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Editorial

There is a story from the 1990s involving a conversation with a Russian tax inspector.
The Russian was incredulous at the high rate of voluntary tax compliance in Sweden.
He was told that most Swedes paid their taxes for two reasons: because everyone else
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1. INTRODUCTION

The earned income tax credit (EITC) suffers an image problem. Introduced in 1975,
today the EITC reaches more than 27 million households annually and is the most
significant earnings-based refundable credit in the Internal Revenue Code.? While the
EITC has long enjoyed bipartisan support and is lauded as a successful anti-poverty
program, it is also criticised for its complexity and its difficulty to administer and
enforce.® Despite the high audit selection rate for EITC returns* and a myriad of
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intentional and/or fraudulent, just as taxpayers intentionally underreport or hide
income in other contexts.”® Notably, it is important to understand and appreciate this
distinction, because the two ends of the spectrum present different enforcement
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note, however, that the IRS figure is “at best a sophisticated guess’, in part because no
one knows the extent of the underground economy.*®

The Service divides the tax gap into three categories: (1) the non-filing gap; (2) the
underreporting gap; and (3) the underpayment gap.*® The underreporting gap is by far
the largest of these three categories, accounting for $376 billion of the tax gap, while
non-filing and underpayment account for $28 billion and $46 billion, respectively.”
The individual income tax accounts for the largest segment of the gross tax gap (an
estimated $296 billion) as compared to corporate income taxes, employment taxes,
estate taxes, and excise taxes.”* EITC noncompliance is categorised as underreporting
of individual income tax, specifically, an overstated offset of tax due.?
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It is that the program is so complicated that people are inadvertently having difficulty
figuring out where they fit and where they don’t.”®

The most recent NRP study, published in August 2014, provides compliance estimates
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next section considers intentional taxpayer noncompliance generally and how
intentional EITC noncompliance may and may not be different.

3. IS INTENTIONAL EITC NONCOMPLIANCE SIMILAR TO OTHER TYPES OF INTENTIONAL
TAXPAYER NONCOMPLIANCE?

This section compares two types of intentional noncompliance: EITC noncompliance
and sole proprietor noncompliance. It provides a brief overview of selected theories
of noncompliance.
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At least with respect to the concern of intentional noncompliance, studies of sole
proprietor noncompliance may provide useful insights and analogies as to intentional
EITC noncompliance.

3.1 Sole proprietor noncompliance

‘The problem [of the underground economy] is as old as the US tax system,
and probably as old as taxation generally.”®

The tax gap data discussed in section 2 above indicates a correlation between taxpayer
compliance and information reporting, finding high levels of noncompliance among
sole proprietors. Having identified this as the largest portion of the tax gap, the
Taxpayer Advocate Service (TAS) conducted both a national survey and a community
survey of sole proprietors, and it linked the results of these surveys to IRS estimates of
the survey respondent’s actual tax compliance.®® This national survey sought to

262






eJournal of Tax Research



eJournal of Tax Research Beyond polemics: Poverty, taxes and noncompliance

EITC overclaims have become a political issue will itself lead to future taxpayers
making intentional overclaims. As taxpayers read headlines highlighting EITC fraud,
it undermines their faith in the system and creates a feeling that they are losing out by
being an honest taxpayer.

A quick Google search will provide one insight into the culture of intentional EITC
noncompliance, as well as the public perception of this noncompliance. As but one
example, a website called Twitchy compiled a list of 22 tweets in January 2013 of
‘taxpayers looking to borrow children for tax credit’, commenting with a hint of
disdain: ‘Gotta love American ingenuity. Yeesh.”’® Upon closer examination,
however, not all of the tweets linked were examples of noncompliance. The tweets
did include several solicitations (‘Can I claim ur kid on my taxes ill give u 1500’;
‘Anybody have an extra kid | can claim on my taxes? I’ll split the cash’; and ‘Does
someone have a kid | can use on my taxes this year? Thanks ahead of time.”), but also
tweets more in the nature of wishful thinking (‘I need to find a single mom soon...so |
can claim her kid on my taxes asap’) or laments (‘I take her kid to school off and on.
The least she can do is let me claim her kid on my taxes’ and ‘the only reason why i
would want a kid right now is to get more money on my taxes lol’.)"”

The concept of claiming someone else’s child on one’s taxes stems from the
possibility that the parents who reside with and support the child, and thus would be
statutorily entitled to claim the child, will not benefit from doing so. The inability to
benefit from a credit that other people benefit from, a( )10.6 ( ¢)-se 0.6 ( cu(f)6.9 (i44444e(y)1.10)5 (n
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file using head of household status based upon his children.® This is true despite the
fact that the non-custodial parent may be required to pay child support for his children.
As Book noted, Taxpayer Advocate Nina Olson made a legislative recommendation
many years ago to allow the non-custodial parent a credit in this situation,® but
Congress has not followed her recommendation, so the structural incentive remains.

In my work directing a low-income taxpayer clinic, | have seen or heard of instances
of both of these types of symbolic noncompliance. But | am even more familiar with
a third scenario, in which the taxpayer who would be entitled to claim the children has
little or no earned income, but no one else is legally entitled to claim the children. In
some cases this is because the taxpayer receives social security disability payments,
which are not earned income as defined in section 32(c)(2). It may also be because
the taxpayer is a mother who is out of the workforce for a period of years because she
cares for her young children. In these cases, there may be a boyfriend in the
household who does have earned income and plays a significant role in supporting his
girlfriend’s children. If he is not the father of the children and the couple is not
married, he is not statutorily entitled to the claim the children for EITC.% As with
Book’s other examples, a couple in this situation may be frustrated by the perceived
inequity of the system and thereby motivated to engage in intentional symbolic
noncompliance. After all, if other people are using Twitter to find strangers’ children
to claim, why should a hard-working taxpayer not benefit from his girlfriend’s
children whom he actually lives with and supports?

3.3 Combating social and symbolic noncompliance

If we accept that EITC claimants and sole proprietors share similar motivations in
their intentional noncompliance, it follows, then, that proposals to reduce intentional
EITC noncompliance should be crafted in a similar fashion as the TAS
recommendations to address sole proprietor noncompliance. Recall that these
recommendations include *promoting trust in government and the IRS, including tax
simplification and taxpayer education that is normative rather than technical.”® 1 am
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4, RETURN PREPARERS AND EITC NONCOMPLIANCE

This section will discuss EITC noncompliance in the return preparer context,
including ways in which return preparers enable or instigate noncompliance. It will
evaluate some of the IRS initiatives in place to detect and deter noncompliance. This
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Circular 230 regulations governing practice before the IRS and are not affiliated with
a nationally known tax preparation firm."

The IRS’s ill-fated attempt to regulate all return preparers was the culmination of
years of concern about this phenomenon based on studies and reports of problems
with the industry’s accuracy, lack of due diligence, lack of professionalism, and
unscrupulous behaviour.*

The Taxpayer Advocate and others mention EITC returns as a particular concern due
to the size and refundable nature of the credit.*
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As part of his work that builds on the Kidder and McEwen typology, Book categorises
this type of intentional noncompliance as ‘brokered noncompliance’, meaning the
overclaim occurred on the advice of a tax professional.® Book notes: ‘[t]here is a
wide range in the honesty of preparers, and there were reports of illicit preparers
generatir;gg business through their guaranteeing the windfall of government EITC
dollars.’

Brokered noncompliance is of course not unique to EITC overclaims. It occurs in
many contexts, including the sole proprietor context discussed above in section 3.
Morse, Karlinsky and Bankman address this in their study and note that it includes a
continuum of behaviour on the part of the preparer: ‘Many preparers in [the cash
sector] adopt a “don’t ask, don’t tell” attitude toward their clients reported receipts. A
small minority of preparers, however, actively aid in their clients’ evasion’.'®

Brokered EITC noncompliance should be viewed in that larger context, as it poses part
of a larger challenge the IRS faces. As revealed in the IRS’s most recent EITC
compliance study, there is significant overlap between EITC noncompliance and sole
proprietor noncompliance: recall that the study identifies the most common (and 51%
of time, the only) EITC overclaim error as income misreporting, in particular self-
employment income misreporting.’™ Income misreporting can result either at the
suggestion of the return preparer or at the taxpayer’s initiative coupled with a ‘don’t
ask, don’t tell” attitude.

If approximately one-half of EITC overclaims are due to income misreporting, then
this is part of a broader noncompliance phenomenon, and one that has proven very
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The IRS makes efforts to educate return preparers about the due diligence
requirements and Form 8867. Paid preparers who filed ten or more EITC returns
without Form 8867 in filing season 2013 received a warning letter, and the IRS issued
penalty letters to 225 of these preparers when they again filed ten or more EITC
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4.2 Targeted return preparer education

Though resource intensive, the IRS believes that targeted preparer education is an
effective tool to combat EITC noncompliance. These include data-driven compliance
and warning notices, preparer audits by field examiners, and ‘knock-and-talk” visits
from IRS Criminal Investigator agents.’”® The degree to which these efforts are
effective in reducing noncompliance must surely be hard to measure, but the
Commissioner reported that an expanded pilot program in 2013 ‘protected an
additional $590 million in revenue from being paid out improperly.”*** Of course,
$590 million is but a fraction of the estimated 17.7 billion in improper EITC payments
made in fiscal year 2014.'%

4.3 Pursuing injunctions and permanent bars against the most egregious preparers

As the US District Court for the District of Columbia emphasised in its Loving
opinion, ‘Congress has already enacted a relatively rigid penalty scheme to punish
misdeeds by tax-return preparers.”*?® In addition to various monetary penalties, the
Code permits the government to bring civil action to enjoin tax return preparers from
engaging in certain conduct. The IRS and the Department of Justice Tax (DQOJ)
Division work together under this statutory authority to pursue injunctions and
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Congress should be applauded for the inclusiveness of these provisions, even if the
downside is complexity (and a corresponding higher error rate).

The complexity used to be even worse than it is now. Congress moved to a uniform
definition of qualifying child in 2004."*® These changes were an improvement, but
still today the Code’s benefits for families do not perfectly align. For example, for a
taxpayer to claim a qualifying child as a dependent, the qualifying child must not have
provided more than half of their own support for the tax year."*® A taxpayer claiming
a ‘qualifying child’ for EITC has no support requirement at all, while a taxpayer
claiming the head of household filing status must pay more than half the cost of
‘maintaining the household’ in a tax year."*” If the child doesn’t meet the ‘qualifying
child’ test, the taxpayer might still be able to claim the individual as a dependent if
they meet the ‘qualifying relative’ test, but only if (among other requirements) the
taxpayer provided more than half of the person’s total support for the year.**® While a
‘qualifying relative’ can be claimed as a dependent, this individual cannot be claimed
for EITC or child tax credit."*® These subtle differences make it difficult for taxpayers
to keep track of how to file properly. It is possible for the same taxpayer to be entitled
to EITC but not head of household filing status; to be eligible for the EITC but not the
child tax credit; or to be eligible to claim an individual as a dependent but for no other
purpose.

Section 32, authorising the EITC, contains over 2,400 words. It contains cross-
references to more than 20 other sections or subsections of the Code, including
international tax provisions, passive loss rules, and capital gain definitions.'® It
references half a dozen federal statutes outside of the Code.™! It is no wonder that
taxpayers — and even preparers — make unintentional errors in determining
eligibility.

The Service attempts to translate these statutory requirements to plain English, using
simplified forms, flowcharts and illustrations in its publications.’** Some of these
resources are terrific, presuming the taxpayer can find them and/or has the patience
and sophistication to study them. But the most logical place to provide the
requirements is on Form 1040 itself — Form 1040 does capture the most essential
information. Taxpayers claiming a qualifying child are required to fill out Schedule
EIC to provide the child’s name, social security number, year of birth, relationship to
taxpayer, and number of months the child lived with the taxpayer during the tax year.

135 Working Families Tax Relief Act of 2004, Pub L No 108-311, 118 Stat 1166, Sections 2001-2008; see
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Schedule EIC is written clearly and captures the most relevant information concerning
the EITC requirements for a qualifying child on one page, but it doesn’t fully capture
the complexity, alert the taxpayer to certain pitfalls, or highlight the differences
between the EITC, head of household filing status and the child tax credit. The next
section of this article discusses why taxpayer intent matters, and how ascertaining
intent is key to developing appropriate and effective sanctions. Section 6 will suggest
an even more comprehensive approach to involving the taxpayer in information
gathering.

5.2 Intentional noncompliance on self-prepared returns: How increasing due diligence can
help the IRS ascertain taxpayer intent, and why that matters

Certainly some percentage of self-prepared return noncompliance is intentional. One
problem the IRS currently faces is that its examination and enforcement mechanisms
are reactive and not equipped to ascertain whether a taxpayer’s overclaim was
intentional or not. Increasing required due diligence, coupled with imposing more
meaningful sanctions for intentional noncompliance, could serve to better deter social
a
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5.2.1 Accuracy related penalties apply to all overpayment claims

Taxpayers who erroneously claim the EITC are subject to the section 6662 20%
accuracy penalty, regardless of whether the error was unintentional and intentional.**®
In November 2013, in a decision that was viewed as quite favourable to low-income
taxpayers, the US Tax Court held that this accuracy related penalty could not apply to
the refundable portion of a credit (commonly referred to as the negative income tax):
that is, the amount refunded to the taxpayer in excess the amount of tax shown on the
return.** However, the Tax Court was legislatively overruled two years later when
Congress amended the definition of underpayment to explicitly include refundable
credits in the calculation of the accuracy related penalty.™*
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This approach would incent a population of first-time claimants to affirmatively show
they are entitled to the benefit. Of course not all taxpayers have the resources, means,
or sophistication to provide the appropriate affirmative documentation with the return
for a “fast track’ EITC refund. Again: this should not create a barrier to the EITC; in
these cases the IRS should allow self-declared eligibility as it always has, but the
refund will not be processed on an expedited basis.

Long-time observers of the EITC might find this proposal reminiscent of a
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Even within the tax code, there are examples of increased reporting or due diligence
requirements in other taxpayer realms, including ones that typically involve moderate-
or high-income taxpayers. Consider the burdensome reporting regime imposed upon
US citizens holding foreign accounts. At certain income thresholds, these taxpayers
are subject to two separate and potentially overlapping reporting regimes: foreign
bank and financial account reporting (FBAR) and the Foreign Account Tax
Compliance Act (FATCA). Taxpayers who run afoul of these reporting requirements,
even non-wilfully, can face significant civil penalties, and criminal penalties may also
apply. The penalty structure is far more serious than anything faced by EITC
claimants. While there are many legiti
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Taxpayer rights in Australia twenty years after
the introduction of the Taxpayers’ Charter

Duncan Bentley®

Abstract

Twenty years after the introduction of the Australian Taxpayers’ Charter this article reviews its purpose, its development and
its sufficiency to meet future challenges. It outlines, in the context of developments in compliance theory, the Charter’s
important role in developing trust between taxpayers and the Australian Taxation Office. However, the article outlines future
challenges and identifies the growing importance of research into a balanced legal and compliance framework.
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1.

2.

INTRODUCTION

Twenty years ago, | set out a framework for formulating a Taxpayers’ Charter of
Rights.2 My proposition was that the nature of any charter is complex and the final
product will always depend both on what the drafters are trying to achieve and how
they go about achieving it. The Australian Taxpayers’ Charter (the Charter) has
probably achieved far more than its drafters anticipated. Its nature and content has
also gone beyond initial expectation.®

However, its effect remains constrained by its formulation as an administrative
statement. As a standard bearer for the infusion of a service culture into the tax
administration; as a support for the effective implementation of increasingly
sophisticated compliance frameworks; as a basis for engaging more effectively with
taxpayers in how the tax administration should operate: it has undoubtedly fulfilled its
purpose. And that may have been quite adequate for the Australian tax system.

The Charter has done little to extend or clarify legal rights. That is not to underplay its
role in developing ‘soft law’. 4 But its function was, at most, to articulate the
administrative operation of legal rights. Any extension of legal rights was specifically
excluded at its introduction.

Twenty years on, is its current role still sufficient? Or should there be consideration of
a different approach?

First, 1 outline the context for the introduction of the Charter and explore the problem
it was trying to solve as one of a range of policy measures. Second, | describe its
nature and how it has developed as an important element of a stable system to fulfil its
objectives: first as part of the tax compliance framework; and second as part of the
legal framework. Third, | outline some of the pressing challenges to tax policy and
administration, and use two current challenges to illustrate how these might develop in
light of the experience in other jurisdictions and undermine current stability. Fourth, |
set out a framework, in which the Charter plays an integral part, to address these
challenges.

THE INTRODUCTION OF THE CHARTER
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There was much debate as to whether it should be |
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by the ATO at every stage powerfully reinforce voluntary compliance through
legitimating the tax system.

For example, the penalty framework has been carefully integrated with the self-
assessment system, particularly the rulings regime, to encourage taxpayers to enter
into early dialogue with the ATO. This positive reinforcement to move taxpayers
back down the pyramid can be seen in the combination of the law and ATO rulings,
which both give significant discretion to the Commissioner and his staff in applying
penalties and interest.?* Wilful non-compliance is dealt with severely, but every effort
is made to encourage back down the pyramid those who don’t want to or don’t care
about complying.

Figure 2 sets out the business model designed to take a risk-based approach to
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authority: service builds trust as it supports taxpayers and builds their capacity to
comply with the law. The theories also encourage the exercise of power both to
enforce compliance in the interests of justice and fairness and to deter non-
compliance.

James, Murphy and Reinhart in 2004 argued that the Charter ‘has moved on from a
simple list of principles and become more embodied in the culture of the ATO’.*
Over a decade later, the Charter is still clearly seen by the ATO as a fundamental
component of its culture and norms. The outcomes from the Inspector-General of
Taxation 2015/16 review of the Charter will shed further light on whether and to what
extent the ATO’s perspective is shared by taxpayers.*

3.2 The legal framework

Australia opted for an administrative taxpayers’ charter. There is no legislative
charter and neither is there a combination of legislated rights supplemented by an
administrative charter formulated and implemented as a complete and integrated set of
rules. Nonetheless, there is legislation that protects taxpayers’ basic legal rights. The
guestion is whether the compliance and legal frameworks are mutually reinforcing.
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Cases.” As a result, income tax is levied by the Commonwealth and any taxpayer
rights in respect of income, consumption and other Commonwealth taxes derive from
Commonwealth legislation.*

None of the five explicit Constitutional rights relate directly to individual taxation.™
There have been cases brought under Section 99 of the Constitution, which forbids the
Commonwealth to prefer one State over another in matters of trade, commerce or
revenue, to challenge disparities in effective tax rates, but recognises causes of
action for individual taxpayers are extremely unlikely.*®* Recently implied rights
relate to freedom of speech and have limited application in income tax cases.” This
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enforcement, there are significant areas for the Commissioner to exercise discretion.
The advantage of this is that the more stringent requirements of, for example, the
Criminal Code are not applied to an administrative process. However, a wider
discretion means that there is also more limited right of review for the taxpayer.

The tax law cannot set out every step of every process. Administrative rules that can
change as the context changes ensure that the law and the system can operate
effectively. This goes to the heart of the issue as to whether there is a gap in legal
protection.  In administering the tax law, the actions and decisions of the
Commissioner are subject to both legal and merits review under the Taxation
Administration Act 1953 (Cth) (TAA 53), and in specific sections of the relevant
taxing acts. However, there is very limited legal review under the Administrative
Decisions (Judicial Review) Act 1977 (Cth) (AD(JR) Act), except for serious breaches
of procedural fairness or natural justice in the making of a decision. The latter might
apply where there has been a breach of the requirement to provide reasons for certain
decisions, for example, a decision not to remit the general interest charge or a decision
to exercise access powers.’®

303



eJournal of Tax Research Taxpayer rights in Australia

Australia has taken the approach that the fundamental basis of the legal system and
basic human rights are protected by the Constitution and international treaties

implemented through domestic legislation. Rights are further assured by the
requirement for
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and will impact on how revenue authorities and other agencies will need to
act.¥’

The unanticipated disruption of the digital era, ranging from political
uprisings, cyber-crime and cyber warfare, to undreamed of capacity to transfer
and use big data is almost impossible to model at scale and is therefore largely
ignored beyond incremental change based on the known.

The extent of future economic constraint and difficulties in assuring the
national tax base in the face of the growth of corporate and individual
mobility is the subject of public review and much hyperbole. However,
political and public commentary remains largely uninformed, increasingly
hysterical and largely ignores the inability of individual nation states to
enforce their tax systems in the face of unconnected and highly competitive
systems.®

The potential for global disruption is self-evident. Its impact on the tax system could
significantly upset the stability of the current compliance framework. To illustrate
some potential effects, | consider just two recent developments arising from the last
point: increasing debate over confidentiality of information; and pressure on
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both business premises and private dwellings and associated seizure of documents
without a search warrant.*

As noted above, the grounds for review of the ATO’s decisions under the AD(JR) Act,
are largely limited to improper exercise of power or abuse of power, both of which are
difficult for a taxpayer to prove. Important rights available to taxpayers are the
common law right to client legal privilege, which is supported by an administrative
right extending recognition of most aspects of privilege to accountants’ working
papers;” and protection of privacy and confidentiality of information.”> However,
there is no privilege against self-incrimination and® privilege does not extend to
contractual and equitable obligations owed to third parties or spouses.*

The ATO uses information gathering extensively to support its compliance program
and help it to manage the risk of non-compliance. It uses its search and seizure
powers sparingly, concentrating on high risk taxpayers. This is an appropriate
approach to managing the compliance framework and reinforces its attempt to balance
the ex
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compliance. Project Wickenby and the Serious Financial Crime Taskforce, described
above, are consistent with this approach. As are the ATO’s efforts to ensure that
Australia’s revenue base is not undermined by international tax fraud and evasion.
Dirkis and Bondfield note this requires a range of international institutional bodies to
‘develop complementary policy, administrative and legal responses’, " if the
international institutional framework is to work effectively ‘to enhance and monitor

tax information exchange’.*®

Currently there are limited taxpayer rights and remedies in respect of information
exchange. However, this is balanced in part by the limits on revenue authorities in
their practical and legal ability ‘to exercise the essential taxation administrative

processes (such as information gathering) needed to counter cross border tax
avoidance and evasion’.”

Australia’s international tax treaties are supplemented by a significant number of
taxation information exchange agreements based on the Organisation for Economic
Cooperation and Development (OECD) process,'® the Joint International Tax Shelter
Information Centre Network, '®* and the Australia and US intergovernmental
agreement to implement the US Foreign Account Tax Compliance Act.'%

Most agreements contain some general protection, reflective of most OECD countries’
and Australia’s own requirements, for example, recognising the confidentiality of
communications between a client and their admitted legal representative, and a right
not to disclose trade secrets. The OECD has a comprehensive guide to the protection
of information exchange for tax purposes.’®® However, they do not provide a taxpayer
under investigation with any notification or appeal rights. They also offer the
opportunity for the ATO to obtain significant quantities of data, often without the
knowledge of the taxpayer or consequent recourse until it may be used.

While these measures are arguably important steps to protect the Australian revenue
base, it does represent nonetheless an increasing commitment by the Australian
Government and its agencies to transfer information to other jurisdictions. This in
turn raises concerns that have yet to be fully considered and addressed.

The issues related to cross-border information exchange are not new. They were
identified by Amparo Grau Ruiz in 2003, analysed extensively by Bentley in 2007,

% Dirkis and Bondfield, above n 90, 127.
% Ibid.

% |bid 122, citing the example, of Jamieson v Commissioner for Internal Revenue [2007] NSWSC 324
and Foreign Judgments Act 1991 (Cth), ss 3(1) and 5(4).

100 Art 26 Model Tax Convention on Income and Capital, <http://www.oecd.org/tax/treaties/> at 11 June
2016, Convention on Mutual Administrative Assistance in Tax Matters
<http://www.oecd.org/tax/exchange-of-tax-information/> at 11 June 2016, Global Forum on
Transparency and Exchange of Information for Tax Purposes, <https://www.oecd.org/tax/transparency/>
at 11 June 2016.

101 Described at <http://www.oecd.org/tax/forum-on-tax-administration/ftajitsicnetwork.htm> at 11 June
2016.

192 Sjgned on 28 April 2014, the ATO has published extensive guidance material as to its operation and
the obligations of Australian Financial Institutions at <https://www.ato.gov.au/General/International-
tax-agreements/In-detail/International-arrangements/FATCA-detailed-
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confidence and self-assurance the ATO displays on issues of domestic taxation may
give way to a less consistent approach to grey areas in transactions that cross
borders.’® Where the taxpayers involved are confined to large taxpayers with the
resources to understand fully their own position, this does not necessarily give rise to
increased antagonism.™® On the other hand, where large groups of smaller business
and individual taxpayers become part of a more uncertain tax environment, tensions
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8. Provide mechanisms for monitoring, review and continuous improvement
both at individual and systemic levels.

The ATO has an extensive and highly effective dispute resolution service designed to
prevent most cases from escalating and resolves approximately 80% of disputes in this
way, although both Mookhey and Jone argue that the system could be improved
further."®® When an issue does go to a court or tribunal, mandated alternative dispute
resolution, which is part of the normal tribunal and court process, results in over 80%
of matters being resolved without proceeding to a formal hearing.”® Add to these the
Inspector-General of Taxation’s complaint handling powers (discussed above) and
there is a comprehensive framework of arrangements already in place to give effect to
an integrated legal and compliance framework that fosters early resolution of disputes.

When depicted in a pyramid similar to that used for the compliance framework, a
legislative rights framework can be shown in Figure 3.

Figure 3: Legislative rights framework

136 See <https:/iwww.ato.gov.au/About-ATO/Access,-accountal5] 0 v3(A)13.3itys,
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Mirroring the ATQO’s identification of key influences on taxpayer behaviour shown in
Figure 2, there are a number of key influences on taxpayer perception that drive trust
in the tax system. These include:*®

1. Certainty
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Figure 4
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Thus far the calls for the legislation of taxpayer rights or for the Charter to be
incorporated into a legal document have seemed unnecessary. International trends and
potential challenges have highlighted two concerns: one related to the undermining of
basic legal rights and the other related to the impact on taxpayer rights of government
and revenue authority responses to th
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Tax disputes, litigation costs and access to tax
justice

Binh TranNam' and MichaeMWalpolé

In Australia, in addition to the Austral
Taxation Office (ATO)'s internal review, there exists a comprehensive system of external tax dispute resolution in
Administrative Appeals Tribunal (AAT) and the courts, and, to a lesser extent, a variety of governmental Abtiesan
time, there is anecdotal evidence that the litigation costs of taxpayers engaging in tax disputes can be very high
professional (legl, tax or accounting) assistance is employ&te existence of such high costs can act as a barriel
effective accessibility of the external tax dispute resolution system and to the neutrality of the outcomes of such

the sense that tpayers with greater resources may be able to obtain more favourable outcomes than taxpayers
resources).This paper provides a comprehensive reviewheturrent state of play and sets out a future agenda for re
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Categories 2 and 4 generally refer to statutory rights, while 1 and 3 relate to
administrative due process.The remedies of 1 and 3 are thus founded in
administrative due process largely recognised in common law principlsgories 2

and 4 are slighyl different as they are based on rights established under the relevant
statutes which allow, and set out the process for, review of decisions and the precise
terms and extent of objections to assessmé&hey are thus statutory rights, but their
scope anckffect can overlap with rights available under administrative due process.
Of these categories only 2 to 4 could result in litigation.
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if, for a variety of reasons, taxpayers are discouraged or deterred from using those
forums for dipute resolution.It is apparent the social costs of resolving tax disputes
are high, especially from the taxpayer’s perspectiMete that social costsrefer to

costs borne by the society including those incurred by the taxpayer (litigation costs),
ATO, AAT and the courts. While little systematic and reliable information about
taxpayers’ litigation costs is available, anecdotal evidence, based on plausible
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assistance provided by the tribunal/courts to the taxpayers would, to some extent,
redress the issue of effective accessibility being discuddedever, there is a limit

to how much the tribunal/court can do to assist taxpayers whilst maintain their
neutrality as required by law.

2.4 Accessibility and neutrality in a broader context

The accessibility and neutrality of independent tax dispute resolution should be placed
in the broader context of socioeconomic changes in Australia, especially over the past
30 years. As a young nation, the notion of a ‘fair go’ has been enshrined in the
Australian ethos.However, while data is limited, there is an agreement that income
inequality in Australia has been on the rise since the 138Dack of access to and
neutrality of independent tax dispute resolution accentuates this inequlity.the
inability of certain individuals to access an essential government service can be
construed as a violation of social justiceeconty, if tax dispute resolution is indeed

not neutral between the ‘haves’ and the ‘hawés’, then this may be regarded as a
violation of distributive justice.Both undermine egalitarianism, a notion that many
Australians continue to value.

Finally it is worthwhile to note that tax disputes are, in general, not socially wasteful
from a pure economic point of viewThis is because the outcomes of the disputes
may help to clarify the tax law, especially in test cases sponsored by thelATits

case, while tax disputes will increase current operating costs of the tax system, it may
reduce future tax operating cost&n the negative side, however, tax disputes may
indeed sometimes increase future tax operating costs, for examptelear/testable
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Indirectly related to the spirit of the study a group of papers by MurpHy,
Mookhey?® and Joné® From a compliance perspective, Murphy examined the
relationship between procedural justice and tax cmmpliance in order to design a
more effective tax compliance frameworklookhey and Jone evaluated the ATO'’s
internal review system.While they found that the ATO dispute resolution model
possesses much of the bpsdctice principles such as clear mgligp procedure and
emphasis on negotiation, ifatation and consultation, the ATO model is still
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There is also a paucity of international evidence on whether independent tax dispute
resolution is accessible and the implicatidhg here is, however, a more substantial
literature on the application of economic analysis to dispute resoffitidthile these
papers were concerned with legaplites in general, their approaches and insights
may be modified for analysing tax disputels. a seminal work on the dynamics of
litigation, Galantet® made an important distinction between -shetter (OS) and
repeat player (RP) in analysing whether the
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Other potential sources of data are the various Australian studies oant@kance
costs* Since taxpayers’ compliance tasks are typically broken into activities,
including tax dispute resolution, it should be, in principle at least, possible to derive
estimates of taxpayers costs specifically related to tax dispute resoltitowever,

the senebut samples of taxpayers provided to the researchers by the ATO did not
include any taxpayers who are currently disputing with the AT@us the effective
samples did not contain sufficient number of taxpayers who have been itedisiu
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4.2 Advantages and dsadvantages of ADR

Five major advantages of ADR have been identified in the liter&ture:

X

X

X

reduced time in dispute
reduced costs relating to the dispute resolution
increased probability of settlement

improved satisfaction among disputants with the outcome or manner in which
the dispute is resolved

increased compliance with agreed solutions.

The main disadvantage of ADR is that there is very limited opportunity for judicial
review of an arbitrator's decision.

There is some Australian evidence suggesting that the above general advantages carry
over to tax disputesSourdin and Shanks have recently provided an empirical analysis

of the costs and benefits of ADR in taxation dispdteShey surveyed and analysed

the experiences of ATO internal staff members, taxpayers, ADR praetijon
taxpayer representatives and ATO representatives who were involved in ADR
processes in relation to taxation and superannuation disputes that took place
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The modelling of the taxpayer’s decision under approacimglves identifying the
taxpayer's motive (maximising/minimising financial gains/losses), choices (settle
beforedispute, settle during dispute, or litigate with or without legal representation),
and the consequences of each of these choices, which in turn depend on institutional
factors for example legal costs are tax deductible or the AAT does not award costs to
‘winners while courts do award costs twinners). There are several complications
that need to be considereBor example, in addition to financial considerations, there
are nonfinancial factors that cannot be easily captured quantitativ&imilary,
financial gains/losses can be either offfeer ongoing (especially if taxpayers seek
clarity of the tax laws so that they can continue to engage in tax planning or make
deduction claims in the future)These issues may be resolved by (i) incorporating a
nonfinancial variable as a determinant of the taxpayer’s objective function and (ii)
formulating the taxpayer's motive as a mwilériod objective function. Another
relevant issue in this theoretical approach is the determination of the taxpayer's
sibjective probability of success in the AAT or the courts, which will depend,
amongst other things, on whether or not professional assistance is engaged.

A more sophisticated approach is to take the role of the ATO into account and model
the interaction beteen the ATO and the taxpayer as a game with mixed strategies
(probabilistic approach to game theoryhs previously reviewed, game theory has
been applied with some success to the problem of paying taxes and auditing
taxpayer& but not to tax dispute refsition. This study will develop a game with
mixed strategies to capture the process of tax dispute resolétiovajor challenge in

so doing is how to incorporate the role of tax advisers in the game.

There will be no formal model developed for inveatigg the neutrality of
independent tax dispute resolutiorThere will instead be a comprehensive legal
analysis as to whether the ATO (as ultimate repeat player (RP)) or large businesses (as
RPs with nortrivial bargaining power) enjoy a position of adi@ge over one
shotters (OSs) in tax dispute resolutidfurther, a number of testable hypotheses will

also be proposedlhey are:

(i) Alternative hypothesis:A Costs to taxpayers and duration of tax disputes
render access to independent tax dispute régoliteffective

(ii) Alternative hypothesis :B Legal representation of taxpayers makes a
difference in the outcomes of the disputes

(i) Alternative hypothesis:CThe ATO is more likely to lose against a RP than
an OS

(iv) Alternative hypothesis :DThe ATO is more likely to appeal losses against
OSs (individuals, trustees, etc) than RPs (large or foreign companies)

(v) Alternative hypothesis:ERPs are more likely to appeal losses against the
ATO than OSs.

52 See, for example, Nbraetz,J F ReinganurandL L Wilde, ‘The Tax Compliance Game: Toward an
Interactive Theory of Law Enforcemér{f986) 2(1)Journal of Law, Economics ar@@rganizationl;
B Erard
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5.3 Data oollection

The study will utilise both pmhary and secondary data from a variety of sources.
Secondary data will be sought from publicly available sources (such as annual reports
of the ATO, the AAT, Federal Courts and the High Court) as well as unpublished
sources, principally the ATOIn additon, primary data will also be collected from a
variety of surveys and structured interviews of relevant stakeholdeikee most
empirical studies, primary data collection represents a very challenging aspect of the
study.

The proposed primary data collien is summarised in the following table.

Table 1: Primary data collection by hypothesis

Hypothesis | Primary data

A Interviews of tax advisers who have represented either taxpayers
ATO at hearings or trials

Survey of taxpayers who have beemwlispute of the ATO

Small scale esurvey of ATO officers
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the world. This was duly published (Jamesawyer & Budak,2016) and this paper
analyses the findingsThe first stage of this study was to identify experts on the tax
systems of particular countries who also had knowledge of issues involving
complexity and simplfication they would be willing to sharelhis was not always an

easy process but eventually an authoritative group of experts was established who
were willing to report on the tax simplification experiences in particular countries
They are listed in Tabl1.

Table 1: Courtry Simplification Contributors

County Contributor(s)
Australia Binh TranNam, University of New South Wales
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However, even whin this fairly specific framework, the expert contributions often
varied considerably in the attention they gave to different issues and the actual
experiences they examinedlhis is not surprising of course, not least because the
political and socioeanomic environment within which tax systems operate often vary
considerably between different countridsor instance, Sharkey (2016, p. 45) pointed

out that the simplification of income tax in China is significantly different from most

of the other coumies represented in this study, essentially because the ‘tax institution
environment’ is different.Nevertheless, the contributions also demonstrated that each
country has significant challenges with tax complexity, tried different way to simplify
taxatian and achieved different degrees of success. The diversity of the experiences of
these countries means a case study approach is the most appropriate method of
analysis and perhaps the best way is to examine the experiences of the different
countries is bythe aspects listed above, starting with the simplification of tax systems.

2.1 The simplification of tax systems

Calls for tax simplification often focus on the tax system is#ie number of taxes,
the tax bases, the exemptions and the structure of tax. rakdowever, the
contributions from thé 1 countries suggest that major simplification of tax systems is
relatively rare.
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2.4 Simplifying tax administration

There have been some major achievements in simplifying tax administration both in
terms oflimiting the numbers of tax returmssued in some countriesd also in ‘pre
populating’ prefilling) tax returns that are sent oun the UK most taxpayers have

not been required to complete an annual tax return since the introdottibe
cumulative PayAs-You-Earn system in 1944 which, at least in principle, withholds
tax accurately from employment and some other incomésw Zealand has also
moved in this direction removing the requirement of individual taxpayers to submit
annualreturns. This is possible where their income is taxed at source, the relevant
information is received from third parties and employee deductions are eliminated.
Malaysia has also made a change in this respect so that employees with specified
straightfoward circumstances are no longer required to file tax returns (Singh, 2016).
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aspects of the tax system and relatively few make a major impact on the tax system as
a whole. It may therefore be helpful to consider a strategic approach to simplification
and how it might assist in identifying unnecessary complexity.
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3.2 Identify the aims of taxation

Taxation is used to support a range of government policies in addition to raising
revenue to suppb public expenditure.lt is used to redistribute income as well as
encourag some activies while discourag others. Identifying the aims of taxation is

not, of course, sufficient to distinguish necessary from unnecessary tax complexity but
it should be the starting point to examine whether the level of complexity is
proportionate given the aims of taxation.

3.3 Consider different methods of achievinghe aims

Taxation may not necessarily be the best way of achieving all the aims identified
above. For example, tax expenditure describes the use of tax concessions to give a
fiscal advantage to aagticular activity or group of individuals rather than the more
direct use of public expenditure (Surrey, 197B)tax expenditures are being used as

part of a policy of redistributing income their effectiveness will be seriously limited
because, of cour
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IAp)-Yickrey (1969, p. 736) suggested, complexity in the relelegislation and

345






eJournal of Tax Research International experiences of tax simplification

347






eJournal of Tax Research International experiences of tax simplification

underlying complexity due to the role played by the impact of policy
Although underlyingcomplexity can hee an effect on the impact of
complexity (i.e. by structuring a tax measurea way that applies to more
customers), how the measure is implemented can affecall complexity
(OTS, 2013, p. 1, emphasis added).

This component of the Complexitgdex would have four measures:

1. Net average cost per taxpayer, incurred by taxpayers and HMRC
2. Number of taxpayers

3. Average ability of taxpayers

4. Avoidance risk

The Complexity Index was recognised by the OTS to be a work in progress needing
further methodological refement. For instance, determination of the weightings to
the various factors could be developed through use of the Delphi technique (Evans &
Collier, 2012). The Delphi techniquerasdeveloped by Dalkey and Helmer (1963) at
the Rand Corporation in the 1950k is awidely used and accepted method designed

to achiewe consensus adpinion of expertswithin certain topic areas, on a significant
issue. As a group communicatioprocess, through the debate and discussiors on
specific issue, the Delphi technique seeks to engdé setting, policy investigation,
andbr predicting the occurrence of future events
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i. Retaining the existing tax design but delivering it in a less complex-way
essentially by reducing operationabmplexity by, for example, writing
legislation/guidance in dorm that is easier to understand or removing
unnecessary informational complexity.

ii. Retaining the given aims of the tax system but trying to achieve these in a
less complex way by reducingthe unnecessary design complexify. 47,
emphasis added).

Sherwood (2015), then head of the OTS, in a UNSW Business School Thought
Leadership Lecture in 2015, defined necessary complexity tles minimum
complexity needed to deliver the broad policy inExamples offered by Sherwood
include political/social aims; economic aims; fairness; certainty; avoidance measures,
and the like On the other handSherwood provided examples ohnecessary
complexity as: ‘poor policy design(for example, artificial boundarigstoo many

special cases; badly worded law; poor guidance; complicated and expensive processes,
etc. Within the UK, Sherwood pointed txamples of unnecessary complexity being

the capital gains taxCGT) taper relief, many badly tgeted tax reliefs, and unclear

VAT boundaries

Further discussion that is directed at achieving consensus over what path(s) should be
taken to reduce (unnecessary) tax complexity would be a positive further step to
responding to Ulph’'s observation. In this regard we would suggest that the Delphi
technique should be applied to moving the discussion forward towards a consensus,
following which the data gathering and analysis process can begin in earnest.
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are necessary or fundamerital the functioning of a successful tax systemnd those
which are unnecessary (and atulde reduced or eliminated).

In this paper we focusseash the relevant factors and issues involved in classifying
unavoidable and unnecessary complexityt only with respect to legislatiphut also

tax policy and administrative systems. In identifying unnecessary complexity, we
have explored the
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Thin capitalisation rules’ strong emphasis on revenue base protection has resulted in their exponentially increasityg populari
internationally since t

The optimisation model developed in this paper shows that the OECD’s Fixed Ratio Rule é&ffeubiree than the current
regime of thin capitalisation rules at protecting the tax revenue base from the maggrtessivanultinational enterprises
(MNEs). However, the model also indicates that it is ultimately more effective to align the tawein¢adf intercompany
funding to eliminate the ‘underlying disease’ (the tax incentive for thin capitalisation), rather than adopting rulemgttat mi
the ‘symptom’ (such as the OECD'’s Fixed Ratio Rule).

This research presents a unique contributiomédliterature by simulating complex creassrder intercompany tax planning
strategies.
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the revenue authorieto create a crosssrder taxinduced debt bias which actually
results in said tax base erosibn.

The current international tax framework incentivises the location of expenses in
highertax jurisdictions and income in lever notax jurisdictions as it can result in
significant tax minimisation. Mitinational enterprisefMNES) can shift expenses to,
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A significant gap in the literature is that thin capitalisation rules’ impact on tax
planning has only been analysed on a piecemeal basis, and studies have not yet

adequately considered the impact of thin capitalisation rules on MNES’ investment
decisions.
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foreign tax relief, there is a tax incentive to adjust its behaviour to maximise overall
deductions in highetax jurisdictions to minimise the growpide tax liability and, in
turn, the overall net profit after tax

The author recognises that not all MNEs will fall within this category in practice.
Accordingly, this study is only concerned with MNEs that are responsive to cross
border taxinduced distortions.

Assuming that MNEs which exhibiax planning behaviour make tax decisions as a
global group with the objective of minimising total tax payable worldwiBach ax
planning is generally encouraged by tax professioffaland is statutorily,
adninistratively and judicially condone8. In other words, such an MNE isax-
minimising , albeit with varying degrees of aggressiveness.

Accordingly, the behaviourally distortive effects of existing and proposed tax rules
relating to cros$order intercompany activities are of primary concern in this study.
Specifically, he focus of this paper is on MNE’'s crdssder intercompany
transactions relating to passive or highly mobile income; specifically how tax
distortions affect MNE decisions on the fundim between intercompany financing,
licensing and finance leasing activities.

As such, this paper proposes restricting the tax deductibility of thetberwise
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Figure 1. Various types of intercompany payments

Perhaps the most controversial aspect of the funding bias concept is that royalties are
fungible. However, this paper does not suggest that all intercompany royalties are
equivalent and fungible with other financing activitieRather, the scope is limited to
some categories of licenses or royalty financing ostensibly similar in their capacity to
provide access to an underlying asset with the ability to provide a reveasam str
(termed‘royalties) but not dissimilar in operation to intercompany debt or equity
financing or a finance lease

It is noteworthy that, as observed by Vanfh]istorically, excess royalties were
assumed by some OEEC delegates to be classifidividend-1.6at--1. (C)6 (.9 (i)-](a2.6i)-4.6 (1)
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financial transactions ... affiliated leasing transactions could replicate the
consequences of related lendirfy Nonetheless, Benshalom observes that the
mobility of intercompany activities erodes the source jurisdiction’s tax base from both
the perspective of intangible and tangible manufacturing and merchandise aéfivities.

So, while the literature implicitly contains support for the proposition that-barsker
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global tax liabilities through external debt financing, but we cannot observe
their using internal debt to generate interest deductions intéwgbeuntries

and interest income in lotax countries ... intrafirm transactions are
nontrivial and may even exceed the avoidanppodunities with third
parties®’

In the absence of a requirement to fully disclose their intercompany transactions in
financial statements, croseferencing the information reported to taxing authorities
and reported in financial statements is a highly challenging “fagkurther, if a
subsidiary is a private company it does not even need to disclose comprehensive
finandal statements in the source jurisdictiinAccordingly, this presents a gap in

the literature.

Generally, quantitative evaluations are conducted utilising regression based evaluation
methods and general equilibrium modellingFor example, there is growing
theoretical literature on the relationship between tax planning and investment locations,
and its implications for tax policie8. There is also a rich literature which utilises
empirical data in this context, extensively considering the relafipristween MNE
Ieverg'ilge and taxation with US, Canadian and European Union (particularly German)
data:

47KS Markle and DAShakelford, ‘CrossCountry Comparisons of the Effects of Leverage, Intangible
Assets, and Tax Havens on Corporate Income Taxes’ (2012) 65 Tax Law REvj@d7432.

48 Commentators such as De Simone and Stomberg observe than¢fhl reporting for incomexes is
so complex that even sophisticated financial statement users often ignore detailed tax disalubures
‘taxation is often viewed by the market as beyond meaningful anapsisSimone L and Stomberg B,
‘Do InvestorsDifferentially ValueTax Avoidance of Incoméobile Firms?’ (Working Paper,
University of Texas at Austin, June 2012),Qonsolidated accounts undergo intercompany
eliminations so are not helpful in this regakifhile some MNEs provide some detail regarding their
intercompany tragactions in their segment reports, this is not a requirement across the board. See
further, ‘this large shift in preax income without any corresponding change in revenues suggests the
presence of significant intercompany paymedikely royalty payments attributable to the transfer of
intellectual property into IrelandK BalakrishnanJ Blouin and WGuay, ‘Does Tax Aggressiveness
Reduce Financial Reporting Transparency?’ (Working Paper, Wharton School, University of
Pennsylvania, 20 September 2011), 29.

“9 For example, in the financial year ending 2014, Google Australia Pty Ltd’s disclosure omitted itemising
over $35 million in expenses from its financial statement and the corresponding notes, not even
categorising these expenses as ‘COGS’ and/or ‘Other expefsetier, Google Australia Pty Ltd’s
intercompany financing activities were presumably classified as ‘operating’ activities, as the ‘financing’
section of the cash flow statement was entirely blank, with no details afforded in the notes.

* Q Hong and MSmart, ‘InPraise of x Havens: Internationalax Planning and BreignDirect
Investment’ (2010) 54(1fturopean Economic Revie8®2; see references cited therein, including: H
Grubert and Slemrod, ‘The Eect of Taxes on Investment anddomeShifting to Puerto Rico’ (1998)
80 Review of Economics and Statisti865-73; A Haufler and GSchjelderup, ‘Corporate Tax Systems
and Crossountry Profit Shifting’ (2000) 52 Oxford Economic Pape&86-25;J Mintz and MSmart
M, ‘Income Shifting, Investnent, and &x Competition: Theory andvidence from Rovincial
Taxation in Canada’ (2004) 88 Journal of Public Econorhiz$3-168; S Bucovetsky and Adaufler,

Tax Competition When Firms Choose Their Organizational Form: Should Tax Loopholes For
Multinationds Be Closed?Technical Report 1625, CESifo, 20058l&émrod and JWilson, ‘Tax
Competition withParasiticTaxH
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Substantially less developed is the literature on the effect of taxation on leverage in a
multilateral context, with ‘nxn countries. Huizinga, Laeverand Nicodéme present

the primary exploration of whether MNEs make multilateral capital structure decisions
based on the tax rates faced by various subsidiaries.
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International tax
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Figure 2: The modelled ‘multiverse’ of policy iterations and MNE tax
aggressiveness

This hypothetical ggroach is preferable due to the accessibility issues associated with
collecting various revenue authorities’ corporate tax return data and the limitations of
using accounting dataEven if accounting data was gathered through annual reports
this approach is problematic given the difference between accounting profit and
taxable income. Specifically, MNEs start with accounting profit and then make
adjustments to accounting préfito reach their taxable profif. Accordingly, it is
difficult to glean interompany taxelated information from financial statements.

Further,these difficulties ar@xacerbated by recent amendments to the Corporations
Act 2001, enacted 28 June 2010, which have removed the requirement for companies
to include full unconsolidated parent entity financial statements in their group annual
financial reports under Chapter 2M of t@erporations Act 200Where consolidated
financial statements are requir®d.This renders it even more difficult to discern
intercompany taxelated information. Also, there is currently no requirement to
produce‘general purposefinancial reports in subsidiary locations where the MNE
determines that that subsidiary is notreporting entity. Further, given the gaps in
reporting requirements and the fact that some items atmtsfhce sheet to begin with,

it is highly difficult to undertake a meaningful analysis of data from financial
statements in this contexi@This is madenore problematiby the absence of official
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The remainder of this section outlines and justifies the optimisation model.
Specifically, it expresses MNEs' decisions to utilise various conduit financing
structures to minimise taxation for the overall group in thenfof an algorithmic
expression.

The optimisation modeis developed using the IBM ILOG CPLEX for Microsoft
Excel (‘CPLEX’) software® Microsoft Excel is utilised to generate the data,
delineate the parameters and display the solution in a multidimensional format, while
the CPLEX software is used to express and solve the optimisation problem.
Quantitative analysis facilitates a deeper emsthnding of the interplay of effects
determining taxnduced distortions than may not be observable with a qualitative
analysis alone.

The ‘objective functionis to minimise the total tax payable by the MNE on global
operations. The ‘constraints’ arehe four groups of otherwise fungible intercompany
debt and equity financing, licensing and finance leasing activitidse model can
then be finguned by overlaying various parameters.

Specifically, he hypothetical MNE modelled by this paper has estiiie four
jurisdictions; two higktax jurisdictions (one capita&xporter and one capitahporter;
specifically, a US parent and Australian subsidiary) and two kavejurisdictions
(one nontreaty country and one treaty country, in Hong Kong and Singapore,
respectivelyf®

Given its focus on intercompany funding options, this optimisation model focusses on
funding constraints and regulatory limitations directly relevant to intercompany
funding decisionsnamely, withholding taxes, thirapitalisation rules and foreign tax
credits. This ensures the modelcemplex and flexibleenough to represeroth
funding structure decisions and regulations influencing thekavioural responses

The baseline model in the optimisation problem csinsof the current global tax
framework and its treatment of fungible funding optiotisis necessary to develop a
baseline model because modelling in this area has not yet focussed on the fungibility
of intercompany funding optionsSo far, the predomant focus in the literature has
been on an econonwide scal&’ with firms identified with, for example, one unit of

® CPLEX is a sophisticated software appropriate for both building and solving optimisation problems,
and for interfacing with Microsoft Excel; ‘IBM® ILOG® CPLEX® for Microsoft®xgel is an
extension to IBM ILOG CPLEX that allows you to use Microsoft Excel format to define your
optimization problems and solve them. Thus a business user or educator who is already familiar with
Excel can enter their optimization problems in that fairand solve them, without having to learn a
new interface or command language. CPLEX is a tool for solving linear optimization problems,
commonly referred to as Linear Programming (LP) problet@v ILOG CPLEX V12.1 IBM ILOG
CPLEX for Microsoft: Excel Usr's Manual, 12
<ftp://public.dhe.ibm.com/software/websphere/ilog/docs/optimization/cplex/cplex_excel_user.pdf

% In the Australian context, it appears that Singapore is a relatively more popular jurisdiction than other
well-known lowtax jurisdictions sch as Ireland in terms of the volume of intercompany payments
made by Australian companiesBaitler and GNilkins, ‘Singapore, Ireland dp Havens For
Multinational Tax Dodgers’, Sydney Morning Her&tmhline), 1 May 2014
<http://www.smh.com.au/business/singapmetandtop-havensfor-multinational-taxdodgers
20140430-37hzi.htrrl

7 See, for example, OBacobs and Spengel, ‘The Effective Average Tax Burden in the European
Union and the USA: A Computdrased Calculation and Comparison with the ModehefEuropean
Tax Analyzer’ (ZEW Discussion Paper No-84, Centre for European Economic Research (ZEW)
and University of Mannheim, September 1999).
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capital with different firm types linked to different types of capital whereby MNEs
dispose of as unit of mobile capiffl. Even when the ralysis is constrained to a
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For ease of reference, the abbreviations used throughout the remainder of this section
are summarised in Tablebelow:
Table 1. Abbreviations used in formulation of model

Abbreviations

02$6, | Net profit before tax for compg * Eat the start of the period

02$6 | Net profit before tax for companyEat the end of the period

N Headline corporate income tax rate in countgy *

TTP Total tax payable

N The rate of return on debt financing from compa&yo company ‘F

&y v The balance of debt financing provided from compahtp‘company ‘F
1 The interest received by compangg(or, if negative, interest paid)

N The rate of return on equity financing from compatid company F
"oy The balance of equity financing provided from compaBgto' company ‘F
8 The dividends received by compan§(or, if negative, dividends paid)
N The rate of return on licensing from comparto company ‘F

% v Thebalance of licenses provided from company *
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Table 2 Overview of withholding tax rates between USA, Singapore, Australiand Hong Kong

Withholding tax rates
Interest Dividends Royalties Finance lease
payments
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highlighted in bold. For example, assuming a high level of participation, the
withholding tax rate of dividends from Co C and Co A would be perocent It is

378



eJournal of Tax Research What's BEPs got to do with it?

51 Variation 1: Tightening Au stralia’s thin capitalisation rules

One of the most surprising findings in relation to the existing system is that the
hypothetical MNE is indifferent to the existence and/or variation in thin capitalisation
rules. This is because while thin capitalisatioles change the funding mix of entities
within an MNE, theT TP remains unchanged.

Specifically, where this variation is modelled with NEBficrements between &nhd

100, theTTP remains the same for each increment of tax aggressiveness, such that the
AETR is 26.50per cent to 30.75per cent regardless of whether thin capitalisation rules
are tightened.In contrast, in the absence of any tax planning the AETR is $&50

cent for the hypothetical MNE. So,oatrary to policymakers perception that thin
capitalisation rules can bmade more effective at restricting base erosion by simply
tightened the dekb-equity ratio, this modedlsofinds no impact on TTP.

The model shows nohange i