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Abstract
Has income tax become voluntary in Australia? It appears that for some,
nil or very low tax bills are a real prospect. Those with flexibility over how
income is earned and motivation to achieve tax savings can structure their
financial affairs to channel income through a mix of companies, trusts, assets,
superannuation and family members over time. This article presents some of
the simpler strategies available within the Australian tax system and shows
how these are available to people across the income distribution. However, a
tax system designed to encourage tax planning runs counter to core principles
of good tax design of fairness, efficiency and simplicity. It also raises questions
about the sustainability of Australia’s tax system. Addressing the structural
incentives to engage in tax planning requires a wholesale rethink about the
design and role of income in Australia’s tax system.

Introduction
Australia relies heavily on the direct taxation of income to raise government revenue.
According to the 2019–20 Mid-Year Economic and Fiscal Outlook, the federal
government expected to raise 17 per cent of Australia’s GDP from individual and
company taxes in 2019–20 (Frydenberg & Cormann, 2019b). A point made in major
Australian tax reviews, as well as in publications from international institutions such
1
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as the International Monetary Fund and the Organisation for Economic Cooperation
and Development (OECD), is that Australia’s strong reliance on income taxes for
revenue-raising makes us an outlier among the international community. Based on
the latest available internationally comparable data (excluding social security taxes),
in 2017 Australia raised around 59 per cent of total tax revenue from taxes on
income and profits (OECD, 2019b). The corresponding average among OECD
countries was 33.2 per cent (OECD, 2019a).
At the same time, Australia’s income tax system design features a range of tax planning
and arbitrage opportunities. The opportunities are a result of two ‘structural’ features
of the income tax system: different tax rates apply to different tax vehicles, and
some taxpayers can defer their tax liabilities to a later point in time. People looking
for flexibility or control over their income streams have the choice of a range of
trusts, companies, partnerships and self-managed superannuation funds. Combined
effectively, tax structuring allows some Australians to achieve highly ‘tax effective’
outcomes, with the most ambitious arrangements carrying the prospect of no tax
liability at all.
It is important to recognise that a common feature of such arrangements is their
permissibility under Australian law. Further, tax considerations are just one of many
reasons people might make use of a superannuation fund, partnership, trust or
company. That said, the potential availability of different tax outcomes for the same
underlying economic activity represents a form of tax base erosion from Australia’s
personal income tax. The widespread use of such opportunities can therefore be
considered the domestic Australian version of tax base erosion and profit shifting
(also known as BEPS), the well-discussed corporate strategy for reducing corporate
tax owed.
It is impossible, looking at the data, to determine how much tax planning is simple
for purposes of tax avoidance with no other objective. If it were, the Australian
Taxation Office (ATO) could prevent taxpayers from engaging in the behaviour
under general compliance rules. What is clear is that the amount of activity of the
type that we discuss below is increasing rapidly over time, even as other economic
activity is not increasing as quickly. This at least hints at the possibility that use of
tax minimisation schemes are more about tax avoidance and less about legitimate
economic activity.
In this article, we present an explanation of some of the simpler tax approaches
and structures that are available within the Australian taxation system. Even these
simple approaches reveal that tax planning can deliver more tax effective outcomes
to a wide range of Australians.
We present the examples with three specific goals in mind.
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First, their existence makes for a compelling argument to reform Australia’s hybrid
income tax system. Low tax rates applying to particular asset classes (housing and
superannuation) prompt an overinvestment in these asset classes, while tax rates on
personal incomes are higher than they could be. The myriad of options available
to taxpayers requires a complex tax code. It is becoming increasingly unlikely that
people in similar positions are paying similar amounts of tax. It is also impossible
to determine if people who have a greater capacity to pay tax actually pay more tax.
What would be ideal is a level-headed public debate about the relative merits of
moving towards a tax system with less incentive to arbitrage—reducing the gap
between tax rates on personal, business and savings income—or perhaps accepting
the complications that come from a number of different definitions of income,
and pursuing reforms that place robust boundaries around them. Such a discussion
would need to take place in the wider context of the tax and transfer system in order
to maintain the desired level of progressivity of the overall system.
Second, they reveal that the current empirical evidence base around tax planning
is sadly lacking. Current distributional analysis of tax burdens generally compares
people’s taxes in any given (annual) snapshot, which can provide a fundamentally
misleading picture about someone’s true over-time tax burden. The only solution to
this dilemma is to build the evidence base by investing in our collective capacity
to undertake genuine lifetime distributional analysis.
Third, we want to make an appeal to society to acknowledge that income tax should
not be voluntary or temporary in nature. And for that to happen, Australian society
needs to buy in to the notion that we collectively can’t afford for specific groups
of people to be treated as special in the eyes of the tax system.
We conclude by highlighting how restoring a sense of fairness into the Australian tax
system is a significant task that will take coordinated policymaking action.

The elements of tax planning
Important definitions for tax planning in Australia’s
hybrid income tax system
In this article we make frequent use of four terms, which we define as follows.
A tax vehicle refers to any of a variety of the types of taxpaying entities that the ATO
recognises. The most popular tax vehicles are an individual, a trust, a partnership,
a company and a superannuation (super) fund.
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A tax structure makes use of a combination of tax vehicles in order to legally achieve
a different tax outcome than would be realised through a single tax vehicle.
Tax arbitrage refers to actions that make use of available tax vehicles and structures
to achieve a tax reduction through a lower tax rate. It can be thought of as a specific
form of arbitrage; the general concept that concerns the simultaneous buying and
selling of an asset (or store of value) in order to take advantage of different prices
for the same asset. Tax arbitrage relies on different varieties of tax vehicle paying
different tax rates on a marginal dollar of income.
Tax planning refers to strategies that combine vehicles, structures and arbitrage
to keep tax to a minimum (ATO, 2020). Taxpayers that control how they receive
income have two primary incentives to plan. Shifting income from a high-taxing
to low-taxing structure delivers an immediate tax saving. Deferring a nominal tax
liability into the future increases the tax saving as long as the interest rate on income
is positive. The tax saving is even larger if deferral means the income attracts a lower
tax rate in the future than it does in the present.
Based on the broadly accepted Schanz-Haig-Simons2 definition of income,
Australia’s income tax system is a ‘hybrid’ between the two ‘pure’ tax approaches
that governments can adopt (of ‘comprehensive’ or ‘schedular’ taxation3). Australia’s
particular interpretation sees most forms of personal income (wages, salaries,
interest, dividends and rent) taxed under a global regime at full progressive rates.
Corporate income and some capital gains are taxed under the same global regime,
but at flat rates. Some capital income receives discounted tax treatment under the
global regime, while other capital income (linked to retirement savings) is taxed
under its own schedule.4
The resulting spectrum of marginal tax rates, as at the 2019–20 financial year, is
shown in Figure 1.

2
The comprehensive measure of income advocated for by Schanz (1896) and developed by Haig (1921) and
Simons (1938) is generally considered by economists to be the best measure of wellbeing. That said, income tax
benchmarks typically depart from a ‘pure’ Schanz-Haig-Simons definition in important places. It is common,
for example, to evaluate tax expenditures by defining a progressive personal income tax schedule on a nominal,
realisation basis as the structural ‘base’ feature of the Australian tax system (e.g. Commonwealth of Australia, 2020).
3 A comprehensive global income tax sees all income aggregated and taxed under a single rate schedule. In contrast,
a schedular system sees different income types taxed under different schedules. For example, a schedular dual-income
tax system would see labour income taxed at progressive personal rates and capital income taxed at a flat rate.
4
The particular interpretation of income within the Australian tax system (which can be described as a
comprehensive income tax base with schedular pockets) means there is no neat distinction between ‘labour’ and
‘capital’ income. For example, personal income taxation incorporates wage and salary incomes, but also dividends,
interest, rent and discounted capital gains. And while it captures some forms of capital gains, it won’t capture all
capital. Caution is therefore required when interpreting what income taxes imply about the level of taxation on
labour and capital sources of income.
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Figure 1. Marginal income tax rates for first $200,000 of income in 2019 –20

Notes: Marginal personal income tax rates include the Medicare levy, the low-income tax offset and the
low- and middle-income tax offset. The large company tax rate only takes effect once a company turns
over $50 million or more. Capital gains tax is represented as a dashed line, reflecting that it is a derived
calculation of an implied tax rate that applies to a discounted nominal gain during the year in which
an asset is sold. However, in practice, the capital gains tax discount is applied to the gains, which are
either halved (capital gains on ordinary income) or discounted by 33 per cent (capital gains on super in
the accumulation phase) for assets that are sold and have been held for 12 months or longer. Then full
marginal rates apply to that gain.
Source: Australian Taxation Office.

Before turning towards the interpretation of this hybrid system, it is important
to remember that tax planning is entirely permissible under Australian law.5 It is
a common feature of most tax systems around the world. People have every right to
arrange their financial affairs effectively. Tax is a material consideration for people’s
financial affairs. Tax professionals are expected to provide advice that reduces
people’s tax liabilities, within the bounds of existing laws.

Different ways to interpret the current design of the
hybrid Australian income tax system
Figure 1 shows that Australia’s income tax system is complex. In 2019–20, Australian
taxpayers face marginal income tax rates that range from 0 to 47 per cent. The
precise rate depends on how much income the taxpayer receives, and whether its
designation is as personal income, corporate income, super, capital gain or fringe
benefit. For example, someone’s 100,001th dollar in 2019–20 attracts a marginal tax
rate of: 47 per cent if a taxable fringe benefit; 39 per cent if taxable personal income;
27.5 per cent if earned by a small business; 19.5 per cent if an individual realised
5
Lawful tax planning should be distinguished from tax evasion actions such as deliberately underreporting
income or sham contracting, where people try to exploit tax and super systems in ways that are not lawful.
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a capital gain on an asset they held for more than 12 months; 15 per cent if it was
the ordinary income of a super fund outside the retirement phase, and 0 per cent
if the income was a capital gain earned on the primary residence, or income of
a super fund during the retirement phase.
Little wonder the majority of Australian taxpayers—71 per cent in the 2016–17
income year (ATO, 2019b)—choose to turn to a tax agent to process their tax affairs
rather than engage directly with the complexity themselves.
Putting the in-your-face complexity to one side, what to make of the tax rates
depends on the perspective of the viewer. For example, one perspective—which we
call the policymaker’s perspective—is that each separate tax rate is a design feature of
the tax system. Each tax rate has been individually justified on particular economic
and/or social grounds. One example is choosing to tax capital at a lower rate than
‘ordinary’ personal income. Another is to make small businesses subject to the lower
tax rate than large businesses. Yet another is creating a tax-free threshold for the
first $18,200 of income individuals earn each year. A further example is exempting
from tax all of the income earned as capital gains (or losses) on the main residence.
A final example is exempting earning through super through the retirement phase,
to encourage Australians to purse this particular form of saving.
Before we do that, it’s worth considering another perspective—which we call the
tax planner’s perspective—which approaches tax as a ‘minimisation’ problem. For
the aspiring tax planner, Figure 1 reveals that some forms of income result in lower
annual tax bills than others. The tax planner’s challenge is to divide their total
income6 among available tax schedules in a way that gets them to the lowest total tax
bill. By doing so, the tax planner also pays the lowest average rate of tax for that year
across all income sources. They can then turn their attention to thinking beyond
themselves (by minimising the taxes paid by their household) and to thinking
beyond a single income year.

Basic tax planning
How can people take advantage of these opportunities? Below we cover some of the
main ‘channels of arbitrage’. Specifically, we provide three illustrative cameo‑style
examples of the types of financial arrangements that are of interest to the vast
majority of Australian adults at some point in their lives. The cameos combine
the use of pre-tax wages, property assets, trusts and companies. The arrangements
6
People will generally be less flexible about the tax rate they pay on income that they need to meet current
consumption needs and more flexible in finding a tax-effective outcome on their discretionary income/savings.
Tax planning decisions are based on achieving a tax-effective rate on total income, across both current and future
consumption choices. We caution against limiting consideration only to the taxation of someone’s savings decisions,
or even more restrictively to just their investment choices.
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featured range from the simple and widespread to ‘active’ structures that stream and
defer income across multiple tax vehicles over time. Such arrangements are well
understood within the tax advice industry, and the advice behind them is pretty easy
to access. We do not deal with the types of bespoke ‘best of breed’ tax arrangements
that aggressively combine income splitting and tax deferral in sophisticated ways.

Common and widespread: Salary packaging and the
primary residence
Something many Australians are aware of is that it is possible to reduce taxable
income via salary sacrifice. Also known as salary packaging, salary sacrifice allows
workers, through an arrangement with their employer, to use pre-tax salary to
purchase certain goods or services (through a third party) that they would normally
use after-tax income to pay for. For many Australian households, this means that
they can purchase items that are important to their lifestyle, in a way that lowers tax.
The potential tax savings increase with greater marginal personal tax rates.
The precise opportunities an employee can access depend on what their employer
provides.7 It can include cars and associated running costs, financial loans, health
insurance, childcare, electronic devices such as laptops and phones, and contributions
to super. On these types of purchases, Example 1 illustrates how salary sacrifice can
deliver a sizeable annual tax benefit. Note that the overall benefit an individual will
receive is influenced by the terms and fees that the lease company or employer might
impose in return for the opportunity.

Example 1. Salary packaging
Three single individuals, Bruce, David and Andrea, all work full-time for a company
that offers a range of salary sacrificing options. All earn a salary of $100,000 in
2019–20, and receive a 15.4 per cent compulsory contribution into their super
funds from their employer. They all plan to take out a loan for a new car, spend
$52,000 after tax to maintain their lifestyle, and save the rest.
Bruce likes a simple life. He doesn’t understand how salary sacrifice arrangements
work and isn’t interested in finding out. He resents compulsory super and is happy
outsourcing his (very simple) tax return to an agent. He maintains his lifestyle
(including car) using after-tax money. Bruce’s tax agent tells him that his total tax
bill on $100,000 taxable income and $15,400 compulsory super is $26,801 at an
average tax rate of 23.2 per cent.
7
Employers decide to allow salary packaging (and the form of that packaging, including the salary sacrificed
covering the associated fringe benefits tax payable by the employer) for a range of commercial reasons, taking into
account the fringe benefits tax rules and tax payments involved. Large organisations are more likely to provide
access to salary sacrifice arrangements than small businesses.
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David has been thinking about his retirement. After a little research, he decides to
salary sacrifice into super. He negotiates with his agency to continue to pay super
on his $100,000 salary while he salary sacrifices $9,600. This brings his total super
contribution to $25,000. Otherwise, David funds the same after-tax lifestyle as
Bruce. David’s total income tax bill on $90,400 taxable income and $25,000 total
super is $24,695 at an average tax rate of 21.4 per cent. By taking advantage of one
salary sacrifice opportunity, David pays $2,112 less in income tax than Bruce.
Andrea is highly motivated to lower her tax bill. Like David, she salary sacrifices
$9,600 into super. Andrea also takes advantage of a novated lease arrangement8
in which a third-party financer buys the car and leases it to Andrea. Andrea funds
a lifestyle equivalent to David and Bruce. Andrea’s total income tax bill on $84,679
taxable income and $25,000 total super is $22,818 at an effective tax rate of
20.8 per cent. By taking advantage of two salary sacrifice opportunities, Andrea
pays $3,989 less in income tax (personal and superannuation) than Bruce.
Table 1.1 Individual salary packaging examples
Individual

Bruce

David

Andrea

Pre-tax wage income

$100,000

$100,000

$100,000

Concessional contribution
to super

$15,400 compulsory

$25,000 ($15,400
$25,000 ($15,400
compulsory + $9,600 compulsory + $9,600
salary sacrifice)
salary sacrifice)

Tax on super contributions
(paid by fund)

$2,310

$3,750 ($2,310
$3,750 ($2,310
compulsory + $1,440 compulsory + $1,440
salary sacrifice)
salary sacrifice)

Salary sacrifice into novated $0
lease for car

$0

$5,721

Taxable income

$100,000

$90,400

$84,679

Personal income tax

$24,497

$20,945

$19,068

After-tax car contribution

$11,721

$11,721

$6,000

Notes: This is a basic scenario for illustrative purposes. Calculations are stylised. Unless otherwise
specified, figures are based on headline personal, corporate and/or super tax rates and thresholds only
without offsets, deductions or levies such as the Medicare levy or low-income tax offset. We’ve assumed
that financing terms available to Bruce, David and Andrea are the same. We also haven’t included ‘bells
and whistles’ that would increase the attractiveness of salary packaging. For example: packaging the
maintenance of the car (such as fuel, service costs) into the arrangement; the lease company claiming
the GST and employee purchasing the car ex-GST; or the employee selling the leased car at a profit in
the future. We also acknowledge that tax is only one consideration when contemplating salary sacrifice
arrangements. For example, a leasing arrangement might reduce a worker’s ability to swap employers.
Similarly, super savings are ‘locked in’ relative to savings outside super.

8 Novated leasing is a three-way arrangement between a salaried employee, an employer and a finance company.
The employee is responsible for the payments. The financier buys the vehicle and leases it to the employee. The
employer agrees to take the payments from the employee’s salary (as a ‘salary sacrifice’) before income tax is paid.
Often the employer will do this in return for a fee that takes at least a part of the gains, and potentially a significant
share of them.
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A comparison of what the different approaches adopted by Bruce, David and Andrea
imply for their personal income, consumption, savings and tax rate is included below.
Table 1.2 Individual personal income, consumption and tax rate examples
Name

Personal income
Salary

Taxable
income

Bruce

$100,000

$100,000

David

$100,000

Andrea

$100,000

Consumption

After-tax savings

Average
tax rate

In super

Total

$52,000 + car loan

$13,090

$24,811

23.2%

$90,400

$52,000 + car loan

$21,250

$26,984

21.4%

$84,679

$52,000 + car loan

$21,250

$28,861

20.8%

While the tax saved from salary sacrifice is sizeable, wages and salaries are difficult
to use for many tax planning arrangements. This is because such income, typically
earned from an individual’s physical exertion, is difficult to allocate among various
people for tax purposes. Income derived from dividends, interest, rent and other
forms of investment is more flexibly able to be managed. It thus offers significant
potential for large tax savings.
The most prominent form of investment in Australia is housing. Some 67 per cent
of Australian households own (or their bank owns) a house in 2016 (AIHW, 2019).
For many Australians, the family home is the main asset that they own in their life.
Housing assets also represent a significant proportion of overall Australian wealth.
Capital gains on the primary residence are fully exempt from income tax, unless
the primary residence has been rented to generate a financial return for more than
six years, in which case the marginal gains beyond six years of rental are subjected
to a 50 per cent capital gains tax discount. The capital gains tax exemptions
that apply to the primary residence are among the most broadly enjoyed tax
effective arrangements in Australia.
These exemptions are exceedingly generous for those fortunate enough to experience
them. Example 2 shows how a couple that jointly own a family home that experienced
a $1.7 million capital gain over 21 years, and was deployed as a financial asset for
just under half of this time, can incur just a 0.9 per cent average tax rate on the
overall capital gain when sold.
Capital assets such as housing provide an ancillary benefit that tax planners also
value greatly. They provide the flexibility to choose the year in which to incur a tax
bill. A tax liability on a capital asset is only incurred when an asset is realised, or sold,
rather than when the value accrues (and the economic activity occurs). For example,
a house bought in 2010 and sold in 2017 may experience an increase in economic
value in each year for eight years. However, under Australian tax law, the capital
gain is only incurred with the asset’s sale in 2017. This means that not only are
capital gains eligible for discounted tax treatment, the capital owner has complete
discretion on when (or if ) to realise the gain (or loss) and incur a tax liability.
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Example 2. Capital gains on the primary residence
Chris and Todd contributed equally when they bought a house in Melbourne in
1998 for $300,000. This serves as their primary residence for the 21 years between
July 1998 and July 2019. They live in the property for the first 11 years from 1998
to 2009. In July 2009, Chris and Todd accept job offers relocating them to Sydney
for 10 years. They live in a rental while in Sydney. At the same time they rent out
their Melbourne house to produce a (neutrally geared) financial return. Then, in
July 2019, they embrace a ‘sea change’ lifestyle. After selling the Melbourne house
for $2 million, they buy a $1.5 million apartment in the South Coast of NSW.
In calculating their tax bill, Chris and Todd take advantage of three capital gains tax
discounts and exemptions. First, as primary residence, the capital gain for the 11 years
that Chris and Todd lived in the house is tax-exempt. Second, thanks to the six-year
absence exemption, the first six years of rental are exempt from tax. Chris and Todd
therefore only pay tax on the final four years, which is estimated to see a capital gain
of $200,000. Third, this gain is eligible for the 50 per cent capital gains discount
as the asset has been held for longer than a year. The taxable gain is just $100,000 over
the life of the property. And Chris and Todd each realise $50,000 of this gain.
Provided the capital gain is their only personal income in 2019–20, Chris and Todd
each pay $7,797 in personal income tax. Their combined $15,594 tax bill works out
to be 0.9 per cent of the $1.7 million lifetime capital gain, or 2.2 per cent on the
$700,000 gain since July 2009.
Table 2.1. Capital gains tax examples
Activity

Value

Purchase price

$300,000

Capital gain 1998–2009

$1,000,000

Capital gain during six-year absence exemption period

$500,000

Remaining capital gain

$200,000

Sale price

$2,000,000

Total capital gain

$1,700,000

Capital gain that is taxable

$200,000

Taxable gain after 50% capital gains tax discount is applied

$100,000
Chris

Todd

Taxable income upon sale (50% ownership split)

$50,000

$50,000

Personal income tax

$7,797

$7,797

Note: Calculations for these examples are stylised. Unless otherwise specified, they are based on
headline personal, corporate and/or super tax rates and thresholds only without offsets, deductions
or levies such as the Medicare levy or low-income tax offset. The calculations here only concern taxes
at the Commonwealth government level and not at the state, territory or local government level.
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To put this into context, if Chris or Todd individually realised $1.7 million in
wage and salary income in a single year, they would pay $738,097 in tax at an
average tax rate of 43.5 per cent. If they instead realised a $1.7 million in capital
gain from jointly owned shares—$425,000 in taxable income each after applying
the 50 per cent capital gains tax discount—they would pay $164,347 each in tax
at an average rate of 38.7 per cent on the $425,000 discounted capital gain, or
19.3 per cent on the $850,000 capital gain.
There are more tax-advantaged alternatives too. For example, if Chris and Todd lived
in the property the entire time they owned it, there would be no capital gains tax
implications. If they never sold the house and instead gifted it as part of their estate,
their children may escape tax. And if Chris and Todd were instead retirees aged over
65, they could contribute up to $300,000 post-tax income from the sale of the house
into super. The tax-free ‘downsizer’ contribution would get around many integrity
measures governing super, such as non-concessional contribution caps.

The basics of advanced tax structuring:
The streaming and tax deferral benefits of a bucket
company and a trust
Using a combination of entities provides taxpayers more flexibility to control when
and how they receive income for tax purposes. Example 3 depicts a simple setup
involving a couple, a discretionary trust and a ‘bucket’ company9 over a two-year
horizon.
Example 3 Part 1 shows the arrangements in the first year.

Example 3. Part 1. Basic tax structuring using
a bucket company and a trust
Year 1: 2019–20
Mike and Angie are both aged 32. They have worked out that they can maintain
their current lifestyle on $66,000 after tax per year. Mike operates a consulting
practice that provides digital transformation analysis and advice to a range of large
Australian firms. He is also trustee of a family trust, which is paid the taxable profit
of $148,000 in 2019–20 that the consulting practice generates. The trust has three
beneficiaries: Mike, Angie and Family Co., a small ‘bucket’ company that Mike
controls. Family Co. is dedicated to managing an investment portfolio and its
investment strategy is to only hold cash.
9
‘Bucket company’ is a commonly used term to describe a passive private company set up to be a beneficiary
of a trust. The ‘bucket’ element refers to the company sitting below the trust and having money poured into it to
reduce tax.
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As trustee of the trust, Mike determines that the trust will distribute all $148,000
of its net income to the three beneficiaries: $37,000 to each of Mike and Angie and
the remaining $74,000 to Family Co. (If it didn’t, the trust would have to pay the
highest marginal tax rate of 47 per cent on retained earnings.)
Table 3.1. Example of tax structuring (Part 1)
Activity

Value

Income paid into discretionary trust

$148,000

Distribution

Angie

Mike

Family Co.

$37,000

$37,000

$74,000

Retains

N/A

N/A

$53,650

Tax

$3,752

$3,752

$20,350

Total tax

$27,854

Total tax rate

18.8%

Franking credits generated

N/A

$20,350

Note: Calculations for these examples are stylised. Unless otherwise specified, they are based on
headline personal, corporate and/or super tax rates and thresholds only without offsets, deductions
or levies such as the Medicare levy or low-income tax offset.

Under trust taxation rules, Mike, Angie and Family Co. are assessed on the
proportion of trust income that they are ‘presently entitled’ to. In this case, present
entitlement is equal to the income received. Mike and Angie each pay tax at their
marginal personal income tax rates on their income. Family Co. pays tax on the
$74,000 in profit it receives at the 27.5 per cent small business tax rate. Plus, as an
Australian resident corporation, it generates a $20,350 franking credit balance—
which it considers an asset. The company holds on to the after-tax profits of $53,650
as ‘retained earnings’ as well as the $20,350 in franking credits.
In total, on $148,000 of income in 2019–20, the structure pays $27,854 in tax at
an average tax rate of 18.8 per cent. To put this into context, if Mike instead earned
$148,000 as a salary, he would receive a tax bill of $42,257 ($14,403 more than the
structure) at an average tax rate of 30.4 per cent.
There are three essential steps in the process:
• The couple operates a consulting business. Payments to the business are paid into
a discretionary trust which the couple controls.
• The trust distributes enough income to the individuals such that they can meet
their desired standard of living, and allocate the rest to the company.
• The company holds its profits as ‘retained earnings’. It pays corporate tax on the
profits and generates franking credits (an asset) on this corporate tax.

70

Tax planning in Australia’s income tax system

The immediate gains from setting up a structure are lucrative: $14,403 in first-year
tax savings come from paying the small business tax rate rather than the marginal
personal tax rate and streaming income across two adult family members. But it is
the second year of the hypothetical arrangement that shows the full power of a trust
and bucket company structure to deliver low lifetime tax rates. And it highlights the
(unintended) role that Australia’s refundable dividend imputation system plays as
a tax planning vehicle.
When Australian businesses distribute taxed profits (at a rate of 27.5 per cent for
small businesses or 30 per cent for large businesses) to their shareholders, they
have the ability to pass on or ‘impute’ the tax by allocating imputation credits to
(Australian resident) shareholders. This is called ‘franking’ the distribution, and
imputation credits are commonly known as franking credits. Franking credits can
be used be as tax offsets against marginal tax rates, providing a refundable credit
against the tax the recipient would need to pay.
Franking credits are designed to prevent a situation where profits are taxed twice:
once when earned by a business and a second time when the business distributes
a dividend to a shareholder. A number of countries, including Canada and New
Zealand, have ‘one-tier’ systems in place that are designed to ensure that company
profits are taxed only once (Martin, 2019). That said, Australia is unique among the
OECD in permitting refundable franking credits—which are designed to ensure
that the taxable income of companies is taxed at the marginal tax rate of Australian
resident individual shareholders when the taxable income is distributed.
Importantly, the role that franking credits play in the Australian tax system has
gradually changed since its introduction in 1987. A policy designed to avoid double
taxation makes it possible to engineer a zero-tax outcome. The key is to think of
franking credits as a ‘tax bank’ in exploiting tax rate differentials. The tax bank
involves a deposit and withdrawal stage. The deposit stage stems from the incentive
individual taxpayers face to ‘cap’ their marginal tax rate at the corporate rate of
27.5 or 30 per cent, which is cheaper than a top marginal tax rate of 47 per cent
(including Medicare levy). And in the process, it costs nothing for the company to
generate a franking credit.
The withdrawal stage occurs during the subsequent distribution of the franked
dividend to a shareholder. If the shareholder receiving the dividend is a personal
income taxpayer or super fund and the income part of a tax-free threshold, they
can fully ‘withdraw’ from government the company tax paid. When company tax is
paid by one part of a tax structure and then fully refunded to another, then no net
tax is received by government on the economic activity performed by the structure.
This behaviour is explored further in Sainsbury and Breunig (2020a).
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It’s worth acknowledging that the conceptual issue is not with refundable dividend
imputation itself. Franked dividends do not need to play the tax bank role. Rather,
it’s the different tax treatment of companies, super and personal income. If there
were no differential between marginal corporate and marginal personal tax rates, and
no tax discount for super, then there would be no incentive to use franking credits in
tax arbitrage. The generalised principle is that single taxation at the individual level
is conceptually robust when part of a properly designed comprehensive income tax
system. But this principle may not apply in a complex hybrid system.

Example 3. Part 2. Basic tax structuring using
a bucket company and a trust
Year 2: 2020–21
In 2020–21, Mike has looked closely at his finances and decided that he and Angie
can fund their $66,000 annual lifestyle without him working this year. Compared
to Part 1 of this example, Mike makes zero consulting income. He determines that
Family Co. will provide a dividend worth all of its retained earnings ($53,650 and
franking credit balance of $20,350) to the family trust. As trustee of the family trust,
Mike determines that he and Angie are each entitled to half of the dividend and
half of the franking credits—$26,825 and $10,175 respectively. Family Co. (despite
being a beneficiary) receives no distribution from the trust this year.
Mike and Angie each pay tax on their $37,000 in taxable income at their marginal
personal income tax rates. They claim $20,350 collectively in franking credits (which
represents tax that has already been paid by their company to the ATO on their behalf)
against $7,504 in income tax. The couple has arrived in tax refund city. On $74,000 of
realised income, they pay $7,500 in income tax and receive a refund on their dividends
of $12,846. Their effective average tax rate falls to 10.1 per cent in year two.
Table 3.2. Example of tax restructuring (Part 2)
Activity

Value

Dividend from bucket company
into discretionary trust

$53,650 + $20,350 in franking credits

Distribution

Angie

Mike

Family Co.

$26,825 + $10,175 in
franking credits

$26,825 + $10,175 in
franking credits

$0

Tax

$3,752 (on $37,000
taxable income)

$3,752 (on $37,000
taxable income)

Tax rate

10.1%

Net refund

$12,846

Note: Calculations for these examples are stylised. Unless otherwise specified, they are based on
headline personal, corporate and/or super tax rates and thresholds only without offsets, deductions
or levies such as the Medicare levy or low-income tax offset.
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Mike and Angie have been able to fund the same after-tax lifestyle as in year one,
without having to work. In nominal terms, the total tax paid is $15,008
(four payments of $3,752) at an average tax rate of 10.1 per cent. By taking
advantage of income splitting, the refundable imputation system, and a trust and
bucket company structure, Mike and Angie pay $27,249 less in tax compared to
a single income salary of $148,000.
The basic logic of bucket companies and trusts extends to more complex arrangements
involving more income and extra family members. Sainsbury and Breunig (2020a)
show how the same framework functions for a family of four adults with a combined
taxable income of $500,000. In that case, this structure reduces an effective tax rate
of 25.2 per cent in the first year to just 6 per cent over the full life of the scheme.
What’s more, Sainsbury and Breunig (2020a) show how, by staying entirely within
the tax-free thresholds available for personal taxpayers and in super, a wealthy retired
couple can finance a generous $140,000 post-tax lifestyle—of which $42,000 is tax
refund—at a negative effective tax rate in the second year of the scheme. Over the
course of approximately 10 years of this structure, the couple would be refunded
the entire tax bill paid by their company in one year of the arrangement. They
have found a way to convert their company tax into a temporary, interest-free loan
to government.
In Sainsbury and Breunig (2020a), we document other schemes that can be used,
including the combination of a small business and a self-managed superannuation
fund and the combination of a trust with a bucket company and distributing income
to multiple family members.

Do people respond to tax planning
incentives?
Taxpayers are increasingly engaging with the kinds of tax vehicles illustrated in the
examples. The most obvious trend since the turn of the century has been the growth
in the number of trusts and self-managed super funds (Figure 2). Since 1999–
2000, the number of trusts has close to doubled, from approximately 450,000 to
875,000, and the number of self-managed super funds has more than tripled, from
approximately 150,000 to 500,000. This compares with a one-third increase in
individual tax filers (from 10.1 million to 13.9 million) and two-thirds increase
in companies (from 600,000 to 970,000). Part of the growth in trusts and selfmanaged super funds is coming from the declining interest in partnerships, which
are generally more restrictive than trusts.
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Figure 2. Number of companies, trusts, super funds and partnerships in Australia
Source: ATO (2019a), Snapshot Table 6.

In addition, there is a relatively extensive academic literature (which is also growing
as administrative taxation data becomes more accessible) pointing to taxpayers’
propensity to respond to tax incentives. Academic empirical studies—including
international studies such as Feldstein (1999), Saez (2010) and Kleven (2016) as
well as Australian-focused studies such as Johnson and Breunig (2016)—observe
that the bigger the difference in marginal rates, the greater the tendency for taxpayers
to structure their affairs. In addition, there is a higher propensity to respond to
incentives by those who derive their income in more flexible forms.
Some estimates have been produced about the tax revenue at stake as a result of
specific strategies. For example, in 2019 a team of RMIT researchers identified
a number of sophisticated strategies using discretionary trusts, which they estimated
to shelter as much as $1.2 billion in tax annually (de Silva et al., 2019).
However, as yet, comprehensive Australia-wide evidence on the extent of tax
planning—evidence that combines the number of entities with the total value of
tax at stake—is something of a blind spot for research. This is partly due to the
challenges in assessing how much tax planning is occurring. The income that tax
authorities observe (and audit) is what has occurred after a significant amount of
legal tax planning has taken place. The strong assumptions required to arrive at
a counterfactual amount of taxable income someone ‘should otherwise be earning’
before they tax plan suggests that such exercises would quickly become assumption
and values-driven.
Even if a counterfactual could be robustly determined, measurement would be
a challenge. Those embarking on tax planning activities tend to prefer to keep
their arrangements private. One of the features of trusts, in particular, has been
their anonymity and secrecy, as well as their propensity to be combined in very
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complex ways. As a result, getting a complete picture on the amount of income that
is directed through trusts, and especially complex structures, remains notoriously
difficult. Building on this evidence base is one of the more compelling and pressing
areas that warrants further analysis.

Tax planning and the principles of good
tax design
Individuals benefiting from particular tax planning outcomes are likely to view these
as a great development that should be retained. However, a tax system that includes
widespread incentives to tax plan is problematic in a number of important respects.

Less fair
First, a strong argument can be made that some Australians responding to the
incentives while others cannot reduces the fairness of the tax system.
As a range of authors (such as Konow, 2003, and Davis et al., 2019) have argued,
notions of fairness are subjective, nebulous and contested. They are based on
morals and ethics, with arguments drawn from a number of competing theories
and philosophies of distributive justice. They are heavily context-dependent; for
example, they are influenced by where ‘you’ are (the tax rate that applies to ‘your’
income) relative to someone else. And there is no single viewpoint as to what is fair.
Fairness requires value judgements.
The fundamental ideas that vertical and horizontal equity embody—that those in
similar positions are treated similarly, and those more favourably placed are required
to pay more—are crucial to public acceptance of the Australian self-assessment
system, which relies on people voluntarily reporting and complying with their
tax obligations.
Tax planning works to undermine horizontal equity. Australians earning similar
amounts of income from similar activities do not pay similar amounts of tax, with
the size of discrepancy based on whether (or how much) they structure their affairs.
The discrepancy becomes more pronounced for particular types of income.
In undermining horizontal equity, tax planning also undermines vertical equity.
If people in the same position are not treated the same, it is impossible to trust that
those on higher incomes are actually paying more. To put it another way, a system
that is notionally progressive in shape may not be progressive in practice.
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The discrepancy between people’s capacity to pay and their tax paid becomes more
acute when considering that those on higher incomes are likely to have more income
to devote to planning, and a stronger motivation to avoid higher tax rates, including
the top marginal personal tax rate. The consideration becomes even more stark
when considering the cumulative benefits that accrue from planning over many
years, and that may ultimately benefit future generations within a single family.

Less efficient
Second, the same tax system design feature that acts as an incentive for tax
planners—tax rate differentials over time—also works to distort the allocation of
Australian national resources. Specifically, the Australian hybrid income tax design
imposes efficiency costs on the Australian economy in three ways: through a higher
rate, narrower base personal income tax schedule; by fostering a tax advice industry
whose presence diverts societal resources away from more productive enterprise; and
by biasing tax investors towards low-tax investments.
The Australian tax system is a variant of a high rate, narrow base structure that
is in direct opposition to the key learnings from the optimal tax literature
(Mankiw et al., 2009). Non-planners are the high rate taxpayers in the system. They
generally face the incentives embedded in the statutory personal income tax rate
tiers. Tax planners are the low rate taxpayers in the system. For the same economic
activity, they can assume a different legal form to achieve a lower tax rate. And
because the tax planners are able to realise a lower average tax rate for themselves,
tax authorities must impose higher statutory marginal tax rates on the population as
a whole for a given revenue-raising objective. It is also worth bearing in mind that
at the economy-wide level, tax planners are engaging an industry whose presence
diverts societal resources away from more productive enterprise.
If we were to restrict consideration of the efficiency of tax planning decisions only
to the subset of people’s choices that concern the investment of their savings,10 then
a tax system design that has neutral impact on taxpayer investment decisions and
associated financing decisions may have little impact on the pattern of investment
(see, for example, Samuelson, 1964, and King, 1977). If the pattern of investment
is minimally affected by income taxation, then for the tax planning cohort the
productivity loss, long-term growth effect and adverse efficiency effects might
be overstated.

10 ‘Savings’ here is defined as income that is not required to satisfy current consumption needs. In general, tax
planner decisions will be more complex than just how best to invest savings. They can be expected to seek to lower
the effective tax rate across all income sources, not just savings, and to seek out opportunities for tax arbitrage
without changing economic engagement.
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But this highlights a related feature of Australia’s tax structure: the non-neutral tax
treatment of different investment options. Some asset classes (such as interest on
bank savings) attract marginal personal tax rates, while others (owner-occupied
housing and superannuation) have tax-free thresholds. Australians have in aggregate
responded to the tax-free status of key investment choices (Sainsbury & Breunig,
2020b). In 2017–18, more than 70 per cent of Australians’ net worth was invested
into housing and superannuation (Australian Bureau of Statistics, 2019). Such an
asset portfolio suggests that Australia’s tax settings are a prominent part of a broader
public policy landscape that is biasing people’s—and firms’—lifetime decisions
towards particular domestic asset classes. In the process, the tax system is detracting
from the efficient allocation of Australian economic resources.

More complex
Third, tax planning can be considered both a feature of and a driver of a complex
tax system. As the 2015 Tax White Paper acknowledged, Australia’s tax system
is complex:
the complexity of the Australian tax system [which largely reflects the historical
foundations of the tax system and the way the changes have been implemented in the
past] reduces integrity and transparency, and imposes unnecessary compliance costs
on taxpayers, as well as other costs on the Australian economy. (Australian Treasury,
2015, ‘At a glance’ Complexity section)

Tax structures can be technical and require specialist expertise to understand and
enact. There is a financial cost both to set up and to maintain such arrangements.
Further, the more complex a structure and the more income at stake, the greater
risk to taxpayers if the structure were to run afoul of tax authorities. The resulting
‘compliance’ activities impose a financial and emotional toll, and often divert the
taxpayer’s focus from other aspects of their life. As a result, taxpayers typically turn
to the tax advice industry, and are at least partly motivated to outsource as much
of the ‘running afoul of tax authority’ risk as possible to a professional tax planner.

Less sustainable
Tax planning also raises questions around the sustainability of the Australian tax
system. Figure 3 is a stylised representation of the kind of stylised ‘cost–benefit’
choices that tax administrators and policymakers face. The hypothetical tax system
might initially move along a trajectory where government receipts match that which
would be expected if all citizens were all paying at their marginal personal tax rates.
But over time, as some of the population lower their average tax rates, a wedge opens
up between the (theoretically) full collection level and actual collections.
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Figure 3. The cumulative cost of tax planning over time
Source: Authors’ representation.

The growth in this wedge will not be a ‘linear’ progression. The wedge can, in general,
be anticipated to cumulatively increase over time, as new tax planning opportunities
are discovered and tax advisers overcome the fixed costs from developing necessary
expertise and road-testing the advice. However, once a robust opportunity is
developed, the marginal costs of marketing the advice and otherwise increasing the
number who can access it are likely to be low.
Policy settings also often take time to ‘catch up’. The tax planning opportunity
is only likely to arrive on the policymaking radar once ‘revenue leakage’ reaches
a sufficient level, at which point there will be pressure on governments to fix the hole
through a policy change. If the policy response is such that the opportunity is closed
off entirely, then the revenue collections might return to the original collection level.
Equally importantly, there is a risk that taxpayers that are not benefiting from tax
planning will lose faith in the system and find ways to avoid paying taxes themselves.
This might, at some point, include increased action in the informal economy.
The risk grows as the number of opportunities for tax minimisation across the
economy proliferates.
It’s worth acknowledging that while this is (currently) a vulnerability, Australia
continues to reliably collect large sums of money from direct taxation. For example,
the 2019–20 Mid-Year Economic and Fiscal Outlook estimated that $231 billion will
be collected in 2018–19 from individuals and other withholding taxes (Frydenberg
& Cormann, 2019b). But, as Davis et al. (2019) revealed, personal income tax
has in recent decades become increasingly concentrated among a narrower band
of top earners. In 2016–17, Australia collected 45 per cent of personal income tax
revenues annually from approximately 1 million top‑earning taxpayers earning at
least $125,000 annually and paying an average tax rate of 35 per cent on their
taxable income. The composition of the top decile of taxpayers changes over time,
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but the membership shares a common incentive to lower their marginal tax rates.
So, there are reasons to be alert to the risk that the revenue base could erode.
In particular, should the trajectory of Australian revenue collections proceed in the
stylised manner depicted in Figure 3, it is reasonable to anticipate some future point
at which revenue collections erode.

Where to go from here?
Policymakers could take one of four generic courses of action in response to tax
planning:
• Do nothing. Persist with the current hybrid income tax approach. Either
implicitly or explicitly drop horizontal equity as a fundamental principle guiding
the design of the tax system. And accept that public acceptance of the tax system
will continue to be questioned.
• Give everyone access to a ‘no income tax’ outcome. Instead of taxing income, move
the taxation base entirely over to an expenditure tax base, perhaps combined
with an estate tax that is set at consumption tax rates and designed to ensure
the integrity of the consumption tax regime. This would be a significant shift in
composition of revenue collections.
• Close the incentives to arbitrage. The general principle would be to directly address
the incentives to arbitrage by closing (or significantly reducing) the gap between
marginal personal tax rates and the corporate, super and capital gains rates on
an enduring basis.
• Close the opportunities to arbitrage. The general principle would be regulating
additional constraints around the use of common vehicles that ‘work across’
different income types, and considering the prohibition of tax vehicles entirely
if more narrow solutions are not pragmatic.
These design options go deep into the basic design of tax. Accordingly, they have, in
the (relatively) recent past, been within the remit of major tax reviews in the spirit
of the Review of Australia’s future tax system (Australian Treasury, 2009) and Tax by
design, the final report from the Mirrlees Review in the United Kingdom (Mirrlees
et al., 2011). This article does not aspire to be a ‘solutions’ paper in the spirit of such
weighty reports. We won’t advocate for a particular form of the Australian tax mix
here. Instead, we advocate for an informed public policy conversation around which
approach to taxation is most appropriate.
We will point out an important further consideration: that while incremental,
piecemeal changes to specific sources of tax can contribute positively to Australia’s
tax system, adequately addressing tax planning requires ‘big bang’ comprehensive
reform that is implemented simultaneously across multiple sources of tax. Consider
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the impact of one of the most consequential tax changes (in terms of revenue cost)
in the past decade—the seven-year tax personal income tax plan—on marginal tax
rates and arbitrage incentives.
On the face of it, reducing marginal personal income tax rates from as high as
47 per cent to as high as 30 per cent (excluding the Medicare levy) for those earning
less than $200,000 in a year (estimated in the 2019–20 Budget to cover up to
94 per cent of the taxpaying population (Frydenberg & Cormann, 2019a)) will
reduce the discrepancy between marginal personal and corporate tax rates and
thereby reduce the initial incentive for salaried employees to set up and operate as a
company. However, tax planners will still have incentives to use franking credits to
achieve tax refunds. Moreover, for those realising between $50,000 and $200,000,
there will be a more prominent incentive to earn income through capital gains rather
than through corporate profit making, wage and salary earning.

Conclusion
This article has highlighted a range of tax planning opportunities in Australia.
Australia’s tax system contains opportunities for some taxpayers to adopt legal
arrangements that enable them to pay less tax than comparable taxpayers, for the
same economic activity. Some Australians are able to access these arrangements,
with different opportunities appealing to different taxpayers and being of interest at
different stages of people’s lives.
We have also revealed that the various parts of Australia’s income tax system are
part of an interconnected whole. Appreciating tax planning requires a whole-oftax-system perspective, with limits inherent in examining just an individual base,
an individual element of the system or an individual year in isolation.
It’s not a surprise that taxpayers respond to the incentives they face. However, a tax
system designed to encourage tax planning is an affront to the commonly held core
principles of good tax design of fairness, efficiency and simplicity. In particular,
widespread tax planning points to failure of Australian tax policy to give appropriate
weight to horizontal equity considerations.
Conceptually, a taxpayer’s after-tax outcome should be much the same as that of any
other broadly equivalent taxpayer, and should be based on the economic activity
they undertake rather than the legal fiction they use. To put it another way, taxpayers
earning the same income should pay the same amount of tax, irrespective of how
they have chosen to structure their affairs.
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If Australia remains committed to the principle of horizontal equity, then
policymakers and political leaders will need to re‑examine the rationale behind
every aspect of our personal income tax system, and assess whether they remain
appropriate in the modern Australian economy. Such an evaluation will need to take
place in the wider context of the tax and transfer system.
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