reasoning – application of an exemplar concept of concepts – expressed by 

the majority in Montgomery
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are treated similarly by the mind’.163 Thus, for example, artificial and natural domains 

may be separated upon the principle of differentiating those things that have been 

created intentionally from those that arose without deliberate action. Accidental 

inventions may pose a challenge for this neat categorisation, but the point is that the 

‘theory theory’ envisages a metatheoretical structure within which concepts (possibly 

comprising mini-theories) will be organised. 

In the context of the income tax, a ‘theory theory’ of income could be grounded upon 

some concept of justice. Benefit theory164 and gains theory165 are alternate options that 
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5.9.8 Is there an ordinary concept of a concept? 

The preceding overview of different concepts of concepts indicates that there is 

considerable difficulty in identifying those concepts which are ordinary, in the sense of 

widely used or attested.  

If ‘widely used or attested’ is understood to imply that something is preferred, then it is 

possible that the set identified by the label ‘ordinary concept’ is an empty set because 

no concept of a concept is preferred. Rather, it is possible that different ideas of concepts 

are applied by different people and in different contexts. However, I suggest that it is 

appropriate to adopt the interpretative presumption against meaningless statutory words 

by proceeding upon the basis that ‘widely used’ does not require that a particular 

concept of a concept is preferred. Rather, widely used can be understood to mean 

‘commonly found in usage’. Thus, given that at least some of the different concepts of 

concepts described here are commonly accepted to be found in common usage, the 

legislative reference to ‘ordinary concepts’ is not an empty set.  

However, proceeding on this basis does not resolve the difficulty of identifying ordinary 

concepts because the ordinary concept of a concept could include all manner of theories 

of concepts. If so, a judge must extract a concept of income after considering a multitude 

of possibly incomparable, ordinary concepts of income, and that choice is not guided 

by any principle expressed in the legislation or the case law.  

6. CONCLUSION 

In Montgomery a majority of the High Court stated that at least some elements of the 

statement of Sir Frederick Jordan in Scott identified the essential nature of the inquiry 

into the meaning of income and that this statement was not a matter of ritual incantation. 

In doing so, the High Court juxtaposed ritual incantation with analysis, implying that 

statutory meaning is an object that can be discovered by analysis of the relevant statutory 

text in accordance with orthodox principles of statutory interpretation.  

Despite this legalist depiction of the objective discovery of law, the meaning of the 

subsection 6-
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1. INTRODUCTION 

Many countries require additional revenue from the VAT towards fiscal consolidation 

and sustained economic development. Cnossen (2015) confirms this argument for 

African countries, and de Mooij and Keen (2012) for European countries. To obtain 

such additional revenues, countries should increase their VAT performance.  

Three measures of VAT performance are generally used: a VAT to gross domestic 

product (GDP) ratio, a VAT to total final consumption ratio, and a C-efficiency ratio, 

which is similar to a VAT to final consumption ratio, but controls for standard rate 

differences among countries. Although each of these measures is useful, none of them 

takes into account that the performance of any VAT is limited by the environment within 

which that VAT operates. This environment is mostly beyond the control of the policy-

maker; policy-makers face VAT capacity constraints. One may therefore argue that 

taking the different VAT capacity constraints of countries into account will offer an 

improved comparable measure of VAT performance, namely VAT effort.2 Following 

the traditional tax effort approach, I estimate a VAT effort index for 129 countries over 

a period of 11 years (2004-2014).  

The literature on tax effort and VAT performance is relevant for this article. Prominent 

contributions in the tax effort literature include Lotz and Morss (1967), Bahl (1971), 

Leuthold (1991), Tanzi (1992), Strotsky and WoldeMariam (1997), Piancastelli (2001), 

Teera (2002), Alm, Martinez-Vazquez & Schneider (2004), Bahl (2005), and Clist and 

Morrissey (2011) who use variables representing the economic environment as tax 

capacity constraints. Following Bird, Martinez-Vazquez and Torgler (2004), demand-

side factors such as the political institutional environment have also been included as 

tax capacity constraints by Gupta (2007), Bird 
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This article contributes to the tax literature by providing the first VAT effort index. The 

regression results on VAT capacity factors, although informative, should be interpreted 

with caution. Endogeneity bias is not addressed for these results and consistent 

coefficients are beyond the aim of this article. For empirical results on VAT capacity 

factors, see Aizenman and Jinjarak (2008). The estimated VAT effort index is useful in 

identifying the potential of countries to increase VAT revenues by either increasing the 

rate of the tax, broadening the base of the tax or increasing tax compliance.  

In the remainder of the article, I first discuss the measurement of VAT performance 

used and provide a priori justifications for the VAT capacity variables included in the 

models estimated. The regression results used to predict VAT capacity, a VAT capacity 

index and a VAT effort index then follow. 

2. VAT PERFORMANCE 

2.1 VAT ratio 

The terms VAT ratio, VAT capacity and VAT effort are used similarly to past tax effort 

studies. For tax effort studies, the tax ratio is almost exclusively calculated as:  

𝑇𝑎𝑥 𝑟𝑎𝑡𝑖𝑜 =  
𝑇𝑅

𝑌
 (1) 

where 𝑇𝑅 is total tax revenue and 𝑌 is GDP. In this equation, GDP is used as an overall 

indicator of tax capacity (Lotz & Morss, 1967). In this sense, the tax ratio can also be 

viewed as a tax effort indicator since tax effort can be defined as the extent to which a 

government raises tax revenues, taking into account its capacity to do so (Advisory 

1
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𝐶𝐸𝐹𝐹 =
𝑉𝑅

𝑇𝐶𝐸 ×𝑆𝑅
 (3) 

where 𝑆𝑅 is the standard rate of VAT for each country in the dataset. It would not be 

sensible to use C-efficiency as the measure of VAT performance in this article since the 

standard rate of the VAT is not a capacity constraint; it is a tool used to raise VAT 

effort.6 Another potential measure of VAT performance found in the representative tax 

system literature (Bahl, 1972) would be to use representative VAT as: 

𝑅𝑒𝑝𝑉𝐴𝑇 =
∑ (

𝑉𝑅𝑖𝑗

𝑇𝐶𝐸
)𝑛

𝑗=1

𝑛
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Table 2: Institutions Index Variables 

Variable Description 

Political stability and 

absence of violence 

Perceptions of the likelihood of political instability 

and/or politically motivated violence, including 

terrorism.  

Control for corruption Perceptions of the extent to which public power is 

exercised for private gain, including both petty and 

grand forms of corruption, as well as ‘capture’ of the 

state by elites and private interests. 

Regulatory quality Perceptions of the ability of the government to 

formulate and implement sound policies and regulations 

that permit and promote private sector development. 

Government effectiveness Perceptions of the quality of public services, the quality 

of the civil service and the degree of its independence 

from political pressures, the quality of policy 

formulation and implementation, and the credibility of 

the government's commitment to such policies. 

Rule of law Perceptions of the extent to which agents have 

confidence in and abide by the rules of society, and in 

particular the quality of contract enforcement, property 

rights, the police, and the courts, as well as the 

likelihood of crime and violence. 

Voice and accountability Perceptions of the extent to which a country’s citizens 

are able to participate in selecting their government, as 

well as freedom of expression, freedom of association, 

and a free media. 

Source: Kaufmann, Kraay and Mastruzzi (2011) 

 

Table 3: Summary Statistics of Institutions 

Variable N Mean Std Dev. Min Max 

Institutions 1187 6.05 3.273 0.06 11.975 

 

2.2.2 Development 

Wagner’s law is well known; the size of a government is expected to expand as a country 

becomes more developed. It can be expected that public expenditure on defence, law 

and order will increase and government will take on additional functions such as the 

provision of education and welfare services (Peacock & Scott, 2000). This means that 

as the level of development of a country rises, the demand for additional tax revenue 

would increase. It is not only in this sense that development could influence VAT 

performance. Development is associated with higher levels of education, literacy and 

technology, all of which can be expected to raise the capacity of a country to administer 

taxes. 
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deduction of input VAT would be available to businesses to whom financial services 

are supplied under these methods, resulting in tax cascading. 

The cash-flow approach proposed by Poddar and English (1997) allows for the correct 

calculation of value added by intermediation services and the taxation of this value on 

a transaction-by-transaction basis. There appear to be two main reasons for the non
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VAT performance also increased. The positive sign of financial credit to GDP supports 

de la Feria and Lockwood’s (2010) hypothesis that VAT revenue could decline by 

removing the exemption applicable to financial services. The negative sign of 

unemployment is also consistent with the hypothesis that high unemployment limits the 

potential to increase VAT effort.19  

It can also be seen, with reference to the magnitude of the coefficients, that the level of 
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VAT, which partially explains the increase in the VAT rates to 17%, 14% and 8% on 1 

January 2015. 

On the other hand, the VAT effort of Burundi is 0.95, the 12th highest in the sample. 

Burundi has a VAT rate of 18% with a reduced rate of 10%. Although Burundi’s VAT 

is not a modern VAT, it also does not suffer from excessive exemptions, with a shorter 

list of exemptions than most European countries.25 Although Burundi had a VAT ratio 

of about 5% and a C-efficiency of 0.28 in 2014, when considering its VAT effort, 

Burundi is not doing as poorly as these two figures suggest. The high VAT effort in 

Burundi also means that there is likely limited capacity to obtain further revenues from 

the VAT.  

It can fu
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5. CONCLUSION 

The VAT is a major source of tax revenue in nearly all of the countries where it is 

applied.26 Due to the relative ease of shifting production and incomes to low-tax 

jurisdictions, obtaining revenue from consumption taxes may become of even greater 

importance. Once established that additional revenue from a VAT is required, it should 

be considered whether a country has the necessary capacity to increase the VAT rate or 

broaden the base of its VAT. The VAT effort index provided in this article indicates the 

extent to which countries can look towards the VAT as a source of additional revenues. 
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Abstract 
 

A number of studies have been conducted which utilise dispute systems design (DSD) principles to evaluate the Australian tax 

dispute resolution system. Notwithstanding that the United States is regarded as a relatively mature jurisdiction in terms of the 

use of alternative dispute resolution (ADR) in resolving tax disputes, to date few studies have been conducted utilising DSD 
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1. INTRODUCTION 

There are a variety of factors that influence taxpayers’ attitudes towards the tax system 
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have traditionally not been regarded as interests-based disputes.34 McDonough states 

that: ‘Tax disputes … are more typically focused on obtaining a result, such as “what 

dollar amount to pay”’ as opposed to considering the needs and interests of each party.35 

In a tax dispute the individual interests of parties tend to be subsumed in the argument 

over legal rights. It is usually only when the parties enter into a form of ‘problem-

solving’ in an effort to resolve the conflict that interests are taken into account.36 It thus 

follows that the movement by revenue authorities towards the use of interests-based 

ADR processes such as facilitation and mediation is consistent with the concept of the 

creation of interests-orientated systems underpinning DSD. 

A number of principles have been put forward by various practitioners for best practice 

in DSD.37 Systems that follow these general design principles are generally thought to 

be more likely to produce positive dispute outcomes and improve the organisation’s 

overall capacity for effective conflict management.38 The earlier tax DSD studies 

conducted in Australia by Bentley39 and Mookhey40 utilised a set of six DSD principles 

originally proposed by Ury, Brett and Goldberg. These principles were as follows:41 

1. Create ways for reconciling the interests of those in dispute. 

2. Build in ‘loop-backs’ that encourage disputants to return to negotiation. 

3. Provide low-cost rights and power ‘back-ups’. 

4. Prevent unnecessary conflict through notification, consultation and feedback. 

5. Arrange procedures in a low to high cost sequence. 

6. Provide the necessary motivation, skills and resources to allow the system to 

work. 

However, consistent with the more recent tax DSD evaluations conducted by the 

author,42 this study utilises a more comprehensive set of 14 DSD principles synthesised 

                                                      

34 Bentley, Taxpayers’ Rights: Theory, Origin and Implementation, above n 9, 183. 
35 Kirsten J McDonough, ‘Resolving Federal Tax Disputes Through ADR’, (1993) 48(2) Arbitration 

Journal 38, 41. 
36 Bentley, Taxpayers’ Rights: Theory, Origin and Implementation, above n 9, 181. 
37 See Ury, Brett and Goldberg, above n 10; Costantino and Merchant, above n 10; Mary P Rowe, ‘Dispute 

Resolution in the Non-Union Environment: An Evolution Toward Integrated Systems for Conflict 

Management?’ in Sandra Gleason (ed), Frontiers in Dispute Resolution in Labor Relations and Human 

Resources (Michigan State University Press, 1997) 79; Jennifer Lynch, CCRA: Contemporary Conflict 

Resolution Approaches (Canada Customs and Revenue Agency, 1998); Karl A Slaikeu and Ralph H 

Hasson, Controlling the Costs of Conflict: How to Design a System for Your Organization (Jossey-Bass, 

1998); Society for Professionals in Dispute Resolution, Designing Integrated Conflict Management 

Systems: Guidelines for the Design of Integrated Conflict Management Systems within Organizations 

(2001). For a synthesis of the DSD principles proposed by the above authors, see John P Conbere, ‘Theory 

Building for Conflict Management System Design’ (2001) 19(2) Conflict Resolution Quarterly 215. 
38 Tina Nabatchi and Lisa B Bingham, ‘From Postal to Peaceful: Dispute Systems Design in the USPS 

REDRESS®
 

Program’ (2010) 30(2) Review of Public Personnel Administration 211, 215. 
39 Bentley, ‘Problem resolution: Does the ATO approach really work?’, above n 25, updated in Bentley, 

Taxpayers’ Rights: Theory, Origin and Implementation, above n 9, ch 5. 
40 Mookhey, above n 25. 
41 Ury, Brett and Goldberg, above n 10, 42. 
42 Jone, ‘Evaluating Australia’s tax dispute resolution system: A dispute systems design perspective’, above 

n 25; Jone, ‘Evaluating New Zealand’s tax dispute resolution system: A dispute systems design 

perspective’, above n 33; Jone, ‘What can the United Kingdom’s Tax Dispute Resolution System Learn 
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Nevertheless, it should be noted that the DSD principles in Table 1 are expressed in the 
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is, chooses to bypass the IRS Appeals system), a 90-day letter (Notice of 

Deficiency) is issued by the IRS. 

• The taxpayer has 90 days (150 days if it is addressed to a taxpayer outside the 

US) from the date of the 90-day letter to file a petition with the US Tax Court, 

the US District Court or the US Court of Federal Claims. 

In addition, as indicated in Figure 1, the IRS Appeals Office offers a number of ADR 

programs for certain types of taxpayers to resolve tax disputes during the examination, 

appeals and collection stages of the dispute resolution process (see section 3.2 below 

for further details on the IRS Appeals Office’s ADR programs). For disputes reaching 

the US Tax Court, ADR processes (arbitration or mediation) are also potentially 

available.48 The Taxpayer Advocate Service (TAS) provides an additional avenue for 

taxpayers to resolve problems with the IRS which they have been unable to resolve 

themselves.49 As indicated in Figure 1, the TAS is available alongside the traditional 

dispute resolution process. 

Fig. 1: The United States’ Tax Dispute Resolution Procedures  

 

  

                                                      

48 See Internal Revenue Manuals (IRM) 35.5.5. 
49 See Taxpayer Advocate Service, https://taxpayeradvocate.irs.gov/. 

IRS Collection 
IRS Appeals ADR  

 

IRS Examination 

90-day Letter 

(Notice of Deficiency)
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but are not limited to, the Accelerated Issue Resolution (AIR) program,60 Delegation 

Order 4-2461 and Delegation Order 4-25.62 These IRS dispute resolution initiatives do 

not fall within the definition of ADR primarily because they do not specifically involve 

an impartial third party assisting those in dispute to resolve the issues between them.63  

For example, the AIR program involves an agreement between the IRS and certain 

qualifying taxpayers to advance the resolution of issues arising from an audit of the 

taxpayer from one or more tax periods, to other tax periods ending prior to the date of 

that agreement.64  

4. DISPUTE SYSTEMS DESIGN EVALUATION OF THE SYSTEM 

This section evaluates the US tax dispute resolution procedures utilising the 14 DSD 

principles outlined in Table 1 in section 2 of this article. 

4.1 DSD Principle 1: stakeholders are included in the design process 

The IRS involves taxpayers and other stakeholders in the design process through its 

pilot programs of IRS ADR processes and its requests for stakeholder submissions on 

proposed or revised versions of IRS revenue procedures and other forms of IRS 

guidance. The Taxpayer Advocacy Panel (TAP),65 a Federal Advisory Committee to the 

IRS which listens to taxpayers, identifies taxpayers’ issues and makes suggestions for 

improving IRS service and customer satisfaction, may also provide a means for 

taxpayers to submit suggestions to the IRS in relation to the disputes process and its 

design. In addition, the IRS Oversight Board engages with a wide variety of 

stakeholders to understand their views on tax administration and its impact on 

taxpayers.66 It interacts regularly with external groups which include tax professionals, 

taxpayer advocacy groups, representatives of state tax departments, IRS advisory 

committees, IRS employees, the National Treasury Employees Union, and other groups 

that have an interest in tax administration. Thus, these groups can provide input in the 

design process of the system through these interactions. 

                                                      

60 See Internal Revenue Service, Rev. Proc. 94-67, 1994-2 CB 800 (‘Rev. Proc. 94-67’). 
61 See IRM 1.2.43.22. 
62 See IRM 1.2.43.23. 
63 Although, for the purposes of this article, these IRS dispute resolution initiatives may be viewed as ‘loop-

forward mechanisms’ (as defined under DSD Principle 3 in section 2, Table 1 of this article). 
64 Internal Revenue Service, ‘Rev. Proc. 94-67’, above n 68. Delegation Order 4-24 provides IRS 

Examination case managers settlement authority on recurring issues for a taxpayer, provided that the issues 

were settled in IRS Appeals for the same taxpayer or another taxpayer directly involved in the same 

transaction in a prior or later period: IRM 1.2
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4.2 DSD Principle 2: the system has multiple options for addressing conflict including interests, 

rights and power-based processes 

As indicated in section 3, the US tax dispute resolution system has multiple options for 

addressing conflict. The procedures provide for initial negotiations between the 

taxpayer and the IRS examiner and/or the examiner’s supervisor at the conclusion of an 

IRS examination. If the dispute remains unresolved, the taxpayer may appeal their case 

to the IRS Appeals Office (the IRS’s internal review forum) where a conference is 

scheduled so that the taxpayer and the IRS can attempt to negotiate a mutually 

acceptable settlement. If the dispute cannot be resolved at the IRS Appeals Office level 

(or the taxpayer chooses to bypass the IRS Appeals Office), taxpayers may pursue 

rights-based litigation processes by filing a petition in either the US Tax Court, US 

District Court or the US Court of Federal Claims. 
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4.4 DSD Principle 4: there is notification before and feedback after the resolution process 

The US tax dispute resolution system provides certain forms of notification before and 

feedback after the resolution process. Notification is built into the dispute resolution 

process through the IRS’s Taxpayer Bill of Rights which provides that taxpayers have 

‘the right to be informed about IRS decisions about their tax accounts and to receive 

clear explanations of the outcomes’.69 Taxpayers also have the right to know the 

maximum amount of time they have to challenge the IRS’s position.70 
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Taxpayer Bill of Rights provisions, providing fact sheets and FAQ’s on their website 

and referring taxpayers to 
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prior DSD evaluations conducted by the author, it may be a common feature of tax 

disputes resolution systems in general.81 This is because, given the arguably complex 

nature of many tax disputes, taxpayers are required to work out their positions from the 

outset and, as a consequence, may require professional advice and assistance (which 

involves incurring related costs) in order to do so.82 

4.7 DSD Principle 7: the system has multiple access points 

The disputes process haess  
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Forms and publications on taxpayers’ Appeal rights are also available online.86 The IRS 

further has a webpage, Appeals Mediation Programs: Alternative Dispute Resolution 

(ADR), which provides education and guidance for taxpayers and other stakeholders on 

the Appeals mediation programs.



 

 

eJournal of Tax Research                Evaluation of the tax dispute resolution system in the United States 

 

73 

 

 

taxpayers in choosing the best process.96 The Appeals Online Self-Help Tools can be 

used by taxpayers to determine whether they would benefit from filing an appeal and 

the Appeals Mediation Online Self-Help Tool can be used to determine whether there 

is an appropriate IRS ADR program that may be utilised to help resolve disputes.  

IRS revenue procedures on the IRS ADR programs and the IRM provide guidance for 

IRS officers and taxpayers on, inter alia, case eligibility and case exclusions from the 

ADR programs.97 The IRS’s ADR programs may be requested by either the taxpayer or 

the IRS after consulting with the other party. However, IRS Appeals Managers 

generally act as process advisers to ensure the appropriate use of the ADR programs.98  

4.10 DSD Principle 10: disputants have the right to choose a preferred process 

As indicated under DSD Principle 7 in section 4.7, taxpayers have the right to choose a 

preferred process in the respect that they can choose to enter the disputes process at 

either the IRS Appeals Office level or at the level of the US Tax Court. Also, for 

taxpayers with small tax cases there are further opportunities to choose a preferred 

process in the respect that if certain criteria are met, qualifying taxpayers may choose 

to file a small case request (thus, following simplified filing requirements) instead of 

filing a formal protest with the IRS Appeals Office. In addition, at the level of the US 

Tax Court, taxpayers with qualifying small tax cases may request that their case be 

handled by the simpler, less formal small case procedures instead of the regular US Tax 

Court procedures. 

Taxpayers also have the right to choose a preferred process in the respect that they are 

able to select between the formal disputes process and various IRS ADR programs 

available at the examination and appeals stages of the disputes process. As outlined in 

section 3.2, for certain ADR programs utilised at the examination (pre-Appeals) stage 

of the formal disputes process (for example, FTS), if an agreement (in whole or in part) 

is unable to be reached through ADR, the taxpayer retains all of their otherwise 

applicable appeal rights to request traditional IRS Appeals consideration of unresolved 

issues.99  

At the level of the US Tax Court taxpayers can choose a preferred process in the respect 

that before commencing any formal court proceedings, parties may choose to utilise US 

Tax Court arbitration or mediation where appropriate. If arbitration is entered into, the 

arbitrator’s decision is binding on the parties. However, if the parties are unable to reach 
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intended to supplement the existing process if a taxpayer is about to suffer or is suffering 

significant hardship and have not been able to solve their problems on their own. 

4.11 DSD Principle 11: the system is fair and perceived as fair 

The mission of the IRS Appeals Office is to ‘resolve tax controversies, without litigation 

on a basis which is fair and impartial to both the government and the taxpayer’.100 

Independence from other IRS offices is critical for the IRS Appeals Office to 

accomplish this mission. A key indication of the perceived independence and fairness 

of the IRS Appeals Office is provided by the Appeals Customer Satisfaction Survey. 

While these surveys have been conducted annually since 1997, the results of the surveys 

are not routinely made publicly available. Arguably, this makes changes in the 

perceived independence and fairness of the IRS Appeals Office difficult to monitor.  

Notwithstanding the above, in February 2012, IRS Appeals initiated the Appeals 

Judicial Approach and Culture (AJAC) project in response to concerns by internal and 

external stakeholders, including IRS Appeals employees, that its determinations did not 

appear to be independent and impartial. The project was aimed at ‘reinforcing Appeals’ 

quasi-judicial approach to the way it handles cases, with the goal of enhancing internal 

and external customer perceptions of a fair, impartial and independent Office of 

Appeals’.101 As a consequence of the AJAC project, IRS procedures have been modified 

to emphasise the following features of the Appeals system: 

• IRS Appeals will not raise new issues nor reopen any issues on which the 

taxpayer and IRS are in agreement.102 

• The IRS Appeals process is not a continuation or an extension of the 

examination process.103 

• IRS Appeals should receive cases from the examination function that are fully 

developed and documented, such that IRS Appeals will not refer the case back 

to the examination function for further development, but will attempt to settle 

the case as submitted taking into account factual hazards.104 

• Where the taxpayer raises new issues, information, or evidence, IRS Appeals 

will forward these to the examination function for their consideration.105 

However, concerns have been raised that in practice AJAC is being used ‘to limit 

taxpayer’s access to Appeals, causing cases to be bounced back and forth between 

Appeals and Compliance, and resulting in curtailed review by Hearing Officers’.106 This 

outcome of AJAC implementation ‘is diminishing the timeliness, quality and fairness 

of case reviews’.107 

                                                      

100 IRM 1.1.7.1. 
101 Internal Revenue Service, AP-08-0714-0004 (2 July 2014). 
102 IRM 8.6.1.6.2. 
103 IRM 8.6.1.6.2. 
104
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Nevertheless, personal correspondence by the author with a number of US practitioners 

indicates the existence of generally positive perceptions of the IRS Appeals Office in 

effectively resolving disputes.108 Historically IRS Appeals have settled 90 to 95 per cent 
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IRS’s existing ADR tools. This was a one-off evaluation conducted on the IRS Appeals 

Office’s ADR programs to identify potential opportunities for improvement.129 

The Taxpayer Advocacy Panel may also provide a means through which evaluation of 

the dispute resolution system can occur as it conducts outreach to solicit suggestions or 

ideas from citizens, and serves on project committees working with IRS program 

owners on topics important to taxpayers and the IRS. The NTA’s annual reports to 

Congress may provide a form of evaluation of the system to the extent that problems 

relating to the IRS Appeals Office and its processes are identified and consequent 

legislative and/or administrative changes may be recommended. The IRS Oversight 

Board may further provide an evaluation of aspects of the dispute resolution system 

through its annual reports to Congress and other special reports issued. Federal oversight 

organisations such as the US Government Accountability Office (GAO) and the 

Treasury Inspector-General for Tax Administration (TIGTA) have also provided reports 

on the IRS Appeals Office and its processes.  

5. DISCUSSION AND RECOMMENDATIONS FROM AUSTRALIA 

The dispute systems design evaluation conducted above in section 4 indicates that the 

US tax dispute resolution system follows many of the DSD principles of best practice 

derived from the DSD literature, including: (i) involving stakeholders in the design 

process; (ii) providing multiple options for addressing conflict; (iii) the provision of 

loop-back and loop-forward mechanisms; (iv) allowing for notification before and 

feedback after the dispute resolution process; (v) the inclusion of internal independent 

confidential neutrals in the system; (vi) the ordering of the procedures from low to high 

cost (notwithstanding the high upfront costs generally incurred by taxpayers in tax 

disputes); (vii) provision of multiple access points to the system; (viii) the provision of 

forms of training and education for stakeholders; (ix) assistance for choosing the best 

process; (x) offering disputants the right to choose a preferred process, and (xi) the 

presence of evaluation of the system.  

Nevertheless, the US tax dispute resolution system also has some DSD deficiencies. 

There appears to be limited visible evidence of the support and championship of the 

dispute resolution system by certain members of IRS top management, namely the 

Commissioner of the IRS. Moreover, with respect to the support and championship of 

ADR in the system, it appears that the IRS has been reluctant to fully embrace ADR, in 

part due to the relative success of the well-established procedures of the IRS Appeals 

Office. There is also an apparent absence of the dispute resolution system and ADR 

from the IRS’s current Strategic Plan and the IRS Future State initiative.  

There has also been some evidence of negative perceptions of fairness of the tax dispute 

resolution system. These have largely related to concerns by internal and external 

stakeholders on the independence and impartiality of determinations made by the IRS 

Appeals Office. In addition, notwithstanding that there are mechanisms present in the 
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satisfaction surveys, a further deficiency in the system appears to be the limited 

publication of the feedback collected. 

It thus follows that the DSD evaluation conducted indicates that the strengths of the US 

tax dispute resolution system lie in various structural aspects of the system design such 

as providing multiple options for addressing conflict, multiple entry points to the system 

and loops backwards and forwards in the procedures. Furthermore, a notable feature of 

the system is the availability of the independent TAS within the IRS, which provides an 

avenue for taxpayers supplementing the traditional dispute resolution process. 

Notwithstanding these structural strengths, the US dispute resolution system is deficient 

in certain aspects pertaining to the support and championship of the system, the 

integration of the dispute resolution system within the wider tax administration and the 

reporting of feedback on the system. In seeking to improve the tax dispute resolution 

procedures in these particular areas, there are a number of design features which the US 

could potentially consider drawing upon from the Australian tax dispute resolution 

system. 

As noted in section 1, Australia is widely regarded as one of the leaders in best practice 

tax administration.130 Moreover, given that the Australian tax dispute resolution system 

has previously been evaluated in the DSD context, it arguably provides suitable 

guidance on the DSD strengths and weaknesses which may exist in the context of tax 

dispute resolution. The mission of the ATO is to ‘contribute to the economic and social 

well
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corporate plans.147 The ATO’s annual reports also include a separate section which 

reports on ‘resolving disputes’
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of the IRS ADR programs as well as the seeming reluctance of IRS staff to depart from 

the established procedures of the Appeals Office, training/awareness sessions on the 

benefits of ADR could be provided to various frontline IRS staff in order to raise the 

internal profile of ADR. Notwithstanding that there is evidence of some external 

promotion of ADR by the IRS Chief of Appeals, in order to raise greater external 

awareness of its ADR programs, the IRS could undertake to further promote its ADR 

programs to key external stakeholders including the legal and accountancy professions 

and large and smaller accountancy firms.
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harder to resolve their problems with the IRS.158 As a consequence, confidence in the 

fairness of the tax system may erode, and taxpayer frustration and alienation may lead 

over time to a lower rate of voluntary compliance.159 These concerns have been 

discussed extensively in a series of public forums held by the NTA on the Future State 

initiative.160 It is not realistic to expect that taxpayers who are told they owe more tax 

or whose refunds have been significantly delayed are going to be satisfied resolving 

their problems with the IRS exclusively through an online account.161 A high percentage 

of taxpayers in this situation will want to speak with an IRS employee so they can be 

certain they understand the source of the problem and what more they need to do — and 

try to obtain reassurance about when they can expect a final resolution.162 

Ultimately, the IRS must work within whatever budget it is given. Nevertheless, the IRS 

should be clear in communicating to Congress about the difficult choices it is facing. If 

the IRS implies that the adoption of online accounts will enable it to do a better job of 

meeting taxpayer needs at lower cost (through reduced personal interaction), Congress 

will have no reason to give the agency more funding. If the IRS can warn that online 

accounts, while desirable in many ways, will not be sufficient to address most taxpayer 

needs, Congress will be better informed about the tradeoffs that must be made. 

The encouragement and promotion of ADR by the IRS may also be made more complex 

due to existing stakeholder perceptions of the IRS. In recent times IRS officials have 

faced scrutiny by the media, 
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improvements to the system drawing upon DSD features of the tax dispute resolution 

system in Australia and its ‘Reinventing the ATO’ transformation project. 

The DSD evaluation conducted indicates that the US tax dispute resolution system 

meets many of the DSD principles of best practice. Its particular strengths lie in the 

structural aspects of design, including providing multiple options for dispute resolution, 

multiple entry points to the system and loops backwards and forwards in the procedures. 

However, it is deficient in a number of areas which largely relate to the support and 

championship of the dispute resolution system and ADR by certain members of the IRS, 

the integration of the system and ADR within the wider tax administration and the 

reporting of feedback collected on the system.  

Accordingly, drawing from certain practices and experiences of the Australian tax 

dispute resolution system, this article recommends that the US tax dispute resolution 
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is consistent with Nelson (2003) who suggests that aggressive reporting decisions tend 

to increase with more imprecise reporting standards. Section 1.140 (formerly Rule 102-

6) of the AICPA Code condones justifiable client advocacy in tax and financial 

decision-making. To date, research has not examined the impact of AICPA standards 

for advocacy and integrity on the propensity toward pro-client decision-making, yet 

Libby and Luft (1993) argue that the purpose of professional standards is to influence 
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Our results show that in the absence of professional standards for integrity and 

advocacy, confirmation bias derived from additional inconclusive information leads to 

a more pro-
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2. LITERATURE REVIEW AND HYPOTHESIS DEVELOPMENT 

2.1 Professional Codes of Ethics 

This study explores the influence of professional standards as contained in the AICPA 

Code of Professional Conduct (2010; 2014); specifically the effects of integrity and 

client advocacy on confirmation bias. Apart from the US, at the suggestion of a 

reviewer, we examined the codes of several English speaking countries, specifically for 

chartered accountants in Australia, New Zealand, Ireland, South Africa and the UK, 

who must all comply with a code based on the Code of Ethics for Professional 

Accountants of the International Ethics Standards Board for Accountants (IESBA) 

published by the International Federation of Accountants.6 

The IESBA Code has adopted a principles-based (rather than rules-based) approach and 

does not apply directly to members of a particular professional body, but rather the main 

accountancy bodies throughout the world are required to comply with a code no less 

stringent than the principles included in the IESBA Code of Ethics. This Code states: 

‘The principle of integrity imposes an obligation on all members to be straightforward 

and honest in all professional and business relationships. Integrity also implies 
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Relevant to the present study, Cuccia et al. (1995) found that tax practitioners attempted 

to conform to client preferences by interpreting vague verbal standards as support for 

their aggressive decisions. In addition, when the threshold standards were described in 

numerical terms (e.g., 60% required level of support), practitioners interpreted the 

evidential support as being more favourable in order to justify an aggressive position. 

Similar work by Johnson (1993) found that tax judgments were influenced by 

confirmation bias. Her study labelled prior court cases as either favourable or 

unfavourable evidence for a client’s preferred position on an ambiguous tax issue. Half 

of the practitioner sample was told cases A and C (B and D) constituted favourable 

(unfavou
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principles-based ethical standard required by the Code. Given the complexity of current 

tax laws, expertise in interpreting government rules and regulations is a valued service. 

Even though integrity is sanctioned by the profession, its effectiveness remains a 

question for empirical research. As noted by Jones, Massey and Thorne (2003), the 

AICPA’s professional code could either enhance or limit auditors’ ethical sensitivities, 

and they call for research to identify ways in which the Code can enhance ethical 

awareness and behaviour. Herron and Gilbertson (2004) compared the effects of 

principles-based and rules-based ethical guidelines, as student participants were given 

either excerpts from AICPA Section 50 with a principles-based focus or from the rules-
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are exposed to the integrity standard. If exposure to the integrity standard is a robust 

effect, then it should negate any increased tendency, conscious or unconscious, to 

recommend the deduction when additional but inconclusive details are added. Thus, the 

standard calling for candid and honest judgments may lead participants to interpret the 

additional information with more scepticism. On the other hand, if the effect of 

confirmation bias related to the added details is dominant (per H1), then the pro-client 

tendency should persist. Hence, the presence of a confirmation bias driven by additional 

detail is examined to test whether the confirmation bias expected in the absence of a 

professional standard (H1) is mitigated in the presence of a professional standard for 

integrity, which leads to our second hypothesis: 

HYPOTHESIS 2. The increased propensity for confirmation bias (a pro-client decision) 

in a detailed context is less likely in the presence of a professional standard for integrity 

than in its absence. 

2.4 Effect of advocacy on confirmation bias 
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as a professional standard in the AICPA Code of Conduct conjures up behaviour that is 

fitting for a professional.  

In sum, prior studies have documented the role of advocacy in confirmation bias, 

treating advocacy either as an internalised belief (i.e., using the Mason & Levy (2001) 

scale) and/or as an outcome arising from an explicit manipulation of client preference. 

The current study, however, presents advocacy as delineated by professional guidelines. 

It should be noted that the wording in Rule 102-6 is guarded (e.g., ‘…may be requested 

by a client…’). The purpose of the present study is not to induce aggressive, pro-client 

decisions. If Rule 102-6 acts as a boundary because of its recognised position as a part 

of the AICPA Code of Conduct, then its presence would mitigate the expected 

confirmation bias coming from the added context. Thus, the following hypothesis is 

tested: 

HYPOTHESIS 3. The increased propensity for confirmation bias (a pro-client decision) 

in a detailed context is less likely in the presence of a professional standard for 

advocacy than in its absence. 

3. RESEARCH DESIGN AND METHOD 

We test our hypotheses in a mixed between- and within-subjects design, varying 

between participants the primed professional standard at three levels (none, integrity, 

and advocacy standard). The level of contextual information presented in a case scenario 

is varied within subjects at two levels (low vs. high). 

3.1 Participants 

On the first day of their introductory tax class, undergraduate students (mostly seniors) 

from a large, public, Midwestern US university were asked to participate in the present 

study. Given the lack of research on the effectiveness of current wording in the AICPA 

standards for advocacy and integrity, the use of students allows for a more homogenous 

group to test for any differential impact of the treatment variables, and it reduces the 

likelihood of rival effects such as prior work experience and/or organisational climate.  

 The use of student participants as surrogates has been a controversial area in 

behavioural tax and accounting research. For instance, Marriott (2014) challenges the 

wisdom of using student subjects as a proxy for adult taxpayers, and she suggests studies 

should justify their sample choices, per the preceding paragraph, and note the inherent 

limitations, especially if tax policy research questions are being examined. In terms of 

whether student participants are appropriate surrogates for practising accountants, there 

is encouraging evidence from Liyanarachchi and Milne (2005) and Mortensen, Fisher 

and Wines (2012) who find advanced level accounting students to be useful surrogates 

for accounting practitioners in decision-making tasks. 

Interestingly, a prior study by Pflugrath, Martinov-Bennie and Chen (2007) found that 

codes of ethics did impact experienced auditors but did not affect student participants. 

The researchers asserted that the amount of content from a professional code may have 

been too much material for students to grasp in an abbreviated experiment. The present 

study merely provides brief excerpts from the AICPA Code of Conduct. This increases 

the likelihood that the treatment effects will be sufficiently understood by the 

homogenous student groups. Experienced professionals will likely have pre-conceived 

notions and/or workplace norms regarding the interpretation of these standards and/or 

how the classification between owner compensation and return of capital should be 
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distinguished. Consequently, research involving professionals may require a different 

treatment effect than a mere presentation of the stated standard. In contrast, for student 

participants, a brief exposure to the principles-based standards is expected to be 

sufficient (Pinsker et al., 2009). Although external validity for professional decision-
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affect moral reasoning, and that moral reasoning correlates with intended and actual 

behavior (Fishbein & Ajzen, 1975; Trevino, 1992). 

3.3 Independent variables 

Each participant was randomly assigned to a treatment group – either the advocacy 

group (Advocacy), integrity group (Integrity), or a control group. Participants first 

received their respective treatment scenarios prior to reading the two cases and making 

separate reporting recommendations about deducting the payments to the company 

president/shareholder. Participants in the control group (without a manipulation) began 

by responding to the low-context case. After indicating their decision, they were told to 

proceed to the next case. Before responding to both cases, participants in the respective 

advocacy and integrity groups first read a targeted standard: AICPA Rule 102-6 for the 

advocacy group and Section 54-Article III.02 for the integrity group. The primed 

conditions were extracted directly from the AICPA Code of Conduct (2010):9 

‘Integrity requires a member to be, among other things, honest, and candid … 

Service and the public trust should not be subordinated to personal gain and 

advantage. Integrity can accommodate the inadvertent error and the honest 

difference of opinion; it cannot accommodate deceit or subordination of 

principle.’  [Integrity] 

‘A member or a member’s firm may be requested by a client … to act as an 

advocate in support of the client’s position on accounting or financial 

reporting issues, either within the firm or outside the firm with standard 

setters, regulators, or others.’  [Advocacy] 

4. ANALYSIS AND RESULTS 

A total of 73 students attending the first day of tax class completed the questionnaires 

in January 2011 on a voluntary and anonymous basis. The average age of the 

participants was 21.58 (SD = 1.98) with a range from 19 to 35. The majority, 56.9%, 

was 21, and most were 



 

 

eJournal of Tax Research  The effect of professional standards on confirmation bias 

99 

 

 

inconclusive, details. Seasoned professionals are likely to have more varied exposure to 

and strong a priori beliefs regarding these standards as well as stronger positions 

regarding the technical rules for classification of compensation to shareholders and 

dividend payments. If confirmation bias varies in the presence or absence of 

professional standards for the novice group, then future research should pursue this line 

of research on experienced professionals to investigate whether the hypothesised effects 

of the standards persist when respondents have strong internalised beliefs regarding the 

professional standards and/or the nature of the ambiguous technical issues. 

To ensure that the randomised treatments were effective, we tested for group differences 

on advocacy scale, interpretation of the advocacy standard, interpretation of the integrity 

standard, and relative importance of the two standards for tax decision-making. 

Regarding the advocacy scale, responses to all five questions (with anchors of 1 for 

disagreement to the statement favouring advocacy and 7 for agreement) were averaged 

for an overall advocacy attitude. Cronbach’s alpha for reliability among the five 

questions is 0.881 as presented in Table 1. The scaled average has a mean of 4.49 (SD 

= 1.36). It should be noted that a midpoint of 4 (for lack of agreement or disagreement) 

would represent the lack of a strong tendency in either direction. Thus, overall, most 

had a very slight tendency toward being an advocate. This average response is slightly 

less aggressive than prior research using professionals (Pinsker et al., 2009 reporting a 

mean of 4.35: 3.90 for auditors and 4.90 for tax professionals; Bobek et al.
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1997; Radtke, 2000). Similarly, age has been found to correlate with compliance. Conroy et al. (2010) 

found that age is a significant factor in explaining compliance, suggesting that levels of compliance increase 

with age. Pflugrath et al. (2007) found that experience rather than age could affect compliance levels. 

However, Emerson et al. (2007) reported that ethical attitudes did not differ with age or experience. Lastly, 
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Prior to testing our hypotheses, we examined the relationship between the dependent 

variables for pro-client decision-making and the background information for gender, 

advocacy scale, age, and attitude toward the standards for advocacy and integrity. These 

variables were not significantly correlated with the dependent variables, nor did they 

affect the results presented in this article. Therefore, the background variables are not 

included as control variables in the models presented below. 

The dependent variables range from -3 for ‘no deduction’ to 3 for ‘definitely taking the 

deduction’. Descriptive statistics for the recommen8 reied reporting decisions an8 rei their 

statistical tests are presented in Table 2. On the first scenario with scant detail, the 

average response across all three groups is 0.26 (SD = 1.63). Those responding less than 

zero, indicating it is not deductible, comprised 35.6% of the participants, whereas 50.7% 

of the participants tended to recommend the expenditure as deductible (scores greater 

than zero). For the second scenario, which contained substantially more detail, the 

average response across all three groups is 0.42 (SD = 1.86). Most, 56.2%, indicated 

that the expenditure should be deductible, and 39.7% indicated that it should not be 

deductible.  
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Table 2: Reporting Decisions and Gain Scores 

 

Panel A: Reporting Decisionsa 

 

Treatmentb Casec Mean (SD) N 

 

Control    
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context does not increase the likelihood of a confirmation bias. However, as discussed 

below, the paired t-test results are dependent on the randomly assigned manipulations. 

The principal test for each hypothesis is shown in Table 3. Hypothesis 1 predicts that, 

in the absence of a professional standard, participants are more likely to exhibit 

confirmation bias in a high context case. This is operationalised in the present study as 

a higher propensity toward pro-client decisions when the context has substantial data 

relative to a context with scant details. To test this hypothesis, only the participants in 
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the first hypothesis indicated that the added detail leads to a higher pro-client preference 

for the control group, this result does not hold in the presence of AICPA professional 

standard for integrity. The means for the integrity group of 0.46 (SD = 1.60) for the low 

context and -0.07 (SD = 1.88) for the high context, presented in Table 2, do not 
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The third hypothesis examines whether the AICPA standard for advocacy has a similar 

effect on confirmation bias as the integrity standard did. Although Rule 102-6 sanctions 

advocacy, it is a subset of the professional Code and it allows for justifiable pro-client 

positions. We use a paired t-test to see if participants were significantly more likely to 

make pro-client judgments in the high-context case. The respective means of 0.37 (SD 

= 1.52) and 0.48 (SD = 1.72) on the low-context and high-context cases for the advocacy 

group do not significantly differ (t(26) = 0.252, p = 0.803). This suggests that in the 

presence of the AICPA’s professional advocacy standard, the added detail does not 

increase the inclination toward confirmation bias (similar to the insignificant result 

reported earlier for the integrity standard).  

To examine the relative effect of a more pro-client response related to the high-context 

case, we compare the gain score for more pro-client responses between the control group 

and the advocacy group. As seen in Table 3, the difference is marginally significant 

(t(43) = 1.638, p = 0.055) as the advocacy group has a mean gain score of 0.11 (SD = 

2.29) compared to the control group mean of 1.33 (SD = 2.68). Using a Mann-Whitney 

U Test, which is a more robust test for ordinal data (Howell, 2013) such as Likert scales 

(also used for comparison with the integrity group), the p-value is 0.035 (U = 165.5). 

These results provide support for the third hypothesis. The effect for advocacy is weaker 

than the integrity results, perhaps because the standard implicitly calls for caution 

merely because it is identified as an AICPA rule. To measure an overall effect for any 

‘standard’, we combine the responses of the advocacy and integrity groups and then 

compare them to the control group. There is a significant overall effect (t(71) = 2.434, 

p = 0.009), which indicates that when professional standards are not explicitly 

communicated, confirmation bias is more likely on a high-context case than one with 

scant detail. The implication is that when professional standards are adequately 

communicated, they could mitigate some of the confirmation bias associated with the 

conscious or unconscious over-reliance on the additional information. 

4.2 Additional analysis on Advocacy 

Similar to the direct effects of exposure to the integrity standard presented above, we 

test the direct effect of exposure to the AICPA advocacy standard on the low and high 

context cases. Based on the previously presented results in which the standard led to a 

reduced propensity toward confirmation bias when the additional, inconclusive 

evidence was included, we examine whether the advocacy standard led to a more pro-

client decision in each context. This would be expected if the wording of the standard 

is sufficiently strong in its sanctioning of pro-client positions. If the standard is 

perceived as weak support or cautious regarding when it is appropriate to be an 

advocate, then the level of pro-client judgments may reflect a status quo similar to the 

control group. Table 2 indicates that the mean for the control group on the low-context 

case was -0.22 (SD = 1.80), and the mean for the Advocacy group was 0.37 (SD =1.523), 

which is not a statistically sign
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in the wording would not be testing the current standards. Future studies may want to 

test how different wording or frames could alter the impact of an advocacy standard. In 

addition, the mere presentation of advocacy as a sanctioned professional standard may 

infer a higher threshold of professional conduct.  

5. SUMMARY AND CONCLUSIONS 

Although calls exist for more emphasis on accounting professionalism (e.g., Wyatt, 

2004), studies such as Johnson (1993) and Cuccia et al. (1995) find that professionals, 

who are given access to supporting and non-supporting evidence, demonstrate a 

systematic confirmation bias by overweighting the positive evidence as support for the 

preferred outcome. Our study differs from prior research on confirmation bias primarily 

because: 1) it examines confirmation bias in the presence and absence of standards of 

professional conduct issued by the AICPA, and 2) it examines the effect of supporting 

and non-supporting evidence in the early stage evaluation of client-specific facts. The 

current study examines the relative effect of the absence or presence of additional but 

irresolute information rather than favourable and unfavourable judicial precedents. This 

allows us to test whether confirmation bias is exacerbated by the quantity of irresolute 

information. If confirmation bias is demonstrated in the early stage of synthesising the 

because
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after the death of Mr. Johnson, the board of directors (composed of Mrs. Johnson and her four 

sons) elected Mrs. Johnson president of the company. Each son is an officer with the title “vice 

president” and one son also holds the title of “secretary and treasurer.” During the past five years, 

the stock of Johnson and Sons, Inc. has been owned by Mrs. Johnson (46 percent) and her sons 

(13.5 percent each). 

Duties 

Mrs. Johnson works 40 or more hours per week, and her duties consist of (1) keeping the 

financial books, (2) reviewing bills and signing checks, (3) attending board meetings and voting 

on major proposals put forward by her sons, who are responsible for the day-to-day operations 

of the business, (4) engaging in extensive public relations activities, and (5) acting as co-

guarantor (together with her sons) of bank loans to the company for major capital expenditures.  

Financial Information 

Some financial information for Johnson and Sons, Inc. for the current taxable year is provided: 

Gross Sales  $25,400,000 

Net Income  $     155,000 

Officer Compensation*:  

   Mrs. Johnson  $     600,000 

   Son 1-4  $     375,000 (each) 

*Payments for salaries have been relatively consistent for several years. 

Relevant Tax Law 

Under Section 162(a)(1) of the Internal Revenue Code, there is a two-pronged test for the 

deductibility of amounts purportedly paid as salaries or other compensation for services: The 

payments must be (1) “reasonable,” and (2) in fact payments purely for services. 

Courts have sometimes applied a five-factor test in considering the reasonableness of 

compensation, including (1) the employee’s role in the company, (2) a comparison of the 

compensation paid to similarly situated employees in similar companies, (3) the character and 

condition of the company, (4) whether a conflict of interest exists that might permit the company 

to disguise a dividend payment as deductible compensation, and (5) whether the compensation 

was paid pursuant to a structured, formal, and consistently applied program. 

Please answer the following question by circling a number on the scale: 

How strongly do you feel that the $600,000 paid to Mrs. Johnson should be deducted on the tax 

return (reducing the company’s net taxable income)?  

-3                     -2                     -1                     0                     1                     2                     3 

Definitely    Neutral                         Definitely 

Do Not Deduct                  Deduct 
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Abstract 
 

There are claims that large Australian and other multinational corporations that pay no or little tax because of taking abusive 

tax positions breach their human rights obligations as they deprive governments of the means to provide services. These services 
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1. INTRODUCTION 

There are many organisations and individuals, such as Carmona,3 the German Tax 

Justice Network (GTJN),4 the Australian Tax Justice Network,5 Pogge,6 de Zayas,7 

Scheffer,8 Darcy,9the Centre for Economic and Social Rights,10 Avi-Yonah and 

Mazzoni11 and Lipsett,12 who contend that large Australian and other multinational 

corporations (collectively referred to as MNCs) pay no or little tax because of taking 

abusive tax positions. In doing this they deprive governments of the means to alleviate 

poverty and to provide basic services such as health, education, housing and access to 

water (the rest of this article will only refer to the alleviation of poverty as a collective 

phrase for all of the foregoing).13 Those who contend for a link between human rights 

and tax state that an abusive tax position includes criminal conduct, tax evasion, 

avoidance, and embarking on schemes that appear to be in compliance with the tax laws 

but do not result in the MNC paying what is referred to as a fair share of taxes.14 This 

article examines whether there is any legal basis for such claims. 

There are a few limitations to this article. The article does not seek to determine whether 

human rights can impact on the decision of the regulator or legislature in seeking to 

enforce or legislate the tax laws. Nor does it consider the issues that arise if a taxpayer’s 

human rights are infringed by the tax law-maker or regulator. It is for this reason that 

there is little discussion on such human rights as privacy or the right to fair trial. Only 

limited reference is made to human rights cases both in Australia and overseas to 

illustrate that to the extent that human rights are raised in tax cases they are limited to 

allegations by taxpayers of a breach of their ri

http://www.l4bb.org/reports/taxes_human_rights.pdf
http://www.taxjustice.org.au/
http://cesr.org/article.php?id=1834
http://www.shiftproject.org/resources/viewpoints/tax-abuse-business-human-rights/


http://search.proquest.com/openview/2c05920275f79eef3d6e8f2e7ae2caae/1?pq-origsite=gscholar
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Evidence shows that, even in developing countries, widening tax bases and 

improving tax collection efficiency could raise considerable additional 

revenue… Tax collection efficiency can also be increased by improvements in 

tax administration. Tax administrations with appropriate financial, personal and 

technical resources are critical to increase levels of revenue collection and to 

avoid abuse.18  

At the third International Conference on Financing for Development (July 2015) the 

participant countries agreed that domestic resource mobilisation was central and 

required measures that widened the revenue base, improved tax collection and combated 

both tax evasion and illicit financial flows.19  

Alston (United Nations Special Rapporteur on Extreme Poverty and Human Rights) 

considered the link between tax and human rights and suggested the problem was 

primarily based on policy issues rather than the obligation to pay any taxes imposed. He 

said: 

First, there is the most obvious link which is that of resource availability. 

Refusing to levy taxes, or failing to collect them, both of which are 

commonplace in many countries, results in the availability of inadequate 

revenue to fund human rights related expenditures.20 

The problem alluded to by Alston is not limited to human rights expenditures. Tax 

policies that allow MNCs to pay little or no tax should be discouraged.  

Next the European Court of Human Rights (ECtHR) in tax cases where breaches of the 

European Convention on Human Rights (ECHR) are raised, refers only to rights of 

https://www.un.org/press/en/2015/ga11663.doc.htm
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The ECHR does not apply to tax disputes because tax disputes are not civil 

rights and obligations to which Art. 6 applies. The decision of the ECtHR in 

Ferrazzini implies that in a tax dispute a litigant does not have a right to a fair 

hearing under Art. 6 of the ECHR.24 

https://hudoc.echr.coe.int/eng#{"appno":["11581/85"]}
https://hudoc.echr.coe.int/eng#{"appno":["20060/92"]}
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Scott Rubin, Communications Director, Google has been asked about Google’s 

tax arrangements and said that his company pays what is ‘required by law’.30  

This seems to have been accepted by the chair of the UK Parliament’s Public Accounts 

Committee, Margaret Hodge, who, in a question to Matt Brittin, vice-president for 

Alphabet Incorporated (Google) in northern and central Europe, said that ‘[w]e are not 

accusing you of being illegal; we are accusing you of being immoral’.31 What Hodge 

appears to be saying is that the UK would like Google to pay more tax than it did and 

presumably in an amount greater than mandated by law. If this view of Hodge’s 

statement is correct it is an indictment of the laws then in force in the UK or their 

administration or both.  

Gelski, referring to a similar Senate enquiry in Australia, notes: 

Most representatives of MNEs appearing before Senator Dastyari and his 

colleagues also pointed out that, not only were they legal, but many of their 

arrangements and structures had been blessed by the ATO in Advance Pricing 

Arrangements. These exchanges did not reach the eyes or ears of many a ‘man 

and woman in the street’.32 

Next even if MNCs paid all the taxes demanded by those who seek to draw a link 

between tax and human rights it does not mean such monies will be used to alleviate 

poverty. It is in the absolute discretion of governments to allocate resources as they 

deem appropriate unless required by legislation. The tax laws do not allocate revenue 

to any resource other than the Consolidated Revenue Fund.33 These monies can be 

allocated to whatever project the government of the day determines including those 

which may breach their human rights obligations.  

Penultimately, in Australia and other common law countries taxes can only be imposed 

by legislation. There is no common law of taxation.34 The High Court has developed 

detailed and comprehensive criteria that must be met before determining whether an 

exaction is a tax or something else. A tax is defined in the following terms: ‘[i]t is a 

compulsory exaction of money by a public authority for public purposes, enforceable 

by law, and is not a payment for services rendered’.35 A charge for the acquisition or 

use of property, a fee for a privilege and a fine or penalty imposed for criminal conduct 

or breach of statutory obligation are not taxes.36 There are two further important factors 

the courts consider whe



 



https://www.ato.gov.au/general/the-fight-against-tax-crime/in-detail/targeting-tax-crime-magazine/2015/targeting-tax-crime--wickenby,-a-lasting-legacy/?page=2
https://www.ato.gov.au/general/the-fight-against-tax-crime/in-detail/targeting-tax-crime-magazine/2015/targeting-tax-crime--wickenby,-a-lasting-legacy/?page=2
https://www.ato.gov.au/business/privately-owned-and-wealthy-groups/tax-governance/corporate-governance-and-tax-governance/seven-principles-of-effective-tax-governance/
https://www.ato.gov.au/business/privately-owned-and-wealthy-groups/tax-governance/corporate-governance-and-tax-governance/seven-principles-of-effective-tax-governance/
https://www.ato.gov.au/general/tax-planning/
https://www.ato.gov.au/general/tax-planning/
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Enterprises should comply with both the letter and spirit of the tax laws and 

regulations of the countries in which they operate. Complying with the spirit of 

the law means discerning and following the intention of the legislature. It does 

not require an enterprise to make payment in excess of the amount legally 

required pursuant to such an interpretation.49 

Avi-Yonah, discussing Corporate Social Responsibility, refers to three theories about 

tax and the corporation and states that corporations should not embark on tax 

minimisation schemes under any theory because: 

 

Under the artificial entity view, it undermines the constitutive relationship 

between the corporation and the state. Under the real view, it runs contrary 

to the normal obligation of citizens to comply with the law even in the 

absence of effective enforcement. And under the aggregate view, it is 

different from other forms of shareholder profit maximisation in that it 

weakens the ability of the state to carry out those functions that the 

corporation is barred from pursuing.50 

Two of the matters mentioned by Avi-Yonah raise some difficulties. First, even if the 

company is a creation of the legislature, this does not mean its tax obligations should 

be other than as the law provides. If this were not the case, how would one determine 

how much tax must be paid and by whom this determination is to be made? Second, the 

fact that a corporation cannot perform certain functions that are the exclusive preserve 

of the state is not a basis for requiring corporate taxpayers to pay an indeterminate 

amount of tax to the revenue. If this argument had any validity, all taxpayers would be 

required to pay more tax than provided by law in some indeterminate amount. The real 

view as described by Avi-Yonah accords with the tax obligations of all corporations. 
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Even though Australia has anti-avoidance rules not all countries have such rules in their 

tax legislation. In some jurisdictions, the courts may resort to statutory interpretation or 

other tools to protect the revenue from tax avoidance schemes. In the UK, for example, 

the Commissioner can rely either on an anti-avoidance rule enacted in 201352 or the 

Ramsay principle as a means of challenging what HMRC contend to be an avoidance 

scheme.53 The Ramsay principle requires a court to interpret legislation purposively and 

then to apply that finding to the facts found as a composite whole and viewed 

realistically.  

In keeping with the views of the OECD,54 the CoT and regulators in other jurisdictions 

at times refer to avoidance as following the letter, but not the spirit of the law; 55 or not 

following the policy of the law; or as being a scheme that undermines the integrity of 

the tax system. According to Hasseldine and Morris, references to the ‘spirit of the law’ 

imply ‘the existence of some form of shadowy parallel tax code to which only a 

privileged few have access while everyone else has to make do with the “letter” of the 

law’.56 Freedman argues that proper consideration has to be given to the actual legal 

position, rather than focusing on vague and unenforceable notions such as the ‘spirit of 

the law’.57  

References to concepts such as the ‘spirit’ or ‘policy’ of the law do not add much to the 

enquiry about the distinction between tax planning and tax avoidance, although the 

‘sp
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It is worth noting, while 
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• Starbucks would not apply the law of the land and claim a deduction to which 

it was entitled to appease a demand by customers; 

• the law is of secondary importance when a corporation is named and shamed; 

and 

• whether the corporation was blameless or not is irrelevant to the campaign of 

naming and shaming by the media. 

In protecting a corporation’s goodwill directors may be acting in the interests of the 

corporation. However, if they are fully compliant, the attacks on the corporation’s 

reputation should not occur. Unfortunately, these attacks are commonplace. 

Either a scheme is a lawful tax planning exercise, or it is avoidance or evasion. There is 

no via media. If the state wishes to collect more revenue (assuming no breach of the tax 

laws): 

A change in the law is the only way to ensure these transactions are subject to 

tax. The House of Lords notes that it is primarily for the UK government to 
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The CoT’s responsibility is the administration of the tax laws, not some nebulous 

concept of ‘fairness’.68   

This article now turns to a consideration of the human rights obligations of states and 

MNCs.  

 

3. HUMAN RIGHTS, STATES AND MNCS 

3.1 The human rights obligations of states 

The starting point is the Universal Declaration of Human Rights by the United Nations 

in 1948 which inter alia provides that human rights are universal, inalienable and 

indivisible. 

Donnelly notes: 

Human rights are also inalienable rights, because being or not being human is 

an inalterable fact of nature, not something that either is earned or can be lost. 

Human rights are thus ‘universal’ rights in the sense that all human beings hold 

them ‘universally’. Conceptual universality is in effect just another way of 

saying that human rights are, by definition, equal and inalienable.69 

Shaw et al. in similar vein suggest human rights have four characteristics. These are that 

they are universal, equal, not transferable and are not dependent on human institutions.70    

Any person that introduces a bill before the Australian Parliament must cause a 

statement of compatibility to be prepared that shows the bill is compatible with the 

human rights and freedoms recognised or declared in the international instruments listed 

in section 3 of the Human Rights (Parliamentary Scrutiny) Act 2011.71 A failure to 

comply with this Act does not affect the validity, operation or enforcement of the Act 

http://scholar.google.com.au/citations?user=2X0DLYwAAAAJ&hl=en&oi=sra
http://books.google.com.au/books?hl=en&lr=&id=3gVCY1P7e4MC&oi=fnd&pg=PR5&dq=human+rights+are+universal&ots=rW4Ch9zUcO&sig=wIXkc4eDiSok4hysiRCtt4n9Xms
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rights are achieved. They do not impose obligations on those entities that do business in 

these states. As noted by O’Neill: 

Declarations and Covenants are not the corollaries of the human rights that the 

documents proclaim. The Covenants do not assign states straight- forward 

obligations to respect liberty rights (after all, liberty rights have to be respected 

by all, not only by states), but rather second-order obligations to secure respect 

for them.73 

The article now turns to the human rights obligations of MNCs. 

3.2 The obligations of MNCs 

This section commences with an extract from an article by Wilkinson, a Circuit Judge, 

United States Court of Appeals, for the Fourth Circuit in discussing the approach courts 

in the US take to the enforcement of what at times appear to be absolute human rights. 

He states: 

More fundamentally, rights impose obligations on others, and in many cases, 

those obligations are more than society can absorb. Competing social needs and 

goals, not to mention limitations of time and money, necessitate various 

qualifications on rights that we think of as absolute. The implementation of 

individual rights should not take its cues from rhetoric alone, without any 

concern for the dictates of prudence.74    

This statement reflects that courts, when enforcing human rights, must consider various 

competing interests when reaching a decision. This would appear to be an implicit 

limitation on the obligations of MNCs in relation to human rights. 

http://www.jstor.org/stable/20743974
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For most of the companies that have signed on to the UN Global Compact, the 

sphere of influence extends beyond the factory site and includes immediate 

business partners and suppliers—it usually does not cover ‘government and the 

wider society’. John Ruggie’s Interim Report sees an emerging consensus view 

among leading companies that there is a gradually declining direct corporate 

responsibility outward from employees to suppliers, contractors, distributors, 

and others in their value chain but also including communities.78 

Kinley and Tadaki say: 

However, it can be argued that TNCs [MNCs] do have duties to prevent human 

rights abuses in certain circumstances where they maintain close connections 

with potential victims or potential perpetrators, and where TNCs are in a 

position to influence the level of enjoyment of human rights.79 

It seems that an MNC’s human rights obligations are merely a reflection of the 

obligations of the state and are enforceable by the laws of the state in which the MNC 

does business. Cohen appears to accept this when he states that: 

Although there is no explicit language restricting the obligations to a state’s 

own territory, one has the sense in reading the Covenant that extraterritorial 

obligations were not considered or intended.80 

Cohen does note that: 

[A]t least one committee of legal experts, convened by Maastricht University 

and the International Commission of Jurists, interprets the Covenant to impose 

extraterritorial obligations.81 

The preamble to the United Nations Norms on the Responsibilities of Transnational 

Corporations and Other Business Enterprises with Regard to Human Rights appears to 

go further contending for an extra-territorial operation of human rights. It states: 

Within their respective spheres of activity and influence, transnational 

corporations and other business enterprises have the obligation to promote, 

secure the fulfilment of, respect, ensure respect of and protect human rights 

recognized in international as well as national law, including the rights and 

interests of indigenous peoples and other vulnerable groups.82  

                                                      

78 Klaus M Leisinger, Special Advisor to the Secretary General on the Global Compact, ‘On corporate 

responsibility for human rights’, Basel, April 2006, 

<http://www.commdev.org/userfiles/files/958_file_corpresforhr_kl.pdf>. 
79 David Kinley and Junko Tadaki, ‘From talk to walk: The emergence of human rights responsibilities for 

corporations at international law’ (2004) 44(4) Virginia Journal of International Law 931, 964. 
80 Stephen B Cohen, ‘Does Swiss bank secrecy violate international human rights?’ (2013) 140 Tax Notes 

355, 356, referring to the International Covenant on Civil and Political Rights. 
81 Cohen, above n 80. See also United Nations, Norms on the responsibilities of transnational corporations 

and other business enterprises with regard to human rights art 1,  

<https://documents-dds-ny.un.org/doc/UNDOC/GEN/G03/160/08/PDF/G0316008.pdf?OpenElement>. 
82 United Nations, Norms on the responsibilities of transnational corporations and other business 

enterprises with regard to human rights, above n 81.  
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Even with this extended meaning the obligation is that of the state to enforce these 

rights. 

Brenkert83 suggests there are divergent views as to whether businesses need only 

comply with some or all human rights, other than those enshrined in law. He refers to a 

variety of approaches on how businesses should go about determining their specific 

human rights responsibilities. The first is what he refers to as a good reasons approach. 

Here the MNC must take a decision where the strongest weight of reason lies. This 

involves evaluating the extent to which it can make a difference, on what others can be 

expected to do, and the appropriateness of how the required supportive actions may be 

shared. On this basis and depending on the facts there may be no obligation to take any 

action. This approach is dependent on the view one takes of the corporation. Is it a 

private body or one with political power?  If the latter the obligations may be greater 

https://www.cambridge.org/core/journals/business-and-human-rights-journal/article/business-ethics-and-human-rights-an-overview/4E12322863D6BA2B17871B03EDA9BBB9/core-reader#fn107
https://www.cambridge.org/core/journals/business-and-human-rights-journal/article/business-ethics-and-human-rights-an-overview/4E12322863D6BA2B17871B03EDA9BBB9/core-reader#fn108
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• MNCs should strive to honour human rights provided it does not cause them to 

breach the laws of the land in which they do business; 

• where an enterprise causes or may cause an adverse human rights impact, it 

should take the necessary steps to cease or prevent the impact or if possible, use 

whatever influence it may have to effect change in the practices of an entity that 

cause adverse human rights impacts. 

The Corporations Act itself imposes a limitation on the human rights obligations of 

corporations when it requires directors to take decisions that are in the interests of the 

corporation.89 The ‘interests of the corporation’ is not some abstract concept. For 

example, Redmond discussing human rights and the interests of the corporation said:   

Directors may have regard for non-shareholder stakeholder interests within 

some uncertain limits, but not independently of consequential corporate 

benefit… This formulary comprises three distinct but related duties: a 

subjective duty of good faith, that is, to act honestly in the company's interests 

as the directors perceive them; a duty to exercise powers for a proper purpose; 

and a duty to consult and act by reference to interests that the law recognises as 

the ‘interests of the company’.90 

Kennedy discusses various problems that, in his opinion, arise when non-government 

organisations and other activist entities make claims about breaches of human rights 

issues by MNCs in taking abusive tax positions. He accepts that some have greater 

validity than others but, he says, one should not close one’s eyes to them as the answers 

to each requires a pragmatic reassessment of humanitarian commitments, tactics and 

tools. Based on the views of Kennedy, various potential issues arise from the claim that 

abusive tax positions are a breach of human rights. These include: 

• generalisations that MNCs are violating their human rights obligations by 

taking ‘abusive tax positions’ ignore the clear majority of MNCs that pay all 

taxes the law requires;  

• those who contend for a link between tax and human rights are unable to enact 

laws that prescribe how taxes are to be calculated and paid or how to enforce 

such laws. The claim about abusive tax positions and human rights is rhetorical 

even though they may bring abuses of some MNCs into the public domain. As 

Gelski notes: 

It was this change in taxpayer stakeholder expectations that has caught 

the government, and I suspect, the ATO off guard. I am not alone in 

pointing out that arrangements that the ATO not only knew about but 

in many cases officially approved, are now being revisited and 

challenged;91  

                                                      

89 Corporations Act 2001 (Cth) s 181(1). 
90 Paul Redmond, ‘Directors’ Duties and Corporate Social Responsiveness’ (2012) 35(1) University of New 

South Wales Law Journal 317, 324-325. 
91 Gelski, above n 32. 
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• there may be a mistaken impression that there is a larger pool of monies 

available than may be the case. This is reminiscent of the views of Forstater 

considered in section 2.1 above.  

The foregoing suggests the link between tax and human rights is at best tenuous and 

appears to be based on some (possibly intentional) misconceptions. These include: 

• w
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The Australian High Court in Alcan114 is to the same effect when it referred to a 

judgment of Gleeson CJ115 who stated: 

[I]t may be said that the underlying purpose of an Income Tax Assessment Act 

is to raise revenue for government. No one would seriously suggest that s 15AA 

of the Acts Interpretation Act has the result that all federal income tax 

legislation is to be construed so as to advance that purpose. 

The Honourable Murray Gleeson describes the approach of Australian courts in 

interpreting tax statutes as follows:   

Liability to tax is not determined by judicial discretion. The rule of law applies 

both to revenue authorities and to taxpayers, regardless of whether in a 

particular case it comes down on one side or the other.116  

A purposive approach is adopted to determine what the law is trying to achieve from a 

tax perspective.117 That it may raise revenue for the state is not such a purpose. All 

statutes imposing tax raise revenue for the state. As early as 1907 Isaacs J noted:  

Where Parliament has in the public interest thought fit… to exact from 

individuals certain contributions to the general revenue, a Court should be 

specially careful, in the view of the consequences on both sides, to ascertain 

and enforce the actual commands of the legislature, not weakening them in 

favour of private persons to the detriment of the public welfare, nor enlarging 

them as against the individuals towards whom they are directed.118 

It seems Australian courts will adopt a similar approach to that used by the Israeli Court 

of Appeal in overturning the District Court judgment. It is the author’s view that the 

question of the uses to which taxes may be utilised, unless specifically stated to be the 

case in the legislation, is not something of which a court will take account in interpreting 

tax legislation. Even if this were the case a court would still be faced with the issue of 

determining whether the contended liability was provided for in the legislation and if 

http://www.austlii.edu.au/au/legis/cth/consol_act/aia1901230/s15aa.html
http://www.austlii.edu.au/au/legis/cth/consol_act/aia1901230/
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If the law does not impose tax on an entity no liability exists. If an MNC pays the lowest 

amount of tax required by law, no claim can legally be made for payment of additional 

amounts no matter what adjectives are used to describe this conduct.  

Often it is the inability (unwillingness?) of Parliament to enact legislation that targets 

the income sought to be taxed that enable MNCs to pay less tax than anticipated. Pascal 

Saint-Amans (Director of the Centre for Tax Policy and Administration, OECD) is 

reported to have said: 

Policy makers cannot blame businesses for using the rules that governments 

themselves have put in place. It is their responsibility to revise the rules or 

introduce new rules to address existing concerns.119 

Demands by third parties or even governments for MNCs to pay taxes calculated on 

some unlegislated and subjective basis in an indeterminate amount are not taxes and no 

government can enforce such claims.  

The Australian legislature, aware of these problems, has recently enacted legislation to 

capture a greater percentage of the revenue derived by MNCs and generated in Australia 

by amending the general anti avoidance rule in Part IVA of the ITAA 1936. These 

amendments are affected by the introduction of what is known as the multinational anti-

avoidance law (MAAL)120 and the diverted profits tax (DPT).121   

The MAAL is designed to counter the erosion of the Australian tax base by 

multinational entities using artificial and contrived arrangements to avoid the attribution 

of profits to a permanent establishment in Australia.122 Portas and Slater describe the 

primary purpose of the DPT as: 

• ensuring significant global entities’ (SGEs, ie, MNCs with turnover in excess 

of AUD 1 billion) Australian tax payable reflects the economic substance of 

Australian activities; and  

• p
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Confirming the fundamental principles of 

taxation using Interactive Qualitative Analysis 
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Abstract 
 

Are the existing guiding principles of taxation scientifically grounded and sufficient to support the growing economic pressures 

on the global community? This article attempts to base the formulation of the principles of taxation on scientifically defensible 

research. Keeping the various nuances of taxation in mind, together with their possible roots, and their relevance in practice 

and in education and research, this article postulates the following question: what are the principles of taxation that are essential 

to taxation internationally, both in the present and as taxation evolves into the future? This research applies a qualitative 

research method called Interactive Qualitative Analysis in order to address the specific research question: what are the 

fundamental principles of taxation? Ten guiding principles were formulated through this qualitative research. The findings 

were then compared to the history of the principles of taxation that emerged between 1776 and 2015. Eight of these principles 

were confirmed by the history of the principles between 1776 and 2015 and the remaining two principles were supported by 

history before 1776. 
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One only knows a thing completely when we know its causes and first 

principles – only wisdom (sophia) can give this knowledge. This highest 
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high-level roles across the generations have already contributed to the formulation of 

the principles of taxation. Alley and Bentley, however, emphasise the importance of 

revisiting the principles of taxation when they note that, although Adam Smith’s 

maxims are seminal, ‘in the light of modern business practices … it is suggested that 

Smith’s principles need modernising’ (Alley & Bentley, 2005, p. 624). 

Attempts to ‘craft’ or reform the principles of taxation are thus not a new idea, as there 

have been intensive debates over what the principles should be for at least the last 200 

years. In light of this observation, Kabinga (2015, p. 6) remarks that the ‘interesting 
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• Every tax ought to be so contrived as both to take out and to keep out of the 

pockets of the people as little as possible, over and above what it brings into the 

public treasury of the state. (Economy in collection). 

Over the past 200 years, many contributors have added to, criticised, or reformulated 

the above principles of taxation. However, in various countries, there seems to be an 

array of different ideas about what the principles of taxation should actually be. The 

non-consensus of taxation principles in various countries is confirmed by Frecknall 

Hughes (2014). Evidence of this non-consensus can be found in the variety of different 

tax reviews and committees that have existed over the past 60 years, each formulating 

its own list of taxation principles. 

An extract from the history of contributors who have participated in the quest to 

formulate the principles of taxation is provided in Table 1. A limitation of this summary 

may be that only one Third World country tax review (South Africa) is included in Table 

1. The inclusion of reviews from several Third World countries would have provided a 

more in-depth understanding of the demands for taxation of Third World economies. 

This limitation is, however, due to the restricted availability of such Third World 

reviews as a result of language differences and access issues. 

 
Table 1: An Extract of the History of Formulating the Guiding Principles of 

Taxation 

Author/s Principles Title of publication 

Adam Smith 

England, 1776 

-Equity 

-Certainty 

-Convenience of payment 

-Economy in collection (fairness, 

government revenue, efficiency) 

An inquiry into the 

nature and causes 

of the wealth of 

nations 

Newmarch 

England, 1861 

-Tax according to ability 

-Savings and contribution to capital not 

taxed 

-Taxpayer not his own assessor 

The Newmarch 

lectures of 1919 

Carter Report 

Canada, 1966  

-Equity 

-Certainty 

-Simplicity 

-Neutrality 

-Transparency and accountability 

-Flexibility 

Report of the Royal 

commission on 

taxation: the use of 

the Tax system to 

achieve economic 

and social 

objectives  

Asprey Report 

Australia, 1975 

-Fairness 

-Efficiency 

-Simplicity 

-Growth 

-Stabilisation 
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Author/s Principles Title of publication 

-International aspects 

-Transitional problems 
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From the researcher’s point of view, the ability to understand the thinking processes 

used by the individuals to arrive at specific conclusions is important. The facilitator6 of 

a focus group is actively involved in the focus group, mostly to facilitate the clarification 

and elaboration of comments made during the session. Therefore, the facilitator has to 

create a protective and encouraging environment in which participants feel sufficiently 

secure to voice an experience, opinion, or perception (De Vos, e
0 G7G
 0.03 Tc[(147)] TJugh
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The nine participants of the focus group originated from eight different countries, 

including three First World countries,7 one Second World country,8 and four Third 

World countries,9 thus giving the focus group a truly international flavour and providing 

a multi-level frame of reference in terms of policies and systems of taxation. A summary 

of the country of origin, gender, background, and field of interest of each of the nine 

participants is provided in Table 2. 

Table 2: Summary of Focus Group Participants 

Country Gender Background Interest 
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Ghana Male 
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Compliance, 

tax 

administration 

Bangladesh Female 
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Public policy 

Jamaica Female 
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Table 2 shows that the theoretical and experiential backgrounds of the participants 

included economics, law, accountancy, philosophy, auditing, marketing, public 

administration, and tax administration. Five of the participants were tax academics, 

three were tax advisors/practitioners and one was involved with policy-making. The 

participants’ fields of interest (Table 2) spanned tax compliance and avoidance, tax 

administration and procedure, public policy, tax morale and behaviour, fiscal 

federalism, comparative taxes, capital gains taxes and property taxes, tax burden, and 

tax law. As taxation can be seen as intertwined with several disciplines, the 

interdisciplinary nature of the selected participants was vital for the reliability of the 

results. 

3.1.1 Focus group activity 
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constructed during the focus group activity and formulated by the researchers. The 

principle description
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The focus group strongly associated the payment of taxes with public services. 

Income redistribution should be beneficial to people’s lives, as well as to society in 

general. 

Raising revenue (Principle 7): Government finances are dependent on sustainable 

revenue. 
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41 9 → 10 3 186 45.5 76.5 31.0 

42 2 → 4 2 188 46.7 77.4 30.7 

43 3 ← 5 2 190 47.8 78.2 30.4 

44 3 → 6 2 192 48.9 79.0 30.1 

45 3 ← 7 2 194 50.0 79.8 29.8 

46 3 → 9 2 196 51.1 80.7 29.6 

47 3 ← 9 2 198 52.2 81.5 29.3 

48 3← 10 2 200 53.3 82.3 29.0 

49 4 ← 6 2 202 54.4 83.1 28.7 

50 4 → 9 2 204 55.6 84.0 28.4 

Affinities: 1-Certainty, 2-Coherence, 3-Fairness, 4-Obligation, 5-Practicability, 6-
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In a Cluttered Systems Influence Diagram, the primary drivers are plotted on the far left 

of the diagram, and the secondary drivers are placed to the right of the primary drivers. 

The primary outcomes are plotted on the far right of the diagram, with the secondary 

outcomes to the left of the primary outcomes. The sorted Interrelationship Diagram (see 

Diagram 2) was used to draw the Systems Influence Diagram. All the arrows in the 

Interrelationship Diagram were also indicated on the Systems Influence Diagram as 

arrows. The direction of said arrows was the same as the direction in the sorted 

Interrelationship Diagram. Thus, if the sorted Interrelationship Diagram indicated that 

1→8 (1 influences 8), then the base of the arrow on the Systems Influence Diagram 

would be placed at 1, with its tip ending at 8. This procedure was followed for every 

relationship indicated in the sorted Interrelationship Diagram. The product was a 

Cluttered Systems Influence Diagram (see Diagram 3). 

Diagram 3: Cluttered Systems Influence Diagram 
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principle of the ‘trivial many and the significant few’, called an Uncluttered Systems 

Influence Diagram (see Diagram 4). 

Diagram 4: Uncluttered Systems Influence Diagram 

 
 

According to Northcutt and McCoy (2004), ambiguous relationships should be resolved 

through the Systems Influence Diagram. However, in the current Systems Influence 

Diagram, the ambiguous relationships were not resolved. 

Using the new suggestions provided by Northcutt (Box 1), the Uncluttered Systems 

Influence Diagram (see Diagram 4) was revisited to reconcile the conflicts. The second 

occurrence, or lowest frequency, of each ambiguous relationship (see Table 3) was 

included in the Uncluttered Systems Influence Diagram. The Systems Influence 

Diagram was examined, focusing on the ambiguous relationships that created bi-

directional (‘double-headed’) arrows. After the process of uncluttering, each bi-

directional arrow was resolved by identifying a different pathway for that relationship. 

By means of the new systematic approach, all the conflicts could be resolved. 

Box 1: Reconciling Conflicts in the Systems Influence Diagram 

Reconciliation process to consolidate the Systems Influence Diagram and the 

ambiguous relationships 

Step 1: Remove all the redundant links from the Cluttered SID. For each 

ambiguous relationship, insert the second relationship into the Uncluttered 

SID still in the delta circular formation. 

Step 2: Examine the system, noting conflicts that create a ‘double-headed arrow’ 

situation. 
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Step 4: Perform the backward-arrow removal process as you would in any 

Uncluttered SID. However, do not remove any of the original relationships. 

  Source: Northcutt (2015) 

 

The final Uncluttered Systems Influence Diagram (Diagram 4) represents a mind map 

of the focus group’s activity with regard to the fundamental principles of taxation. 

3.3 Strengths and limitations of IQA as a research method 

One of the strengths of IQA is the fact that 
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a primary driver or primary outcome. This result confirms the idea that the fundamental 

principles of taxation are not driven by a single force but that they are all part of a system 

and that they all influence one another. The same can be deduced from the fact that there 

is no single primary outcome in the system, which indicates that the principles of 

taxation do not conclude in a single principle. 

The Systems Influence Diagram (Diagram 4) ultimately presented five feedback loops, 

confirming the interconnected nature of the fundamental principles of taxation. A 

feedback loop is the circular motion of principles within the system, where there is no 

beginning or end. The number of feedback loops in the current system is indicative of 

the multiple influences of the fundamental principles of taxation on one another. The 

continual influences between the principles at the various stages of the Systems 

Influence Diagram support the assertion that the fundamental principles of taxation 

should not be evaluated in isolation, as each principle is influenced by the other 

principles. 

A further noteworthy finding is that public benefit, a secondary outcome, is part of all 

five feedback loops, suggesting that the focus group participants regarded it to be an 

essential consideration in taxation. It is therefore already possible to assume that the 

participants ascribed a conditional status to public benefit in relation to the other 

principles, and that they saw taxation as standing or falling on the basis of the public 

benefit principle. 

Feedback Loop 1 (see Diagram 5) can be described as follows: ‘educated taxpayers will 

understand their duties and benefits in a fair and certain (unambiguous) set of 

guidelines’. 

Diagram 5: Feedback Loop 1 

 
 

Feedback Loop 2 (see Diagram 6) can be described as follows: ‘convenience of payment 

contributes to a sense of fairness’. 
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Diagram 6: Feedback Loop 2  

 

 

Feedback Loop 3 (See Diagram 7) can be described as follows: ‘tax ethics motivates 

contribution to public benefits’. 

Diagram 7: Feedback Loop 3 
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Feedback Loop 4 (see Diagram 8) can be described as follows: ‘an ideal tax system 

provides fair public benefits’. 

Diagram 8: Feedback Loop 4 

 

Feedback Loop 5 (see Diagram 9) can be described as follows: ‘public benefits are 

sustained through a tax-paying culture’. 

Diagram 9: Feedback Loop 5 

 

 

4. INTEGRATING THE PRINCIPLES FROM THE IQA WITH THE HISTORICAL EXTRACT 

For the integration of the affinities formulated by the focus group with taxation history, 

the titles of the affinities were used to ensure consistency and to enhance the credibility 

of the research. For future reiterations of the fundamental principles of taxation, the 

reformulation of the headings may be necessary. 

With the principles that emerged through the integration of taxation history (1776 – 

2015) with the IQA, the following observation can be made: of the ten principles 

identified through the IQA, two were not confirmed through the integration with history 

(1776 – 2015). These two principles are obligation (taxpayers have a duty to contribute 
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towards the cost of a country); and value system (there should be a general belief in an 

ideal tax system). 

The remaining eight IQA principles were confirmed through the integration with the 

principles from taxation history as summarised in Table 1 in section 2 above. The 

principles that emerge from history are indicated in brackets and italics in the 

explanations which follow. 

4.1 Certainty: the tax system must be non-arbitrary 

The importance of legal certainty and administrative discretion in the tax system 

(certainty) is confirmed. Although discretion is an important aspect of taxation, tax 

administrators should be consistent (constant). 

4.2 Coherence: a set of guiding principles and rules should be used as a yardstick to move from 

chaos to order in the tax environment 

The importance of a tax administration developing procedures in order to apply the 

guiding principles and rules set out in tax legislation is confirmed (stability). Procedures 

in the tax system and in the courtroom should support existing policies in creating an 

efficient administrative system (efficiency, practicality). The neutrality of the tax system 

should be protected by legislation (neutrality). 

4.3 Fairness: taxpayers with equal ability will contribute equally 

Tax ethics is vitally important. The system should ensure the accountability and 

participation of all to create justice (accountability). The necessary procedures should 

be in place to promote adequate confidentiality while adhering to appropriate 

transparency (transparency and visibility). The principle of redistribution of property 

should be observed to create equity (equity, fairness, reasonable, tax according to 

ability, properly-targeted, and minimise the tax gap). 

4.4 Practicability: there must be a feasible time to pay taxes 

When a tax payment is made, the payment must take place at the right moment: when 

it is most convenient to the taxpayer (
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enough revenue is collected while still leaving the taxpayer a sustainable portion of 

income (economic growth and sustainability). 

4.7 Tax compliance: a tax-paying culture is needed where there is a ‘willingness to voluntarily’ 

pay taxes 

The importance of the tax moral(s) in a country should be emphasised; trust should exist 

between taxpayers and the government. The government should support the taxpayers’ 

perception that the taxpayers are heard. Compliance relates to tax incentives 

(compliance). When tax morals are negative, the government will need stringent tax 

enforcement to discourage taxpayers from avoiding and/or evading tax (cost of 

administration and effectiveness). 

4.8 Tax understanding: there is a need for a tax education system 

The essence of an understandable tax system lies in tax education. The question as to 

whether or not taxpayers are aware of the various taxes they may be liable to pay then 

arises (policy consistency and tax buoyancy). 

5. CONCLUSION 

Confirming the fundamental principles of taxation is an exercise that might always be 

controversial due to the interdisciplinary role of taxation in the international economic 

and socio-political environments, where policy and the implementation of tax systems 

are embedded in the context of the unique circumstances of every country. The role of 

taxation in the management and development of a country should direct the focus of 

adjustments to the fundamental principles of taxation for that particular country. 

This article provides scientific grounding for the fundamental principles of taxation. By 

applying the IQA research method through the use of a focus group, a set of ten 

principles of taxation was identified and formulated. When these ten principles are 

compared with the principles of taxation that have been identified historically, it is 

evident that the existing fundamental principles of taxation have been scientifically 

confirmed by this research and that two additional principles have been added. 

The limitations of the study can be summarised as follows: 

• only one Third World country tax review (South Africa) is included in Table 1. 

This limitation is, however, due to the restricted availability of such Third 

World reviews as a result of language differences and access issues; 

• a general limitation in using a focus group is the possibility that there may be 

participants in the group who feel insecure about voicing their opinions on the 

research problem (Welman et al., 2005). This was overcome through the IQA 

method used for the research; 

• another general limitation is research bias by the researcher towards the data 

and its generation (Lasserre-Cortez, 2006). This was addressed through the use 

of a facilitator during the focus group; 

• the IQA process does not allow for individual voices to be distinguished after 

the focus group activity (Human-Vogel & Van Petegem, 2008). For the current 
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research, this was not a limitation as the contribution of the IQA is the voice of 

the focus group as a whole, and 

• a final possible limitation is the time required to complete the entire IQA 

process (Bargate, 2014). Although time is always a restraint, this was 

communicated to the participants in the original letter of invitation. 

From Diagram 4, it is clear that all of the fundamental principles of taxation identified 

exercise an influence on each other to some extent (whether great or small). The 

significance of this observation lies in the fact that, according to the participants of the 

IQA focus group, all the fundamental principles identified and defined can be seen to 

influence each other. A fundamental principle of taxation should therefore not be 

considered in isolation, but should be interpreted and applied with all of the other 

fundamental principles in mind. 

Based on the findings from Diagram 4, the focus group assigned a pivotal role to the 

principle, public benefits, when considering taxation. Therefore, it can be assumed that 

the focus group believed that the principle of public benefits takes centre stage in the 

taxation realm.  

For future research, the set of principles should be disseminated to experts in taxation 

from as many countries as possible for their commentary and critique. Their input is 

vital in the further development and a possible final set of principles in the future. 

Experts should include tax practitioners, tax advisors, fiscal policy-makers, government 

tax administrators, tax academics, and the general public. The following questions could 

be posed:  

• critique each principle to support or exclude the principle from the set of 

fundamental principles of taxation; 

• explain the unique situation in your country that could justify additional 

proposed fundamental principles of taxation; 

• explain how the proposed fundamental principles of taxation could thus be 

adapted to include/exclude principles specific to your country. 
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DETAILED AFFINITY (PRINCIPLE) RELATIONSHIP TABLE (DART) 

 

Please complete the attached table below by indicating what you think the direction of the relationship 

between two principles is. Use the principle descriptions that are supplied with this table to help you 

with this task. 

 

For example: 

If you think that 1 influences 2, then indicate 1 → 2 

If you think that 2 influences 1, then indicate 1 2 

If you think that there is no relationship between 1 and 2, then indicate 1 < > 2. 

 

PLEASE NOTE: An arrow may only go in one direction. Although you may feel that the 

direction of the relationship can go both ways, you must indicate the direction you think 

illustrates the strongest or most important influence. 

 

Example: 

An example of an IF/THEN statement in the case where 1 → 2 may look as follows: 

If a tax administrator uses discretion when assessing a tax return, then the same discretion should be 

used in similar taxpayers’ assessments.  

 

PLEASE NOTE: Use a specific example from your own experience to illustrate your point 

rather than a vague statement. 

 

Thank you for the time and effort that you are willing to put into this research project. 
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6  8  

6  9  

6  10  

7  8  

7  9  

7  10  

8  9  

8  10  

9  10  

 

Thank you for your participation! 
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The article is organised as follows: section 2 considers the VAT system in South Africa 

in order to provide the appropriate context. This is followed (also in section 2) by an 

analysis of the place of supply rules as they apply in South Africa, Australia and New 

Zealand.5 Like South Africa, Australia and New Zealand operate ‘modern’ or New 

World VAT systems, in contrast to the more traditional or Old World European 

systems.6 Section 2 concludes with an initial proposed place of activity section, which 

was discussed with five South African VAT experts. Section 3 examines the results of 

the consultative process, making use of a thematic analysis of the open-ended questions. 

The final section (section 4) concludes with a refined legislative provision that could be 

used by National Treasury to introduce place of activity rules into the VAT Act as a 

standalone provision, in addition to the other provisions that have already been 

implemented. 

2. BACKGROUND AND CONTEXT 

In order to set the backdrop for this study, this section explains how the South African 

VAT system operates and the place of supply and place of activity rules which are 

included in New Zealand’s and Australia’s GST systems. The OECD Guidelines for a 

‘good’ VAT system are also considered. 

2.1 Background to the South African VAT system 

VAT was initially introduced in South Africa in 1991 at a standard rate of 10% and was 

subsequently increased to 14% in 1993 (Go, Kearney, Robinson & Thierfelder, 2005). 

The VAT Act is largely based on New Zealand’s Goods and Services Tax Act 1985 

(New Zealand GST Act), although critically it does not contain a standalone place of 

activity section. Although there are specific place of supply rules regarding some types 

of supplies, there is no general place of activity section (DTC, 2014). Schneider (2000) 

believes that the lack of place of activity rules in the VAT Act can be attributed to the 

Republic’s isolation from the world economy as a result of the sanctions imposed on it 

by other countries during to the apartheid regime. The lifting of these sanctions after 

1994 has led to an increase in the openness of the Republic’s economy and therefore in 

its involvement in cross-border trade (Du Plessis & Smit, 2006). 

VAT is a general consumption tax that is collected through a staged collection process 

where a portion of the VAT is collected on the value added by a taxable person at each 

stage of the production or distribution chain (OECD, 2014). The value added is the 

difference between the value of the goods and services sold by a ‘VAT registered 

supplier’ and the value of the goods and services used as inputs in producing such goods 

and services. This process ensures that the economic burden of VAT rests on the final 

consumer of the goods and services. 

South Africa’s VAT system is a destination-based VAT system, meaning that exports 

are zero-rated and imports and domestic consumption are subject to the standard rate of 

VAT (Millar, 2009). This ensures that the VAT revenue is collected in the jurisdiction 

where the goods and services are consumed. This places all firms competing in a given 

jurisdiction on an even footing, enhancing neutrality in international trade (OECD, 

2017). The purpose of internationally aligned 
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supply rules) is to avoid double taxation or double non-taxation owing to colliding 
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the place of taxation. The reverse charge mechanism can also be applied to solve this 

burden (Ecker, 2013). 

For business-to-consumer supplies, the place of consumption is deemed to be in the 

jurisdiction in which the customer has his/her usual place of residence. If the customer 

has more than one country of residence, the place of consumption would be deemed to 

be in the jurisdiction in which the customer spends most of his/her time (OECD, 2001). 

Since VAT systems do not have any bilateral or multilateral treaties to prevent double 

taxation, a taxable person whose supply is subject to double taxation due to inter-

jurisdictional conflicts would not be entitled to relief (Schenk, 2009). In this regard, 

Schenk (2009) argues that there is a growing need for bilateral or multilateral VAT 

treaties to assign taxing rights to cross-border transactions.   

The OECD advocates a different approach to prevent double taxation in terms of which 

all member states are encouraged to follow the neutrality and place of supply guidelines 

advocated in the OECD Guidelines (OECD, 2017). 

2.3 OECD International VAT/GST Guidelines 

The OECD’s mission is to assist in the ‘economic and social well-being of people 

around the world’ by, amongst other things, assisting in drafting international standards 

to harmonise tax.7 The International VAT/GST Guidelines are aimed at increasing 

certainty and reducing the occurrence of double taxation and unintended non-taxation. 

This is achieved by promoting an internationally accepted understanding of the place of 

supply rules used to implement the destination principle on the most common cross-

border supplies of services and intangibles. The purpose of the Guidelines is therefore 
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intangibles. Although South Africa has observer status to the OECD, it is one of the few 

countries that does not have clearly defined place of supply rules that are explicitly listed 

in a separate section. The rules are merely captured into different sections of the VAT 

Act such as definitions of ‘enterprise’ and ‘imported services’ and in some paragraphs 
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expresses concern about the fact that this provision is open to manipulation as 

Underwriting Members can simply decide to conclude all contracts outside of theulation as 
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(Botes, 2018). The portion of the service that relates to the use of the right in the export 
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and not being services which are the acceptance by any person of an obligation 

to refrain from carrying on any enterprise, to the extent that the carrying on of 

that enterprise would have occurred within the Republic... 

In order for a service supplied to a non-resident to be zero-rated in terms of section 

11(2)(l), it must pass all three of the exclusions listed in section 11(2)(l)(i) to (iii).10 The 

so-called ‘round-tripping rule’ that provides an exclusion from the zero-rating in section 

11(2)(l)(iii) in instances where a non-resident or any other person is in the Republic at 

the time the services are rendered, is aimed at ensuring that any consumption or use of 

the service in the Republic is not zero-rated (Botes, 2018). The only instance in which 

the zero-rating would be allowed if the non-resident or any other person is present in 

the Republic, would be if the circumstances of section 11(2)(l)(ii)(bb) are met.11 The 

proxies used by section 11(2)(l) are the residency status of the recipient, the location of 

the land or goods and the place of effective use or enjoyment of the service (Millar, 

2008a). 

Section 11(2)(g)(ii) provides a zero-rating for services supplied directly in connection 

with ‘… goods temporarily admitted into the Republic from an export country that are 

exempt from tax on importation under Items 470 and 480 of paragraph 8 of Schedule 1’ 

of the VAT Act. These goods are exempt from import VAT in terms of section 13(3). 

Item 470 applies to goods temporarily admitted for processing, repair, cleaning, 

reconditioning or for the manufacture of goods exclusively for export. Item 480 applies 

to other goods that are temporarily admitted into the Republic for specific purposes after 

which the goods must be exported. Examples of items to which Item 480 applies include 

goods for display at exhibitions, meetings, fairs and similar events, and containers used 

for packing purposes. The proxy used in section 11(2)(g)(ii) is therefore the location of 

the goods (Millar, 2008a). 

As is evident from the above discussion, the place of supply rules in the VAT Act make 

use of various proxies, including the location of movable and immovable property; the 

location of the consumer or quasi-consumer; the place of performance of services; and 

the residency status of the recipient. The definition of ‘imported services’ in section 1(1) 

and section 11(2)(m) make use of a pure consumption test. 

There is uncertainty, however, when determining whether an activity is carried on ‘in 

the Republic or partly in the Republic’ for purposes of paragraph (a) of the definition of 

‘enterprise’ in section 1(1) and whether a service is ‘utilised or consumed in the 

Republic’ for purposes of the definition of ‘imported services’ in section 1(1). A place 

of activity section would thus assist in determining when an activity is carried on ‘in the 

Republic or partly in the Republic’. 

2.5 Place of supply sections applied in New Zealand and Australia12 

South Africa’s place of supply rules consist of: (i) the definition of ‘imported services’ 

in section 1(1) read together with section 7(1)(c) which operate the reverse charge 

                                                      

10 South African Revenue Service (SARS), ‘The Master Currency case and the zero-rating of supplies made 

to non-residents’, Interpretation Note No. 85, 2015. 
11 Ibid. 
12 As stated in n 5 above, the data was collected during May 2016, and therefore the review of legislation 

of New Zealand and Australia (except where otherwise expressly stated) included legislation as it was up 

until 30 April 2016. 
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mechanism; (ii) the definition of ‘enterprise’ 
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Table 1: New Zealand Place of Supply Proxies for Services 

Section Rule Proxy 
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Australia for more than 183 days in a 12 month period, or there is an intention of the 

individual to carry on an enterprise in Australia for more than 183 days in a 12 month 

period (section 9-27 of the Australian GST Act). 

A supply of services that is not connected with Australia must be reverse charged in 

terms of section 84-5(1) in instances where a recipient acquires the services solely or 

partly for an enterprise carried on in Australia, but not solely for a creditable (taxable) 

purpose; the supply is for a consideration; the recipient is registered or is required to be 

registered; and the supply is not one otherwise of various supplies specified in the 

section.  

The following Table provides a summary of the place of supply proxies for services in 

Australia. 

Table 2: Australian Place of Supply Proxies for Services 

Section Rule Proxy 

Rule 1 in 

section 38-

190 

Services directly connected with real 

property situated outside Australia. 

Location of real 

property 

Rule 2 in 

section 38-

190 

Services directly connected with goods 

situated outside Australia. Location of goods 

Rule 3 Item 

2(a) in 

section 38-

190 

Services supplied to a non-resident who is 

outside Australia at the time of performance 

if the supply is neither a supply of work 

physically performed on goods in Australia 

when the work is performed, nor directly 

connected with real property in Australia. 

Location & residence 

of recipient plus 

location of land plus 

location of goods 

Rule 4 Item 

2(b) in 

section 38-

190 

Services supplied to a non-resident, who is 

outside Australia at the time of performance 

if the recipient acquires the services in 

carrying on its enterprise, but is neither 

registered nor required to be 
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Section Rule Proxy 

Rule 8 Item 5 

in section 38-

190 

Supplies involving the repair, renovation, 

modification or treatment of goods from 

outside Australia that are destined for a 

location outside Australia. 

Location of goods 

plus place of effective 

use or enjoyment 

Section 38-

190(2) 

For all items above, the supply is not GST-

free if it is a supply of a right or option to 

acquire something, the supply of which 

would be connected with Australia and 

which would not be GST-free. 

Place of effective use 

or enjoyment 

Section 38-

190(2A) 

For items 2, 3 and 4, the supply is not GST-

free if its acquisition relates directly or 

indirectly, wholly or partly, to making a 

wholly or partly exempt supply of real 

property in Australia. 

Location of real 

property 

Section 38-

190(3) 

For item 2, the supply is not GST-free if it is 

made under an agreement with a non-

resident, but is provided to another entity in 

Australia. 

Place of effective use 

or enjoyment 

Section 38-

190(4) 
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Provided that a supply referred to in paragraph (a) would, at the election of the supplier, be 

deemed to be carried on outside the Republic if such an activity would, but for this proviso, 

constitute a taxable supply made to a registered vendor who utilises or consumes such a supply 

wholly for purposes of making taxable supplies or if such a supply is exported; 

(b) fixed property situated in the Republic or goods supplied directly in connection with fixed 

property situated in the Republic; 

(c) a real right or option directly in connection with goods ordinarily situated in the Republic or 

fixed property situated in the Republic; 

(d) services physically rendered in the Republic; 

(e) services, other than services referred to in paragraph (b)(vi) of the definition of enterprise and 

paragraphs (d) and (f) of this section, connected with any supply that is treated as being made in 

the Republic in terms of this section, not being services supplied directly in connection with 

(i) fixed property situated outside the Republic; 

(ii) moveable property ordinarily situated outside the Republic; or 

(iii) intellectual property to the extent that the rights are for use outside the Republic; 

(f) intellectual property to the extent that the rights are for use in the Republic; or 

(g) goods or services supplied by a vendor in the course or furtherance of an enterprise carried 

on by the vendor. 

In order to refine the standalone place of activity section developed from the theory 

above, this proposed section was discussed with five VAT experts to establish the 

validity of the proposed section and also for them to make further suggestions for 

improvement. This could be described as a quasi-Delphi research methodology: the 

Delphi method entails administering a number of rounds whereby experts give 

comments on an idea or concept, the idea is amended with the comments and is then 

discussed again, in order to reach consensus (Evans & Collier, 2012). In this article, 

however, only one round was administered. It was not deemed necessary to send the 

amended section back to the experts for further scrutiny as their comments we41.98 r0-231(w9
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There were five categories of questions put to the experts, with each category containing 

one closed and one open-ended question. The five categories of questions were 

developed in order to simplify the data analysis phase of the study and to ensure that 

each respondent would scrutinise all the different factors taken into account in 

developing the proposed place of activity section. The five categories of questions were 

aimed at gathering information on whether the proposed place of activity section: 

1. would increase certainty in determining whether an enterprise is carried on in the 

Republic (Questions 1 and 2); 

2. is in line with the Guidelines (Questions 3 and 4); 

3. deals satisfactorily with all the different types of supplies (Questions 5 and 6); 

4. contains any words or phrases that could lead to interpretational difficulties 

(Questions 7 and 8); and 

5. would lead to an increase in the jurisdictional reach of the VAT Act (Questions 9 

and 10). 

Each of the five categories started with a closed-ended question asking whether the 



 

 

eJournal of Tax Research  Developing place of activity rules for the South African value-added tax 

190 

 

 

Three respondents indicated that the proposed section was aligned with the Guidelines. 

The other two indicated that although the proposed section adheres to the requirements 

of the Guidelines, there are specific definitions in the proposed section that are unclear. 

Four respondents indicated that the proposed section would lead to an increase in the 

jurisdictional reach of the VAT Act. The other respondent held that it was impossible 

to predict whether the proposed section would lead to either an increase or a decrease 

in the jurisdictional reach of the VAT Act. 

In addition to the above general concerns regarding the proposed section, seven practical 

difficulties with specific subsections were also identified. 

3.1.2 
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exceeded the compulsory registration thresholds in section 23(1). The goods supplied 

under pre-entry sales would then again be subject to import VAT in terms of section 

7(1)(b) when cleared for home consumption at ports or border posts. Section 12(k) was 

therefore introduced to prevent such foreign persons from having to register for VAT 

as a result of their pre-entry sales and to prevent the goods supplied under pre-entry 

sales from being subject to VAT twice. 

This comment is true from a policy perspective. However, the practical application of 

the proposed section 1A(1)(a)(i) would not influence the status quo as such foreign 

suppliers would still not be required to register as vendors in the Republic and their pre-

entry sales would continue to be exempt from VAT in terms of section 12(k). This is 

based on the fact that proviso (v) to the definition of ‘enterprise’ in section 1(1) 

determines that an activity would not be deemed to be the carrying on of an enterprise 

to the extent that it involves the making of exempt supplies. Therefore, even though the 

proposed section 1A(1)(a)(i) would deem pre-entry sales to constitute an activity carried 

on in the Republic, proviso (v) to the definition of ‘enterprise’ in section 1(1) would 

deem such pre-entry sales as not forming part of an enterprise in the Republic. The 

status quo would therefore remain as the pre-entry sales of foreign persons would 

continue to be exempt from the liability of VAT registration after the introduction of 

the proposed section. The proposed section was not amended. 

3.2.2 Proposed section 1A(1)(a)(iii): goods imported into the Republic 

One of the respondents held that proposed section 1A(1)(a)(iii) would lead to double 

taxation. This respons
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the local entity in South Africa. To require these foreign entities to register for 

VAT in South Africa when they recover only the actual employee cost, seems 

to be counter-productive. 

This view is accepted when considered against the fact that the South African Revenue 

Service (SARS) does not currently have a simplified compliance and administrative 

regime for foreign service providers where such services do not constitute ‘electronic 

services’ as defined in section 1(1). However, such services are consumed in the 

Republic and as such must be subject to VAT in the Republic, irrespective of the 

administrative burden that may be experienced by such foreign service providers in 

having to register as vendors and having to submit VAT returns regularly. This 

subsection was not amended. 

3.2.5 Proposed section 1A(1)(e): services not dealt with elsewhere in the proposed section 

One respondent held that the exclusions in subparagraphs (i) to (iii) of proposed section 

1A(1)(e) should be deleted on the grounds that proposed section 1A(1)(e) would only 

apply to services that are connected with any supply treated as being made in the 

Republic in terms of the proposed section. Such services would therefore, by necessary 

implication, not be connected to other supplies that have their place of consumption 

outside the Republic.   

The respondent’s view is acknowledged and thus subparagraphs (i) to (iii) of proposed 

section 1A(1)(e) is deleted. 

3.2.6 Proposed section 1A(1)(f): intellectual property rights for use in the Republic 

Two respondents held that the proposed section 1A(1)(f) is in contravention of the 

judgment handed down in Stellenbosch Farmers’ Winery Ltd v Commissioner of the 

South African Revenue Service 2012 (5) SA 363, 74 SATC 235 (SCA). In this case it 

had to be determined whether the surrender of an exclusive distribution right by a 

vendor, granted to the vendor by an offshore business, may be zero-rated in terms of 

section 11(2)(l) dealing with services supplied to a person who is not a resident. The 

supply was zero-rated because the court held that the situs of incorporeal property (the 

location thereof) is where the debtor ‘resides’ and that the surrender of the distribution 

right can therefore not be connected with the vendor’s movable property in the Republic 

as the debtor was a company based in the United Kingdom. The principle resulting from 

Stellenbosch Farmers’ Winery Ltd v CSARS cannot be applied to the definition of 

‘enterprise’ to hold that the place of supply of intellectual property by offshore 

businesses to recipients in the Republic is outside the Republic. 

Section 11(2)(m), not section 11(2)(l), is the section that deals with the zero-rating of 

outbound supplies of intellectual property rights. Section 11(2)(m) applies a pure 

consumption test as it would only exempt intellectual property rights to the extent that 

they are used outside the Republic. Proposed section 1A(1)(f) is based on section 

11(2)(m), with the only exception being that it applies to inbound supplies of intellectual 

property rights. 

One of the respondents commented that this section is in contravention of the views 

expressed by SARS in VAT News 37, where it was held that offshore businesses 

supplying intellectual property to consumers in the Republic need not register for VAT 

in the Republic if they do not have a physical presence or fixed place of business in the 
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Republic, and provided that the activities resulting in their fees are completely ‘passive’ 

in nature (SARS, 2011). 

We do not agree with this view. The purpose of the proposed section is to determine 

when an activity would be carried on in the Republic for purposes of applying the 

definition of ‘enterprise’ in section 1(1). Even if the proposed section determines an 

activity to be carried on in the Republic, all the other elements of the definition of 

‘enterprise’ in section 1(1) must still be satisfied before an enterprise could be carried 

on in the Republic. An offshore business supplying intellectual property to recipients in 

the Republic would therefore still only carry on an enterprise in the Republic if its 

activities in the Republic are carried on ‘continuously or regularly’ as required by the 

definition of ‘enterprise’ in section 1(1). The views expressed by SARS in VAT News 

37 would therefore continue to apply, in spite of the introduction of the proposed section 

that would hold the supply of intellectual property for use in the Republic to constitute 

the carrying on of an activity in the Republic. 

The section was not amended. 

3.2.7 Proposed section 1A(1)(g): extent of activities forming part of an enterprise 

Two respondents stated that the purpose of proposed section 1A(1)(g) is unclear. After 

careful consideration, it was decided that this section is not necessary to be included in 

the proposed section.   

3.2.8 Other practical difficulties pertaining to the proposed section 

One of the respondents maintained that the proposed section did not cater for specific 

types of supplies and commented as follows: 

The suggested wording assumes a homogenous population of transactions to 

which generic rules can apply. The world we live in today is categorised by 

complexity and diversity and changes on a daily basis. 

The VAT Act is based on the modern VAT system making use of a broad set of rules 

that must be applied on 
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latter phrase as opposed to the former for which the proposed section was developed 

and this comment is therefore not accepted. 

3.2.9 Interpretational difficulties 

All the respondents indicated that there are interpretational difficulties with the 

following words: ‘delivered or made available’, ‘utilises or consumes’, ‘goods supplied 

directly in connection with fixed property’, ‘goods ordinarily situated in the Republic’, 

‘services physically rendered’, ‘services … connected with any supply’ and ‘ordinarily 

situated outside the Republic’. 

The phrase ‘delivered or made available’ is based on section 9-25(1) of the Australian 

GST Act. This phrase covers the physical delivery of goods or goods physically made 
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proposed section 1A(1)(e) will be deleted. The phrase ‘ordinarily situated’ will therefore 

be removed from the proposed section. 

The phrase ‘services physically rendered in the Republic’ requires the supplier to be 

physically present in the Republic when the services are supplied. Proposed section 

1A(1)(d) is not limited to on-the-spot supplies. It would therefore apply to any other 

supply of services if the supplier is physically present in the Republic while the supply 

is being made, irrespective of whether the supply is made to a recipient located inside 

or outside the Republic and would be zero-rated. 

To ensure that services consumed in the Republic do not escape the Republic’s VAT 

net, a deliberate decision was taken to include the phrase ‘connected with’ as opposed 

to ‘directly connected with’ in proposed section 1A(1)(e). The phrase ‘connected with’ 

requires a causal link between the services and the supply connected with the Republic. 

Such a causal link need not be a direct link. In ITC 885, 23 SATC 336, 338 (1959) (C) 

it was held that the words ‘in connection with’ should be given a wide meaning, but not 

so wide that it includes a
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Should this section be promulgated, modifications are required in other sections that 

could become void or irrelevant. These modifications to other sections were not 

considered for purposes of this study. As suggested in the article, interpretation notes 

should be issued explaining some of the problematic phrases. This study did not, 

however, intend to draft these interpretation notes. Further research could be undertaken 

by addressing the abovementioned limitations. 

From a theoretical point of view, this study developed a standalone place of activity 

section for the VAT Act that adheres to the OECD Guidelines. From a policy and 

technical perspective, this study can assist the National Treasury in developing a 

specific place of activity section for the VAT Act. The fact that the participating experts 

had differences of opinion as to what we presented, confirms that determining the place 

of consumption, which was used to develop place of supply rules for a nation, is like 

‘wrapping one’s hands around a piece of jelly’. 
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Implementing corporate tax cuts at the expense 

of neutrality? A legal and optimisation analysis 

of fundamental reform in practice         
 

 

Ann Kayis-Kumar 

 

 

Abstract 
 

Governments and policy-makers are increasingly faced with the trade-off of protecting their tax revenue bases while 

maintaining their international competitiveness. This is exemplified by the international trend of jurisdictions reducing their 

headline corporate tax rates, which is often justified on the basis that these cuts will lead to improved efficiency and integrity 

outcomes. This article explores whether it is more efficient to implement corporate tax cuts or an alternative reform such as an 

economic rent tax which may better achieve the tax policy goals of efficiency and integrity. 

 
In doing so, this article bridges the gap between applied legal research, economic theory and practical optimisation modelling. 

Specifically, this research presents a simulation analysis of the behavioural responses of a tax-minimising multinational 

enterprise to both existing and proposed tax regimes and compares efficiency and integrity outcomes upon implementing 

corporate tax cuts. This is complemented by a legal comparative analysis featuring case studies of an economic rent tax; namely, 

the Allowance for Corporate Equity (ACE) as introduced in Belgium and Italy. These case studies will focus on the political 

hurdles to implementing and sustaining these reforms, which will highlight key lessons learnt from the implementation of the 

ACE in practice.   

 

Key words: Tax neutrality, Corporate tax reform, Allowance for Corporate Equity 
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jurisdictions’ tax systems to minimise their tax liability. This process of tax arbitrage 

does not improve productivity nor does it constitute ‘true’ innovation.9  

Using intercompany transactions, MNEs can shift intercompany expenses to, and 
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Indeed, an ACE such as that introduced in Belgium and Italy presents a more robust 

approach to eliminating the debt distortion. These reforms are examined in turn in 

section 3 below. 

3. CASE STUDIES OF ACE-VARIANTS: TO IMPLEMENT CORPORATE TAX CUTS OR 

INTRODUCE AN ACE-VARIANT? 

As highlighted in the previous section, there is a marked tension commonly experienced 

by policy-makers between either lowering the CIT rate (coupled with base broadening 

measures) or implementing an economic rent tax such as the ACE (which is often 

associated with a reduction in tax revenue).29 Further, leading commentators observe 

that, where a jurisdiction has repealed its ACE-variant, this was not brought about by 

any fundamental problem with the theoretical ACE,30 nor any technical flaw in the ACE 

system.31 Rather, the abolition of these ACE-variants was simply in line with the 

dominant trend of reducing headline corporate income tax rates in the context of ‘tax-

rate cut-cum-base broadening’.32 

There has generally been bipartisan support for a target of lowering CIT rates in the face 

http://www.law.nyu.edu/sites/default/files/ECM_PRO_068214.pdf
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While this article does not purport to enter this debate, given the global trend of lowering 

CIT rates it is instructive to briefly earmark the six reasons set out below against said 

reform.36 

First, the home bias persists, capital markets are not perfect37 and a CIT rate reduction 

in the host country only transfers tax revenues to countries that tax their MNEs on their 

worldwide income but allow foreign tax credits for the corporate taxes paid at source, 

thereby failing to change both the effective tax burden and the investment behaviour of 

MNEs.38 

Second, the empirical evidence on the actual corporate tax burden borne by wages 

remains unclear, with the literature strongly questioning the theoretical suggestion that 

the tax incidence for small open economies is shifted entirely to the domestic factors of 

production such as labour and land. Further, reducing the CIT rate does not result in 

immediate flow-on benefits to workers in the form of extra capital, higher productivity 

and wages.39 

Third, since the CIT is levied on both normal returns to capital and rents, a reduction in 

the headline CIT rate will necessarily reduce the tax on economic rents; thereby 

reducing the tax on investment that would occur in any event.40  

Fourth, reducing the CIT rate will disproportionately benefit larger, more profitable 

firms, with no impact on already loss-making firms. 

Fifth, the emerging literature focusing on the real economic effects of CIT rate changes 

shows that while CIT rate increases uniformly reduce employment and income, CIT 

rate reductions are ineffectual in boosting economic activity41 except when implemented 

during recessions.42 

Sixth, further reductions to the CIT rate will widen the wedge between the highest 

personal income tax bracket and the CIT rate, implying that further reductions in the 

CIT rate 
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likely to be above 40 per cent.44 On the other hand, taxing only economic rents results 

in no deadweight loss. However, as observed by Ganghof, ‘[t]he result was not only 

neoliberalism by surprise[45] but also neoliberalism by default …interactions of 

economic, partisan and institutional factors may lock countries into rather inefficient 

tax structures, at least temporarily’.46 Accordingly, it is imperative to increase the 

efficiency of business taxation, where possible. 

In this context, there are many reform proposals addressing the business taxation 

distortion, including the ACE, Cash flow tax, Comprehensive Business Income Tax 

(CBIT), dual income tax (DIT) and Residence-based shareholder tax.47 Specifically, this 

article’s focus is the distortion between debt and equity financing. Of various 

fundamental reform proposals only the ACE has been experimented with in practice, so 

this is the focus of this article.  

The ACE maintains the current deductibility of actual interest payments and adds a 

notional return on equity to be deductible against corporate profits, at the risk

http://www.ifs.org.uk/comms/comm26.pdf
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technical aspects of these ACE-variants in practice, rather than in-depth comparative 

legal analysis. Accordingly, there remains scope in the literature to provide a more 

thorough comparative analysis, with an emphasis on legislative drafting and the 

underlying policy intentions for amendments over time.  

As such, sections 3.2 and 3.3 below analyse the Belgian and Italian ACE-variant 

experiences, with a focus on the political hurdles to implementing and sustaining these 

reforms.  

3.2 Belgium’s ACE-variant 

The Belgian corporate tax system is considered a classical double taxation system, 

modified by an exemption for dividends from qualifying participations held by 

corporate shareholders and a reduced rate for dividends from participations held by 

individual shareholders.62 Tax practitioners have long considered Belgium an 

interesting jurisdiction for various tax-planning and structuring purposes.63  

Even prior to the introduction of the Notional Interest Deduction (NID),64 dividends 

could be received nearly tax-free, interest paid on loans taken out to acquire shares was 

http://kvf.vse.cz/storage/1168944278_sb_siroky.pdf
http://www.jonesday.com/international-tax-planning-belgium-is-taking-steps-to-enhance-its-attractiveness-07-26-2005/
http://www.jonesday.com/international-tax-planning-belgium-is-taking-steps-to-enhance-its-attractiveness-07-26-2005/
http://translate.googleusercontent.com/translate_c?depth=1&hl=en&rurl=translate.google.com.au&sl=auto&tl=en&u=http://www.ejustice.just.fgov.be/mopdf/2005/06/30_1.pdf&usg=ALkJrhgJFW2I9j9_BFhwFgjQzFEFDbbF1Q#Page5
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distortion.68 The originating explanatory notes69 detail the political, philosophical, 

economic and tax policy rationales for implementing the Belgium ACE-variant, and the 

anticipated impact of this reform. 

However, it is also important to recognise that Belgium did not have wide political 

support for the NID reform; indeed, the green and socialist parties opposed the NID, 

which was criticised as being used as ‘a weapon in the election campaign of 2004’.70 

Further, the rationale of highlighting the urgency of the NID in light of the dramatic 

decline in investment in Belgium was criticised in the parliamentary debates as a rushed 

and underhanded political strategy.71 Despite ongoing political debate for over one year, 

which resulted in limitations to the NID, there were only two parliamentary sittings, 

which was criticised as resulting in insufficient debate on the broader reform of 

corporate income tax.72 This was considered especially problematic by opposition 

parties, who made comparisons to the reform processes in neighbouring countries such 

as the Netherlands.73 

Nonetheless, the parliamentary debates indicate that a large majority of the committee 

subscribed to the philosophy underpinning the reform, with the proposal receiving 

generally positive feedback and unconditional approval by the VLD (the Flemish liberal 

party).74 However, the design parameters had mixed reviews; some parliamentarians 

believing the design was too generous and others considering it inadequate. Finance 

Minister Didier Reynders interpreted this as indicating that the Bill was balanced,75 and 

earmarked an evaluation period to identify areas for improvement.76 At its inception, 

this Bill was touted as a pioneer in tackling tax discrimination between debt and equity 

finance.77 

However, there has been much scepticism about the real motivation for implementing 

this reform, as observed by the National Bank of Belgium:78 

The memorandum put to the Parliament stresses the neutrality property of the 

reform because it enables corporate income tax to overcome the well-known 

debt equity bias. It ends by indicating that the reform also provides an 

alternative for financial companies using the coordination centre regime. Most 

would argue – rightly – that of the two motivations the second was the more 

important and the neutrality properties are more a consequence of the reform 

than its main policy motivation. 

                                                      

68 Decoster, Gerard and Valenduc, above n 67, 112. 
69 Loi du 22 juin 2005 instaurant une déduction fiscale pour capital à risque – Wet tot invoering van een 

belastingaftrek voor risicokapitaal van 22 juni 2005 (Belgium) [Law introducing an allowance for 

corporate equity of 22 June 2005], 30 June 2005, 30077. 
70 Chambre des Représentants de Belgique, Compte Rendu Intégral avec Compte Rendu Analytique Traduit 

des Interventions – Belgische Kamer van Volksvertegenwoordigers, Integraal Verslag met Vertaald 

Beknopt Verslag van de Toespraken (Belgium) [House of Representatives, Full Report with a Summary 

Record of Translated Interventions], 22 June 2005, 59 [15.02]. 
71 Ibid [15.12].  
72 Ibid 59-60 [15.12].  
73 Ibid 61 [15.20].  
74 Ibid 53 [15.01].  
75 Ibid 53-54 [15.01].  
76 Ibid 58 [15.01].  
77 Ibid 58-59 [15.01].  
78 Decoster, Gerard and Valenduc, above n 67, 112. 
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principles. First, reducing the tax deduction provided for equity financing risks 

eliminating the neutrality properties of the ACE and simply providing a sweetener for 

equity financing;98 and second, abolishing carry-forwards exacerbates the asymmetric 

treatment of profits and losses.99 

However, when considering any subsequent legislative amendments to the NID reform, 

a holistic understanding of the political landscape is an imperative starting point. From 

2007, Belgium was confronted by an ongoing political crisis at federal level.100 During 

that time, the outgoing conservative/socialist government continued to handle current 

affairs, and in October 2007, following much political pressure, decided to conduct an 

investigation into alleged abuses by Belgian companies and Belgian banks of the 

NID.101 

A key political issue in practice is that the NID is thought to benefit the larger MNEs 

more so than small and medium enterprises (SMEs). This is because the larger MNEs 

are able to put substantial amounts of equity capital into their treasury arms or internal 

finance companies thereby eroding their corporate tax base.102 This challenges whether 

the NID is genuinely beneficial for the domestic economy or whether it presents a tax 

break for the most profitable MNEs who are able to tax plan and bypass anti-avoidance 

rules and maintain very low effective tax rates. However, leading practitioners and 

economists observe that the NID also benefit SMEs by incentivising business 

capitalisation and thereby protecting businesses during the global financial crisis 

(GFC).103 Further, it is arguable that this is an obvious feature of the NID which is why 

it was such an attractive investment reform to begin with. Some legal practitioners have 

observed that ‘the purpose of introducing the notional interest deduction was just to 

http://www.lachambre.be/FLWB/pdf/53/2081/53K2081001.pdf
http://www.lavenir.net/article/detail.aspx?articleid=DMF20130202_00263523
http://www.afschrift.be/en/the-only-consequence-of-the-announcement-effects-of-notional-interest-the-legal-uncertainty.html?cmp_id=8&news_id=2325
http://www.afschrift.be/en/the-only-consequence-of-the-announcement-effects-of-notional-interest-the-legal-uncertainty.html?cmp_id=8&news_id=2325
http://www.afschrift.be/en/the-only-consequence-of-the-announcement-effects-of-notional-interest-the-legal-uncertainty.html?cmp_id=8&news_id=2325
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MNEs currently have an average tax rate of approximately 34 per cent and 5 per cent 

respectively.  This has resulted in industry lobby groups such as Le Syndicat des 

Indépendants & des PME calling for reform to the NID to ‘reconcile the existing blatant 

discrimination between hundreds of small SMEs that pay 3-4 times more taxes that 

multinational companies’.105  

Political concerns regarding aggressive tax planning led to the broadening of Belgium’s 

thin capitalisation rule, which specifically targets inter-company loans with a 5:1 debt 

to equity ratio limitation. Further, subsequent explanatory notes106 reveal a link between 

the reduced scope of the NID and the increased incidence of thin capitalisation rules in 

Belgium. The relationship between reducing the scope of the ACE-variant and the 

increased implementation of thin capitalisation rules in Belgium suggests an inversely 

proportional relationship between these two reforms which has not been addressed in 

the English-language literature. Future research by the author will explore this aspect in 

further detail. 

http://www.lesoir.be/275803/article/actualite/fil-info/fil-info-belgique/2013-07-05/interets-notionnels-sdi-plaide-pour-un-systeme-plus-fair-play
http://www.lesoir.be/275803/article/actualite/fil-info/fil-info-belgique/2013-07-05/interets-notionnels-sdi-plaide-pour-un-systeme-plus-fair-play


 

 

http://www.levif.be/info/actualite/belgique/le-cdh-veut-supprimer-les-interets-notionnels-pour-baisser-sans-attendre-l-impot/article-4000387901382.htm
http://www.levif.be/info/actualite/belgique/le-cdh-veut-supprimer-les-interets-notionnels-pour-baisser-sans-attendre-l-impot/article-4000387901382.htm
http://www.linklaters.com/News/LatestNews/2014/Pages/Proposed-new-tax-regime-cost-capital.aspx
http://www.linklaters.com/News/LatestNews/2014/Pages/Proposed-new-tax-regime-cost-capital.aspx
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corporate profits.113 

https://editorialexpress.com/cgi-bin/conference/download.cgi?db_name=IIPF69&paper_id=460


http://www.senato.it/japp/bgt/showdoc/frame.jsp?tipodoc=Resaula&leg=13&id=00005402&part=doc_dc-allegatob_rs:1-gentit_dcdddl4236e4237-intervento_giaretta&parse=no&stampa=si&toc=no
http://www.senato.it/japp/bgt/showdoc/frame.jsp?tipodoc=Resaula&leg=13&id=00005402&part=doc_dc-allegatob_rs:1-gentit_dcdddl4236e4237-intervento_giaretta&parse=no&stampa=si&toc=no


 

 

eJournal of Tax Research  Implementing corporate tax cuts at the expense of neutrality? 

221 

 

 

growth, with leading commentators highlighting the ‘need for stability and completion 

of reforms for greater coherence and rationality of the system’.123 

3.3.3 The Italian ACE: political hurdles to implementation 

Parliamentary transcripts provide detailed insights into the political spectrum and 

background rationales for why the Italian ACE was implemented in the midst of a 

recession.124 Specifically, parliamentarians from centrist parties observed in the 

explanatory materials that ‘today’s speakers clearly witness the change in the political 

phase, which led to the opening of scenarios that seemed unthinkable just a few months 

ago’.125 There is specific reference to the fact that the new reforms such as the Italian 

ACE are ‘owing to the heterogeneity of the coalition forces supporting it … the Decree-

Law is only justified in light of this particular political and institutional framework’.126 

This political solidarity culminating in the legislative reform under pressure of a ‘very 

dangerous’ economic situation appears to have resulted in a renewed confidence in the 

Italian financial markets; ‘the political stability provided by the new government has 

had a positive impact on the financial markets with a reduction in the order of 200 points 

on the yield spread between Italian government bonds and German ones’.127 

The Italian ACE128 was introduced to stimulate the capitalisation of companies by 

reducing tax on income from capital funding risk; reduce the imbalance in the tax 

treatment between companies that are financed with debt and companies that are 

financed with equity, thereby strengthening the capital structure of Italian companies; 

and to encourage, more generally, the growth of the Italian economy.129 

However, the Italian ACE was not implemented without political opposition. 

http://www.imf.org/external/pubs/ft/scr/2013/cr13298.pdf
http://translate.googleusercontent.com/translate_c?act=url&depth=1&hl=en&ie=UTF8&prev=_t&rurl=translate.google.com.au&sl=auto&tl=en&u=http://documenti.camera.it/leg16/resoconti/commissioni/bollettini/html/2011/12/08/0506/comunic.htm&usg=ALkJrhgaCPDv5kkzf9KDiH88kWjR8JErnA#data.20111208.com0506.bollettino.sede00010.tit00010
http://translate.googleusercontent.com/translate_c?act=url&depth=1&hl=en&ie=UTF8&prev=_t&rurl=translate.google.com.au&sl=auto&tl=en&u=http://documenti.camera.it/leg16/resoconti/commissioni/bollettini/html/2011/12/08/0506/comunic.htm&usg=ALkJrhgaCPDv5kkzf9KDiH88kWjR8JErnA#data.20111208.com0506.bollettino.sede00010.tit00010
http://translate.googleusercontent.com/translate_c?act=url&depth=1&hl=en&ie=UTF8&prev=_t&rurl=translate.google.com.au&sl=auto&tl=en&u=http://documenti.camera.it/leg16/resoconti/commissioni/bollettini/html/2011/12/08/0506/comunic.htm&usg=ALkJrhgaCPDv5kkzf9KDiH88kWjR8JErnA#data.20111208.com0506.bollettino.sede00010.tit00010
http://translate.googleusercontent.com/translate_c?act=url&depth=1&hl=en&ie=UTF8&prev=_t&rurl=translate.google.com.au&sl=auto&tl=en&u=http://documenti.camera.it/leg16/resoconti/commissioni/bollettini/html/2011/12/08/0506/comunic.htm&usg=ALkJrhgaCPDv5kkzf9KDiH88kWjR8JErnA#data.20111208.com0506.bollettino.sede00010.tit00010
http://www.cortellazzo-soatto.it/Approfondimenti/TemieContributi/AiutoallaCrescitaEconomicaACEincentivoall.aspx
http://www.cortellazzo-soatto.it/Approfondimenti/TemieContributi/AiutoallaCrescitaEconomicaACEincentivoall.aspx
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Piemont, who believed that this reform would further depress growth, especially in their 

electoral areas in the North.131 

As originally drafted, the Italian ACE evokes the Italian DIT in some respects. A 

substantial improvement on the Italian ACE is that, while the Italian DIT incentivised 

capitalisation by applying a reduced rate to the portion of profit identified by the 

notional return on capital, the Italian ACE provides a tax deduction in respect of the 

notional return on new equity. Further, the Italian ACE was introduced with retroactive 

effect, or to also apply for the whole of 2011. This ensured the Italian ACE was more 

closely aligned to the original ACE principles,132 directly and immediately allowing 

deductions for equity financing and not providing an upper limit to the increases in 

equity financing.133 Importantly, the Italian ACE also applies to corporations, individual 

firms and limited partnerships, the inclusion of which promotes neutrality in 

organisational form.134 

3.3.4 The Italian ACE: subsequent amendments and economic, political and administrative issues 

While the Italian ACE is still in a relatively early stage, commentators praise the reform 

as a comprehensive package consistent with preventing MNEs from under-capitalising 

their Italian operations.135 Indeed, the introduction of the Italian ACE has not led to the 

modification of Italian rules on the deductibility of interest. Currently interest barrier 

rules are in place instead of thin capitalisation rules, whereby the limitation of interest 

deductibility is now based on an operating income test, rather than debt-to-equity ratios. 

An equally promising development was announced in October 2013, with the 

government releasing a list of measures it intends to implement to make Italy more 

attractive for foreign investors and to strengthen business conditions. Most relevant is 

Measure 19, which proposes the introduction of the ‘super ACE’, which targets 

companies intending to go public. Although there is currently little detail surrounding 

this proposal, the government has announced that the ‘approach would be the same used 

in the current ACE, which enhances a company’s cost-effectiveness and “transparency” 

after listing’.136 It will be very interesting to observe whether this reform is implemented 

and, if so, whether in practice it more closely aligns the Italian ACE to the original ACE 

principles. 

Operationally, the new benefit results in a deduction from the total income of an amount 

corresponding to the notional return of new equity. This return, for the first three years 

of application of the rule (2011-2013) is fixed at 3 per cent; however, since 2014 the 

rate which is determined by decree of the Minister of Economy and Finance 

http://www.economics-ejournal.org/economics/discussionpapers/2012-31
http://destinazioneitalia.gov.it/wp-content/uploads/2013/10/destinazioneitaliaEnglishVersion.pdf
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account the average financial returns of public bonds,137 and there was the option of the 

notional return being increased by a further percentage point to more closely align with 

the risk-free nominal return. However, the 10-year Italian government bond yield has 

declined considerably in the past five years. Currently 10-year Italian government bonds 

http://www.gazzettaufficiale.it/eli/id/2016/12/21/16G00242/sg
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conceptualising MNEs’ funding decisions as a linear optimisation problem.140 

Specifically, the Multinational Tax Planning model (MTP model) was introduced by 

the author in previous research and its application to this article is outlined in Annexure 

1.141 The MTP model utilises linear programming to simulate the cross-border 

intercompany tax planning responses of an MNE to both existing and proposed tax 

regimes. 

Even though the literature suggests that international tax planning decisions can be 

approximated as an optimisation problem,142 the use of mathematical optimisation 

remains largely unexplored in the international tax planning context.  

Yet mathematical optimisation is one of the most powerful and widely-used quantitative 

techniques for making optimal decisions. It is possible to utilise mathematical 

optimisation in the international tax planning context by formulating the tax 

minimisation objective (described as the ‘objective function’, ‘𝑍’), which is determined 

based on the relationship between the ‘decision variables’ (denoted as ‘𝑥1’, etc below) 

and the ‘cost’ to be optimised (whether through minimisation or maximisation, where 

𝑐1, 𝑐2, … 𝑐𝑛 are constants).  

This can be expressed as follows:143 

𝑀𝑖𝑛𝑖𝑚𝑖𝑠𝑒 (𝑜𝑟 𝑀𝑎𝑥𝑖𝑚𝑖𝑠𝑒):  𝑍 =  𝑐1𝑥1 +  𝑐2𝑥2 + ⋯ +  𝑐𝑛𝑥𝑛  

Once the objective function has been formulated, the ‘constraints’ – which set out the 

limitations – need to be determined. Applied in the context of observing how an MNE 

may structure its internal affairs in a tax-minimising manner, the linear programming 

problem expresses the ‘objective function’ as minimising the total tax payable for the 

MNE. The ‘decision variables’ represents the profit in each jurisdiction in which the 

MNE has a subsidiary and the ‘constants’ are those respective jurisdictions’ corporate 

income tax rates.  

Further, given that the focus of this article is on ‘pure’ profit shifting by a tax-

minimising MNE through intercompany financing, the ‘constraints’ consist of, first, the 

flows from intercompany transactions that can increase or decrease the profit figures for 

each jurisdiction (the ‘p



https://www.ft.com/content/473a99b0-9336-11e6-a80e-bcd69f323a8b
https://www.ft.com/content/473a99b0-9336-11e6-a80e-bcd69f323a8b
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Fig. 2: Results of Modelling a Headline CIT Rate Cut on the Belgian and Italian 

Subsidiaries 

 

 

It goes without saying that international tax competition issues cannot be eliminated. 

However, the findings of this model question whether jurisdictions such as Belgium and 

Italy would benefit from coordinated multilateral reductions to their CIT rates. This 

model assumes that coordination would only occur between higher-tax jurisdictions; 

that is, the Belgian and Italian subsidiaries, and the US. The findings are that while TTP 

behaves in the way illustrated by the above Fig. 2, the most tax-aggressive MNE never 

nominates to place any NPBT into the Belgian and Italian subsidiaries; rather it channels 

its profit shifting into the very lowest taxing jurisdictions available to it, ie, specifically, 

in the context of this model, to Singapore and Hong Kong. This indicates that Belgium 

and Italy would not be the ‘winners’ from a coordinated multilateral corporate tax cut. 

5. CONCLUSION 

This article approaches the extensive literature exploring MNEs’ aggressive tax 

planning behaviour from a novel perspective by exploring the tension commonly 

experienced by policy-makers between lowering the headline CIT rate as opposed to 

implementing tax reforms which aim to reduce economic distortions such as ACE-

variants. In doing so, through a comparative legal analysis of the Belgian and Italian 

ACE-variants in section 3, this article identifies four key recurring trade-offs that 

present political challenges to the implementation of such fundamental reforms: first, 

the trade-off between revenue neutrality and ACE system integrity; second, the trade-

off between implementing an ACE (at the expense of tax revenue) as opposed to 

reducing the headline corporate income tax rate; third, on a domestic level, that 

politically the ACE is perceived to benefit MNEs disproportionately more so than 
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SMEs, and fourth, on an international level, that there is a trade-off between the desire 

to make inbound investment more attractive and the risk of base erosion from aggressive 

tax planning by MNEs. 

Since economic distortions are likely to increase incentives for tax-induced behaviours, 

in particular, aggressive tax planning, there is an urgent imperative for tax rules 

impacting cross-border intercompany transactions to be designed such that efficiency 

and integrity outcomes are both prioritised and attained. Through an optimisation 

modelling approach in section 4, this article demonstrates that simply implementing 

corporate tax cuts will not 
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In the present analysis, the objective function is the minimisation of total tax payable 

(‘𝑇’) for the corporate group.146 The modelling will occur in two concurrent iterations: 

first, Belgium (‘Co B’) and second, Italy (‘Co I’). The headline corporate income tax 

rates are 33 per cent 
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For completeness, in  

Table 2 and Table 3 where one form of intercompany funding may be subject to varying 

rates of 
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the initial rate of return of 10 per cent), 𝑟𝑖𝑗𝑘
𝐹𝑇𝐶  represents the amount of tax attributable 

to the foreign source income and 𝑟𝑘𝑗𝑖
𝑊𝐻𝑇 represents the actual amount of foreign tax paid. 

Both Belgium and Italy provide some level of relief from double taxation of foreign 

source income. Belgium’s FTC161 is limited to a lump-sum amount equal to 15/85 of 

the amount of the net foreign source income, with a separate calculation applying to 

interest withholding tax, with it too capped at 15 per cent. On the other hand, Italy’s 

FTC is calculated on a country-by-country basis.162 However, for simplicity, none of 

these nuances are included in the initial iterations of the optimisation model. 

 

 

 

                                                      

161 Called the QFIE system (“quotité forfaitaire d’impôt étrangers”): Patrick A A Vanhaute, Belgium in 

International Tax Planning (IBFD Publications, 2nd ed, 2008) 91-92, 159.  
162 See further, Avella, above n 154. 
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Abstract 
 

This article seeks to identify the effect that the current superannuation system has on economic inequality in later life. The 

analysis uses income and wealth data from the Household Income and Labour Dynamics in Australia (HILDA) survey, 

collected between 2002 and 2014, to examine wealth inequality, which includes the balance of a superannuation accumulation 

account, and income inequality, which includes private pension income. The main findings are that inequality in superannuation 

holdings is considerably higher than wealth inequality among older Australians and that inequality increases with age, but 

overall the age pension and home ownership have had a moderating effect on income and wealth inequality over this period.   
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1. INTRODUCTION 

This article examines the extent of economic inequality among Australians over 55 

years of age, and seeks to identify the effect, if any, that the current superannuation 

system is having on economic inequality in later life. It examines inequality by reference 

to wealth, which includes the balance of a superannuation accumulation account, and 

by reference to income, which includes private pension income. It uses income and 

wealth data from the Household Income and Labour Dynamics in Australia (HILDA) 

survey, collected between 2002 and 2014. 

Economic inequality encompasses income inequality and wealth inequality. Income 

inequality refers to the distribution of income across a given population. Wealth 

inequality is a measure of the distribution of net worth across a population. Wealth is 

concentrated among older age groups as it represents surplus earnings accumulated 

during working life. However, a significant proportion of this wealth is locked into non-

productive assets and so older Australians are frequently ‘asset rich but income poor’. 

Superannuation is represented in both income and wealth distributions. Superannuation 

accumulation funds form part of the wealth data. However, if the purpose of 

superannuation is to support a person in their retirement (Financial System Inquiry 

Panel, 2014), the asset must be converted to an income flow as an annuity or pension, 

and this income flow will appear in the income distribution data. 

The retirement income system in Australia is built on three pillars: the Age Pension; the 

Superannuation Guarantee; and other retirement savings. Saving through the 

superannuation system, whether mandatory or voluntary, is supported by tax 

concessions. Recent debate has highlighted the unequal distribution of superannuation, 

and the consequential unequal distribution of tax concessions (Australian Treasury, 

2015b, p. 90; Daley & Coates, 2015). 

Government policy in a number of areas will need to address the aging of the population: 

the age dependency ratio (the ratio of those age 65 and over to those aged 15 to 64) is 

expected to decrease from 4.5 in 2014-15 to 2.7 in 2054-55 (Australian Treasury, 

2015a). The extent of inequality among older Australians is important in designing 

policy in a number of core areas, including the age pension; health and aged care; 

housing; and—most importantly for this article—superannuation. 

A recent report by the Organisation for Economic Co-operation and Development 

(OECD, 2017), Preventing Ageing Unequally, highlights concern that modern 

economies are tending to increase economic inequality in general and amongst the 

elderly in particular. The report (OECD, 2017, p. 15) says: 

“Ageing unequally” refers to inequality that develops throughout the life course 

and materialises in old age. It is often the result of specific episodes during 

people’s lives that tend to cumulate their detrimental effects on health and 

income at old age. Ageing unequally is not a new phenomenon, but while the 

current generation of older people is experiencing higher incomes and lower 

poverty risks than previous ones in most countries, the younger generations are 

likely to face again higher inequality in old age. They are expected to live 

longer, but have been experiencing more unstable labour market conditions and 

widening inequalities in the distribution of earnings and household income. 
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The present study can be seen in this context as part of the necessary monitoring of 

inequality trends amongst the older population. It provides some benchmark data 

against which future trends can be measured. 

This article proceeds as follows. Section 2 discusses the state of economic inequality in 

Australia in recent years. Section 3 reviews the development of the superannuation 

system, identifying the significant reforms and when they occurred. Section 4 sets out 

the methodology we used in our examination of the effect of superannuation on 

inequality among older Australians. Section 5 details our findings. Finally in section 6 

we present our general conclusions and identify the implications of our analysis on the 

development of retirement income policy. 

2. INEQUALITY IN AUSTRALIA 

It is generally understood that income and wealth are each related to age but the two 

trajectories are importantly different. Income generally peaks in mid-life and falls in 

later life. Wealth rises with age more slowly than income and levels off or falls less 

sharply in later life. A typical life-cycle moves from an asset poor but income rich phase 

in early life to an income poor but asset rich phase in later life, with an income rich and 

asset rich phase in mid-life. The joint effect can be thought of as age-related economic 

well-being. 

There has been much recent debate over economic inequality trends globally (Keeley, 

2015; Piketty, 2014). The Australian data show that neither income nor wealth 

inequality overall is increasing in the period since 2000, although there does seem to be 

an increasing share of income and wealth at the top percentile level (Fenna & Tapper, 

2015; Leigh, 2013; Wilkins, 2015 and OECD data (OECD.Stat)). However, there has 

been little analysis of trends in inequality among older Australians as a subset of the 

population. Two very different questions arise here. One, are older Australians more or 
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This extended framework acknowledges the importance of housing and social services 

in maintaining well-being into retirement. 

The three pillars formalised in the Australian retirement income system are the basic 

income safety net, mandatory retirement savings, and self-provision. Contributory 

pensions were rejected as a policy option in Australia in the first half of last century. In 

1972 the Hancock Inquiry recommended the introduction of earnings-related 

supplementary contributions to the age pension that could raise the pension to levels of 

around 30% of average weekly earnings (AWE) (National Superannuation Committee 

of Inquiry, 1976), but this proposal was rejected by the Fraser government. Accordingly 

the age pension is funded through general revenue and is not calculated by reference to 

pre-retirement income, occupation or contributions. In the Australian system self-

provision is encouraged through voluntary additions to the mandatory level of 

superannuation. 

Superannuation in Australia is often described as a maturing system. It has long been a 

feature of the Australian retirement income system, with schemes for white collar, 

public sector, and self-employed workers having been in place for many years; however 

by 1986 less than 40% of employees had superannuation coverage (Australian Treasury, 

2001). Superannuation has been supported as a savings retirement vehicle through the 

federal income taxation system since its introduction in 1915. The Income Tax 

Assessment Act 1915 allowed tax deductions for superannuation contributions paid by 

employers in respect of employees, and exempted the earnings of a superannuation 

fund, to the extent those earnings supported pension payments. 

Employees paid under award agreements were included in award-based schemes from 

1987 following the Accord Mark II agreement under which the unions deferred 3% of 

cost of living wage increases into superannuation: the precursor of the Superannuation 

Guarantee. The mandatory superannuation guarantee based on a proportion of employee 
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contributions from sources that have not been taxed, notably superannuation guarantee 

contributions and other voluntary contributions directly from salary (salary sacrifice 

contributions). As these contributions are taxed at a flat rate of 15%, where a person is 

paying a marginal tax rate that is over 15%, there is a tax advantage in diverting income 

into superannuation. However the second tax expenditure, 15% on the earnings of 

superannuation funds, creates a potentially greater opportunity to exploit the difference 

between personal marginal tax rates and the concessional tax rate paid by the 

superannuation fund. This arbitrage is increased when the fund goes into retirement 

phase as the earnings on assets set aside to provide a pension are exempt from income 

tax under section 295-385 of the Income Tax Assessment Act 1997.  

Superannuation funds are used to support the ‘self-provision’ retirement income pillar, 

allowing members to make contributions from other forms of savings. The concessional 

rate of tax creates incentives to use superannuation as an investment vehicle, an outcome 

that is specifically encouraged by the policy, but also encourages the use of 

superannuation accounts as a form of wealth creation rather than as a retirement product. 

https://www.moneysmart.gov.au/glossary/a/accumulation-fund


https://www.moneysmart.gov.au/glossary/d/defined-benefit-fund
https://www.moneysmart.gov.au/glossary/d/defined-benefit-fund
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HILDA panel data also allows analysis of changes between cohorts over time. As shown 

in Table 1, the panels are selected on the basis of their age at the commencement of the 

survey, but all reached retirement age during the period under review. 

 

Table 1: Selection of Panels for Analysis 

 2002 2006 2010 2014 

Panel 1 50
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5.1.1 Superannuation 

The relevant HILDA variables identify superannuation holdings as a component of 

household net worth. For superannuation holdings to be valued as an asset the 

superannuation must either be held as an accumulation account or the capital value of 

the retirement income stream must be able to be determined, as in a case where an 

annuity has been purchased. However, it is problematic to determine the capital value 

of a defined benefit scheme as such a scheme provides an income stream for life, based 

on factors determined at the time of retirement. Accordingly, the value of defined 

benefits will not be included in the wealth data. 
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Table 6: Proportion of Assets held in Superannuation by Age, HILDA 2002–2014 

D
a
ta

 W
a

v
e
 

Age Group 55–59 60–64 65–74 70–74 

2002 22% 17% 12% 8% 

2006 26% 22% 14% 11%

11%22%
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Chart 2: Trends in Financial Assets by Panel, HILDA 2002–2014 

 

Source: HILDA 2002–2014 

5.1.3 The home 

Given that the level of inequality in superannuation holdings significantly exceeds the 

overall Gini coefficient, the data were then re-examined to identify other asset holdings 

that may have an equalising effect in later life. 

HILDA identifies the home as an asset separately from investment properties, and 

mortgages on the home are also recorded separately from mortgages on other property. 

The data in this analysis is based on the home and excludes investment properties. The 

net value of the home is the market value reduced by the mortgage attributable to the 

home. 

Consistent with the literature (Dockery et al., 2015, p. 58; Productivity Commission, 

2015b), we found that the most valuable asset held by most older Australians is the 

home. Home ownership levels among Australians aged 65 and over were 85.5% in 2014 
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stage it levels off or decreases slightly. This reflects the reduction in housing debt among 

older age groups and the increased value of residential property relative to more liquid 

assets that will be consumed first in retirement. 

 

Chart 3: Net Value of the Home as a Per cent of Net Wealth by Age, HILDA 2002–

2014   

 

 Source: HILDA 2002–2014 

Table 7 shows the Gini coefficients for equivalent net housing assets by age. In general 

these are below the Gini scores for equivalent net wealth by age, as can be seen by 

comparing them with the findings in Table 8. 
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Table 10: Equivalent Disposable Income Distribution by Age, HILDA 2002–2014, 

Gini Coefficients 

 

  Age 55–59 60–64 65–69 70–74 75–79 80 and 

over 

Total 

population 

aged 55 

and over 

D
at

a 
W

av
e 

2002 0.38 0.38 0.39 0.34 0.29 0.35 0.34 

2006 0.37 0.42 0.45 0.42 0.31 0.30 0.34 
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Table 11: Proportion of Respondents Retired in Each Wave by Age, HILDA 2002–

2014 

 

D
a
ta

 W
a

v
e
 

Age 55–59 60–64 65–69 70–74 75–79 80 and 

over 

2002 31% 58% 79% 89% 93% 93% 

2006 25% 50% 78% 84% 92% 93% 

2010 19% 41% 73% 89% 90% 94% 

2014 19% 
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Overall, there are two trends evident in Table 13. Firstly, in each wave the P75:P25 ratio 

tends to decrease with age after age 60, although in 2002 there is an increase in the ratio 

between 70–74 year olds and 75–79 year olds. Secondly, within most age groups the 

P75:P25 ratio declined between 2002 and 2014. There was some volatility, with age 

groups other than 65–69 and over 80s reaching the lowest ratio in 2010 and moving 

upward to 2014, but with the exception of the 70–74 age group the overall trend is 

downward. 

5.2.1 Public transfers 

Although there are significant differences in salary and wage income, public transfers, 

in particular the Age Pension, tend to reduce inequality after Australians have retired. 

As income from salary and wages decreases as a proportion of total income, income 

from transfer payments increases. As shown in Table 14, in each wave the income 

received from transfer payments increased with age as a proportion of equivalent gross 

income. 

 

Table 14: Fraction of Disposable Income from Public Transfers by Age and Wave, 

HILDA 2002–2014 

 Age Groups 

Year 55–59 60–64 65–69 70–74 75–79 80+ 

2002 21.4 33.4 48.8 62.0 66.9 67.9 

2006 18.8 27.9 47.2 57.2 64.6 67.6 

2010 13.8 25.0 41.0 54.3 67.0 67.9 

2014 14.8 19.4 42.0 52.4 60.4 68.4 

Source: HILDA, 2002–2014 

Chart 4 illustrates the proportion of gross (pre-tax) income that is made up of private 

pension income and investment income relative to transfer payments. In all waves the 

proportion of investment income remains relatively stable. Private pension income is 

generally highest in the 65–69 age group, although in the 2014 wave there is a small 

increase from 17.7% to 18.3% in the 70–74 age group. 
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Chart 7: Quintile Analysis of Disposable Income for Certain Age Groups, HILDA, 

2002-2014 
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Source:  HILDA 2002
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First, as the inequality measures used are the Gini coefficient and the P75:P25 ratio, our 

findings are not informative about the outliers: the top 5% and the lowest 5% of the 

population. Regardless of whether the superannuation changes are reducing inequality 

among the population as a whole, policy measures need to address the circumstances of 

those in most need. 

Second, the data spanned the period of the Global Financial Crisis (2007-2009). To the 

extent that superannuation balances are affected by changes in the value of investments, 

this external shock will be reflected in the data. As growth in superannuation balances 

is a combination of investment growth and mandatory contributions, we have not been 

able to control for this factor. 

Third, the relationship between wealth inequality and income inequality is complex, and 

out of scope of this research. We do not know how closely the two forms of material 

well-being are correlated at the household level (OECD, 2017, p. 249). Superannuation 

assets are identified as wealth, but the purpose of superannuation is to support the 
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