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Chapter 1 Taxation Principles and Theory
Solutions to questions

Question 1
There are many examples of taxes imposed in ancient times. For example, in ancient Egypt, taxes were paid to the Pharoah and consisted of ‘in-kind’ contributions of labour as well as contributions levied on items such as grains from harvests, livestock and cooking oil.
In ancient Greece, the wealthy made voluntary payments to fund public projects. There were also excise duties levied on products such as olive oil before they were shipped abroad.
In China, local magistrates were appointed to collect taxes on agriculture and land. Similarly, in medieval England, taxes were imposed on property. There were also specific taxes on death and inheritance, as well as specific taxes like merchet which was payable by serfs for a woman’s right to marry. 
The main kinds of taxes currently imposed around the world are income taxes and consumption taxes. Income taxes are a tax on income or earnings and are widely imposed. In Australia, income tax was first introduced by the Commonwealth in 1915 to fund the World War I effort. Prior to this, the States (colonies) had also levied income taxes. There continued to be tax levied by both the States and the Commonwealth until the middle of World War II until the Commonwealth took over.  
Most countries impose some form of consumption tax. A consumption tax is a tax levied on the consumer depending on their level of economic consumption. Consumption taxes (‘VAT’) were first introduced in France in 1954 and have been adopted widely throughout the European Union (‘EU’). Although Australia adopted a wholesale sales tax in 1930, it did not adopt a widespread VAT on both goods and services until 1 July 2000. This was in the form of a goods and services tax (‘GST’).

Other common kinds of taxes imposed across the world include customs duties, excise duties and payroll taxes or other employment taxes. 
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Question 2
No, it is not correct to say that the only role of taxation is to raise government revenue. The role of taxation can broadly be both for direct fiscal purposes (to fund public services like roads, hospitals and schools) and other non-fiscal purposes. Some examples of these other non-fiscal purposes are:
as an instrument to modify aspects of societal behaviour and, therefore, to facilitate the achievement of government objectives (sometimes referred to as ‘social engineering’). For example, placing excises on cigarettes and alcohol to make them more expensive and, therefore, less attractive to consumers. The Medicare Levy Surcharge is an example of modifying social behaviour as it taxes high-income earners with the aim of encouraging them to take out private health insurance instead of relying on the public health system. Similarly, tax incentives that are offered under the superannuation regime encourage saving for retirement and, therefore, less reliance on government-funded pensions.
as a micro-economic tool to encourage spending on particular goods and services. For example, placing customs duties on imported goods to encourage consumers to purchase locally made products.
as a macro-economic tool to control the effects of inflation. For example, lower taxes means that consumers will have more disposable income. More spending by consumers can have an inflationary effect.
as a tool to redistribute wealth between the rich and the poor. A tax system that taxes high-income earners more heavily than low-income earners redistributes income.

Foundations of Taxation Law 15th ed [1.4]
Question 3
The term ‘tax expenditure program’ was coined by Professor Surrey in his seminal work Pathways to Tax Reform: The Concept of Tax Expenditures. In essence, this term refers to tax concessions. There are two broad categories of tax concessions: tax incentives and welfare concessions. 
Tax incentives are those that encourage certain behaviour or activities. Welfare concessions are those that are designed to provide assistance to certain categories of persons.
The benefit of a tax expenditure program is that ‘double handling’ by the government is avoided. That is, instead of collecting the tax and then separately distributing it as a subsidy or grant, the ‘tax’ is not collected at all in the first instance. The government collects less tax from those who are entitled to benefit from the tax expenditure program. Tax expenditures can be categorised as either positive (providing a benefit to a taxpayer) or negative (imposing a higher tax). Examples of tax expenditure programs in Australia are:
lower taxation rates of superannuation
50% discount on certain capital gains
tax offsets for recipients of certain social security benefits, and senior Australians
the film production program
the Pooled Development Funds program (for venture capital investments), and
the Research and Development program
broader economic stimulus packages, such for the global financial crisis or COVID-19 pandemic.
Some of the criticisms faced by tax expenditure programs are as follows:
Tax benefits can be obtained by unintended recipients.
The value of a tax concession in the form of a deduction or exemption will vary, depending on the income tax rate of the recipient.
Tax concessions contained within the income tax legislation can add to its complexity and volume.
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Question 4
Tax systems generally share the following four structural features:
Taxpayers. These are the legal entities that are liable to pay tax. 
Tax base. This refers to the types of property, transactions or activities upon which a particular tax is imposed. 
Tax periods. Taxpayers are required to pay tax for a particular tax period on amounts that fall within the tax base during the period. For example, in Australia, the tax period is from 1 July to 30 June.
Tax rates. This is the amount of tax levied on the tax base and is usually expressed as a percentage. The tax rate will depend on the type of tax and the taxpayer. For example, in Australia, companies have a flat tax rate of 30% or 25% levied on the tax base (taxable income).
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Question 5
Though there may be many instances where specific taxes are considered unpopular, there are also many historical examples where the design of the tax system has led to national instability:
The Boston Tea Party in 1773, where there was a revolt over the introduction of import tariffs by Great Britain, 
The demise of the Ancien Régime, and therefore taxes perceived as burdensome on commoners, as part of the French Revolution in 1789,
The famous Salt March, led by Mohandas Karamchand Gandhi (Mahatma Gandhi) in 1930, which was a protest against Britain’s monopoly over the taxation of salt in India.
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Question 6
Some of the traditional characteristics of a ‘good’ tax system include:
Fiscal and policy objectives. This characteristic refers to whether or not the tax system meets the government’s fiscal revenue targets. Alongside this, the tax system should also operate in harmony with the government’s broader social and political agenda. 
Fairness or equity. This characteristic refers to the extent to which the tax system is ‘fair’ to all taxpayers. The tax system should take into account different social and economic characteristics so that taxpayers only pay their ‘fair share’.
Simplicity, certainty and stability. This characteristic refers to the extent to which the tax laws are clear, unambiguous and uncomplicated. This means that both taxpayers and the revenue authorities should be able to identify and calculate tax liabilities with relative ease and certainty. Tax laws should also remain relatively stable in order to provide taxpayers with more certainty about its application.
Efficiency and flexibility. This characteristic refers to the extent to which taxes can be collected and complied with at a low cost to taxpayers and revenue authorities. 
Neutrality. A good tax system should not distort or affect commercial decisions. That is, a taxpayer’s behavior in commercial transactions should not be altered because of a particular tax law (ie the tax system should have a neutral effect on commercial decisions).
One of the major problems in determining whether a tax system is ‘fair’ or ‘equitable’ is the difficulty in defining and measuring fairness. Individuals have such varying family, social and financial circumstances that it is often difficult to determine what is ‘fair’ for everybody. Making a change to a taxation system that makes it ‘fairer’ for one group of taxpayers will often have the opposite effect on another group of taxpayers.
‘Fairness’ is often considered from the perspective of ‘horizontal equity’ and ‘vertical equity’. ‘Horizontal equity’ refers to situations where people in similar economic circumstances are treated similarly. ‘Vertical equity’ refers to situations where people in different economic circumstances are treated differently; for example, those with a greater ability to pay should pay more tax. The progressive marginal tax rates in Australia may be considered ‘vertically equitable’; however, some argue they do not necessarily achieve great ‘horizontal equity’ because they do not take into account the whole economic circumstance of individuals. For example, although two people both earning $40,000 income might pay the same amount of tax, one of those taxpayers might be single and one might be married with three children. It is, therefore, difficult to design a taxation system that achieves both vertical and horizontal equity.
It is also important to note that while aiming for ‘fairness’ is highly important in the design of a taxation system, it can be difficult to achieve because it may compete with other design elements of the taxation system. For example, a taxation system that achieves the right mix of vertical and horizontal equity may be less certain or less efficient as a result.
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Question 7
A ‘flow-through entity’ means that tax is not levied on the actual entity itself, but the income ‘flows through’ the entity and is taxed in the hands of the members. Partnerships are an example of flow-through entities.
An ‘opaque entity’ means that the entity is treated as a separate taxpayer, and income tax is levied on the entity itself. Members of the entity may then also be taxed on any income derived from the entity. Companies are an example of an opaque entity. 
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Question 8
Taxation laws are made (or enacted) by the legislative body that has the power to enact taxation legislation. In Australia, this is the Commonwealth Parliament. Once enacted, taxation laws are then usually administered by a government revenue authority. In Australia, this revenue authority is the Australian Taxation Office (‘ATO’). Taxation laws are generally adjudicated by a country’s relevant court system. In Australia, taxation laws (being Commonwealth laws) are heard in either the Administrative Appeals Tribunal or the Federal Court in the first instance. 
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Question 9
The jurisdictional rules in relation to taxation refer to a country’s approach to determining the geographical limits to which their taxation laws will apply. Australian taxation law broadly adopts the approach that resident taxpayers are assessed on the ‘worldwide’ income, regardless of its country of source. Non-residents are only taxed on income that has an Australian source. These broad rules are subject to some exceptions contained in Australia’s Double Tax Agreements with other countries. Double Taxation Agreements (‘DTA’) are bilateral treaties with other countries designed to provide clarification where the individuation tax laws of countries might otherwise result in double taxation. 
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Question 10
It is difficult to compare taxes in different countries because the revenue collected will depend on who is subject to tax, what is included in the tax base, whether tax is imposed at the Federal, State or local level, whether taxes are progressive or proportional, and whether there are similar tax expenditure programs in place. The rate of tax imposed is an over-simplified form of comparison.
Reducing levels of taxation encourages private spending by individuals and businesses and therefore stimulates the economy. Reducing levels of tax to stimulate the economy has been seen recently in Australia in response to the GFC as well as the COVID-19 pandemic. Reducing levels of taxation also makes a country more attractive to foreign investment (particularly where the tax rate is lower than other countries). Again, increased foreign investment stimulates the broader economy and therefore has flow-on social benefits. 
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