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Obituary  
 
The Honourable Justice D Graham Hill, 1938 -
2005 
 
 
Patrick Gallagher1

 
 

“With the untimely passing of Justice Graham Hill … on Wednesday 24th August, the 
Australian judiciary lost one of its outstanding legal minds.  We in the Federal Court 
lost a superb judge and fine colleague whose contribution to the work of the Court 
judicially and extra-judicially was quite exceptional.”  Words of The Honourable 
Michael Black AC Chief Justice of the Federal Court of Australia at Graham’s 
memorial service. 
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after Graham’s death said to me that Graham would be sadly missed and that we had 
lost one of the very best tax judges anywhere – echoing Dick Edmonds, Roderick 
queried whether any person could even partly fill the void. 

Graham spoke at a huge number of tax conferences over many years – for an ar would here �t.pn74 woe 98  810.99 67pp 0 .84 719.96033ill the 
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demand functions, but only their reaction to price changes, moving from the 
observed starting point2. 

Recent developments in the literature on tax reforms – building on the work 
of Atkinson and Stiglitz (1976) – suggest that differential commodity taxation 
is not justified. This implies that there is no reason for studying commodity 
tax reforms, as a welfare improvement can be obtained by reducing 
commodity tax differentials, even starting from a non-optimal situation in 
terms of (non-linear) income tax (Kaplow, 2004). At the limit, it would be 
advisable to remove commodity taxes altogether. Nonetheless, we think that 
valid reasons exist for studying commodity tax reforms. First, the conclusions 
of Kaplow (as the author repeatedly states), as well as those of Atkinson and 
Stiglitz, fundamentally depend on the assumption of weak separability 
between leisure and other goods in the consumers’ utility function – an 
assumption that we do not make. If labor supply does not depend on 
commodity prices, it is obvious that differentials in commodity taxes 
introduce a distortion in the choice among commodities, without any positive 
effect on the distortion in the choice between leisure and other goods. 
However, without this crucial assumption of separability, the commodity tax 
structure needs not being uniform and commodity taxation has theoretical 
justification. In addition, commodity taxation could be justified also for other 
reasons. When information is imperfect, it may be that commodity taxes are 
less vulnerable to evasion than income taxes. Commodity taxes can also be 
Pigovian and designed to correct externalities. We do not deal with these and 
other justifications in the present paper (though our model could 
accommodate externalities), but feel confident in saying that governments 
may well be interested in finding ways to reform the existing commodity tax 
system (without removing it), with positive effects on efficiency and 
distribution. 

Within the literature on commodity tax reforms, two main lines of research 
can be distinguished: one dealing with efficiency only, in a single consumer 
economy; the other taking into account also distributional considerations. 

Within the former stream, starting from Corlett and Hague (1953-54), the 
literature has suggested that policy makers should consider each tax marginal 
distortion, i.e. the welfare cost of raising an extra unit of general revenue by 
increasing a single tax rate. If the marginal cost of funds raised through 
different taxes differ, then welfare can be increased by reducing the rate of 
most distortionary taxes and increasing the rate of less distortionary ones, in 
order to keep revenue constant. Hatta (1986) provides a more intuitive and 
easy to implement rule based on tax rates only. He shows that the optimal tax 
rate structure is close to uniform, so that (under certain conditions regarding 
substitutability) welfare can be increased by reducing high rates and 
increasing low ones. Bulckaen and Stampini (2001) study the efficiency 
effects of commodity tax reforms in presence of environmental externalities 
through the comparison of revenue potentialities, defined as the ratio between 
the marginal revenue of a tax and its base. The authors stress the 
independence of the indicator from measures of utility. These rules, however, 
are concerned with efficiency only and do not give any relevance to 
distributional considerations, i.e. to the aversion towards inequality which 
characterizes social preferences. 

                                                      
2 For an updated overview of the literature on optimal taxation, see Auerbach and Hines 
(2002). For a survey on commodity tax reform, see Bulckaen (1992). 
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FROM THE THEORETICAL MODEL TO A VIABLE POLICY PROCEDURE 
We consider a two individuals economy. In general, these individuals can be 
seen as two groups of families, the rich and the poor. The generalization to H 
individuals (H>2) is straightforward (and is reported in Appendix); at this 
stage we keep things as simple as possible.  

Two individuals (j = A, B) derive utility from leisure ( , ), from the 
consumption of n commodities ( , ; i=1,...n) and from a public good 
provided by the State (r). As usual in the literature, we assume that the public 
good is weakly separable from commodities and leisure in the utility 
functions, hence demands for commodities and leisure do not depend on r. 
The uncompensated demand functions are represented for each consumer by 
the vector x (with dimension n+1), which depends on the vector of 
consumption prices q and on the exogenous income y 
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increases. This is the set of reforms which improve both efficiency and 
distribution. However, it is now possible that social welfare increases also if 
efficiency decreases (α>1), as far as the ratio between the two revenue 
potentialities is smaller than the ratio between the distributional 
c789.4602 .ties is smaller than the 
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If γA≥γB, this is a sufficient condition for:  
1

1
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find the value of the ratio of γA to γB necessary for the condition to hold. 
This is given by the following expression.  
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poorer and richer families. The share of consumption by poor households 
ranges from a minimum of 21 percent for “Chemicals and pharmaceutical” 
products and “Other services” to a maximum of 42 percent for processed and 
unprocessed food items. 

Table 1, eventually, reports the revenue potentiality of each single 
consumption tax, estimated through simulations of marginal tax rate changes 
in a numerical model of the Italian economy15. Additional revenue can be 
obtained with the lowest cost in terms of efficiency (we could say most 
easily) by increasing the tax rate on the consumption of unprocessed food 
items (RRP=0.009237) and electrical equipment (RRP=0.009215). At the 
other extreme, the taxation of energy consumption is most distortionary and 
new revenue can be risen from it only at high efficiency costs 
(RRP=0.007192) – though this statement considers consumption distortions 
only and does not account for environmental externalities.  

A policy maker interested in modifying a couple of tax rates within a revenue 
neutral tax reform and who cares for bot
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the policy maker can determine the minimum value of γA necessary in order 
to make the reform convenient, according to equation 15. In this specific case, 
any value above  1.053 guarantees that condition 8 holds – indeed a very 
reasonable degree of preference for poor. 

CONCLUSIONS AND POLA

to m8eTj
10.98 0 0 10.98 21.514 z a very 
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TABLES 
 
Table 1 - Structure of final consumption (Italy, 1993) 

Consumption (billion Euros) by 
families with income 

Sector

 

RRP

below 18.612 
Euro 

above 18.612 

 St

c
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Table 2 - Tax reforms which increase welfare according to any SWF with a non-negative 
degree of aversion to inequality. Shaded background indicates cases in which efficiency would 
increase. Value 1 indicates that SW would increase according to any SWF with a non-negative 
degree of aversion to inequality (a subset of shaded cells). 

Sector whose tax rate descreases (n) 
 

1 2 5 9 10 11 12 13 14 15 17 19 21 22 25 29 

1 0 1 0 0 0 1 0 0 0 0 0 0 0 0 0 0 
2 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 
5 0 1 0 0 0 0 1 1 0 0 1 0 0 0 0 0 
9 0 1 1 0 1 1 1 1 1 1 1 1 1 1 1 1 

10 0 1 1 0 0 1 1 1 1 1 1 1 0 0 0 0 
11 0 1 0 0 0 0 0 0 0 0 0 0 0 0 0 0 
12 0 1 0 0 0 0 0 0 0 0 0 0 0 0 0 0 
13 0 1 0 0 0 0 1 0 0 0 0 0 0 0 0 0 
14 0 1 0 0 0 0 1 1 0 0 0 0 0 0 0 0 
15 0 1 0 0 0 0 0 0 0 0 1 0 0 0 0 0 
17 0 1 0 0 0 0 0 0 0 0 0 0 0 0 0 0 
19 0 1 0 0 0 0 1 1 0 0 1 0 0 0 0 0 
21 0 1 1 0 1 1 1 1 1 1 1 1 0 1 1 1 
22 0 1 
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ranked so that the social weights (γh) are non-increasing in h, this is a 
sufficient condition for the following expression to hold:  

γ α
=
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⋅ − >⎜ ⎟
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hence for social welfare to increase. 

In this case, the condition for an improvement in welfare cannot be reduced to 
a comparison between revenue potentialities and consumption shares. Social 
welfar
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(b) there is no Australian NRWT because the dividend is fully franked. In the case of 
column (d) the New Zealand Company receives a foreign shareholder tax credit 
(FITC) of $12, which reduces the company tax from $33 to $21. The New Zealand 
Company passes on the credit to its non-resident Australian individual shareholder 
that is used to pay New Zealand NRWT of $12. Finally the Australian individual 
shareholder claims a foreign tax credit of $12. 

TABLE ONE: SUMMARY OF PREVIOUS RULES 

 A B C D 

Parent 
Company 

NZ Co 
NZ Individual 
Shareholder 
$ 

Australian Co 
NZ Individual
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dividend. The Australian individual shareholders paid 59% tax on New Zealand 
sourced dividends and 48.5% tax on Australian sourced dividends. 

There are a number of important key points that are highlighted in this table which 
provide an insight into the legislative solution. The available franking credits and 
imputation credits are allocated according to the respective shareholding in each 
country. Secondly an individual shareholder can onlondly
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A JOINTLY OWNED COMPANY 
The hypothetical trans-Tasman company 
Table 1 assumes that individual shareholders own the parent company resident in the 
other jurisdiction. Secondly, there is only one operating subsidiary, which is taxed in 
the other jurisdiction. A more realistic scenario is illustrated in Diagram one, which 
formed the basis of the analysis, contained in the Discussion Document.5

DIAGRAM ONE: A TYPICAL TRANS-TASMAN CORPORATE OWNERSHIP STRUCTURE: 

 
 

37.5% 62.5% 

50% 50%

Australian shareholder 

Aust. Sub Co 

Aust Parent Co 
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DIAGRAM TWO: THE DISCUSSION DOCUMENT EXAMPLE OF TAX PAYMENTS AND CASH FLOW 

 
Australian 
shareholder

New Zealand 
shareholder  

 
 
 $700 Cash $700 Cash 
 $300 Franking credits 50% 50% $300 Franking credits
h
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shareholding. However, the following Table demonstrates that the Discussion 
Document example is not a reliable indicator of a representative company. 

TABLE FOUR: THE SHAREHOLDING COMPOSITION OF TRANS-TASMAN COMPANIES 

Source: Company Annual Reports 
Company Year Ending New Zealand 

Shareholding 
Australian 
Shareholding 

Australian Gas Light Company 2003 1.66% 97.71% 
AXA 2003 2.95% 97.05% 
Goodman Fielder Wattie 2003 4.64% 94.86% 
National Australia Bank 2002 0.64% 98.58% 
Telstra 2002 0.50% 93.20% 
The Warehouse Group* 2003 97.02% 2.47% 
Tower* 2003 78.81% 20.64% 
Westpac 2003 3.34% 95.15% 
* A New Zealand company 
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DIAGRAM THREE: THE PRO RATA ALLOCATION REGIME 
 

 
 
 

 
 
      95% shareholding                                                                                                     5% shareholding     
 
 
 
      Dividend $2,380                                                                                                             Dividend $420 
                                  

                       85% of total income                                                        15% of total income    
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(5%), which is only an 8% reduction in the effective tax rate. This is significantly less 
than the 24% benefit referred to in the Discussion Document. The difference between 
the respective results reflects the change in shareholding and the change in the 
underlying sources of income between this Example and the hypothetical example 
used in the Discussion Document. 

TABLE FIVE: THE PRO-RATA ALLOCATION (AUSTRALIAN PARENT)10

New Zealand shareholder $AU  Australian shareholder $AU 
Cash dividend 84  Cash Dividend 1,596 
Imputation credit 9  Imputation Credit 171 
Franking credit 36  Franking credit 684 
Taxable income 93  Taxable income 2,280 
Tax due @ 39% 36  Tax due @ 48.5% 1,106 
Lessc158Edh
10.98 0 0 10.98 134.21c 0.08077 Tm
( )55m
( )55m
( )55m
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concerns was that shareholders in either country would receive imputation credits, 
regardless of whether tax was paid in their respective home countries. “Neither 
government is willing, therefore, to pursue mutual recognition further at this stage.”13  

Apportionment 
This theoretical solution is similar to pro rata allocation except that the imputation 
credits are allocated in proportion to shareholdings of residents in each country and 
the amount of income earned in each country. Under the pro rata allocation solution, 
the credits do not reflect the sources of the underlying income of the parent company. 

If the hypothetical parent company in Diagram three earned 50% of its income from 
sources in Australia and 50% of its income from its New Zealand subsidiary, the 
shareholders would receive 50% of a full Australian imputation credit and 50% of a 
full New Zealand imputation credit. The solution would be advantageous to the New 
Zealand individual resident shareholders who currently do not receive any of the New 
Zealand imputation credits. However, it would create a significant disadvantage to the 
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THE DETERMINANTS OF EFFECTIVE TAX RATES UNDER PRO RATA ALLOCATION 
The relationship between income distribution policy and income earned in a 
jurisdiction 
A dividend will always be partially imputed (or franked) if the proportion of income 
derived in New Zealand (or Australia) is less than the percentage of profits the parent 
company distributes as a dividend. This finding is intuitive because when the income 
distribution policy exceeds the ratio of income earned in a particular jurisdiction, part 
of the dividend consists of income derived from the other country. This “other” 
income would have paid company tax in the other jurisdiction, which cannot be offset 
against the personal tax liability of a non-resident shareholder. Conversely, whenever 
the proportion of income earned in a particular jurisdiction is greater than the portion 
of income distributed, shareholders resident in that jurisdiction will receive fully 
imputed dividends. 

A graphical representation of the general rule of pro rata allocation 
The graphs numbered one to six demonstrate the general principles of pro rata 
allocation. They show how a shareholders marginal tax rate changes as the distribution 
policy, and level of income earned in New Zealand are manipulated. For example, the 
curve representing “Pro rata, 25%” corresponds to the effective tax rates associated 
with a 25% dividend distribution policy. The graphs are based on an Australian parent 
company with a trans-Tasman shareholding of 95% Australians and 5% New 
Zealanders. Note however a change in the shareholding of either group does not alter 
the shareholder’s effective tax rate under pro rata allocation. The general rule ensures 
that only a change in the proportion of income Not4861 47o7r.361 0 00e14925af eithal rule enxolder’s eff9P324r.gt0 100.98 i5 08 0 4753 4 err00t2780 477d.594969 109511002 44 478.283rr00cd.gr998 62 93h840.tra5ted ee
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Finally Graph Two emphasises that regardless of the distribution policy, the 
Australi( )o
0.sr3.82025 Tm
(e)T3 Tm3 T0act1 scs91t9.8ainally
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Thirdly, subsidiaries that do pay a dividend to their parent company often to do so on 
an irregular basis. 

The effective tax rates used in the Discussion Documents example of Pro Rata 
Allocation 
The tax benefits calculated in this paper, before and after the enactment of the PRA 
solution, are materially different to the tax savings highlighted in the Discussion 
Document. This stark contrast can be traced to the respective differences in the income 
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Tasman shareholder’s perspective, this is the optimal solution because it does not 
involve the wastage or misallocation of a proportion of the available imputation and 
franking credits and is therefore superior to the pro rata solution. It would appear from 
the Discussion Document that both governments rejected this alternative because they 
did not wish to signal that the streaming of available credits should become more 
acceptable.16 One of the core design features of both countries imputation regimes, 
which have not altered since their introduction, is the principle that credits must be 
allocated equally to all shareholders irrespective of did nh
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DIAGRAM FOUR: THE FULL STREAMING MODEL 

 
 
 
 

Australian Shareholder 
Cash dividend $1,596 
Franking Credit+ $684 
Imputation Credit $0 

New Zealand Shareholder 
Cash dividend $84 
Franking Credit $0 
Imputation Credit~ $36 

                

 95% shareholding                                                           5% shareholding                             
  
 
 
 
 
 
 
Dividend $2,380  Dividend78168 525.44031 Tm
(e).210.02 440.36166 525.4477d,38

   94
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TABLE SIX:THE FULL STREAMING MODEL (A
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Maximum imputation ratio 
This is not a substantial reason for rejecting the streaming model. Under the maximum 
imputation model an Australian Company is restricted by the amount of imputation 
credit that it can attach to the dividend. Based on the current New Zealand corporate 
tax rate of 33% imposed upon the New Zealand subsidiary company, the maximum 
imputation credit is 33/67, of the net dividend paid. It is not possible for the New 
Zealand shareholders to receive an imputation credit which exceeds the tax paid by the 
New Zealand operating subsidiary to the New Zealand revenue authority. 

A minor distinction 
The only difference between the pro rata and streaming models is that the parent 
company has a choice under the streaming model of allocating either a franking or 
imputation credit to its respective shareholders. The objective of the streaming model 
is to eliminate the incidence of double taxation on income sourced from the country in 
which the shareholder is a tax resident. This laudable objective is entirely consistent 
with the objectives of the New Zealand and Australian imputation regimes, which 
were introduced to eliminate double taxation. The point that has been overlooked in 
the Discussion Document is that New Zealand corporate tax is imputed to New 
Zealand resident shareholders. There is no attempt under the full streaming approach 
to ensure that an individual New Zealand shareholder obtains a credit for Australian 
company tax in respect of income, which was not previously taxed in New Zealand. 

Fiscal risks 
The Discussion Document 
The fiscal concerns of the governments are difficult to understand. The Discussion 
Document states that: 

“Both govern
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“might also signal that streaming of credits more generally is now 
acceptable. Both governments wish to avoid such a result, as it is still both 
countries policy that imputation credt
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New Zealand’s anti-avoidance rule 
There are a number of significant provisions in New Zealand domestic law that would 
prevent the inappropriate use of the streaming model thereby alleviating the above 
concerns: 

The current imputation regime has numerous provisions that are designed to prevent 
streaming. The first is a restriction against attaching imputation credits to dividends 
that exceed the maximum imputation ratio (i.e. 33/67). This rule ensures that a 
company cannot attach imputation credits to a dividend that exceeds the company tax 
paid or payable in respect of funds in which the dividend was sourced Furthermore, 
the benchmark dividend rule ensures that the same imputation ratio (subject to a ratio 
change declaration) applies to all distributions.  

A continuity of shareholding test. A company cannot carry
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This is NOT a comprehensive of profit repatriation strategies and I have only 
examined a selection to highlight the range of options that face trans-Tasman 
companies who are unable to deliver to their shareholders any meaningful tax benefits 
from the PRA solution. For example a dual listed company is an obvious option which 
has not been considered. A classic example of that strategy is the dual listing of BHP 
Billiton which has enabled franked dividends to be paid to Australian shareholders and 
unfranked dividends to be paid to United Kingdom shareholders. 

Capital raising solutions 
An obvious solution to triangular taxation is for an Australian Parent Company to 
incorporate a special purpose New Zealand subsidiary that pays a fully imputed 
dividend to the New Zealand shareholders. This solution would involve the New 
Zealand shareholders realising their investment in the Australian parent company and 
subscribing for shares in the ‘new’ New Zealand subsidiary. The most significant 
example of the strategy is the $A800m
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DIAGRAM FIVE: THE WESTPAC SOLUTION TO TRIANGULAR TAXATION 

Australian Shareholders New Zealand Shareholders
Cash Dividend $1,596 Cash Dividend $84
Franking Credit $684 Franking Credit $0
Imputation Credit $0 Imputation Credit $36

95% shareholding                                         Sell 5% shareholding

Wespac Australia
Total Income from Subs $2,800
Distribution Policy 60%
Total Dividend paid $1,680

Dividend $2,
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TABLE FIVE: THE WESTPAC SOLUTION TO TRIANGULAR TAXATION 

New Zealand Shareholder $AU Australian Shareholder $AU

Cash Dividend 84 Cash Dividend 1,596
Imputation Credit 36 Imputation Credit 0
Franking Credit 0 Franking Credit 684
Taxable Income 120 Taxable Income 2,280
Tax due @ 39% 47 Tax due @ 48.5% 1,106
Less Imputation Credit 36 Less Imputation Credit 0
Less Franking Credit 0 Less Franking Credit 684
Tax Payable 11 Tax Payable 422
Net Dividend 73 Net Dividend 1,174
Effective Tax rate 39.00% Effective Tax rate 48.50%

Pre-tax cash dividend 120 Pre-tax cash dividend 2,280
Company tax 36 Company tax 684

 
BEHAVIOURAL IMPLICATIONS: FUNDING THE NEW ZEALAND GROUP 

Introduction 
The Westpac solution effectively provides its New Zealand shareholders with all of 
the advantages of the full streaming option, which has been rejected by both the 
Australian and New Zealand Governments. Note that with the Westpac solution there 
is no inefficient allocation of the available tax credits. All of the transaction costs are 
effectively borne by the New Zealand shareholders who derive all of the taxation 
advantages. 

In view of the high level of wastage associated with the PRA solution, there are very 
few (if any) taxation reasons why an Australian parent company would wish to fund 
its New Zealand subsidiary in a manner that created imputation credits. A more 
efficient solution is for the Australian Parent Company to finance the New Zealand 
operations in a manner that creates franking credits. A possible response to the 
rejection of the full streaming alternative is for Australian companies to refinance their 
New Zealand operations in the following tax effective way.  

Hypothetical current structure 
The following diagram summarises the New Zealand tax implications of a typical 
trans-Tasman group. The Australasian tax group consists of inter alia a New Zealand 
Holding Company and New Zealand Operating Company. Finance is provided via the 
Australian Parent Company subscribing for equity in the New Zealand Holding 
Company (NZHC). The NZHC lends the proceeds its wholly owned New Zealand 
Operating Company (NZOC). The NZOC pays interest (which is an allowable 
deduction) to NZHC (which is gross income). Finally, the NZOC remits the after tax 
income to the Australian Parent Company in the form of a dividend. The total New 
Zealand tax ($33) consists of $22.11 company tax and 11.82 NRWT (met via 
supplementary dividend). 

200 





eJournal of Tax Research Trans-Tasman Tax Reform: The Real Story    

-Step three: The New Zealand branch of Australian Finance Company leads the 
proceeds (raised from issuing the hybrid instrument to NZHC) to the NZOC. For New 
Zealand tax purposes this is a transaction between two resident entities and therefore 
the non-resident withholding tax provisions are not applicable. 

-Step four: The NZOC uses the loan finance to repay the original loan shown as step 
2 in Diagram 6. From the NZOC perspective it has simply replaced its current creditor 
(NZHC) with a new creditor (the New Zealand branch of Australian Finance 
Company), which means that everything else been equal the new arrangement will 
have no impact on its current business activities.  
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Parent Company’s after tax return from its investment in the NZHC. The Australian 
Parent Company invest the additional $23 in a manner that will increase the franking 
credits, which can be distributed to, inter alia, its Australian shareholders.  

(1) Periodic cash flow (a). NZOC plays interest to the Ne
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payment by NZHC of a dividend to the Australian Parent Company the conduit tax 
relief (CTR) 
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(including demographics, non-compliance opportunity, taxpayer knowledge etc.), 
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alienated land.  One of the main aims of the introduction of the NLC in 1966 was to 
ensure uniformity of laws and policies in respect of land matters in all states3. 

In Malaysia, tax on land is solely based on the location, area, and the use of the land, 
excluding the value of the land, development or improvement of the land. The 
government of each individual state levies a land tax upon landowners known as “quit 
rent”. The applicable rate of quit rente

ar90008 0 0 51 T20570 10.98 202.83.98  82 05 Tm0.00j
8mse/.298 0 0 10.98 371.4206oo78of quit rentprovem90008 0 0 51 T20.98 141.84 0 18[400 0 10.98 191.216-m90008 0.00j
8ms0tr4divid t 2s 0 56fg 0 0 10.98 263.
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COMPLY = α0 + β1AGE + β2GENDER + β3RACE + β4EDUC + 
β5INCOME_LEVEL + β6INCOME_SOURCE + β7OCCUPATION 
+ β8ETHICS + β9FAIRNESS + β10SANCTION + 
β11KNOWLEDGE + β12INDUCEMENT + β13TYPE + 
β14LOCATION + E   

The dependent and independent variables are now outlined. 

Dependent Variables 
In order to increase the robustness of the study, three separate dependent variables 
were measured. Respondents were asked to indicate their answers on a continuous 
scale (0 - 100) in respect of the following three questions:  

i. 
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(Porcano 1988) to manufacturing/service (Beron et al. 1992), with very few studies 
taking the same approach to classification. Westat (1980a) suggests that white-collar 
taxpayers are associated with the overstatement of deductions whereas blue-collar 
workers evade taxes by omitting income. This may also be due to opportunity; the 
more opportunities one has to evade, the greater the likelihood of evasion. Westat 
(1980b) however, reports that employment in manufacturing or trade organizations 
was associated with higher self-reported tax compliance and that the occupational 
categories of professional/managerial, clerical/sales, and service employees were 
associated with lower levels of compliance. 

Attitudes and Perceptions. Ethics (V8) and perceived fairness (V9) of tax system are 
included in this category. Westat (1980a) finds moral concerns about tax compliance 
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TABLE 2 DESCRIPTIVE ANALYSIS OF SAMPLE 

 (N=179)   Compliance Attitude Score   
Variables Frequency % Model 1 Model 2 Model 3 
  1. Age                                        Up t

LYSI  
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To test our multivariate model, the assumptions of multiple regression analysis were 
tested and the data comply with the requirements of regression analysis (Hair et al., 
1998) with the results showing that the assumptions of linearity
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TABLE 3 RESULTS OF MULTIPLE REGRESSIONS (N=159) 

   Dependent Variables   
 
Independent Variables 

Model 1  Model 2  Model 3 Model 4 

(predicted sign where applicable)   (numbers in parenthesis are t-statistics)    
(V1) Age (+)       
   Middle age (40 – 60)  .248** 

(2.561) 
 .273*** 

(2.837) 
 .220** 

(2.139) 
.275*** 
(2.794) 

   Older age (above 60) .300*** 
(3.027) 

 .240** 
(2.442) 

 .177* 
(1.680) 

.263*** 
(2.612) 

(V2) Gender (+) .052 
(.728) 

 .075 
(1.050) 

 .153** 
(2.016) 

.107 
(1.468) 

(V3) Race       
   Malays -.008 

(-.083) 
 -.251** 

(-2.512) 
 -1.135 

(-1.259) 
-.152* 
(-1.483) 

   Indians -.217** 
(-2.016) 

 -.338*** 
(-3.164) 

 -.255** 
(-2.232) 

-
2
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   Perak -.056 
(-.656) 

 .064 
(.755) 

 -.055 
(-.610) 

-.017 
(-.191) 

   Pulau Pinang -.015 
(-.174) 

 .008 
(.094) 

 -.099 
(-1.086) 

-.041 
(-.473) 

   Kedah -.126 
(-1.465) 

 -.087 
(-1.013) 

 -.142 
(-1.556) 

-.132 
(-1.509) 

   Kelantan -.032 
(-.406) 

 .167** 
(2.103) 

 .080 
(.937) 

.084 
(1.034) 

Adjusted R2 .367  .378  .286 .348 
F-value 4.450  4.617  3.388 4.178 
p-value .000  .000  .000 .000 
*** Significant at the 1% level  ** Significant at the 5% level * Significant at the 10% level 
Model 1:  Out of every 100 people who own land, how many would you say paid no land tax at all? (Enter a 

number between 0 and 100) 
Model 2:  Out of every 100 people who own land, what percentage do you believe are honestiv.42 0 0 10.02 266.1 1 .4s9502 570.86035 Tm
(v.42 0 70.86035 Tm
(ge 5 Tm03942.86035 Tm
(i)Tj
1850531 570.86035 T10.02 395.72992 593.8 5770.86035 T10.02 221570.86035 Tm5e4
10.02 0 0 10.02 3410.02 221570.8604e44840 Tm
a2.9502 570.8.32031 Tm
(0)Tj
10.0m
a2.9502 570.8.320310.86035 Tm
(a)Tj
10.0)Tj
0.0m
a2.9502 570.8.320310.8603)Tj
10.0 percei
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• Respondents’ attitudes towards various types of business and individual tax 
evasion,  

• Respondents’ awareness and understanding of the penalties for tax evasion, 
• The number of respondents who had been involved in some type of tax evasion 

and why, 
• Respondents’ attitudes on tax law enforcement and   
• Respondents’ attitudes regarding tax morals and tax fairness.  

However, the emphasis in the analysis of the results was based on objectives one, two 
and five in particular.  

The remainder of the paper is structured in the following manner. Section 2 of the 
paper will define taxpayer compliance in terms of this analysis and attempt to briefly 
summarise some of the findings of empirical studies on tax compliance undertaken to 
date. Section 3 will then examine the specific demographic variables employed in this 
study and this will be followed by an outline of the research methodology in section 4. 
A discussion and preliminary analysis of the research results including statistical 
significance is provided in section 5 while section 6 concludes the study, identifying 
its limitations and provides suggestions for future research.    

BRIEF LITERATURE REVIEW 
Definition of Taxpayer Compliance 
Taxpayer compliance has been defined as, compliance with reporting requirements, 
meaning that the taxpayer files all required tax returns at the proper time and that the 
returns accurately report tax liability in accordance with the internal revenue code, 
regulations and court decisions applicable at the time the return is filed.3 An 
alternative definition has been offered by James and Alley4  that considers tax 
compliance in terms of the tax gap. This is the difference between “true” individual 
income tax liability and that finally collected on a voluntary basis or by enforcement 
action. This definition has also been viewed as somewhat simplistic. Despite this there 
is no standard all embracing definition of compliance adopted across all tax 
compliance studies. 

Empirical Evidence 
One of the major approaches to compliance relies upon the element of coercion 
represented by the enforcement activities of police, taxation officials as well as the 
sanctioning behaviour of the courts and other agencies. Although enforcement 
activities only indirectly effect compliance and direct enforcement against the 

                                                 
3Roth, J. A., Scholz, J. T. and Witte, A. D., (eds), Taxpayer Compliance an Agenda for Research,” Vol 1, 

Philadelphia PA: University of Pennsylvania Press, (1989), 21. See also Jackson, B. R. and Milliron, V. 
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individual engenders hostility, widespread failure to enforce creates cynicism and 
distorts reference norms.5  

The Keith Committee6 in England argued that enforcement powers should be precise 
and logically formulated, consistent across the range of taxation legislation, should 
allow for the minimum of administrative discretion and should be subject to ultimate 
judicial control which in turn should be capable of being applied in a summary and 
expeditious way.7 Although the Keith Committee recommended that civil sanctions 
and surcharges should be the primary means of enforcing compliance, it argued that 
effective criminal sanctions should be available in cases of deliberate and serious 
frauds.8 

Tax offences, however, have been treated as a special form of offending, quarantined 
from the general types of criminality, in that
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penalty structure has an impact upon compliance. Allingham and Sandmo published 
an early model of this theory.14 

Studies of criminal behaviour in general have found that the probability of 
apprehension is more important than the sanctions actually imposed.15 Yet another 
influence may be the precision of information regarding the probability that 
punishment will be imposed. Consequently, vague information about the relatively 
low probability of detection and punishment enhances the low deterrent value.16  

On the other hand some studies have found that taxpayers are more sensitive to the 
magnitude of the penalty than to the probability of detection when the probability is 
very low (i.e. 4 % or less).17 This could have implications for Anglo-Saxon countries 
that have moved to a self-assessment environment.18 Other researchers have observed 
a significant relationship between the severity of the criminal sanctions and 
compliance by one group of taxpayers: high-income self-employed individuals.19 This 
has also been supported by similar work on sanctions.20 Within each of the groups this 
study covered, legal sanctions were most effective for the higher class and the better 
educated (not the best). These studies have also found that the threat of guilt feelings 
was a greater deterrent to tax evasion than the threats or stigma of legal sanctions.  

Another potentially salient issue involves the 
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Social and Fiscal Psychology Models 
Overseas Studies 
On the other hand, social psychology models inductively examine the attitudes and 
beliefs of taxpayers in order to understand and predict human behaviour. Researchers 
indicate that taxpayer’s behaviour is directly determined by their intentions that are a 
function of their attitude towards behaviour and perception of social norms.27From a 
tax administration viewpoint, researchers
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However, another recent study which investigated the impact of culture upon the 
perceptions of tax fairness and tax compliance was conducted by Gilligan and 
Richardson.52 This empirical preliminary study of students from both Australian and 
Hong Kong universities revealed that there was no universal relationship or pattern 
that existed cross-culturally between the different facets of tax fairness perceptions 
and tax compliance. The authors indicated that legitimacy may well be the influence 
that shapes how fair tax systems are perceived and how likely people are to comply 
with their tax obligations.  

Further studies conducted by Coleman and Wilkins,53revealed that there was a 
diversity of opinion and attitudes towards the tax system and compliance issues 
amongst the Australian public. One of the likely factors that could impede attitude 
change is the uneven level of comprehension or involvement in the tax system. This 
raises the issue of tax education and no doubt the impact of this variable in improving 
overall taxpayer compliance remains to be seen. Niemirowski, Baldwin and 
Wearing,54 indicated that the results of tax evasion behavioural research over the last 
thirty years has remained contradictory and inconclusive. In the main this was due to 
the research addressing only a few variables at a time. Despite extensive research there 
was still a paucity of consistent reliable predicators or explanations of the causality of 
tax evasion. 

Therefore given the various inconsistent findings in the studies to date outlined above, 
this study is considered a further valuable contribution to the literature. In particular 
the study will contribute to a better understanding of taxpayer compliance in Australia 
by establishing the relationship between demographic variables and the attitudes of 
tertiary students to tax evasion and the penalties for evasion. Understanding this 
relationship may consequently assist governments and Revenue Authorities in 
determining audit and compliance strategies and in the formulation and imposition of 
penalties for taxation offences.   

DEMOGRAPHIC VARIABLES 
Gender 
A common finding amongst studies reviewed by Richardson and Sawyer and 
previously Jackson and Milliron55 was that female taxpayers were more compliant 
than their male counterparts. In particular, a comprehensive study conducted by 
Oxley56 in New Zealand reported that women were more often compliers in 
comparison with men and less often tax evaders or tax avoiders. However, Richardson 
and Sawyer noted that this compliance gap between males and females appears to be 
narrowing with the emergence of a more independent, non-traditional generation of 

                                                 
52 Gilligan, G. and Richardson, G., “Perceptions of Tax Fairness and Tax Compliance in Australia and 

Hong Kong- A Preliminary Study,” Journal of Financial Crime, Vol 12, No 4, 2005, 1-13.     
53 Coleman, C. and Wilkins M., in Walpole, M. and Evans, C., Chapter 22, Tax Administration in the 21st 

Century, Prospect, Sydney, 2001, 263-264. 
54 Niemirowski, P. Baldwin, S., 
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women.57 In a survey of American taxpayers Hite58 focused on the interaction between 
gender and education. Female respondents with college degrees tended to be more 
tolerant of non-compliance than females without college degrees. On the contrary, 
males tended to be less tolerant of non-compliance as their education levels increased.   

Age 
The majority of studies reviewed by Richardson and Sawyer59 that examined the age 
variable found that older taxpayers tended to be more compliant than younger 
taxpayers.60 However there have been a significant number of studies that have found 
no relationship.61 Richardson and Sawyer have proposed four possible explanations 
for the inconsistent findings. Firstly, the significance of the age variable does not 
extend to all taxpayers. Second, inconsistent definitions of taxpayer non-compliance 
are employed throughout the research. Third, when age is considered in association 
with a number of other variables its effect on taxpayers’ compliance is diluted. 
Finally, the interaction of age with other compliance variables could be problematic. 

Nationality  
There has only been little research undertaken with respect to tax compliance and 
ethnicity. A literature review by Roth et al62 which used whites and non-whites as a 
proxy variable found whites to be more compliant. However, Beron et al 63 suggest the 
results are dependent upon other variables used in the study. In particular the income 
variable was found to have a distortive effect. Studies of commitment to compliance 
using indices have found the largest differences between races.64 

Education/Qualifications  
The effect of education on taxpayer compliance is not clear, based on previous 
studies.65 The reasons given for these conflicting findings are varied. First, there can 
be difficulty in determining which aspect of education is being measured. 
Comprehensive literature reviews66 have identified four measures of education- the 

                                                 
57 For example, Robben et al [1989] found no significant relationship between gender and compliance, 

but their experiment involved only 22 females and twice as many males. 
58 Hite, P. A., above n 30, 155. 
59 For example, Beron, K. J., Tuachen H., V., and Witte, A. D., [1992] found the age was positively 

related to compliance for low and middle income 
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general degree of fiscal knowledge, knowledge involving evasion opportunities, 
general educational attainment and specific tax knowledge. These different 
dimensions may assist in explaining the confusion surrounding the effect that the 
education variable has on taxpayer compliance.  

Correlations between education and other compliance variables may also have 
contributed to the inconsistent results found. Other possible compliance variables that 
have been suggested to have a relationship with education are gender,67 income 
level,68 ethics,69 taxpayers’ perceptions of fairness,70detection71and sanctions.72 
Nevertheless, it is important that university studentax Ee
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Income Level 
Recent research has confirmed earlier findings of Jackson and Milliron,78 that the 
evidence on the income level variable is mixed and unclear.79 Previous research has 
found supporting evidence for three contrasting views encompassing positive,80 
negative81 and no correlation82 with taxpayer compliance. It is possible that 
correlations between income level and other tax compliance variables, in particular the 
effect of tax rates, may explain why the findings are so inconclusive.83  

Work Experience/Tax Return Filing Experience 
There appears to be a lack of research into the relationship between work experience 
and tax return filing experience as independent variables and taxpayer compliance. 
One reason for this situation could be the interaction that these variables have with 
other independent variables. For example, variables such as age, income level, and 
occupation are intuitively linked to work experience and consequently tax return filing 
experience. A study by Tan,84 tested the effects of working and filing status of 
taxpayers’ with their perceptions of fairness of the tax system. The findings indicate 
that both variables have an effect on the perception of fairness of the tax rate structure 
and filing status has an effect on the perception of fairness of the tax burden on 
different income levels. 

RESEARCH METHODOLOGY 
Survey Instrument 
A survey questionnaire was used to ascertain tertiary students’ attitudes towards tax 
evasion and the penalties for tax evasion. The strength of this approach is that it 
enables a large number of respondents to be surveyed with minium expense. Approval 
was sought and obtained from the requisite human ethics committee given the 
sensitivity of the information being requested. Responses to the survey were 
confidential and no names were given by participants. The survey was eight pages in 
length and took respondents approximately 15-20 minutes to complete. In most 
questions a seven-point Likert scale was employed to indicate the degree of agreement 
or disagreement. A copy of this pilot survey was given to experienced researchers and 
the statistical counselling service of the Business and Economics Faculty, at Monash 
University for suggestions on improving the instrument. It was considered that the 
survey questions appeared to be well understood with little opportunity for confusion. 

The survey contained 31 questions85 which included, (See Appendix 1) Questions 1-2 
that asked respondents for their sources and quality of tax information. Questions 3 to 
6 asked respondents for their impressions and beliefs regarding the imposition of tax 
penalties in certain hypothetical scenarios. Questions 7-11 asked respondents if they 

                                                 
78 Jackson, B. R, & Milliron, V. C, above, n 22. 
79 See for example, Christian and Gupta [1993] and Hite [1997]. 
80 Smith, K. W., above n 71. 
81 Baldry, J. C., “Tax Evasion is not a Gamble: A Report on Two Experiments,” (1986), Vol 22, 

Economic Letters, 333.  
82 Worsham, R. G, above, n 1.  
83 See for example, Feinstein, J .S., “An Econometric Analysis of Income Tax Evasion and its Detection”, 

RAND Journal of Economics, [1991] 22, 14-35.  
84 Tan, L. M., above n 32. 
85 Some of the questions in the survey were adopted from the study undertaken by Murphy, K (2003) into 

tax scheme investors at the ANU through the CTSI unit. 
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expected frequency is less than one87. Given this qualification, chi-square tests were 
carried out accordingly. The frequencies and percentage breakdown of responses to all 
questions was also examined to enable comparisons with other studies88. (See Tables 
1-12 below.)  

Analysis of Dependent Variables. 
TABLE 1: Q1-Q2/ AWARENESS OF TAX ISSUES 

Respondents Opinion None (1-2) Some (3-5) A lot (6-7) Total Reponses 
Q1 How much information 
about tax issues do you receive 
from the following sources? 
a The ATO 

 
 
 
142 (47%) 

 
 
 
144 (47%) 

 
 
 
18 (6%) 
 

 
 
 
304 (100%) 

b. tax practitioners 
 

210 (70%) 75 (25%) 17 (5%) 302 (100%) 

c. work-related publications 
 

172 (57%) 115 (38%) 16 (5%) 303 (100%) 

d. TV, radio, newspapers 
 

111(36%) 173 (57%) 20 (7%) 304 (100%) 
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Given that family and friends were the most informative in the majority of cases (221 
cases or 72% of respondents) the type of information received was mainly in regard to 
preparation of tax returns (70%). Only in less than 10% of cases was there a lot of 
information relating to the penalties for tax evasion or people having problems with or 
outwitting the ATO and audits. The lack of public education in this regard may well 
be a major factor in explaining the causes of tax evasion and can be linked to the 
behavioural factors of taxpayers outlined in the literature review.89 

TABLE 2: Q3/ TAX PENALTIES GENERALLY 
Respondents Opinion Very Mild 

(1-2) 
Right 
Amount 
(3-5) 

Very Severe 
(6-7) 

Total 
Reponses 

Q3 a. Trades person underreporting 
cash earnings 

36 (13%) 227 (77%) 30 (10%) 293 (100%) 

b. An academic exaggerating 
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results but in terms of taxpayers’ perceptions the findings are consistent with those of 
Karlinsky.90   

TABLE 4: Q5- Q6/ PENALTIES SCENARIO CONTINUED 
Respondents Opinion Not at All 

(1-2) 
Neutral 
(3-5) 

Very Much 
(6-7) 

Total 
Reponses 

Q5 Assume Business Owner X 
had to pay a substantial fine. 
a. Do you think X deserves harsh 
punishment? 

 
 
28(9%) 

 
 
201(66%) 

 
 
76 (25%) 

 
 
305 (100%) 

b. Do you think X was personally 
responsible for receiving the 
penalty? 

12 (4%) 173 (57%) 118 (39%) 303 (100%) 

c. Do you think X knew of the 
possible consequences of his/her 
evasion? 

36 (12%) 159 (52%) 109 (36%) 304(100%) 

d. Do you think X was justified in 
reducing tax?  
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significant (X2 = 79.119, df =60 p= 0.050). Marginally significant results include 
education and the penalty for risk taking, (X2 = 27.281, df =18 p= 0.074) and 
education and feelings of escaping from the penalty (X2 = 24.298, df =18 p= 0.127). 
These results have implications regarding the potential deterrent effect of penalties for 
tax evasion.  

TABLE 5: Q7-8/ PERSONAL PENALTY/OFFENCE 
Respondents Reasons Penalty 

imposed 
Penalty not 
imposed 

Q7 Have you ever been fined or penalized in some way? 5 (2%) 291(98%) 
Q8 If yes, for what type of offence? eg    
1 making a false or misleading statement 3  
2.Obtaining a financial advantage by deceiving the Commonwealth 
or Public Authority 

  

3. Defrauding the Commonwealth 1  
4. failure to withhold and remit tax 1  
5.Other   

In Table 5 question 7 asked respondents whether they had been fined or penalized in 
some way by the ATO and positive responses were received in only 5 cases (2%). The 
majority 291 cases (98%) skipped to questi
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TABLE 8: Q15-16/ TAX FAIRNESS 
Respondents opinion Too Few 

(1-2) 
Right 
Amount 
(3-5) 

Too Many 
(6-7) 

Total Reponses 

Q15 Personally, how many 
opportunities do you have to 
reduce your tax? 

126(42%) 167(57%) 4(1%) 297 (100%) 

Q16 In your opinion, do the 
following groups have many 
opportunities to legally reduce 
their tax? 
a. Chief executives of large 
corporations  

 
 
 
 
18(6%) 

 
 
 
 
167(56%) 

 
 
 
 
111(38%) 

 
 
 
 
296(100%) 

b. Judges and barristers  
 

13(4%) 184(62%) 98(34%) 295 (100%) 

c. Unskilled factory workers 
 

138(46%) 145(49%) 16(5%) 299(100%) 

d. Trades people 
 

37(12%) 210(70%) 52(18%) 299(100%) 

e. Clerical workers 
 

52(18%) 234(78%) 13(4%) 299(100%) 

f. Small business owners 
 

35(12%) 224(75%) 40(13%) 299(100%) 
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TABLE 10:  Q20-21/ ENGAGING A TAX AGENT 
Respondents Reasons Tax Agent 

engaged (1) 
Tax Agent not 
engaged (2) 

Q20 Did you rely on a tax agent or advisor in preparing your 
most recent income tax return? 

69 (25%) 213 (75%) 

Q21 Primary reason for using a tax agent   
1.Fear of making a mistake 16 (23%)  
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TABLE 
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Diploma Course 37 12% 
University Tertiary Degree 170 57%* 
Post graduate Degree 3 1% 
Total 306 100% 
   
Q 28. Occupation  Frequency  Percentage 
Professional/Management 7 2% 
Student 253 83% 
Administrative/Accounting 33 11% 
Trades Person 0 0 
Social Work/teaching 2 0.6% 
Service Industry (Sales) 7 2% 
Other- not working 2 0.7% 
Other – working 2 0.7% 
Total 306 100% 
   
Q 29 Personal Income Frequency  Percentage 
Zero income 129 42% 
$1-$5,000 10 3% 
$5,001-$10,000 79 26% 
$10,001- $20,000 26 9% 
$20,001-$30,000 13 4% 
$30,001-$40,000 12 4% 
$40,001 -$50,000 10 3% 
$50,001or more 27 9% 
Total 306 100% 
   
Q 30. Employment Status  Frequency  Percentage 
Unemployed 14 5% 
Retired from paid work 0 0% 
Full-time Student 186 61% 
Keeping House 2 1% 
Other 5 2% 
Employed 99 31% 
Total 306 100% 
   
Q31 Last Tax Returned Lodged Frequency  Percentage 
2003/04 year 138 45% 
2002/03 year 20 6.7% 
2001/02 year 3 1% 
2000/01 year 1 0.3% 
Not lodged in last 5 years 144 47% 
Total 306 100% 
* As the majority of students surveyed were in their final year of a degree course they interpreted Q27, the level of education, 
as having completed their undergraduate degree. 
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nationality while 156 (51%) were of Asian origin. A further 3 (1%) were of 
British/NZ origin and 28 (9%) other. Question 27 indicated that all respondents had 
attained a secondary level and were completing a tertiary level of education. This is 
not surprising given that the majority were full-time tertiary students. Likewise 253 
(83%) of the sample indicated their occupation was a full time student in question 28 
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spread throughout penalty levels, while respondents with tertiary qualifications also 
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studies of Birch, Peters and Sawyer,95 Hite,96 Meier and Johnson,97 and Tan.98 In 
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utilizing this survey instrument in conjunction with other research methodologies such 
as taxpayer interviews and further experimental or analytical research. As further data 
is gathered, hopefully the reasons for taxpayers’ responses and attitudinal changes can 
be more closely explored. This should in turn result in improving the revenue 
authority’s tax compliance strategies and in particular the employment of its audit 
resources and enforcement measures in line with its first Tax Compliance Program 
issued in 2002.100   

                                                 
100 The aim of the Tax Compliance Program was to improve the overall level of tax compliance. For 

instance in the 2003-04 income tax year  the ATO employed about 5,460 staff in preventing, detecting 
and deterring non-compliant behaviour- See The ATO Annual Report 2003-04, 127.   
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SECTION B       TAX PENALTIES & DETERRENCE 

3 Below is a list of possible cases of tax evasion. What is your impression in each case? How would you 
describe the penalties used by the ATO against…  

Very 
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b. A prison sentence?  Ç no. 
 Ç yes.  If yes, specify the length of the sentence in months: 
 

less than 1 week 1 week 2 weeks 3 weeks 4 weeks more than 4 weeks 
 
c. Community service?  Ç no. 
 Ç yes.  If yes, specify the length of the service in weeks: 
 

less than 1 week 1 week 2 weeks 3 weeks 4 weeks more than 4 weeks 
 
 
d. Education program?  Ç no. 
 Ç yes.  If yes, specify the length of the program in days: 
 

less than 3 days 3 days 6 days 9 days 12 days more than 12 days 
 
5.  Assume the business owner  (X) above had to pay a substantial fine or penalty, please answer the following 
questions. 

Not at all  Neutral  Very much 

a. Do you think X deserves the harsh punishment? ............  1 2 3 4 5 6 7  
 

Not at all  Neutral  Very much b. Do you think X was personally responsible for 
receiving the penalty? .........................................................  1 2 3 4 5 6 7  

 
Not at all  Neutral  Very much c. Do you think X knew the probable consequences of 

his/her evasion?...................................................................  1 2 3 4 5 6 7  
 
Not at all  Neutral  Very much 

d. Do you think X was justified in reducing tax?................  1 2 3 4 5 6 7  
 
Not at all  Neutral  Very much 

e. Do you think X’s tax evasion is a serious offence?.........  1 2 3 4 5 6 7  
 

6. Now please assume you are the business owner and you had to pay a substantial fine or penalty. How likely is 
it that you would… 

 Not likely  Neutral  Very likely 

a. feel that what you had done was wrong ............................. 1 2 3 4 5 6 7  
         
         

b.  feel sorry/remorseful ......................................................... 1 2 3 4 5 6 7  
 

c Ignore the penalty and take the risk 1 2 3 4 5 6 7  
 

d.  feel like you had won if you got away without 
paying the fine........................................................................

1 
 

2 3 4 5 6 7 
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e.  resent the ATO having control over you ........................... 1 2 3 4 5 6 7  
         
         
7 Have you ever been fined or penalised in some way by the ATO? 

 Yes .......................................................................................................1 --- continue 
 No.........................................................................................................2 --skip toQ 12   
 
8
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Too 
 few  

Right 
amount   

Too 
 many 

b.  Judges and barristers ......................................................  1 2 3 4 5 6 7  
 

Too 
 few  

Right 
amount   

Too 
 many 

c.  Unskilled factory workers ..............................................  1 2 3 4 5 6 7  
 

Too 
 few  

Right 
amount   

Too 
 many 

d.  Trades people .................................................................  1 2 3 4 5 6 7  
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23. Think again of the scenario presented above.  Now assume that your tax agent advises you to CLAIM the 
ambiguous deduction on your return. 

a. Would you agree with the advice your tax agent has given you? 

 Definitely Yes Probably Yes Neutral Probably No Definitely No  
 1 2 3 4 5  

 
b. Based on your tax agent’s advice to CLAIM the ambiguous deduction, would you continue to use this agent? 

 Definitely Yes Probably Yes Neutral Probably No Definitely No  
 1 2 3 4 5  

SECTION F     TAX DEMOGRAHPICS 
 
 
This section asks questions about you.  These characteristics are very important to our research on how different 
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31.    When was your last income tax return lodged or lodged on your behalf.  What financial year was it for? 

 2003/2004 Financial year………………………………….. 1 
 2002/2003 Financial Year...................................................... 2 
 2001/2002 Financial Year...................................................... 3 
 2000/2001 Financial Year...................................................... 4 
  

 Have not lodged a tax return in the last 5 years ..................... 5 --  

 

 
 

THANK YOU VERY MUCH FOR FILLING OUT THE QUESTIONNAIRE!! 
 
We know that it was a long questionnaire and that there have been some hard questions, but they were important 
and we really appreciate your dedication in seeing it through to the end. 

 
Please put it in the return envelope and mail it back to us at Monash University.  Your co-operation has been a 
great help.  Thanks again! 

 
 
If you have any comments which you would like to add, please write them below. 
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APPENDIX 2 CHI-SC 
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Q3 (e) welfare recipient under declaring govt payments 
Demographic –Independent variable Chi-Square df Significance 
1. Gender 12.228 12 0.428 
2.Age 129.809 114 0.148** 
3.Nationality 158.859 180 0.870 
4.Education 18.893 18 0.398 
5.Occupation 212.607 180 0.049* 
6.Income level 68.279 60 0.217 
7.If not employed    
8. Filing Experience    
 
Q3 (f) a manager under reporting taxes 
Demographic –Independent variable Chi-Square df Significance 
1. Gender 17.336 12 0.137** 
2.Age 126.913 114 0.193 
3.Nationality 165.295 180 0.777 
4.Education 33.036 18 0.017* 
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2.Age 140.677 120 0.096** 
3.Nationality 217.078 186 0.059** 
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Q16 (b) Judges and barristers 
Demographic –Independent variable Chi-Square df Significance 
1. Gender 15.514 12 0.215 
2.Age 135.783 120 0.154 
3.Nationality 218.982 186 0.049* 
4.Education 9.219 18 0.954 
5.Occupation 144.018 174 0.953 
6.Income level 71.351 60 0.150** 
7.If not employed    
8. Filing Experience    
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APPENDIX 3 BAR CHARTS 
 

 

 

 

The chart indicates that for the sum of responses to Q3 there was a fairly normal 
distribution against level of education Q27 as depicted and in fact for all demographic 
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The top chart indicates the number of responses to Q4 (a) of the survey in relation to 
a monetary fine as the appropriate penalty for tax fraud with respect to the level of 
education Q 27. 
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The chart indicates the number of responses to Q6(a) of the survey indicating whether 
respondents felt that their tax fraud was wrong, compared with their level of education 
Q 27 

Of those with a secondary level of education (blue bars) a larger majority indicated a 
rating of likely to very likely. Those with Diploma level (red bars) were more neutral 
in this regard while of those with tertiary qualifications (yellow bars) a large majority 
indicated a rating of likely to very likely.  
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The top chart
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Taxing Non-Fixed Trusts 
 
 
Elaine Abery* 
 
 
Abstract 
Tax policy is evaluated according to three criteria: equity, efficiency and simplicity. This paper looks at the history of the 
withdrawn New Business Tax System (Entity Taxation) Bill 2000, which proposed to tax non-fixed trusts in a manner stated to 
be comparable to the taxation of companies. 

The Bill attracted almost universal criticism. The three criteria for evaluating tax policy are applied to the Non-Fixed Trust 
Regime to understand why the Regime was not implemented. 

The Non-Fixed Trust Regime did not succeed because it sought to apply a regime to non-fixed trusts that would have been 
much more onerous than that applying to other corporate entities. The Non-Fixed Trust Regime would have been less 
efficient, less equitable and less simple than the prevailing trusts taxation regimeevai c238.6o6tTm
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The Exposure Draft was criticised for being overly complex, giving insufficient 
implementation time to taxpayers, and tarring all non-fixed trusts with the same ‘tax 
avoidance’ brush.2 Not one submission praised it. The lifespan of the Exposure Draft 
was very short - it was withdrawn in February 2001. 

In November 2002, the Board of Taxation released a report to the Treasurer and the 
Minister for Revenue and Assistant Treasurer on the Taxation of Discretionary Trusts. 
The Report recommended that discretionary trusts continue to be taxed in the 
traditional manner, with targeted anti-avoidance provisions where appropriate. 

To understand why the Non-Fixed Trust Regime did not succeed, I first explore the 
background to Ralph’s Unified Entities Regime. I continue by comparing the tax 
treatment of non-fixed trusts and companies before and under the proposed Non-Fixed 
Trust Regime. Then, I evaluate the proposed Non-Fixed Trust Regime according to 
the criteria for evaluating tax policy. Finally, I look at the Board of Taxation’s Report 
on taxing discretionary trusts, before concluding that the Non-Fixed Trust Regime was 
not implemented because it was not equitable, efficient or simple. 

BACKGROUND TO RALPH’S UNIFIED ENTITIES REGIME 
‘The essence of a well-constructed and operated tax system is that it is fair and is seen 
to be fair.’3 In line with this goal, the Ralph Report recommended introducing a 
Unified Entities Regime whereby corporate entities (most trusts, companies, limited 
partnerships and unincorporated associations) be treated consistently, using a modified 
system of company taxation. 

The Unified Entities Regime was one of the key recommendations of the Ralph 
Report, together with the Tax Value Method. The two were meant to together create a 
‘more certain, equitable and durable taxation system’4; one that would ‘bring our 
system into the modern era and enhance the competitiveness of Australian business.’5

The following sections briefly discuss these two recommendations before proceeding 
to address their interactions with one another. 

Unified Entities Regime 
The principle underlying the Unified Entities Regime was that the same transaction 
should attract the same taxation treatment regardless of its form or structure. This 
accorded with the goals of taxation. 

• Efficiency: the regime would have been more efficient through less interference 
with the free operation of the market. 

• Equity: it would have been more equitable because taxpayers in the same position 
would have been treated in a similar manner. 

                                                 
2 See, for example, the following submissions to the Exposure Draft: PriceWaterhouseCoopers 3 

November 2000; KPMG Tax, November 2000; CPA Australia, November 2000. 
3 McLay D,
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• Simplicity: it would have been simpler because it sought to avoid the existing 
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of all assets was addressed in Recommendation 4.1 (in relation to the Tax Value 
Method), which proposed that unrealised gains would not be taxed.11

It can thus be seen that once the Tax Value Method was abandoned and it was decided 
to apply the Unified Entities Regime only to non-fixed trusts, the logic of Ralph’s 
system was becoming disjointed. Implementing the Non-Fixed Trust Regime out of 
context introduced new problems. The following section discusses this proposed Non-
Fixed Trust Regime. 

WHAT IS THE TAXATION TREATMENT OF NON-FIXED TRUSTS? 
This section compares the tax treatment of companies and trusts prior to the Ralph 
Report with that proposed under the Non-Fixed Trust Regime. 

Tax treatment before Ralph 
Companies 
Broadly, profits were taxed in the company at the company tax rate, whether or not 
those profits were distributed to shareholders. When these profits were distributed to 
shareholders, a franking credit applied to ensure that shareholders were able to benefit 
from the tax paid at the company level. However, if a company had tax preferred 
income (eg capital gains), the benefit of the tax preferences at the company level was 
lost to the shareholder, who paid tax at their marginal rate on the entire amount they 
received from the company. 

Unrealised gains were not taxed. 

Trusts 
Broadly, as long as all trust income was attributed to an individual, ‘flow-through’ 
taxation applied. That is, the income was not taxed at the trust level. At the individual 
level, all trust income distributed to that individual retained its character. This meant 
that individuals received the full benefit of tax-preferred income. 
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Equity 
‘Equity requires that tax contributions be socially just.’20 Tax literature usually 
discusses two types of equity: horizontal equity and vertical equity. Economists favour 
horizontal equity, the idea that people who earn ‘equal’ amounts should pay the same 
amount of tax, so that they are in comparable positions after tax, whether earnings are 
received as capital or income. The notion of vertical equity is that tax liability 
increases with the welfare of the taxpayer, so that those with a greater 'ability to pay' 
pay more tax. However, one of the difficulties in tax design is that ability to pay is not 
easily measured.21

Just as the Non-Fixed Trust Regime would have contravened the criterion of 
efficiency, it would have contravened the criterion of equity. The Regime would have 
taxed some gains twice: an unrealised gain would have been taxed once under the 
profits first rule when a distribution was made to the member and a second timTw 10.95 4420t08.98 169.21045 644.06097'083(a)Tj
1045 644.06097'083(a e8208 Tm
(a)Tj
10.98 n-Fixed T)Tj
10.743<35388 169.2100169..8436B8<..8436B8<..8436ign 10.98 1975 327 0 0 10.98 400.24506w801 Tc 0.0168 Tw 10.98 2.w36/10.510.98 0 0 10.98 491.oTj
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It can be seen that the Non-Fixed Trust Regime was not efficient, equitable or simple. 
It would have imposed high compliance costs on taxpayers and subjected investments 
conducted through trusts to higher tax than the same investment conducted through 
another business structure. The Board of Taxation submitted a report to the Treasurer 
on this. 

THE BOARD OF TAXATION’S REPORT 
The Board of Taxation reported on 22 November 2002, approximately two years after 
the Non-Fixed Trust Regime’s release. It stated that ‘any proposal for fundamental 
change to t.1to tsal for.040 0 10.98 483.59530042 Tm
(th)1 Toon-. 120.95
108 329c5h9h6_91646
(th)1 Toon-. 120.96
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same manner. Second, the basic building block of the Review, the net income model, 
had already been abandoned. 

By applying the Unified Entities Regime recommendations only to non-fixed trusts, 
the context of the Regime was lost. The result was a tax regime that discriminated 
against non-fixed trusts. Non-fixed trusts would have been taxed on income 
(sometimes twice) that other entities were not taxed on and would have been subject to 
higher compliance costs in implementing a regime that required regular valuation of 
the trust’s assets. 

The Non-Fixed Trust Regime could not succeed, because it contravened the basic 
principles of ta
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Record keeping practices and tax compliance 
of SMEs1
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Abstract 
This paper reports upon a research project which was designed to explore the relationship between the record keeping 
practices of small businesses5 and their potential exposure to tax and related business compliance problems. It was 
hypothesised that these problems might include increased tax audit exposure (combined with the potential for adverse tax 
audit outcomes where record-keeping practices are poor), higher tax compliance costs, and greater liquidity and cash flow 
problems that cause difficulties in remitting taxes collected on behalf of the Australian Taxation Office (ATO) which can 
lead to business failure.  

The paper examines these issues and suggests that although there are a number of links between small business record 
keeping practices and tax compliance issues, these links are neither as straightforwise s

ieswese ness
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BACKGROUND 
An appropriate record-keeping system can determine the survival or failure 
of a new business. For those already in business, good record-keeping 
systems can increase the chances of staying in business…(Cordano, 1991, p. 
2). 

Small businesses play a pivotal role in modern industrial economies. There were 
1,233,200 private sector small businesses operating in Australia in 2000-01, 
representing 97% of all businesses (ABS, 2002). Small businesses generate significant 
employment and output.  In Australia the small business sector employed 3.6 million 
people in 2000-01, or 49% of all private sector employment (ABS, 2002).  The 
contribution of the small business se
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Audit exposure and audit outcomes 
Conceptually, the link between poor record keeping and audit exposure may be either 
direct, or indirect. The indirect relationship refers to the possibility that without 
accurate records, firms are more likely to come to the attention of tax authorities 
through late filing, conspicuous or abnormal financial ratios, seeking amended 
assessments etc. The direct relationship considers the hypothesis that while 
susceptibility to tax audit may be independent of the quality of the record keeping 
practices of the business, once selected for audit, SMEs with poor record keeping 
practices face higher probability of an amended assessment than those with better 
record-keeping systems and processes in place.  

The ATO has become increasingly active in the records management of small 
businesses. The introduction of the GST in 2000, and other changes resulting in 
quarterly reporting, has meant that both the components of a record keeping system 
and the frequency of update have become critical in ensuring SMEs meet their tax 
obligations. In addition, the record keeping requirements of the GST have impacted 
on the cash economy, driving some elements into the tax system, and others further 
underground. Consequently, those businesses which previously operated outside the 
tax system have now found their record keeping ability to be somewhat short of tax 
office expectations.  

Compliance costs of running a small business 
The costs associated with complying with various statutory taxation obligations have 
been covered in studies in Australia (for example Evans, Ritchie, Tran-Nam and 
Walpole, 1997) and overseas (see, for example Sandford, Godwin and Hardwick, 
1989, in the UK; Sandford and Hasseldine, 1992, in New Zealand; Slemrod and 
Venkatesh, 2002, in the USA). All such studies point to the significance (in absolute 
and ret24i1420.9(in absoluteand ret8 0 0 10.98 313.4x673c 0t30Tv7wo 101,0.98 374.71036  4191o 101,0.98 374.7kcaverseasm
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seriously hampered. It is hypothesised that greater costs are likely to be incurred in 
preparation of materials, clarifying, locating and delivering information, and general 
stress on owners dealing with such issues. Taxation compliance is unlike other 
regulatory requirements as it is often thought to provide positive externalities to the 
business in the form of greater information and management control, thereby reducing 
the actual costs of compliance attributable to the tax system. The extent to which 
quality record keeping further reduces this cost is part of the focus of this study. 

Liquidity issues  
The failure to adequately manage cash flow as a result of poor record keeping has 
often been listed as a cause of small business failure. As long ago as the early 1930s, 
empirical research by Corstvet in the USA concluded that “inadequacy of records 
seems in all but the largest of businesses to be one contributing factor making toward 
failure” (1935, pp. 61-62). Similar conclusions have been derived more recently in 
Australia (see, for example, Productivity Commission, 2000). However, the 
importance of managing liquidity in a business extends beyond cash flow 
management, and encompasses issues such as the availability of finance, and debtor 
and creditor management. Such issues are at the core of successfully operating a small 
business, and the extent to which good record keeping systems assist in minimising 
liquidity risks is also examined in this project. 

Research into the causes1
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The research used a mixture of qualitative and quantitative methodologies and 
involved tax practitioners, small business owners, and ATO auditors. The 
methodology that was originally proposed identified three distinct phases.  The first 
phase was to comprise two focus groups of up to 12 tax practitioners in total, designed 
to obtain a practical benchmark for small business record keeping. It was proposed 
that phase two would consist of surveying small business clients of the focus group 
practitioners (8 from each practitioner, making 96 in total), in order to map the 
relationship between record keeping and compliance risk as perceived by both 
advisers and their clients. The third phase was to examine compliance risks from the 
ATO perspective, and ensure triangulation of the data, comparing the expectations of 
ATO officers, practitioners and small business taxpayers.  

The original research design was altered as the project progressed as a result of both 
practical and theoretical constraints. The primary changes related to the data 
collection from practitioners and the sample selection of small businesses.  

Following the first focus group, a necessary change in methodology was identified. It 
was decided that the second focus group would be replaced by a broader survey of 
practitioners.  This change was made for a number of reasons. Firstly, the information 
from the first focus group was particularly comprehensive, providing useful 
background information for the project. However, the participant practitioners 
expressed a reluctance to offer clients for phase two, an important motivation for the 
focus group, because of client confidentiality. Secondly, while the information was 
useful as background information and provided the necessary practical insights for the 
project, the outcomes were not easily quantifiable.  

As a result, it was decided to replace the second focus group of practitioners with a 
survey of 300 practitioners, drawn from the CPA Australia database.  

As a flow-on effect, the small business sample, rather than being sourced from the 
lists of practitioners’ clients, was accessed via a commercially available database. 
Consequently, the sample size of SMEs was increased from 96 to 500 to ensure 
reasonable population coverage. 

The following paragraphs outline the research design more fully. 

The Focus Groups 
Focus group research is based on facilitating an organised discussion with a group of 
representative individuals. Discussion is used to bring out insights and understanding 
in ways which simpc
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The Mail Surveys 
The mail survey methodology has been widely used in compliance costs and related 
studies. It is chosen primar
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Respondents also had an opportunity to add any comments that they did not feel were 
otherwise covered in the survey, and to indicate the time that they had taken to 
complete the questionnaire.  

The practitioner questionnaire followed substantially the same format as the SME 
survey in order to facilitate comparisons. Questions related to their small business 
clientele. 

The questionnaires were sent out to a small number of SMEs and tax practitioners for 
pilot testing. No major comments were received as a result of this testing, and the 
research team’s estimates of the time taken to complete1une77h412
10.98 0 0  626y833804i4oe1 Tm
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Representativeness  
One important aspect of survey methodology is to ensure, so far as possible, that those 
who respond to the survey (the effective sample) broadly reflect the categories of 
those taxpayers who were surveyed (the mail out sample). The SME survey was 
drawn from a commercial database, with identified selection criteria to ensure a 
representative sample of the population. In particular, characteristics such as business 
age, legal structure, operating industry, age of owners etc were identified so that they 
sample was broadly consistent with the Australian SME population.   

The demographic information relating to the SME survey (Appendix A) indicates that 
the broad parameters that might be expected of small business respondents were 
satisfied.  More particularly, respondents were generally representative of businesses 
in the small business sector in that they were predominantly drawn from secondary 
and service industry sectors, the businesses were operated mainly by middle aged and 
older citizens, they generally employed a relatively small number of people, and the 
turnovers ranged across all categories up to $10 million. 

The respondents to the SME survey included a number of businesses (19) which, at 
the time of completing the survey, had more than 20 employees. However, because of 
the selection criteria provided to the data supply agent, their turnover was less than 
$10 million. Given the vagaries of employment trends in small business, the research 
team conducted further analysis on this sub group, and concluded that their responses 
were not statistically distinguishable from the remainder of the sample. As a result, the 
responses of those 19 businesses were included in the analysis. 

The practitioner sample was drawn from the CPA Australia database, from those 
members who identified themselves as having a small business focus. Consequently, 
as expected, the respondents were typically from sole practitioners or small partnered 
firms. The respondents generally had a significant proportion of clients in the small 
business sector, and from a reasonable spread across primary, secondary and service 
industries. 

Non-response bias 
Despite the satisfactory response rates and degrees of representativeness achieved in 
the surveys, it is still important to consider whether there is any “response bias” in the 
study (and – if there is – to attempt to identify its extent and impact).  Response bias 
arises if there are systematic differences in some key areas between respondents and 
non-respondents. Testing for non-response bias establishes whether, if non-
respondents had responded, the outcomes of the survey would have been substantially 
changed. While there are a variety of methods available to test for non-response bias, 
the research team decided to employ a wave analysis.  

Wave analysis is a process which identifies respondents’ answers to certain central 
questions in the survey by reference to the point of time that they answered the 
survey. Analysis is then conducted to determine whether responses to key selected 
questions changed significantly from period to period. The procedure assumes that 
those who return surveys in the later part of the response period are ‘almost non-
respondents’. 

A wave analysis was conducted on both the SME and the practitioner survey 
respondents. For the purposes of the analysis, responses were divided into two waves: 

297 
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those who responded early in the survey process, comprising the first 70% of 
respondents, and those who responded later (the remaining 30%).   

The questions selected for analysis were: 

¶ Questions 11, 34 for SMEs. 
¶ Questions 11, 23 for practitioners. 

For SMEs, these questions examined to what extent respondents were exposed to 
audits or liquidity concerns, and their attitude to record keeping. For practitioners, the 
wave analysis tested for differences in attitude to record keeping and perceived link 
between record keeping and audit. 

A chi-square test revealed that, at the 5% level of significance, there was no 
statistically significant difference between the perceptions of early and late SME 
respondents. For the practitioners, no difference between mean responses for the link 
between record keeping and audit was found at the 5% level. Similarly, there was no 
statistical difference between the main reasons for record keeping. In summary, the 
outcomes of these tests for non-response bias strongly suggest the absence of any such 
bias in the responses to either survey. 

FOCUS GROUP OUTCOMES 
The Practitioner Focus Group 
The primary purpose of the tax practitioner focus group was to assist in identifying 
issues for inclusion in the SME and practitioner questionnaires. Issues raised in the 
focus group, listed from the most general and widely agreed upon to the more 
specific, and based on practitioner knowledge and experience, are detailed below.  

The outcomes of the practitioners focus group  were: 

¶ SMEs were generally not interested in accounting or record keeping for the small 
business. Most SMEs saw such activities as a waste of time, rather than an 
essential part of operating a small business.  

¶ The use of computerised accounting packages did not improve client records. In 
many cases, the lack of knowledge or understanding by the client resulted in just 
as many errors as a paper based system.  

¶ Increasing fees to dissuade clients with poor record keeping practices was widely 
used, as was requiring up-front payments from those clients whose records would 
require a significant amount of work. There was a general consensus that those 
with poorer records incurred higher accountancy costs than those with good 
records.  

¶ Most SMEs were concerned with the cash balance as an indicator of business 
health. This ‘indicator’ has been corrupted following the introduction of the GST, 
whereby some of this cash belongs to the tax authority rather than the business. 

¶ Many of the practitioners had turned away clients who had poor record keeping, 
suggesting that they were ‘not worth the hassle’. They believed such clients then 
went to unregistered accountants or tax agents. This point was also raised by one 
respondent to the practitioner survey. 

¶ Factors that were believed to increase the business exposure to tax audit varied, 
and included: 
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¶ There was a perception that compliance costs have increased because of the 
increased audit activity. ATO officers indicated that, particularly since the 
introduction of the GST, the number of SME audits has been increasing rapidly. 
This results in further compliance costs imposed on small businesses as they need 
to spend time documenting and answering audit questions.  

¶ The effect of poor record keeping on liquidity was considered to be felt through a 
number of channels. Most notably theft, poor stock control, debtor and creditor 
issues, and general financial management were believed to be the primary 
transmission mechanisms through which poor record keeping affected liquidity.  

¶ Tax officials 
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¶ only 21% of the persons completing the surveys were aged 45 or under, and none 
were under 30. The surveys were predominantly (four out of fi
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Almost 90% of respondents used either a computerised (65%), or partly computerised 
(23%) record keeping system, and only 5% used only a paper based system (Question 
10). However, just 37% of those who used a computerised record keeping system did 
so on the advice of an external adviser (Question 21). Further, just over half of the 
businesses set up the program and chart of accounts themselves (Question 22). Almost 
all (94%) believed that the computerised system saved them money (Question 25), but 
only 35% actually experienced a decrease in external agent costs as a result of 
com
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Audit exposure- 
Roughly half of the respondents agreed with the statement that “Good record keeping 
reduces the likelihood of ATO audit”. Less than 20% disagreed with this sentiment, 
while about one third remained neutral or unsure on the issue (Question 44). This 
would suggest that, on balance, small businesses are more likely to perceive a strong 
relationship between record keeping practice and exposure to audit than not. The 
evidence from the remainder of the survey, however, failed to provide data to support 
this conclusion.  

Most respondents (63%) had not been the subject of an ATO audit. Roughly one third 
of businesses had undergone an ATO audit, with 20% of the total respondents having 
suffered an audit in the past three years (Question 28). Field audits were the most 
co
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all accounting reports. A chi-squared test revealed that this difference was not 
statistically significant (p = .808). 

TABLE 4.2 PREPARATION OF ACCOUNTING REPORTS AND AUDIT EXPOSURE 
 Cohort not audited 

 
(n=81) 

Cohort exposed to audit 
(n=27) 

Cash Statement 60% 88% 
Profit and Loss 86% 92% 
Balance Sheet 80% 92% 
Debtors and Creditors 76% 88% 
 

In further analysis it was identified that there was no relationship between the 
elements of the record keeping system (Question 16) and exposure to audit 
 (p = .986). Further, the frequency of maintenance of such records was also proved to 
be not statistically significant.  

When comparing what respondents viewed as the main reason for keeping records, 
those that had been audited were twice as likely (40% versus 20%) to view tax 
compliance as the main reason for record keeping. There was a statistically 
distinguishable difference (p = .000) between the top three reasons12 for record 
keeping. This suggests that the threat of audit may not be enough to induce a change 
of behaviour. It is only once a business has actually been audited that the importance 
of tax requirements become apparent and behaviour changes. 

The hypothesis of a link between record keeping and audit exposure is therefore not 
statistically supported. Some evidence does point to minor differences in preparation 
of accounting reports and a difference in attitudes to record keeping, but overall it 
appears that differences in record keeping practice do not lead to greater or lesser 
likelihood of exposure to an ATO audit. 

Audit outcomes-  
The next consideration is of a direct relationship between record keeping practices and 
the audit outcome for those businesses that have been selected for audit. Selection for 
an audit can be based on a number of factors, including industry, turnover, random 
selection etc. The direct link implies that once an audit has taken place, those who 
have poor record keeping have a greatree.98 hat that 9423n295 3621n 9incdg910.941ve aBDC 0340 0 rasef0 0Tj
 0 hat onceos135 Tm
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explain the relatively small number of SMEs who experienced an amended 
assessment as a result of the audit. 

Because of the low number of respondents with an amended assessment (n = 8), 
statistical tests to establish differences in the quality and nature of records for this 
limited cohort were not possible. Some broad comparisons from the data, however, 
may
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analysis focused on the relationship of the types of records that were prepared in-
house and externally, again related to costs of compliance. 

Table 4.4 compares the mean and the median internal costs associated with the 
various record keeping activities. Those businesses that considered that they had 
better quality record keeping practices (measured as a self-assessed score of 8 to 10) 
had higher mean and m 0 10.98 142.92 732.62go3 Tm
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The basis of preparation of external accounts and tax reports, namely the underlying 
records, together with their comprehensiveness, may help to determine the costs 
associated with compliance. Table 4.6 considers the principal record keeping elements 
(Cash Book, Invoices and Bank Statements) and their impact on record keeping. The 
table compares internal and external complian
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¶ had generally been in business for a slightly shorter period of time; and 
¶ had a lower business turnover on average. 

Table 4.7 outlines the difference in preparation of accounting reports between those 
businesses that had experienced recent liquidity problems, and those that had not. 
Businesses without liquidity problems were more likely to have prepared (or have had 
prepared for the business) such accounting reports, with the exception of debtors and 
creditor repd 
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survey responses for all questions for the tax practitioner survey are contained in 
Appendix B.  

Responses to the questions in Section A (Practice Background) of the survey reveal 
that: 

¶ just over two thirds (68%) of the responses came from self-employed sole 
practitioners, and just over a quarter (27%) from partners in practice. The partners 
were predominantly (80%) from partnerships with four or fewer partners 
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likely of a number of factors to increase the risk of a small business being exposed to 
a tax audit (only 4 respondents) (Question 22). 
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rated behind “late payment by debtors” (ranked highest), “ATO/tax obligations” 
(second highest) and “general business downturn” (third). Only “pressure from 
creditors” was rated less significantly than poor record keeping in causing SME cash 
crises. 

The number of clients refused credit due to poor record keeping (2%) (Question 27) 
was not dissimilar to the outcome in the SME survey, where it was 1%.  

Having identified the major outcomes of the two surveys, it now remains to draw the 
analysis together and derive appropriate conclusions based on the outcomes of both 
the focus groups and the surveys. This is done in the concluding section. 

CONCLUSIONS 
The project sought the views and experience of the three principal stakeholders 
involved in tax compliance issues for the SME sector – the owners/managers of small 
businesses, their accountants and advisers, and the tax officials who audit the sector. It 
was expected that by drawing on the insights of these groups and triangulating the 
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further and recognised that even those tax reporting obligations he
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of a direct relationship between record keeping and an amended assessment or other 
adverse audit outcome. The results suggested that once selected for audit, the 
probability of an amended assessment was related to the quality of record keeping. It 
was also apparent that having experienced an audit did induce an attitudinal change in 
affected businesses. Those that had been the subject of a recent audit generally rated 
tax obligations as a more important reason for record keeping, and were more likely to 
prepare (or to have prepared) accounting records. 

The evidence also suggested that while the threat of audit did not induce improved 
record keeping activities, exposure to an actual audit may lead to a subsequent 
improvement in records. Consequently it is considered that the recent increase in audit 
and compliance activity by the ATO is likely to improve record keeping of small 
businesses over time. From the viewpoint of practitioners, therefore, their ability to 
improve the record keeping systems of small businesses can have a dramatic impact if 
the client is selected for audit. 

The relationship between record keeping and compliance costs 
It was also hypothesised at the outset of the project that there was a direct relationship 
between record keeping practice and compliance costs. Simply stated, it was 
considered that poor records were more likely to lead to increased compliance costs.  

Some support for the initi
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APPENDIX A DETAILED TABLES: SME SURVEY 
 

Section A BACKGROUND DETAILS 
1 From which industry sector is your main business income derived? 
   Number Percent 

Primary 



eJournal of Tax Research Record Keeping Practices and Tax Compliance of SMEs 

6 What is your age? 
   Number Percent 

Under 18 0 0% 
18 – 30 0 0% 
31 – 45 27 21% 
46 – 60 84 65% 
60 and above 17 13% 
Non-Response 1 1%  

 
7 Approximately

ately
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11 What do you see as the main reason for record keeping? 
   Number Percent 

Compliance with tax law 30 23% 
General Business Management 75 58% 
Keeping track of debtors and 
creditors 7 5% 
Profit and loss information 6 5% 
Bank Requirements 0 0% 
Other 2 2% 
Non-Response 9 7%  

  

12 From the list in question 11, what do you see as th26031 Tm
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16 What are the main elements of your record keeping system and how often are they prepared/updated/reconciled? 
 

  
Never / 

NA Daily Weekly Monthly Quarterly Yearly 
  No. % No. % No. % No. % No. % No. %
Cash Book 14 11 60 47 33 26 18 14 3 2 1 1 
Invoices 15 12 52 40 40 31 22 17 0 0 0 0 
Bank Statements 14 11 29 22 34 26 47 36 4 3 1 1 
Non-specialised 
Computerised Software 59 46 25 19 16 12 16 12 9 7 4 3  

  

17 Do you prepare, or have prepared, any of the following accounting reports?    
   Number Percent 

Cash statement 86 67% 
Profit and loss 113 88% 
Balance sheet 107 83% 
Debtors and creditors 102 79% 
None of the above 3 2%  

  

18 Do you use someone external to the business to prepare tax or accounting reports? 
   Accounting Reports Tax Reports 

  Number Percent Number Percent 
Inhouse 50 39% 20 16% 
CPA/CA or other 
Accountant 50 39% 86 67% 
Tax Agent 2 2% 12 9% 
Bookeeper 12 9% 3 2% 
Other 2 2% 0 0%  

 
19 Please indicate
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20 If you use a specialised accounting package, which one do you use? 
   Number Percent 

MYOB 74 63% 
Quicken 11 9% 
e-records 1 1% 
Other 31 26% 

 
Note, the number of people who indicated they use a computerised or hybrid system is 114. Three responses indicated they 
use two systems. Percentages in this section are out of 114 

  

21 Did an external advisor (eg accountant, tax agent) advise you to use a computerised accounting systemx a4C10.70 0 10.5 295.91953Tj
10.5 0 0 14.766h.6f3x a
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Section C AUDIT 
28 Has your business been the subject of an ATO audit? 
   Number Percent 

Never / NA 81 63% 
In the past year 16 12% 
In the past 2 years 8 6% 
In the past 3 years 3 2% 
In the past 4 years or more 12 9% 
I do not wish to answer this question 7 5% 
Non-Response 2 2%  

  

29 Please describe the type of audit. 
   Number Percent 

Phone Call 6 12% 
Desk Audit 9 18% 
Field Audit 34 69% 
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Section D COMPLIANCE COSTS 
33 
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37 Have you been refused finance or credit because of a lack of business records? 
   Number Percent 

Yes 1 1% 
No 128 99%  

  
ATTITUDINAL QUESTIONS 
 

38 Time dedicated to record keeping exceeds the benefits 
 Strongly 

Disagree Disagree 
Neutral / Don’t 

Know Agree Strongly Agree 
No. % No. % No. % No. % No. % 
33 28% 43 36% 
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2 If you are a partner, or an employee of a partne
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8 How many potential clients have you refused because of poor record keeping?   
   Number Percent 

None  51 39% 
1 - 5 per year 68 52% 
6 - 10 per year 7 5% 
11 - 25 per year 1 1% 
more than 25 per year 2 2% 
Non-Response 1 1%  

  

Section B ATTITUDES TO RECORD KEEPING 
9 What characteristic do you consider the most important attribute of a good small business client record keeping system?   
   Number Percent 

Accuracy 72 55% 
Timeliness 9 7% 
Simplicity 30 23% 
Comprehensiveness 13 10% 
Other 1 1% 
Non-Response 5 4%  

  

10 From the list in question 9, what do you see as the second most important attribute of a good small business client record 
keeping system? 

   Number Percent 
Accuracy 29 22% 
Timeliness 23 18% 
Simplicity 33 25% 
Comprehensiveness 31 24% 
Other 0 0% 
Non-Response 14 11%  
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13 Do you set up those systems? 
   Number Percent 

Yes 104 80% 
No 21 16% 
Not Applicable 0 0% 
Non-Response 5 4%  

  

14 The following list contains some common assumptions about the benefits which result from good small business client 
record keeping. Please r45 0 0.5 0 0 10727 Tm
(all busi)is4015 Tm
(se r45 0 0.5 0 0 10727 49.97995 674.544e910.5 138.68213 620.5 134.00023 620.84015 Tm
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18 The following are some of the financial be
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Section F LIQUIDITY 
26 When considering those small business clients who have had a “cash crisis” in the past two years, please rank (in order of 

importance) the following reasons that resulted in a cash crisis, from 1 to 6 (with 1 being most important). 
   Mean 

Pressure from creditors 3.67 
Late payment by debtors 2.45 
ATO/Tax obligations 2.72 
Poor record keeping 3.26 
General business downturn 3.00  

  

27 Please estimate the percentage of small business clients that you are aware of who have been refused credit because of a 
lack of records. 

 Mean 6% 
Median 2%  

  
ATTITUDINAL QUESTIONS 
 

28 Time dedicated to record keeping by small business clients exceeds the benefits 
 Strongly 

Disagree Disagree 
Neutral / Don’t 

Know Agree Strongly Agree 
No. % No. % No. % No. % No. % 
18 14% 42 33% 11 9% 37
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33 There is a strong relationship between poor record keeping and small business failure 
 Strongly 

Disagrees a s
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the book which explore this issue in a taxation context and indeed many of the papers 
in the book generally undertake globalisation as their underlying theme.  

Part Three of the book proceeds to examine legal




