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PREFACE

This volume of essssays arose out of aaconferenceheld in Sydney in May
19951995 on the topic: The Rule of Law and Anti-Avoidance Rules: Tax

Administration inn aa Constitutional Deemoccrracy. The objeect of the con-

ference was too explore thetheetension between anti--avoidaancerulesrules-- and aa

general anti--avoidancerule (GAAR) in particcular-- sometimes enacted
in taxtax legisslation and other important values in aa constitutional

democrracy, particularly, the concept of the rule of law. Research being
what it is, it was expectted that by the time the conferencewas completed,
the discussions would necessssarily raange over aa broad rrange of related
matters (and poosssibly evenevensome unrelatedunrreeateedmatterrs) such asas probleems inin

leegislative draafting, styles and trends in statutory inteerpretatioon, the

division ofpowers in the Westminster trraadition, the apprropriate extent of

the discretions given toto .tax adminisstrratorrs, and might even extend toto

notions arissing from the civil liberties discourse and prrinciples of human

rights.

Although to some extentextentthese issues arearepereennial, three deevelopments
in income taxation in Australia had raised their profile and served asas the

occasionoccccaassoon for aa re-assessment ofofthe toopic. First, the JointJoittCommittee ofof
Public Accounts of the Australian Parliament had released the results of

its review of the tax administration in. Australiaa.' Many of its recom-

mendations were quitte damning of several asspectts ofAustralia''s tax ssyss-
tem and raised taangeentially the kinds ofofissuesssssuessraised here. Moreeover, the

AustralianHigh Court handed down its decision in the Peeabody ccaasse,2 the

first judicial examinationatatthe most seniorseenorrlevellevelin the judicial hierarchy
ofofAustralia's GAAR. There was some understandableapprehension that

the GAAR, rrevamped in 1981 asas a result of its earlier emasculationby aa

differrently--constitutedHigh Court, might prrove no more robust than its

predecessssor. Finally, the Australian government decided toto acccept some

oftheoftheeJoint Committeee'srecommendationsaannounccing, for eexaample, that

1 1 Jointontt Committee ofof Public Accccoounts, An Assessment of Tax (Caanberrra, AGPS,
1199993).

22 FCTv. Peaabbody (1199994) 9494ATC 4663.'
'
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it would establish a taxpayer bill of rights, a tax ombudsman and a small
tax claims tribunal.

While these Australian developmentsprovided one impetus for the con-

ference, the same issues had surfaced again in otherjurisdictions,albeit in

slightly different ways. In Sweden, for example, a GAAR had been en-

acted but was subsequentlyrepealedby the governmentafter some dissat-
isfaction with its performance. Canada had recently decided to enact a

GAAR, provoking some disquiet among tax professionals. At about the
same time, taxpayers and their advisors began to focus on the Canadian
Charter ofRights and Freedoms as an unusual tool to establish tax claims.
One can surmise that this focus will surely shift toa more evident role for
the Charter- exploiting its undoubted utility as a means of challenging
administrative action, including, one can confidently predict, the terms

and operation of the GAAR. In. contrast, in the United States it has

apparently not been necessary to create a statutory GAAR. While one

might have expected to see some similar events .in tax, given both the
Canadian tax foray into the constitutional realm and the ubiquitous
presence of constitutional and quasi-constitutionalissues in US litigation
generally, they have rather curiously not developed. Instead, robust

judicial doctrines have served in the place of a GAAR. Similarly, in the

UK, judicial activism has been relied upon, to the exclusion of a

legislated GAAR, under doctrines such as fiscal nullity, although the
retreat from this doctrine may indicate a degree ofjudicial skepticism or

timidity in the task.

It was precisely these differences of approach and emphasis that the
conferencewas designed to explore. The scholars who attended the con-

ference representedseveral=disciplines-taxation law, public economics,
administrative law, public administration, constitutional law and human

rights. Their contributions are reproduced here, along with contributions
from other scholars who have contributed chapters in order to make this
volume more complete and more thorough.

Additional funding for the conference was provided by the Australian
Tax Research Foundation and the Taxation Law and Policy Research
Centre at Deakin University. I also want to record my thanks to Rick
Krever for his typically energetic work in conceiving and organsing the
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conference, the staff of the Intemational Bureau for Fiscal
Documentation for their efforts in the publication of this volume and to

AlexandraMills for her contributionto its production.

Graeme S. Cooper
Paris

Toussaint, 1996
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CHAPTER 1

CONFLICTS,CHALLENGESAND CHOICES
THE RULE OF LAW AND

ANTI-AVOIDANCERULES

Graeme S. Cooper

The topic of this volume of essays is the operation of the general anti-
avoidance rules (GAARs) often enacted by governments in their tax stat-

utes, and, in particular, the extent of any conflict between GAARs and
the tradition of the rule of law. That topic implies several consequential
questions but it is also, in some respects, already logically several steps
beyond other important issues. A rigorous analysis of the topic would
have to examine a more complete series ofquestions:

What do we mean by this notion, the rule of law In other words,
why is a GAARnot a law for these purposes It certainly has most of
the characteristicsof a law. Why is it thought that enacting a GAAR in
a tax statute detracts from the rule of law What are the salient features
of a GAARthat lead to this conclusion

Why is the rule of law regarded important value in Westernas an

liberal democracies Is it still important today, and is it important in
this context

How important is it For example, is it a value that should be given al-
most absolute primacy or might it need be modified oreven abandoned
for particular areas of law where the circumstancesare appropriate
Whose responsibility is it to control tax avoidance and how is the task
to be divided between the legislature, administration and judiciary in a

constitutional democracy framed in the traditions of Western liberal
democracies

What is a GAAR How 'does it differ, for example, from the many
other rules that commonly exist to adjust the tax consequences of
transactions, most of which are, if not welcomed by the community, at

least accepted. Common examples would be rules inserting fair market
value or denying losses on certain transactions.

13



Since a GAAR is enacted as one.strategicelement in solving tax avoid-

ance, how important is that problem Is it sufficiently importantto jus-
tify the other fallout from the means employedto solve the problem If

governments choose to enact GAARs in the face of vocal opposition,
what alternatives are open to government to achieve the goals sought
but using less contentioustools

This list could clearly be extended and amplified without much further

effort, but it serves to announce in a general way, the issues that are at the
heart ofthe papers in this volume.

Taxation as a ConstitutionalIssue

Several papers examine the constitutional aspects of taxation. Head
reminds us that, although it is rarely formally acknowledged, the tax

system is one ofthe foundationalelements of a constitutionaldemocracy.
Asking, who is taxed, how much and for what purposes is to ask

fundamentally political questions - the kinds of questions which the

political process traditionally resolves. Determininghow tax obligations
are imposed, administered and enforced raises questions that are more

than simply mech-anistic- they too are constitutional questions. The

imposition, administ-ration and enforcement of taxes raises problems
about the rule of law, the proper division of powers, the role of the

judiciary and so n.

The political questions raised by taxes are rarely far below the surface
of modern popular debate, and a study of the history of taxation reveals

that the latent political aspects of the taxation process have been well
under-stood. Coffield puts it very aptly when he asks us to consider the

staggeringthought that, had it not been for the insistence of George IH

and Lord North on retaining the 3d. a pound duty on all tea entering
America, the American people today might be loyal subjects of the
British Crown.'

But political processes are always constrained in western liberal
democracies. Those constraints can be found in various places. Some

will be implicit and be of general application- the periodic expression
of the electorate's choice, for example, will control some decisions -

although, as Brooks and Head remind us, the electoral process is both a

constraint and an opportunity, as politiciansvie-for voter support through
their tax policies. Some constraints are explicit in the legal system but of
more limited application - international treaty obligations between

1 J Coffield,A PopularHistoryofTaxation (London, Longman, 1970) at 82.
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nations, the rules of the written (or unwritten) constitution, or rules about
the manner and form for validly passing legislation, for example. Others
will be quite specific to the tax context - express constitutional or

administrativerules about enacting tax laws or the administrativeprocess
for resolving disagreements in tax assessments, for example. Gammie
recalls the power struggles between the Crown and Parliament in British

history over the power to impose tax that lead to periodic declarations

constraining the circumstances when the monarch (or parliament) could
act. That legacy forms an importantpart ofthe backgroundto the present
discussion.

The Rule ofLaw - Its Scope andLimits

The idea ofthe rule of law is one ofthese constraints. It sets limits on

the powers of governments and bureaucracies. But what does it

prescribe At least three separate ideas might be involved.

The first, and the most^obvious idea, is that governments must act by
laws, rather than by decree. In a tax context, it means that taxes will be

imposed through a proper parliamentary process rather than through
administrativediscretion, or even judicial discretion. The excessiveuse of

discretions, and even the delegation of legislative authority to

bureaucrats, can contradict this notion since the bureaucrat may be (or
some fear, will be) empowered effectively to decide what the law is. As
Arnold observes, while revenue authorities might be given administrative
discretion to deal with tax avoidance, this type of broad administrative
discretion is clearly unacceptable in the Canadian tax system because it is

perceived to be contrary, at least in spirit, to the rule of law although he

goes on to note, that such administrativediscretion is a prominentpart of
several countries' tax systems.

Secondly, having enacted laws, the government and the administration
must then comply with the laws that parliamentpassed. These two ideas.

recognise the parliament has extensive power to say what the law is,
subject of course to any substantive constitutional prohibitions. As
Gammieputs it,

... the rule of law appears not to place any substantive constraint on the
laws the government may introduce, provided the government can

secure their passage in Parliament. On this basis, the rule of law
amounts to no more than the right at law to see that government follows
whateverprocesses the statute lays down.

A third possible element of the notion is the most relevant for the pur-
poses of this volume. It is the idea that what parliamentenacts must be a

15



law it must have the characteristicsthat make a law. While parliament
has extensive powers to write laws, that need not mean that every
utterance by parliament that is labelled a law, will be a valid exercise of

the law-making power. In a tax context, this idea is expressed by the

argument that taxpayers should be able predict in advance (or at the very
least, identify in retrospect) and with a sufficient degree of certainty, the

tax consequences of their actions according to the rules created through
the Parliamentary processes referred to. Mutn notes the views of a

Swedish scholar that its GAAR would be unconstitutional since the

constitutionrequires that taxes be imposedby written laws but the GAAR

applies precisely where the tax so imposed would contradict the

legislative purpose. This approach, he argues, implies a mandate to

impose tax by analogy, not by law, which would be unconstitutional.

In some countries, this idea will be given effect as rules of
constitutional or administrative law, albeit under various names. These

rules might allow courts to strike down a law as void where it is too

vague. Anothervariant would assert that a GAAR, as it is usually drafted
in the countries that operate one, allows an uncontestabletax. Especially
in the latter case, a GAAR threatens the kind of problems against which
the rule of law is seen as the main bulwark, and it is for these reasons that
the rule of law, framed in the manner described above, has been regarded
as an importantvalue in Western liberal democracies.

Arnold describes the current debate in Canada where the recently
enacted GAAR is being challenged as unconstitutionalon the basis that it

is so vague that it contravenes the rule of law. He suspects, however,
that, at least so far as Canada is concerned, the rule of law is concerned

only with the first two ideas- it means principally that the government
must act by laws rather than decrees and must then act in accordancewith

its laws. In these circumstances, vagueness might not be an adequate
notion to attack the GAAR:

Although courts have complained on several occasions about the com-

plexity of tax legislation and the incomprehensibilityof the statutory
language, they have never declared a tax provision to be void for

vagueness. Consequently, in my opinion, Canadian courts are likely to

dismiss rather easily the void-for-vagueness argument concerning the

general antiavoidance rule and to get on with the difficult task of

applying the rule to control abusive tax avoidance.

Leaving these unresolved questions to one side- whether the rule of
law comprehends these circumstances, and then whether it is actually
offended by a GAAR - some speculation might even be aroused

16



whether the rule of law is still important in the tax context. For example,
the rule of law might be a value that should be given absolute primacy in
cases where the curtailmentofpersonal freedoms, or the expropriationof

property without some attempts at lawful justification is threatened. But

might be appropriate to modify or circumscribe its application in a tax

context, especially one characterisedby, say, a high degree of artificiality
and a motivewhich taints the taxpayer'sposition

This scepticism might be more appropriate in a tax context since tax-

payers behave in such an idiosyncraticmanner in tax matters. Attitudes

to tax laws are quite unlike attitudes to other laws. As Wheatcroftput it,
when dealing with other areas of law citizens tend to stick to well-

trodden paths; with tax law, they seek new ones.2

This creativity relies for its success upon the almost universal presump-
tion that taxpayers are entitled to organise their affairs in ways that mini-

mise their tax. Vanistendael notes, tax avoidance is perfectly legal,
because most countries recognise the right of the taxpayer to arrange his
affairs in such a way as to pay less tax, citing judicial pronouncements
drawn from the UK, the USA, Australia and Belgium. This proposition
can be viewed as an application ofthe rule of law notion in a tax context

that government having stated through a law the tax consequences of-

various transactions and events is not free either to vary those

consequences or to amplify them with the benefit of hindsight. No tax

can be imposed unless the government has actually exercised the legal
power to impose it. In some countries, such as France and Belgium, this

right to choose untaxed alternatives is understood in constitutionalrules

enjoining.thestrict interpretationof laws.

The Role ofthe Judiciary
The ability of a court to find that the government has not effectively

exercised its power to impose the tax through a law, and the

consequences of it doing so, depend upon other elements of the

constitutional framework- the doctrine of the separation ofpowers and

the role ofthe judiciary.
The need for a GAAR flows from the way that tax legislation is inter-

preted and how legislation is interpreted depends on how it is drafted.
The difficulties facing legislative drafters are well recognised. To quote
Wheatcroftagain,

2 GSA Wheatcroft, The Interpretation of Taxation Laws With Special Reference to

Form and Substance (1965) vol La Cahiers de DroitFiscal 7.
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No country has yet succeeded, or is likely to succeed, in framing its tax

laws in such a way that it is clear how the tax liabilitywill be calculated
on any conceivable set of facts. Even the most accurate draftsman of a

law will not always be able to find precise language to convey his

meaning and the wisest legislator cannot forsee every possible situation
that may arise.3

Indeed, Gammie reminds us that the attempts to do just this, even if

theoretically desirable, are costly in terms of complexity and obscurity
and may ultimately be self-defeating, not only in lost comprehensibility
but also in the increased scope for non-principledaction-

There is a tension between the use ofpurposiveconstructiontechniques
by the courts and the resort to increasing detail by the draftsman that

may merely obscure whatever principles underlie the legislation. The

developmentof legislative detail, so that users of the legislation find it
more difficult to pick their way through the maze, is not an objection in
itself. The reality, however, is that the detail merely obscures the
effective practical discretion that the uncertaintyofmeaning confers on

the administrator.

Richardson, the lone judge amongthe authors, concurs. He rejects,
the argument that it is necessary to try to cover every situation so asto

promote immediate certainty... Unfortunately that drafting approach
tends to be destructiveofthe very certainty it favours.

Practical limitations, therefore, rather than any reason of principle,
dictate that tax laws will never explicitly envisage the panorama of

options that the collected creativity of all taxpayers can, at leisure,
conceive. That being so, how should a court react when presented with,
what itacknowledges, is an untaxed opportunity Vanistendaelpresents
the traditionalresponse,

It is clear that on the basis of considerationsofeconomic efficiency and
fiscal justice a taxpayer should not be able to use legal constructions or

transactions to avoid similar situations being subjected to the same tax

burden. The question is whether ensuring this does not happen is a task
for the courts or for the legislators. The arguments against the courts

doing this job are largely based on the principle of legality and the role
of the courts vis--vis the legislator. The doctrine of the separation of

powers holds that it is not for the judiciary to legislate.

3 Id.
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Of course, the untaxed alternative is merely a worst-case (or best-case,
depending on one's position) outcome on a continuum- it is simply the
most graphic exampleofsuccessfultax avoidance. Less ambitious avoid-
ance raises exactly the same question- how should a court react when

presentedwith, what it acknowledges, is a less-taxedopportunity

Clearly, adopting the position that the taxpayer has truly found an un-

taxed or less-taxed alternative is itselfa contingentposition- it depends
upon how the court has interpreted the legislation with which it is

working, a process which is examined at length in the papers - but

having come to that conclusion, the view which Vanistendael describes
would conclude that judges have reached the limit of their explicit
powers. Althoughhe later goes on to criticise this position, Brooks puts it
well- statutory interpretation by unelected judges can be reconciled
with representative democracy and majority rule only if judges make a

good faith attempt to discern, how the original legislator would have

decided the case. Yet, one response to the problem of tax avoidance
would be for courts totake matters into their own hands, so to speak, and
for some types ofavoidance, to develop judicial anti-avoidancedoctrines.

Two papers in the volume present quite different visions of the oppor-
tunities and effectivenessofthe courts in doing this. Gustafson describes
the judicial creativity apparent in the US where a tradition of judicial
activism has been evident from the earliest days of the income tax. He

describes the genesis of the business purpose doctrine and' the sham

transaction doctrine, as well as a more ready willingness of US courts to

find evidence of legislative.intent, and to give effect to that discovery, in

the resolution of tax cases. He refers to the avoidance tests as

reflections ofusually unstated 'legislative intent [which] punctuateUnited

States tax jurisprudence and identifies this overall approach to judicial
interpretation as introducing additional eligibility tests on the basis of
inferred legislative intention.

A rather less orthodox view is explored by Brooks in his essay on the

role of judges in tax matters. He argues strongly for judges to act as

pragmatic tax analysts in performing their responsibility ... to give a

meaning to the statutory language that will lead to the most sensible tax

policy result in the particular case, given the general structure of the

legislation. He laments how the Canadianjudiciary conceives its role in

tax cases. He argues that judges have fundamentallymisconceivedtheir
role in tax matters because of a reluctance to venture explicitly into law-

making. Consequentlythey voluntarilyconfine themselves to the role of

interpreter:

19



The mistake judges make in interpreting tax statutes is to assume that
the only way to reconcile their role as unelected judges with the

assumptions of majoritarianpolitical theory is by attempting to apply
an objective standard of interpretation that is anchored in statutory
plain meaningor legislative intent or purpose. They assume that
when confrontedwith a problem in statutory interpretationthey should

begin (and end) by asking either: What is the plain meaning of this

statutory language What did the legislature intend when it passed this

legislation or, What is the purpose of this legislative enactment ...

Whatever specific approach is taken, it is inevitably foundationalist: it
is based on one central idea, namely, that the role ofjudges is to act as

agents of the' legislature and to resolve cases by reference to some

aspect ofthe legislativerecord.

He goes on to argue instead that once the basic structure of the legis-
lation is in place, it is then the responsibility of judges to resolve ambi-

guities and fill gaps in the legislation as these ambiguities and gaps
become apparent in the administrationofthe legislation.They should act

not as single-minded originalist, attempting to divine the legislative
meaning, intent or purpose, but instead ... as pragmatic tax [policy]
analysts.

Accordingto Brooks argument,judges should not ask, What did Parlia-
ment say nor, What did Parliament mean to say nor even, What was

Parliament trying to accomplish but rather, What result would reflect
the most sensible tax policy and then adjudicate on that basis. Clearly
this is heady stuff. It is a radical departure from the orthodoxy recounted

by Vanistendael. It is also a fundamental challenge to the traditional

separationofpowers doctrine. Recognisingthis, Brooks argues that,
to require the courts to carry forward the public purposes of statutes, to

build upon legislativejudgments in a reasoned and principled way, to

justify their results in terms of public policy objectives and evaluative
criteria that are widely accepted in the subject area of the statute, and
to decide cases in a way that will promote a more deliberative

democracy is entirely consistentwith legitimate democraticgovernment
and appropriatemajoritarianism.
If, despite Brooks' argument, courts are reluctant to participate openly

in the' law-makingprocess, the next logical question is whether the courts
should allow some latitude to other decision-makers to overcome

perceived inadequacies in the law, and on whom might this power be
conferred. This question is examined later.

20



The StatutoryInterpretationProcess

The discussion above asked one question- what should courts do
Another aspect of this question is to ask, how should courts do it This
raises the issue ofstatutory interpretation. One would suspect that greater
creativityand flexibilityon the part ofjudges in interpretingthe texts they
apply might obviate the need to fortify the text with a GAAR more

robustjudgingmight accommodateless hardy laws.

Interpretingthe Statute

The statutory interpretation process is a difficult issue, and the
difficulties increase when the tax system is used both as an instrumentof
economic and industrial policy and to achieve broader social aims.4
Indeed the use of tax legislation for such purposes is often at the root of
avoidance. Mutnreminds us ofthe nice irony that,

a government that used tax policy measures to .encourage certain eco-

nomic behavior,,had no standing to criticize taxpayers who, of course

within the bounds of the law, tried to minimize their taxes. As a matter

of fact, tax incentives would be fruitless, if taxpayers disregarded the
tax factor in their business decisions.

But statutory interpretation is a normative question as Brooks puts it
and his discussion of current theories of statutory interpretation shws

just how value-laden the exercise is, whether or not the protagonists
understandor even recognise it.

In his examination of judicial reasoning, Vanistendael points out that
tax law is often viewed, and thus interpreted, like criminal law-

Strangely enough, ... courts will fill up the gaps and loopholes left by
the legislator in other areas of the law. The explanation for this
distinction is often an explicit or implicit constitutional provision or

quasi-constitutionalconstraintthat limits the state's authority to tax in a

similar way as its authority to impose criminalpenalties is limited.

That approach to characterisation is not unproblematic.s As he points
out, courts have to make decisions:

4 See ILM Richardson, Appellate Court Responsibilitiesand Tax Avoidance (1985)
2 AustralianTax Forum 3.

5 An Englishjudge, Lord Devlin, put it somewhatmore colourfully,
In the past judges have been obstructive... They looked for the philosophybehind
the Act and what they found was a Victorian bill of rights favouring ... the liberty
of the individual, the freedom of contract, and the sacredness of property and

which was highly suspiciousoftaxation.
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whether tax laws should be interpreted strictly or more broadly,
reasoning teleologically with a view to the purpose or object or

spiritof a particularprovision, or reasoningby analogy where precise
rules are omitted for one variant ofa transaction,
how much attention to pay to the legal form of a transaction in

preferenceto the substanceof the transaction,
whether tax laws ought to be subject to their own kind of economic

interpretation- as Gammie puts it, whether tax laws are to be applied
to what the taxpayer actually did or to the substance of what he or she
did

how much attention should be paid to non-tax categories and concepts
in interpreting and applying tax laws - a discussion that Brooks and

Waincymerpursue.

The answers to these questions are not self-evident, and Brooks'

analysis of theories of statutory interpretation, together with
Vanistendael's exploration of the practice in the judgments of courts in
several diversejurisdictions, show the same tensions manifest in common

law and.civil law jurisdictions, in continentalEurope, North America and
elsewhere. Brooks tentatively accounts for this curious position by
remindingus that,

Judges have assumed that tax law is a form ofgovernment intervention
in the more natural private ordering of our social and economic lives...

They have treated tax law as if it were an unjustified interferencewith

private property, therefore, they have reasoned that it should be
construed strictly (whatever that means), and tax avoidance should be
tolerated since taxpayers are only acting to protect what is rightfully
theirs.

What is more strange is that at the same time that rigidity in

interpretation is shown, more latitude is allowed in characterising
transactions, an issue that I will turn to next. Curiously, however,
Vanistendael finds little correlation between the rigidity of the

interpretationprocess and the introductionof a supplementaryGAAR.

Brooks offers a distinctly differentvision of the statutory interpretation
process. For him, the debate is not so much about the degree ofpurpose-
oriented interpretation,or whether the disregard of an implausible form is

permissible. Rather, it is about the role of the judiciary in the bigger
process- there should be no sharp distinction between tax policy, and

P. Devlin, The Judge (Chicago,UniversityofChicagoPress, 1979) at 15.
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tax intterprrettation.. The interprrettation of law should be ssimply the

application of sound polliicy. This bold vision isis in sharp contrast toto

Arnold's lessless prroomissing assessmeent of the results of priorprior forraays by
Canadiaan courts into much lesslesscontentiousventures.

Yet Gustafsonreminds ususthat judges cancanbebeveery creative in their inter-

prrettation ofstatutes. American courts have developedjjudiciialanti--avoid-
ance doctrrines, such asas the business purposse doctrrine, thrrough a very
keen perrceptionof legisslative intent. Several authors refer totothe judiciial
doctrine of aasham evident in the common law world, and remark upon
its similarities with thethee French and Belgiaan doctrine ofofsimulation--

where aa transaction castcast in one form cancan be recastrecast asas another which it

more clossely resembles. The example given by Vanistendael isis ofa gift,
accompanied by substantial benefit for the donor or an assssociatte, which
can be recastrecastasas aa sale. There isis in civil law jurissdictions the notion of

abusabus de droit -- the idea that an individuall''s apparrent rightts may be

circumscribed in orderordertotoprotectrroeecctthetheeinterests ofofhis ororher neighbour. As

Richardsonnotees,

in taxation law the same principle provides a technique that may be

used toto subordinate toto the interest ofofthe Sttatte asas aa taxtax collector the
.

liberty of the individual toto choose otherwise effective legal forms

thrrough which totochannel income--earningactivities.

But judges can just asasoften be an impeedimeent toto anti--avoidanceactivi-

tiees, asas Waincymer''spaperpaperpainfully recounts, and the consequent'prob-
lems for the interpretation prroccesss areare seen asas rreequirring their own

solution. Vanistendael notesnotes that atat the same time that Australia
introduced its GAAR, the parliament alsoalso amended the Acts

Inteerpretation Act toto incorporratte a direction toto judges how to intterprret
laaws, and tax laws in paarticcular. Waincymer .comments that eveneven aa
directive suchsuchasas s. 15AA doesdoesnotnootclearlyceearry resolveeessoveehow oneone isss tooo discern

thethee purpose ofofaa Tax Act. But whether the poosssibility, letlet alone the

sstatuttory rrequest, for judicial crreativity means that judges should bebe

engaged in a cooperrative law-making entterrpriisse with legislaturress asas

Brooks ssuggestts, isismuch more prroblematic.

CharracterisingTransactions

The characterisationoftransaactionsof isss aanother, but loogiccally distinct, as-

peect ofofthe ,rolerooeeof thetheecourts. In inteerpreting the.Act., aacourtcourtis said totobebe

guided by canons of construction oror the prrecepts, of anan intterprrettation
sttaatutte, but in charrctterissing transactions there isis little formal assistance
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available except the common sense ofthe judge and previous practices of
the courts.

The debate about characterising transactions has always centred on

form versus substance: the extent to which the court should be bound by
the form in which a transaction has been cast, or whether the court may
look instead to some underlying transaction- a variant on the one

actually employed- and attach the tax consequences appropriate to that
variant.

At its worst, judicial approaches to the characterisationof transactions
can amount to a style that Parsons calls form and blinkers- judges
confining themslves to examining only the form in which a transaction
is cast, examining only the legally enforceable elements of that form, and

treating that form as determinative. As he puts it, the doctrine of form in
I.R.C.v. Duke ofWestminsterhas not gone unnoticed.''6

Yet many papers in the volume observe how judges can be much more

comfortable and creative in re-characterising a transaction, especially
when they can resort to a private law doctrine which will indirectly
overturn the alleged tax consequences,citing examples such as:

treating interest paid by mother to her minor child promissorya on a

note not as interest, but as part ofthe gift,

setting aside partnerships formed by parents with their children where
the children did not contributecapital,
treatingpartnershipdistributions gift to the extent that it exceededas a a

normal interest rate for the capital contributedby the child,

refusing to characteriseprepaid interest long-term loans interest,on as

treating income from personal services derived by the whoas person
performed the services even though he had assigned the future income
so that in property law terms he never owned it,

treating payments not being scholarships where the recipientas was

expected to recompensethe providerby subsequentservice.

If the court is not to be constrained by the form in which a transaction
is cast many questions arise: which steps in the transaction can be

impugned, why can those steps be impugned if they operate according to

their apparent legal effect, what can the court substitute in the place ofthe

challengedtransaction, and so on.

6 RW Parsons, Income Taxation In Australia (Sydney, Law Book Co, 1985) para
2.420.
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Unfortunately, the process of making and interpreting laws through
cases does not allow systematic and compreliensive answers to these

questions to emerge clearly and easily. Thus Gammie concludes that

improvingjudicial processes are nlikely to be an adequate solution-

No judicial doctrine is a complete answer to tax avoidance. No govern-
ment can assume that the judges will consistentlyshare its view ofwhat
amounts to tax avoidance. Why risk the outcome of litigation on the

changing moods of the judiciary Legislative measures accordingly
remain pre-eminent.
Arnold confirms this opinion, at least in respect ofCanada's courts. ,

If that is correct, and the experience of many countries suggests that

they believe it is, it becomes necessary to consider a statutory GAAR.

LivingWith a GAAR

A GAAR is a tool for combatting tax avoidance - it is an anti-
avoidance rule. This term, of course, instantly provokes the lawyers to

search for a shared understandingand a workable definition for the scope
and meaning of tax avoidance. Waincymer reminds us of the

terminological confusion that can arise when tax evasion, tax avoidance,
tax minimisation,tax planning are used as synonyms.

Several of the papers analyse the terms and operation of GAARs in

jurisdictions such as Australia, Belgium, Canada, France, Germany, The
Netherlands and Spain. Their discussions touch on those elements of

design and expressionof a GAARthat encouragethe view that enacting a

GAAR in a tax statute detracts from the rule of law. Arnold recounts the

disapprovalof Canadianpractitioners to the idea of a GAAR, not only its
terms. In the UK, similarviews have been expressed:

Such legislation as this is little short of a disgrace. Where is the

certainty that a taxpayer is entitled to expect How can taxpayers and
their advisers legitimately and properly plan genuine business
transactions not knowing how such woolly and imprecise legislation
will be construed by judges brought up on common law concepts,
rather than the alien principles imported into this section7

A similar story could no doubt be told of most countries that have en-

acted, or simplycontemplated in public, a GAAR.

7 C Masters, Is There a Need for General Anti-AvoidanceLegislation in the United

Kingdom [1994] British Tax Review 647, at 670.
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What .are the salient features of a GAAR that lead to this view The

major objections are obviously ,the uncertainty of application and effect
of these provisions- it. is not clear when they will apply and, in some

cases, what happens if they do. As Waincymer suggests, designers have
to take seriously the challenge that GAARs may be ... inherently
indeterminate.

Substitution,Planning,AvoidanceandEvasion

While lawyers have found the concept of tax avoidance compre-
hensible at one level, achieving any workable definition has been

regarded as a very problematic undertaking. It is interesting to find
similar scepticism from economists. Indeed they go further. Brooks and
Head remark upon the functional similaritiesofthe things between which

lawyers try to find meaningful distinctions- behavioural responses, tax

avoidance and even tax evasion noting that all taxes simply provoke
behavioural adjustment involving the substitution of less heavily taxed
activities for those that are more heavily taxed. While these adjustments
might be effected in different ways, using different means and in varying
degrees, all involve tax reduction or tax minimisation with broadly
similar economic consequences for the achievement, or rather the non-

achievement, ofstandard tax policy objectives. They find little need for
the concrete differentiationthat defies the lawyers:

In the face of such a variety of descriptively different forms of

adjustmentthere appears to be no obvious basis on which to single out

particular types of tax minimisation activity as tax avoidance in any
special technical or pejorative sense.

Nevertheless, although the similarities are apparent, Brooks and Head

acknowledge that, tax avoidance in this generalised setting cannot, of

course, be addressed ... either by targeted anti-avoidanceprovisions or by
a... GAAR.

At this point, we squarely face the dilemma facing the government in
tax avoidance matters what can and ought be the focus of anti-
avoidance rules And, more importantly for this discussion, can text be
drafted which can still be called a rule, but for which there is no clear

target, and, what is worse, not even agreement on what the target should
be How can the drafter prepare a weapon against something that, in the

opinion of some, cannot be adequately defned and certainly cannot be
identified ex ante Presumably, it is precisely because the drafter cannot

forsee an avoidance possibility that the drafter cannot write a precise rule
to deal with it; but in an effort to deal with the unforseen and
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unforseeablepossibility, the drafter does draft a rule- a GAAR. This is
the paradoxof a GAAR.

But it may be too easy to overstate the difficulties of this paradox. At
the extremities of the avoidance notion, some ideas are clear -

Vanistendael and Gammie both agree that behaviour modification is not

tax avoidance. Giving up smoking and drinking, or using the
Blackwall Tunnel to cross the Thames, to quote their examples, do not

involve tax avoidance, or at least such avoidance as should be within the

scope ofan anti-avoidancerule.

At the other extremity, evasion of tax by presenting false records,
willful non-disclosure and so on, is also not within the purview of a

GAAR. In theory, it is not needed - the solution to the problem is
assessment on the basis of the unrevealed facts. This position is a little
more complex, however, where the unrevealedfact for taxing purposes
is a state ofmind. As Gammie puts it, the boundary between the two is
not always clear where taxation depends upon motive.

In between benign behavioural adjustments and deliberate misrepre-
sentation is the battlegroundof a fierce war. It is made even more com-

plicated by a desire on the part of some to allow certain forms ofactivity,
which might be consideredtax avoidance, to survive.

TaxAvoidance in Theory -An Outcome,A Form or a State ofMind

Deciding what are the distinguishing features that go to make up tax

avoidance of the unacceptable variety is an enormously difficult task,
even before one attempts the task of expressing that idea in writing in a

law. In order to elucidate the notion, one might consider the position of a

taxpayer who finds himself or herself paying less tax than another
because of:

prov.isions (or omissions) in the legislationwhich express some govern-
ment policy,

exercising option election that is explicit under the legislation,an or

exercising option election that to be implicit in the legis-an or appears
lation,
omissions in the legislationthrough the negligenceof the drafter,

differing interpretations about the meaning and of provision inscope a

the legislation,

participating in transaction using structure which has commerciala a

justification,
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participating in transaction where the structure has little commerciala

justification.
In each case, the example could be clouded by adding an element of in-

tent:

deliberately attempting to bring oneself within provision (ora

omission) in the legislation which express some governmentpolicy-
that is, accessingunintendedtax benefits,

using legal construction transaction which utilisesa common or a gap
or a loophole in the law to place the taxpayer outside the reach of a

chargingprovision,

organising transactionthrough implausible, inconvenientanda an com-

plex structure for which there is little commercialjustification.
,These examples, suggest'that tax avoidance could be understood as re-

ferring to one or both oftwo ideas:

The form of a transaction- in other words, the degree of coherence
between the taxpayer's ultimate objective and the means chosen to

achieve it. This view oftax avoidanceseeks to define it objectively and
in terms of observable external criteria apparent in the form of a

transaction.

The state ofmind'ofthetaxpayer- in other words, the possessionofa

particular purpose. This view of tax avoidance seeks to define it by
reference to a state of mind although the state of mind might be

presumed from identifiable external criteria such as the form in which
the taxpayer organisedthetransaction.

The most appropriate test (or ,tests) for discerning avoidance is not ob-
vious. Gammie argues that, neither complexity nor artificialityprovides
a satisfactory criterion for identifying tax avoidance.Arnold argues that

purpose should be avoided if possible because of the difficulties inherent
in administering the test, but acknowledges that form too possesses
inherent difficulties:

Ideally, tax consequencesshould be determinedon the basis ofthe legal
and commercial results of a transaction and not on the taxpayer's
purpose in carrying out the transaction. The use ofartificialityas the
test has one significant advantage in that it avoids the necessity of

determining tax consequences on the basis of the purpose of a

transaction. Nevertheless, this advantage is outweighed by several

disadvantages. The meaning of artificial is ambiguous; it can mean

both unnatural and fictitious. The latter meaning is similar to
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sham,which adds nothing to the existing law and which is clearly too

narrow for a meaningful general anti-avoidancerule. Also, in Canada
and in most countries, artificiality is not inherently offensive; many
artificial or unnatural transactions are specifically permitted, either by
statute or by administrativeconcession. Most important, an artificiality
test by itself does not provide any criteria to resolve whether a

transaction is normal or artificial.

Ultimately,he comes down on the side ofpurpose as the determinantof

acceptability:
A purpose test ... provides a reasonable basis for distinguishing
between acceptable and unacceptable tax avoidance. If the primary
purpose of a transaction, determined objectively, is something other
than tax avoidance, the transaction represents acceptable tax planning.
On the other hand, if the primary purpose is to obtain tax benefits and

the transactionwould not have been carried out in the absence of those

benefits, the transaction is unacceptable tax avoidance. Admittedly,
there will be some uncertainty concerning the characterization of
transactionsthat have both tax and non-tax elements.

He notes that in Canada, the two approaches were debated and were

considereda choice, not a combination.

Vanistendael comments that the German approach focuses on the first

meaning- the degree of inconsistency between the form in which a

transaction is undertakenand its tax consequences:

An abuse exists under s. 42 when the legal form of the transaction or

construction used by the taxpayer is not appropriate to the economic
factual situation. Thus, the legal form of a transaction will be

considered to be inappropriate when reasonable persons would not

choose a particular legal form because they would consider it as

inadequate to achieve a specific economic relationship, and in

particular in view ofachievinga specific economicgoal...

Generally speaking, in order for a legal transactionto be effective for
tax purposes under Germany's general anti-avoidanceprovision, it will

require a business purpose and an adequate legal form to achieve the
business objectives of the taxpayer. It is clear that when there are

several adequate legal forms to achieve these business objectives, the
section will not be applicable, if the taxpayer chooses the legal form
that minimizeshis tax burden.

He contrasts this approach with that in other countries:
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In many other tax systems, it suffices to have a business purpose, even

if the legal form in which this business purpose is achieved may not

entirely be appropriate.
In circumstances where the essence of avoidance is determined by the

form of a transaction, the role of purpose may nevertheless be used as a

defence or justification to remove the spectre of the provision applying.
For example, taxpayers may be exculpated ifthey can demonstrate:

a business or commercialjustificationfor the form chosen,
some other appropriate motive they are exercising an option
apparently available under the legislation.
It is an important question whether the kind of tax avoidance that

should be the target of a GAAR can ever be meaningfully defined, even

in theory - it is clearly not an easy matter and some of the verbal
formulae that have been developed do not inspire a great deal of
confidence. The RadcliffCommittee in the U.K. defned tax avoidance
as some act by which a person so arranges his affairs that he is liable to

pay less tax than he would have paid but for the arrangement.8 This
formulation appears to rely only on purpose, not artificiality. The Carter

Commission in Canada defined tax avoidance as every attempt by legal
means to reduce tax liability which would otherwise be incurred, by
taking advantageofsome provision or lack ofprovision in the law.9 This
formulation also relies upon intent. The Asprey Committee in Australia
defined tax avoidance as an act within the law whereby income, which

would otherwisebe taxed at a rate applicable to the taxpayer who but for
that act would have derived it, is distributedto another person or between
a number of other persons who do not provide a bona fide and fully
adequate consideration.'0 This variant relies on form.

A different approach to defining tax avoidance seeks to define it prin-
cipally in terms of the defeat of the policy apparent in the legislation. For

example, Parsons suggests that tax avoidance is an incongruencebetween
the tax outcome and the government's purpose which comes about by
treating the law as expressing only its words rather than any underlying
policy. 1 Interestingly, both the Swedish and Canadian legislation have

8 United Kingdom, Royal Commission on the Taxation of Profits and Income, Final

Report, Cmnd 9474 (London, HMSO, June 1955) para. 1024.
9 Canada, Report of the Royal Commission on Taxation, vol 3 (Ottawa, Queen's

Printer, 1966).
10 TaxationReview Committee,FinalReport (Canberra,AGPS, 1975).
11n Parsons, supra note 6, at paras 16.55-16.58.
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this notion in their GAAR- in Sweden as test to trigger the GAAR and
in Canada as a defenceto its application.

This approach is contingent upon a view that tax laws do have

particular policy purposes and that the provisions of the law may not

always fully express those purposes. One virtue of an approach such as

this is that it attempts to identify some activities which, although they
have the effect of reducing a tax liability, will not be caught, since they
advance a policy in the legislation.Unfortunately,as Gammiepoints out,

the most serious problems of tax avoidance arise where there is no clear

principle underlyingthe legislation. The formulationofany test to iden-

tify whether at the boundaries ofthe legislationan arrangementsatisfies
the Parliamentary intention or not will always be an expression of

personalview rather than verifiable fact.

Richardsonconfirms this gloomy assessment:

... it is obviously fallacious to assume that revenue legislation has a

totally coherent scheme, that it follows a completely consistentpattern,
and that all its objectives are readily discernible.

Acceptableand UnacceptableAvoidance

The difficulty of identifying the appropriate target is increased when
the definition tries to carve out certain transactions from the scope of
the notion. This is the distinction apparently implied by commentators

who differentiate (acceptable) tax planning or tax minimisationfrom
(unacceptable)tax avoidance.

Sometimes, the criterion of purpose might appear as the means of

distinguishing acceptable from unacceptable tax avoidance. Arnold, for

example, argues for the differentiation of acceptable tax planning and

unacceptabletax avoidance:

any general anti-avoidancerule must distinguish between acceptable...

and unacceptabletax avoidance transactions. This distinction is central
to any general anti-avoidancerule. Not all tax avoidance is offensive,
but no tax system can,tolerate or permit unrestricted tax avoidance.

Another method that is sometimes seen tries to exclude some

transactions or circumstance on the basis that they are normal
transactions. For example, the ExplanatoryNotes to the Canadian section

say that it is intended to apply:
to prevent abusive tax avoidancetransactions or arrangementsbut at the
same time is not intended to interfere with legitimate commercial and

family transactions. Consequently, the new rule seeks to distinguish
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between legitimate tax planning and abusive tax avoidance and to

establish a reasonable balance between the protection of the tax base
and the need for certainty for taxpayers in planningtheir affairs.

When Australia introduced its revised general anti-avoidanceprovision
Part IVA of the Income Tax AssessmentAct 1936 into the Act in-

-

1981, the Treasurer used yet another form of words but one which pre-
sumably means the same thing. During the Second Reading Speech, the
Treasurer's definition described prohibited avoidance but also said that
some activities, which might on some definitions be termed avoidance,
would neverthelessnot be treated as avoidance:

We are acutely aware that tax avoidance means different things to

different people. Reasonable men and women are bound to differ on

this crucial question and on the subsidiary matter of the appropriate
tests for determiningwhat behavioura general anti-avoidanceprovision
ought to proscribe.

The proposed provisions ... seek to give effect to a policy that such
measures ought to strike down blatant, artificial or contrived arrange-
ments but not cast unnecessary inhibitions on normal commercialtrans-

actions by which taxpayers legitimatelytake advantageof opportunities
available for the arrangementoftheir affairs.12

As Waincymer wryly points out, the epithets used to describe tax

avoidance will rang[e] from those connoting opprobrium to ones which
almost suggestpositive prescriptionsof familial duty.
The Design ofGAARs in Practice

The papers by Vanistendael, Arnold, Mutn and Waincymer analyse
the design of the GAARs in several jurisdictions. Once the terms for

attracting the provision have been decided, the problem shifts to a

drafting question. In Sweden this process has generated drafts and re-

drafts of its GAAR in 1980, 1982 and 1989. Australia abandoned its first

attempt and replaced it with a new GAAR in 1981. Clearly, drafting a

GAAR which is effective but at the same time not unduly disruptive and

interventionistis, in Arnold'swords, an enormouslydifficulttask.

One issue that several papers consider is whether it is necessary to pro-
vide a written formula in the law which elaborates and refines the notion
of tax avoidance, or whether it is preferable to be deliberatelyvague and

afford a degree discretion to judges, allowingthem to identify tax avoid-
ance as they best see fit, without referenceto stated criteria.

12 Hansard, House ofRepresentatives,27 May 1981.
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If it is desirable to elaborate the notion, it is then necessary to consider
how detailed that elaboration should be. Vanistendael contrasts the

highly technical drafting style of the Australian GAAR with that of the

European and Canadianprovisions.13 While all Australian tax legislation
is extremely difficult to read, one can surmise that this style for the

provision was chosen in an attempt to address the concern about

uncertainty, although whether the appearance ofprecision is matched by
precision in reality is another question. While taxpayerswill want to see

precision in the drafting for greater certainty, the Carter Commission
warned that drafters cannot foresee all the possible avoidancetransactions
and that specific rules might create roadmaps for new tax planning.14

Obvious notions that might be definedwithin the law are:

The outcomeswill amount to avoidance.

The amounts are tax for the purposes ofthe GAAR.

The degree of artificiality of the form of a transaction that must be

present.

The state ofmind.thatthe taxpayermust possess.

Many ofthe papers in the volume explore the responses that have been,
or might be, given to these questions.
When is Tax Avoided

There is, for example, a choice to be made about the degree of

precision in identifying the outcome which will amount to an

avoidance. For example, Australia and Canada both refer to a taxpayer
obtaininga tax benefitbut define it quite differently.

13 In contrast, the previousAustralianGAARprovided quite simply,
Every contract, agreement, or arrangement made or entered into, orally or in

writing, whether before or after the commencementof this Act, shall so far as it
has or purports.tohave the purpose or effect of in any way, directlyor indirectly:
(a) altering the incidenceofany income tax;
(b) relieving any person from liability to pay any income tax or make any return;
(c) defeating, evading, or avoiding any duty or liability imposed on any person by
this Act;or
(d) preventingthe operationofthis Act in any respect;
be absolutelyvoid, as against the Commissioner, or in regard to any proceeding
under this Act, but without prejudice to such validity as it may have in any other

respect or for any other purpose.
Income Tax AssessmentAct (Australia) s. 260.

14 Canada, Report ofthe Royal Commission on Taxation,volume 3 (Ottawa, Queen's
Printer, 1966) at 554-56.
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Australia defines a tax benefit as the non-inclusion of an amount of
income or the inclusion of an allowable deduction.15 Canada on the other
hand-refers to a reduction, avoidance, or deferral of tax or other amount

payable under this Act.'6 The broader Canadian definitionwould incor-

porate, for example, schemes to defer tax:17 Other questions might be
whether either of the two texts would apply toa scheme which converted
income in one form (say, interest) into income in another form (say, a

dividend), or income from one source (say, foreign) into income from
another source. More obscure, though no less important, possibilities
could arise from schemes turning exempt income into taxable income
where associated expenses might be important in reducing an overall tax

burden.

What is Tax for the GAAR

Another notion that might be defined is the exact taxpayer liabilities
which will be treated as tax for the purposes of the law.

For example, the Canadianprovision refers specifically to tax or other
amounts payable under this law.'8 This would encompass schemes to

reduce interest and penalties, to reduce estimated tax instalments or to

increase tax credits. The Australian GAAR makes no explicitmention of
further possibilities.19

15 IncomeTax AssessmentAct 1936,(Australia)s. 177C provides:
(1) Subject to this section, a reference in this Part to the obtainingby a taxpayerof
a tax benefit in connectionwith a scheme shall be read as a reference to:

(a) an amount not being included in the assessable income of the taxpayer of a

year of incomewhere that amountwould have been included, or might reasonably
be expected to have been included, in the assessable income of the taxpayer of
that year of income if the scheme had not been entered into or carried out; or

(b) a deduction being allowable to the taxpayer in relation to a year of income
where the whole or a part of that deduction would not have been. allowable, or

might reasonably be expected not to have been allowable, to the taxpayer in
relation to that year of income if the scheme had not been entered into or carried

out;
16 Income Tax Act (Canada) s. 245(1).
17 Income Tax Act (Canada) s. 245(1). This is amplified in the definition of tax

consequences which refers to changing the amount of gross income, taxable
income, the source of income and any other amount payable by, or refundable to

the person under this Act, or any other amount that is relevant for the purposes of

computing that amount.
18 Income TaxAct (Canada) s. 245(1).
19 Elsewhere in the law, the corporate tax instalment provisions identify schemes to

avoid the operation of these provisions as within the scope of the GAAR. Income
Tax AssessmentAct 1936 (Australia) s. 221AZU.
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This raises an interesting question about the scope of the GAAR. Con-

sider, for example, the position of a resident taxpayer constituted as the

withholdingpoint for collecting tax on interest and dividends payable to

non-residents. If the resident taxpayer undertakes transactions designed
to minimize the size of the payments that are subject to the withholding
tax, is this transaction within the GAAR so far as the resident is
concerned Some person is obtaining a benefit but is it the resident (in
the form of a lower cost of funds after payment ofwithholdingtax) or the
non-resident (in the form of a higher return net ofwithholdingtax) The
answer is important if the GAAR also attempts to reconstruct the tax

consequences.thatwould have occurredbut for the tax.avoidancescheme.

Transactions in Abusive and Non-AbusiveForms

The German rule revolves around the notion.ofa mismatchbetween the

legal form of a transactionand the specific economic goal to be achieved.
Form is thus a critical notion. Mutn describes how the first version of
the Swedish GAAR was triggered where an inappropriate form was

chosen when a more normal and equivalent alternative course of action
was open. This,testwas abandoned in the second draft ofthe law.

The Australian rules also looks to the form of the transaction by
requiring the identification of'the taxpayer's scheme. Curiously,
however, the scheme is used only to indicate the taxpayer's purpose.
That is, the revenue authority must discern the taxpayer's purpose from

examining the form in which the transaction is cast, but the notion of tax

avoidance is not defined by the form ofthe scheme.20

Taxpayer'sPurpose
Ifthe essence oftax avoidance is a notion that revolves around the tax-

payer's purpose- as it is constructed under .the GAARs in Sweden,
Canada and Australia- a series of questions then needs to be addressed.
The papers in the volumediscussthese issues in some detail:

How is the offensivepurpose described21

How is the taxpayer'spurpose to be identified

Is it the taxpayer's subjective purpose that is relevant or an objectively
determinedpurpose

20 Income Tax AssessmentAct 1936 (Australia) s. 177D.
21 Compare Income Tax Act (Canada) s. 245(3) and Income Tax AssessmentAct 1936

(Australia) s. 177D.
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How important must the offending purpose be and how are mixed
motives tobe dealt with

Taxpayers and their advisors are generally concerned by rules that rely
upon somethingas ephemeralas purpose as the metric for somethingas

concrete as taxation. Gammie observes that a substantial part of the
literature on tax avoidance is devoted to analysingthe concepts ofmotive,
purpose and intention, and this reflects that taxation based on these

concepts is less satisfactory than taxation based upon objective and
verifiable fact. Yet as Arnold reminds us, courts are accustomed to

making similar determinations under other statutory provisions that

require the determinationof the purposeofa transaction.

Safe Harbours and Exceptions
It was mentioned above that the proponents of a GAAR may allow for

exceptions or safe harbours for certain transactions in order to eliminate
some ofthe potential difficulties of interpretation.

For example, the Australian rule allows a targetted exception for
income which is not included because of the making of a declaration,
election or selection, the giving ofa notice or the exercise ofan option by
any person [that is] ... expressly provided for by this Act provided that
the taxpayer's scheme was not entered into to create the circumstances

necessaryto enable the election to be made.22

Section 245(4) ofthe Canadian law provides a much broader exception
for transactions that do not result directly or indirectly in a misuse of the

provisions of this Act or an abuse having regard to the provisions of this

Act, other than this section, read as a whole. Arnold raises some of the

problems that the operation of such a provision might engender. He also
notes that the business purpose test was expressly rejected as defining a

safe harbour because it was felt that the test might still strike down some

non-business-relatedtransactions that should be within a safe harbour:

The use of the term business purpose was rejected because of a

concern that the courts would interpret it narrowly to exclude family
and investment transactions (for example, intra-family transfers of

property that do not have any business purpose but that are inoffensive
because they do not have any tax avoidancepurpose).

22 Income Tax AssessmentAct (Australia) s. 177C(2).
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Altering the Tax Consequences
Another design question is what event should occur once the rule has

been triggered. There are two aspects to this issue. One is whether

penalties should be levied when the GAAR has been triggered, or

whetherthe only consequence from attracting the provision is that the tax

administrationcan re-assess the tax and impose interest. Arnold explores
this issue in some depth and Mutn notes the 1989 Swedish proposal, as

yet unenacted, to reconstruct the proper tax and to impose a

supplementarytax aimed at eliminatingthe impropertax advantage.
Another aspect is whetherthe rule, once triggered, should attempt to re-

construct an alternative tax outcome by force of its own provisions, or

whether the rule should simply permit the reconstitution of another out-

come. Contrasting the Canadian and Australia provi.sions makes this
choice apparent. The Canadian provision permits the revenue authorities

to reconstruct the tax consequences ... [that are] reasonable in the

circumstances.23 The Australian law allows (but probably requires) the

revenue authority to determine the taxpayer in whose income the omitted
amount would have been included and to include the amount in income
under the most apposite,provision.24

The danger of trying to reconstruct the tax consequences that would
have occurred but for the tax avoidance, and indeed of all' attempts at

apparent precision, is manifest in the Peabody25 decision in Australia
which is discussed at length by Waincymer. The Australian GAAR

requires the revenue authorities to, identify the taxpayer who would have
received the income, but for the tax avoidance scheme, and to',make the

adjustment to,that person's income. Unfortunately ,for the revenue

authorities, they chose the wrong person. The precision which taxpayers
desire can negate the effect of the GAAR- it can be both a road-map
for tax planners as the Carter Commissionwarned, and also a trap for the

revenue authorities.

InteractionWith SpecificAnti-AvoidanceRules

Another ,important design question is to determine how should the

GAAR interact with existing specific anti-avoidance rules (SAARs)
How do the two sit together in one Act As Waincymerputs it,

23 Income Tax Act(Canada) s. 245(2). This provision is amplified, if that is possible,
in s. 245(5) which contains a list of possible adjustments that the authorities might
wish to consider.

24 Income Tax AssessmentAct 1936 (Australia) s. 177F.
25 (1994) 94 ATC 4663.
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If a taxpayer's transaction falls foul of a specific provision, there is no

need for a general anti-avoidanceprovision. If on the other hand their
transaction is perfectly legal and acceptable under the specific
provisions ofthe Act, why should a general anti-avoidanceprovision be
allowed to interfere

Clearly, specific rules are an alternative to a GAAR- an alternative
that Gammie notes has been the preferred approach of the UK. Mutn

gives examples of such rules in Sweden introduced while it reconsiders
whether to have a GAAR. Arnold notes that, while one option for a

government is to pass a collection of specific anti-avoidance rules, he

argues that, while every developed tax system is full of such provisions
specific legislation be adequate to controlling... can never an response

tax avoidance. The consequence of that view is that both sets of rules
will exist in the same Act.

The.question that then emerges is how they should operate in tandem.
Gustafson describes the dilemma that arises from the use of SAARs
based on the taxpayer's purpose. He suggests that they invite the
conclusion that Congress has considered and decided when tax

advantages are going to be denied because of the taxpayer's intentions.
The inference of such a conclusion is that intention in other
circumstancesshouldnot be a disqualifyingconsideration.

Anotherpossibility is the clash of the anti-avoidancerules. Quite com-

monly, incentives will be protected by SAARs which might be framed

using concepts quite different from those that have been chosen for the
GAAR. More importantly, the SAAR might represent an earlier and less
elaborate rule. Mutn describes the current dilemma in Sweden whether
the GAAR can be used to supplement the so-called stop legislation
rules.

Arnold suggests that no absolute orderingcan be prescribed
In some cases, the general anti-avoidancerule should override specific
provisions because otherwise tax planners will be able to manipulate
the technical provisions to achieve unintended tax benefits. However,
the general rule should not take precedence over specific provisions in
all cases. For example, it would be perverse to apply the general
anti-avoidancerule to cases where a taxpayer is simply obtaining a tax

incentive specifically provided by the statute. Therefore, the courts

must decide in each particular case whether the general anti-avoidance
rule or anotherprovisionshouldprevail.
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Richardson echoes the position, addding that the relationship between

provisions must itselfbe aamatter ofofstatutory interpretationn--
The general anti-avoidancesection thusthusslives ininananuneasyuneasycoomproomise
with otherotherrspecific provisions ofofthe income tax legislation. In the endend
thethee legal answer mustmusttumtumnononananoverall assessmentassessmentofofthe respeective
roles ofof the particular provision andand the general anti-avoidance

provision andand ofofthe relationshipbetween them. That is aamatter ofof

statutory construction.

The Alternatives

The papers ininthe volume also examinexamieehow governments might try'to
deal with tax avoidance ininways other than bybyusingssinggaa GAAR. Clearly,
decidiing toooenactenactaaGAARinvolvesivoovvessaastrategic choice-- thetheedecision that

the damagedamageetoooother valuesvaauessis insufficienttoooooutweigh thetheebenefits from aa

GAAR. That balance depennds onon judgments which deserve to bebe

exploreed.
In order tooododoso, it is neccessary first tooocome to somesomeconclusionconccussonnabout

whether tax avoidancevooidanceeis aa sufficiently important problem tooo warrant aa

GAAR -- the sleeddgehammer-to-crack-a-nnutproblem. Brooks andand

Head, using the example ofofsubstituting taxed labour for untaxed leisure,
confirm the conventional wisdom that tax avoidance practices do indeed

create prooblems for the important criteria byby which tax systems are

judgedjudged-- revenuerevenueproodductioon, equity andandefficiency.2.6 They then extend

their example tooo incorporate other forms ofofsubstitution behaviour moremore

commonlyommonnyy explored byby taxpayers andand their advisers, suchucch as the re-

allocation ofofanan iinvestment, the means ofofstructuriing it, andandusiing exotic

forms ofofbusinessbussnesssorganisationandnndfinanncing-toooavoidvooidtax. They conclude

56 See generally, PP Groenewegen, Distributional andnnd Allocatiooal Effects ofofTax

Avoiddance, innnDDCollins ed, Tax Avoidance andandthe Econnomy (Sydney, Australian

Tax ResearchFoundation, 1984) at 23:
There are aanumber ofofimportant resource allocation consequences ofofthe tax

avoidance industry. These arise from the direct application ofofscarce resources to

tax avoidance activities, from the re-allocation ofofresources for investment, or

employment ofofvariations innn pre-tax andnnd postttax returns as aa result ofof tax

avoidance, from the dead weight welfare losses associated with these re-

allocations as well as from the free rider problem arising from tax avoidance.

Unfortunately little quantitative light cancan be shed onon these resource allocation

matters.
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that, the same issues of equity and efficiency can and do arise in all
dimensions ofbehaviouraladjustment.27

Waincymer explores this issue with a more general description of the

consequencesofavoidance- the effects ofdiminishedgovernmentreve-

nue, the reallocation of resources, increased administrationcosts and ad-
verse distributional results - and notes that given that governments
spend much of their revenue providing public goods, tax avoidance is a

particularaspect ofthe free rider problem.
Head is a little more circumspect in his assessmentand notes that,

experience of tax avoidance in liberal democratic countries, including
Australia, suggests indeed that a tradition of taxpayer compliance can

become so firmly rooted that easy opportunities to avoid tax may be

widely, ifnot universally, ignored.
If this is true, it has implications for governments about the value of

embarkingupon the GAAR adventure.

SomeNon-Solutions

Before embarking upon the discussion of the merits and drawbacks of
feasible alternatives, it is worth remarkingupon a few alternativesthat are

more or less discardedby the papers in the volume.

One possible solution that is generally discounted is greater reliance

upon specific and targetted anti-avoidance rules (SAARs). Arnold, for

example, argues that, specific legislation can never adequately deal with
tax avoidance. This might come as a surprise to policy-makers in the US
and UK who clearly do not agree with the generally pessimistic
assessment. Gammie notes that this has been the preferred approach of
the UK.

Waincymer takes this position even further. He argues against the

temptation for Parliament to rectify all avoidance by using SAARs once

new schemes have been discovered for two reasons. First, these kinds of

provisions add much cumbersome detail to the legislation. More

importantly,he notes,

27 Their examination of the emerging pure theoiy of tax avoidance a notion-

which suggests that tax avoidance can be costless in the sense that it involves no

welfare cost to society and no decrease in horizontal equity- concludes that this
outcome is possible only in special situations where the untaxed option has largely
replaced the taxed option. Unfortunately, as they note, in the area of capital
income taxation ... examples of perfect or near-perfect substitutability abound ...

both in the theory and practice of tax avoidance.
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Such provisions ... can even adversely affect the extent to which judges
adopt a purposive approach to interpretation.For example, the complex
style of legislative drafting generally adopted in Australia has been
described ... as leading to a reversal of roles between Parliament and
the Courts, with Parliament preoccupied with detail and the courts

trying to sift purposes and principles from out ofthe legislative fog
Gustafsonprovides a lengthy discussionof two different styles ofusing

targetted rules, both ofwhich are evident in the US legislation. He refers
to:

rules that refer specifically to a tax avoidance purpose in order to deny
access to certain benefits (such as tax-free corporate acquisitions, reor-

ganisations,stock distributions, and so on), and

rules that deny access to certain benefits where certain facts and
circumstances exist on the presumption that these facts are adequate
evidence of a tax avoidancepurpose.

The latter rules he includes thehobby loss rules, the personal foreign
investmentcompany rules, the controlled foreign company rules, passive
activity loss rules, the expatriationrules, and so on - present an interest-

ing approach to avoidance. They simply presume it. He describes this

as, a discernible trend in the direction of generalized conclusions about
tax avoidance instead ofor in addition to specific transactionalanalyses.

But clearly there are many options that could be addressed as measures

to deal with tax avoidance. One possible strategy that is not seriously
advocated in the papers is the pursuit of better legislative drafting,
although the interaction of GAARs with both drafting styles and the

interpretationprocess is examined. Some papers regard it as a danger of
a GAAR it will have deleterious effects .on the drafting of legislation.
Requiring a certain amount of legislative precision is not impossible, nor

has it produced inadequate results in the US, although as Gustafson

shws, there is clearly a trade-off between volume and precision which
must be managed. The US has chosen to enact many specific anti-
avoidancerules but at the expenseof increasinglythe size and complexity
of their legislation and administrative materials exponentially. Mutn

expresses the fear that, the GAAR by its very existence threatens to

lower the standards ofprecisionapplied by the legal draftsmen.

And it is worth remarking upon the point that Mutn makes - a

GAAR is not a solution to deficiencies in other parts of the taxing
process:
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There are shortcomingsamong each one of these three pillars of the tax

system, the law, the judiciary, and the administration. Countries tend to

make up for the failures of one by putting more weight on another. To
take the case in point: ifthe law is deficient and,the courts apply it as if
it were a pattern of perfection, there is a temptation to let a GAAR
make up for the shortcomings of the law, and turn the responsibility to

the courts and the administration. If the administration is weak and
auditors gullible, tax laws might have to be Draconian, whereas, if

applied by a more competent audit service, the law can leave more

room for administrativejudgment.
And the efficacy ofGAARs is viewedwith caution in the countries that

possess them. A GAAR may be thought to be a quick fix for tax

avoidancebut it might prove not to be a fix at all. Waincymerpresents
the unhappy history of Australia's 2 GAAR experiments. He recounts

the story of the first provision and its interpretation by successive

courts. That interpretation rendered the provision subject to doctrines
which he enumerates as the predicationtest, the choice principle and the
antecedent transaction doctrine- arcane terms for judicially imposed
limitations on the operation of the provision. He describes two further

problems that .were read into the provision:
... one of the main problems with s. 260 was its use of the word

avoidance without giving any particular criteria for determining
where this occurs. The second major drafting problem was the failure
to allow any reconstructionpower for the Commissioner.

He then examines how these difficulties were addressed in some cases

in the successor provision. Curiously, not all of the difficulties were

addressed and he comments on how some of them have been repeated in

the successor provision. The inauspicious inauguration of the

replacementprovisionmay be the portent of its imminentemasculation.

The suggestions that are developed at greater length in the volume indi-

cate that a comprehensive framework for solving tax avoidance by other

means is feasible, and that observation implies that the reluctance of gov-
ernments to embark upon the venture should be regarded more as a

product of lethargy or ambivalencethan ofa dearth ofoptions.
Better Taxes

What other less dangerous and less contentious,alternatives are open to

governmentto control tax avoidance What mightbe done instead

Brooks and Head argue that base-broadening is an appropriate anti-
avoidance strategy which still has much to commend it. This is because
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the degree of loss for society associated with avoidance is determinedby
the.ease of substitution between the taxed and untaxed alternatives- a

result which informs their proposition that base-broadening is an

appropriatealternative anti-avoidancestrategy:

Short of the special case of perfect or near-perfect substitutability ...

high substitutability increases tax avoidance and therewith the
inefficiencies and welfare cost of taxation. Such problems greatly
strengthen the general tax policy presumption in favour of removing,
and as far as possible avoiding, discriminationand arbitrary distinctions
between different types and sources of income. This policy should
indeed be vigorously pursued both in the area of labour income and

capital income under income taxation; and a similar policy needs to be

applied on the uses side in the area of indirect consumption taxes.

Since high substitutability is an especially significant feature in the

capital income area, the need for uniform and consistent treatment of
different capital income components is, however, particularlypressing.
This view is echoed by Mutn and Gustafson, each of whom identifies

tax incentives as the source of the problem, providing the lesser taxed

way in many cases. Where the tax base is insufficientlycomprehensive,
and invites taxpayers to respond by offering them untaxed options, it is

disingenuousof the governmentto complain. Gustafsonreminds us that,
the effectiveness of all techniques for addressing unacceptable degrees
of tax avoidance are infected by the continued propensity of the

Congress to enact tax advantages for particular industries and particular
transactions.

Waincymer too offers a list of common forms of tax avoidance and

emphasises the structural elements in common tax regimes which induce
each one:

Progressiverates of taxation encourage income-splittingtechniques; tax

expenditures in favour of activities deemed worthy of encouragement,
lead to the creation of tax-inspired shelters; preferential or tax-free
status to capital gains, encourages commercial gains to be described as

such; administrativenecessities such as limiting the taxing exercise to a

particularperiod, encourages manipulationsofthe timing of deductions
and receipts of income streams; those jurisdictions which prefer to tax

beneficiaries rather than controllers of income streams, encourage the
use ofdiscretionarytrusts and other partial alienations.

Importantly, he adds a degree of scepticism to the discussion, noting
that despite Australia's tax reforms during the late-1980s, most of the
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common tax avoidance devices are still 'live' issues. Better taxes may
be desirable, but they may not be enough.

The case for better taxes as a substitute to a GAAR is taken one step
further by Gammie. He emphasisesthat,

tax avoidance is a symptom of an affliction that affects all tax systems
and a common failing of governments is to tackle the symptom rather
than address the underlying cause. Tax avoidance does not reflect the

inadequacyof legal language. Most tax avoidance stems from a failure

in the underlyingprinciplesofwhat governmentsseek to tax.

He advocates the benefits of abandoning income tax in favour ofmore

robust taxes, meaning taxes on transactions which are less open to

manipulationor dissembling:
Successful taxes are those that reflect two factors- a well-definedand
sustainable economic concept that recognise a person's ability to pay,
and the ability ofgovernmentto administer, collect and enforce the tax.

In particularhe draws attention to the difficulties presented in trying to

impose and administer an income tax, especially one based around the

Haig-Simonsnet accretion concept. It is, he argues, simply too fragile to

withstand the attacks of concerted tax avoidance. If, a measure of the
success of a tax system lies in the lack of opportunities that it offers for

tax avoidance, then the income tax is not a good performer. He

contrasts this with taxes on consumption. While he concedes that they
too can be avoided, nevertheless he argues, a consumption base avoids

many of the problems of the income base because it taxes outcome not

opportunity.
Mutn reminds us of those who have described tax avoidance as a

necessary safety valve preventing excessive tax laws from taking their

full, detrimental effect. While this counsel may be too glib, we might
still agree that uncontrollable tax avoidance is symptomatic of other and

larger problems.
ReleasingJudicialCreativiy

It was noted above that one possible response to the problem of some

kinds of tax avoidance is for courts to take matters into their own hands,
so to speak, and to develop judicial anti-avoidance doctrines. Such a

procedure, if it could be brought about, would avoid some of the

problems associatedwith a statutory rule that were mentioned above, and

at the same time has greater flexibility and responsiveness. The case for

judicial creativity is put most forcefully by Brooks who argues that if
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judges did their job more effectively and conceived of their tasks

differently, it wouldn'tbe necessary to have a GAAR.

The usual criticism ofsuch a proposal is the separation ofpowers issue,
but that is not the only criticism. Arnold implies that the means for

judicial creativity do not yet exist,
The adoption of a statutory rule is more acceptable than a judicial rule
to those persons who consider that it is the legislature's exclusive

responsibility to develop the tax laws. The introduction of a statutory
rule is subject to all of the safeguards of the legislative process,
including the consultativeprocess. The limits of a statutory rule can be
establishedwith more specificity than the limits of a judicial rule, even

if only by way of explanatory notes and administrative guidelines
which help to reduce uncertainty.
But clearly the potential for the creativity of judges to be released is

borne out by Gustafson's description of the judicially-developed anti-
avoidance doctrines in the US. Indeed, one fear that is mentioned in the

papers is that an express GAAR may operate in some senses as a brake
on judicial creativity. Waincymer, for example, suggests that the very
detailed style of statutory draftingmay invite judges to adopt interpretive
presumptions to the effect that matters not specifically mentioned were

not intended to be covered. This view is echoed by a English judge
quoted in the volume. Although Mutn says he can observe no clear
indication that the existence of the GAAR has turned the generally
applied interpretationrules more restrictive,Arnold notes that,

the Supreme Court of Canada expressly rejected [a judicially-
developed anti-avoidance rule], primarily because such a test was

inconsistent with what the court characterized as a general statutory
anti-avoidancerule in former subsection 245(1). In other words, since
Parliamenthad spoken on the matter, it was inappropriatefor the courts

to usurp the role of Parliament in dealing with tax avoidance by
adoptinga general anti-avoidancerule judicially.
This would be a curious outcome from what is presumably intended to

be a liberating procedure, but apparently not an uncommon one.

Although Gustafson gives examples of cases where US courts were

unconcerned by the existence of specific (but inapplicable) statutory
limitations in various provisions, he later suggests that this trend may be

occurring in the US as well:

The propensity of courts to create barriers to tax avoidance by the

imposition of tests not articulated in the taxing statute... seems to be
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diminishing. There are several apparent reasons for this tendency. As

the decades pass and experience with the taxing mechanism

accumulates, the most obvious instances of tax avoidance through
loophole exploitationare likely-to have been addresseddirectly.

AdministrativeandInstitutionalReform
More despairingly, Richardson agues that the task of regulating

economic behaviour and of controlling tax avoidance is now probably
beyond conventional legislation implementedthrough courts and the time
has come to more or less abandon the legislation and consider substitute
solutions

I have become less sanguine about the capacity of the New Zealand tax

system to control economic behaviour. As a result I have come to the
view that there should be less emphasis on the invoking of anti-
avoidance provisions and on essentially discretionaryjudgments by tax

officials and the courts as a control mechanism, and that there should
be more emphasis on reducing incentives for tax planning, on changing
the drafting approach, on restructuring the tax agency and on

reorganising the tax collecting system to recognise and reflect central
features oftax collecting.
He elaborates the paradigm for realistic administrative action so that it

takes into account legal constraints, limited resources, modern techno-

logical opportunities and the need to sustain voluntary compliance. This
environmentalscan leads to suggested means for enhancingpolicy devel-

opment, administrative implementation,taxing structures and taxing proc-
esses.

Some of the suggestions are radical- reconstructing the process by
which tax policy is formulated, taking compliance costs seriously,
revising legislative instruments, greater quality control within tax

authorities, re-organising the operational units within the tax

administration. He makes a cogent case both for the inadequacies of a

GAAR as a solution to tax avoidance and for the alternate prescrip-
tions

... the design of tax legislation and the design of the tax collection

system. By reducing incentives for uncontrolled tax planning, by
developing a clear customer focus, by changing structures and

processes oftax administrationand the culture ofthe organisationso as

to recognise and reflect central features of tax collecting, and by
balancing incentives and sanctions for both taxpayers and tax

administrators,we are likely to improve tax collecting overall.
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Some ofthese same prescriptionscan be seen in Gustafson's discussion
ofUS approaches to solving tax avoidance. Tlie sections of the Internal
Revenue Code which presume a tax avoidancepurpose where appropriate
facts exist are one example.

Another is the use of the Alternate Minimum Tax a device which
taxes individuals and corporationsnot on their taxable profit as computed
under the existing rules, but on another figure if that is higher. Taxable

profit under the alternative formula adds back some tax preferences and
thus eliminates the benefits ofschemes designed to secure access to these
preferences. This approach is not directed precisely at tax avoidance-

the issue is a bigger one of tax preferences generally- but it has the

interesting and, one can suppose, not entirely unintended, consequence
that avoidance activities which attempt to secure access for a taxpayer to

tax benefits that it was never intended to receive become less beneficial.
It makes even successfultax avoidance less valuable.28

Gustafson also identifis the new procedures for scrutinising transfer

pricing as examples of new means for attacking tax avoidance. Here,
though, the emphasis is on stricter administrativeoversight:

The new departures in confronting transfer pricing may be the leading
edge of the systematic enlargement of administrative force through the
creation of additional record-keepingrequirements, establishing special
and step penalties, and inviting scrutiny by the Internal Revenue
Service before transactions are implemented.
Before leaving this topic, however, it is worth reflecting on the conse-

quences of changes to institutions and processes, particularly those which
confer greater power and further discretion on the tax administration.The
alarm arising from such provisions, expressed by Waincymer, is that
there will be no guarantee that the administratorwill be impartial, fair or

would appropriately balance the interests of taxpayers against the
interests of revenue collection. Gammie takes up this topic and
concludes that one can reach the stage at which legal definition is
neither possible nor (for the government) advisable and that when this

occurs, when resort to discretion is inevitable, it is important to

recognise the position and deal with it rather than resist

28 The same outcome can also result from imputation systems which track tax actually
paid at the corporate level. They convert corporatetax avoided into shareholder tax

deferred. See generally, GS Cooper, The Effect of hn Income Tax on Corporate
Tax Evasion, in J Head ed, Corporate and Shareholder Tax Reform (Sydney,
AustralianTax Research Foundation, 1996) forthcoming.
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However it is approached, the issue to address is always how best to

balance the interests of the taxpayer and the State for taxpayers to

know what tax they must pay other than through an unfettereddemand,
and for government to be assured that it can raise the revenue it

requires. Adherence to the fiction of legislative certainty in areas for
which government must ultimately claim a discretion may merely
inhibit the development of satisfactory mechanisms to balance the
various interests involved. Ultimately, such mechanisms may function
more satisfactorily to preserve the rights of the general body of

taxpayers and to uphold the rule of law than the illusory appearance of
a certain tax code.

Entrenchingthe Tax Constitution

Another alternative, which is explored by Head and by Brooks and

Head, is to address the conditions that permit avoidance. As was noted

above, Brooks and Head suggest that the use of broader-basedtaxes can

prevent the opportunities for the substitution that is the object of tax

avoidance. But why and how do these lesser-taxed opportunities come

about Their application of the public choice literature to tax avoidance
reminds us that the substitutes are not immanent- they are deliberately
sought by voters and provided by politicians as one outcome of a

majoritarian political decision-making process. While policies that
eliminate avoidance opportunities should be considered valuable by
voters and are likely to be socially optimal, they will not always be
advanced if informational problems and organisational costs are large.29
They argue that,

If political competition under majority voting cannot be relied upon to

control problems of inefficiency, inequity'and tax avoidance satisfac-

29 In these remarks they reflect the work of Knut Wicksell's Finanztheoretische

Untersuchungen und das Steuenvesen Schweden's (Inquiries Into the Theory of
Public Finance)published in 1896 where he argued for super-majority voting
requirements to allow minorities to thwart these redistributive possibilities. K

Wicksell, Ein nueus Prinzip der gerechten Besteuerung, in Finanztheoretische

Untersuchungenund das SteuerwesenSchweden's (1896) reproduced in English as

K Wicksell,A New Principle of Just Taxation, in RA Musgrave & A Peacock eds,
Classics in the Theory ofPublic Finance (London, Macmillan, 1958) at 72. For a

discussion of Wicksell's work on this and other topics reviewing material in

English, German and Swedish, see generally CG Uhr, Knut Wicksell - A
Centennial Evaluation (1951) 41 American Economic Review 829; CG Uhr,
Economic Doctrines ofKnut Wicksell (Berkeley: University of California Press,
1962). See also DR Escarraz, K Wicksell and E Lindahl: Theories of Public

Expenditureand Tax Justice Reconsidered(1967) 20 National Tax Journal 137.
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torily, the obvious inferenceis that new and/or supplementaryrules ofa

constitutional or quasi-constitutionalcharacter may be required. Since
the majority voting rule serves to expose the budgetary decision-

making process to distributional influences and distortions, measures

calculated to limit such influences and reduce deadweight losses need
to be considered.Voter-taxpayersmust be encouragedto focus on long-
term possibilities for achieving mutual gains rather than on short-term
sectional interest or redistributionalconcerns.

Head notes that this may require changes to the voting system to

entrench the constitutionalityof the tax system, to legitimise its authority
and minimise the opportunities and effects of lobbyingwhich creates the
avoidancepossibilities:

It has, however, long been recognised that complete unanimity may
never be achieved and high decision-makingcosts could be involved.
Full compensation is seldom, if ever, possible, and recalcitrant
minorities may be encouraged to behave strategically, seeking to

exploit the veto in an attempt to capture the lion's share of mutually
available gains. The quasi-constitutionalcharacterofthe tax system and
f the tax reform process, properly conceived, does nevertheless

suggest a case for requiring a more highly qualified majority in
allocation branch decision-making.This would also help to reduce the
well known dangers under simple majority voting of socially wasteful

policy reversals or cycling phenomena.
This observationbrings us nicely back to the point from which I began

the constitutional dimension of tax issues. While taxation is an-

important element in the constitutional framework of a society, it is

perhaps not taken sufficientlyseriously in that framework.

Perhaps the most appropriatepoint with which to conclude is to remark

upon one very nice tax irony. It is conceivable that GAARs might
support the rule of law or, at least, respect for law and the rule of law. A
GAAR is a response to the problem of tax avoidance and, in so far as it
can be an effective curb on unchecked avoidance, it may serve to bolster

legal and constitutional traditions. Freiberg makes the point in his
discussion of the period of the most aggressive Australian tax

avoidance, if not tax fraud, generally referred to as the bottom the
harbour schemes:

There was a serious danger that the legitimacy of the taxation system
could have been destroyed, ifnot ultimately the legitimacy of the gov-
ernment. Widespreadcynicism is not a basis,for good governfnent. The

fragile trust between citizens and government officials, professionals
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and their clients, employers and employees is easily destroyed, as is the

tenuous social solidaritybetween groups at different levels ofsociety.3
A GAAR is clearly desirable to counter tax avoidance which

undermines the confidence Of taxpayers in the integrity of their
institutions. Mutn observes that in Sweden the term translated into

English as the rule of law has two meanings, one ofwhich is that

in the tax context, it should be understoodto include not just the safety
of the individual against unlawful actions of the fiscal authorities, but

also the assurance of the loyal taxpayer that he is not abused and taken
for a ride, whereas smarter people get away with tax avoidance
schemes.

Head puts it this way

Without a strong and complex supporting structure of standards, norms

and moral values, the political, legal and fiscal institutions of liberal
democratic society would lack the stability necessary for their effective

functioningand could not long survive. These basic institutions and the
associatedvalue structures are properly to be regarded as public capital,
as the social infrastructure of liberal democratic society. In this
enriched version of the quasi-constitutionalapproach to the design and
reform of democratic institutions, standards, norms and moral values
can clearly be seen as the cement of societywithoutwhich instability
and disintegration of our political, legal and fiscal institutions can be

predicted.

30 A Freiberg, RipplesFrom the Bottomof the Harbour: Some Social Ramificationsof
TaxationFraud (1988) 12 CriminalLaw Journal 136, at 158.

50



PARTI

THE RULE OF LAWAND THE
CONSTITUTIONALFRAMEWORK

51



52



CHAPTER2

TAX AVOIDANCE:IN ECONOMICS,
LAWAND PUBLIC CHOICE

MichaelBrooks & John Head

Introduction

Tax avoidance, as discussed by tax lawyers and administrators,has for
too long been a rather neglected issue in the literature of public finance
and public economics. It has, of course, been recognised that tax avoid-
ance in this familiar sense does exist and may seriously threaten the
achievementofthe standard public finance objectives of revenue-raising,
equity, efficiency and simplicity. Some effort has indeed been devoted to

the analysis of seemingly related issues in the area of tax evasion, utilis-

ing principles derived from the modem economics literature on crime and

punishment due to Becker.1 A sharp, perhaps sometimes oversharp, dis-
tinction is, however, conventionallydrawn between tax avoidance, which
is legal, and tax evasion, which is not. And there has hitherto been little
effort by economists to set the legal concept of tax avoidance within the
framework of modern tax policy analysis, either of the more orthodox

public finance variety or in the alternative public choice mode. A brief
but useful discussion is, however, to be found in a recent paper by Slem-
rod.2

One aim of the present paper is to contribute, at least in a preliminary
way, towards remedying this deficiency. For this purpose conceptual
clarification is obviously required. As we shall see, the concept of tax

avoidance that comes most naturally to an economist tends to be much

broader and more sweeping than the concept that has been the particular

1 GS Becker, Crime and Punishment: An Economic Approach (1968) 67 Journal of
PoliticalEconomy169.

2 J Slemrod, Income Creation or Income Shifting Behavioral Responses to the Tax
Reform Act of 1986 (1995) 75 American Economic Review 175. See also JJ
Cordes & H Galper, Tax ShelterActivity: Lessons from Twenty Years ofEvidence

(1985) 38 National Tax Journal 305.
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preoccupation of tax lawyers and administrators. Both the narrow legal
concept and the broader economic and public choice concepts are, how-

ever, ofgreat policy concern in their own right. The effects on tax policy
objectives and the contrasting policy implications of these alternative

types of tax avoidancewill therefore be explored in some detail. For this

purpose some attemptwill be made to clarify and further develop some of
the major policy issues that have been discussed and debated by practi-
tioners in the more traditional area of tax avoidance narrowly construed,
utilisingsome of the simpler tools of economicanalysis.
The Economist'sConceptof Tax Avoidance

To an economist there would seem, at first blush, to be no distinctionto
be drawn betweep different types of tax avoidance defined generically to

cover the complete range of legal tax minimisation activities. Under in-
come taxation as imposed by industrial countries over the past century,
different sources, forms and uses of income have been subject to widely
varying effective rates of taxation. As a result the taxpayer is faced with
incentives for behavioural' adjustment involving the substitution of less

heavily taxed activities for those that are more heavily taxed. Although
such adjustments are possible in different types, areas and dimensions of
economic activity, all involve tax reduction or tax minimisation with

broadly similar economicconsequencesfor the achievement,or rather the

non-achievement, of standard tax policy objectives. Analogous issues

arise, of course, in areas other than income tax; but, for the purposes of
this paper, the analysis and illustrative examples will focus exclusively on

income taxation.

At a very broad level, adjustments may be made in, for example: the
amount or type of work done or the form of remuneration; the level and

composition of savings; the risk characteristics of investments made; the
allocation of investment between different sectors, industries or types of

equipment; the form of business organisation and methods of financing;
and the compositionofpersonal or household consumption. In the face of
such a variety ofdescriptivelydifferent forms ofadjustmentthere appears
to be no obvious basis on which to single out particular types of tax

minimisationactivity as tax avoidance in any special technical or pejo-
rative sense.

There is, however, a strong general presumption in the tax policy litera-
ture that all such adjustments are economically,undesirable and inequi-
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table. Folllowing the well knownwork ofofHenry Simons,3 itithas generally
been accepted among economists that income taxation should be based

ononthe most comprehensive feasible economic incomeicomeeconcept. On this

view, as far as p.ossible allallthe different types andnndsources ofofincome

should be taxed uniformly andnndconsistently. Tax preferences andnndtax con-

cessions ofofallalltypes are prima facie highly suspect andnndcannotcannotiningeneral
be justitfied, for example, as compensatiton for externalities or market im-

perfections. As emphasised ininthe modern tax expenditure literature, di-

rectrectsubsidies or related measures ofofaanon-tax character are generally to

be preferred for suchucchpurposess

LabourIncome Taxation: The ExampleofofWork-LeisureChoice

In order to illustrate the extremely broad sweep of tax avoidance termi-

nology as appliled inineconomic analysis, and ininorder to identify ininaafairly
simple settting somesomeof the major consequences of tax avoidance for eq-

uity andnndeffifciency, we begin by considering possible adjustments inin
work-leisure choice. Figure 1 1depicts aasimple society consisting of just
two persons IIandnndII withwithdiffering work-leisure preferences, as repre-
sented by their differing demand schedules DID1andnndDlID11for aasingle in-

come-earningactivity. Their initial incomes are assumed to be identical,
as represented by the common initial market equiliilbrium atatpoint E. In

this model ititisisevident that person I, withwiththe more elastic supply of la-

bour or demand for income, willwillfind ititeasier to avoidvooidincomeicomeetaxation

than person II. Faced withwithincome taxation imposed atataauniform rate tt
=
=

AB, person I Iaccordingly does less workorrkandnndpays less tax than lI,
achieving equiliilbrium atatpointoointC, as compared withwithII's equiliibrium atat

point F. I'sIsstax is shown by the areaareaof the rectangleABCDABCDwhile II pays
ABFG. Measured against the benchmarkof zero behavioural adjustment,
tax avoidancebyperson II is FGEHFGEHwhile IIavoids CDEH.

As aaresult of these behavioural adjustments,however, the supply of la-

bour by both persons is distorted andnndexcess burdens orordeadweight
losses are generated. This extraexxraaburden or loss ofconsumersurplus for

person IIis measured as the area of the triangle CDE, while person II in-

curs aasmaller excess burden ofamountamountEFG. Clearly these differences

3 3 HCHCSimons, Personal Income Taxation (Chicago, University ofofChicago Press,
1938).

4 4 SSSurrey, Pathways to Tax Reform (Cambrirdge,HarvardUniversityPress, 1973).to
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in excess burden partially offset the greater tax savings achieved by per-
son I. Tax avoidance is not therefore costless, either to the individual or

to society; and the benefits from tax avoidance enjoyed by individualtax-

payers are clearly overestimated if we focus exclusively on the tax sav-

ings and ignore the excess burdens.5

In an important early paper Buchanan6 has accurately characterisedthe
additional tax share borne by person II as a result of the more successful
tax minimisationactivities ofperson I as an externality(like pollution).
As a result, the public expenditure benefits ,that can be enjoyed in com-

mon by both persons will have to be reduced; or, in the conventional

5 G Brennan & J M Buchanan, Tax Reform Without Tears, in HJ Aaron &MJ
Boskin eds, The EconomicsofTaxation (Washington,Brookings Institution, 1980).

6 JM Buchanan, Externality in Tax Response (1966) 23 Southern EconomicJournal
35.
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equal revenue frameworkof tax policy analysis, the uniform rate of tax

t will have to be increased on the narrower revenuebase in order to make

up for the lost revenue, thus further increasing the excess burden. Clearly
person I enjoys in this context a differential benefit as a result of her

greater ability to avoid tax.

Apart from the economic distortions suffered by society at large, it fol-
lows that the tax system that we have described is highly discriminatory.
The differential burden suffered by person II, while it can quite accu-

rately be described as an externality, is more commonly characterised in
the public finance literature as a horizontal inequity. In the pre-tax situa-
tion persons I and II have the same income and, in accordancewith hori-
zontal equity principles, they should pay the same amount of tax. Due to

their differing abilities to avoid tax, their total burdens (tax + excess bur-

den) in fact diverge markedly. Horizontal equity is thus clearly violated.
It is easy to see, therefore, in this very broad application of the familiar

terminology, that tax avoidance in the sense ofbehavioural adjustment is
in general highly objectionable on grounds of both horizontal equity and

efficiency.
It is, however, quite commonly argued that there is an equally if not

more serious objection to tax avoidance on grounds of vertical equity,
since the wealthy are perceived to be avoiding relatively much larger
amounts of tax than those on lower incomes. While the nominal rate scale
is quite progressive, effectiveprogressivitymay be much reduced as a re-

sult of the differential incidence of tax avoidance. This argument too can

be explored within the same diagrammatic framwork, appropriately
modified.

Figure 2 depicts a similar two-personsociety in which the two persons I
and II now have different initial incomes as represented by their pre-tax
market equilibrium positions at E and H, with person I enjoying a much

greater income (Y1) than person II (yII). Their ability to avoid tax, as indi-
cated by the slope of their respective demand schedules DI and Dn, is as-

sumed to be identical. Under a progressive rate schedule ofthe usual vari-

ety they will,'however, face different marginal rates of tax tI (=JH) andt
(=AB), with high income person I facing the higher tax rate. In response
to these differing marginal tax rates, income-earning activity is reduced

by person I to Y1 and by person II to -Y11. I's tax is ABKH+ HJCD while
II pays ABFG.

In this model it is clearly the case that high income person I avoids

more tax than person E, as measured by the rectangular areas CDEL and
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FGBK for persons I and II respectively. Assuming no behavioural ad-

justment, person I would have paid in tax.an amount ofABKH + HJLE,
while person II would have paid ABKH. By substituting untaxed leisure
for fully taxable income, both individuals can and do avoid some tax.

But, as a result of greater tax avoidance by wealthy person I, nominal
tax progressivity is clearly much reduced, as reflected in the fall in I's av-

erage tax rate from (ABKH+ HJLE)/Yl to an effective rate of (ABKH+

HJCD)/Y', while II's average rate falls by a lesser percentage from
ABKH/YI1to ABFG/Y1I.

P,C
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Here again, however, it is necessary to account for the excess burden
of the tax. The progressive income tax distorts the supply of labour by
both persons, and the resulting excess burden impacts differently on I and
II. For person I the excess burden is measured by the area of the triangle
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CDE, while perrsson IIII bears only .FGH. As in our prrevious modell tax

avoidance'isvoidanccee'is ccoostly, bothbotthtoo the individual andandtoto ssociety. InInaaddition, the

greatergreatertaxtaxsavingseenjoyeed bybythe weealthy arearepartially offset by aa largerargerr
excessexcessburden. _n terms ofoftotalotaalburden (taax + excessexcessburden)burden)progreesssiv-
ity may be little changed asas a result of tax avoidance; and any possssible
reduction isis ssignifiicantly lesslesss than it might appear from standard meas-

ures oftax prrogrressssivity.7

The results we have derived deepeend, ofofccooursse, on the speecific aasssump-
tions ofofthe two models we have considered. Although these aassssumptions
serve toto illustrate veryveryniccely some ofofthe common characteristics of tax

avoidanceprroblems within the generral frameworkofwork--leisurechoice

analyssis, other results arearepossssible and may be more relevant in important
sspecial cases. This may be more particullarly the csecasewhen we move be-

yond the work-leisure framework into other areasareasof behavioural adjust-
ment in which the tax avoidance terminoloogy has been more ccommonly
aapplieed. Although other exaamplees could be citeed, work-leissure choice

reepreesseents perhaps the classiccaassscccase.ofcaseofananappliccation within the public fi--

nance literature ofofthe very broad concept of tax avoidance that, we have

arrgued, comes most natrrally toto an economist. From aa taxtax policy view-

point the failure toto tax leisure under either income oror conssumption taxa-

tion is, moreeover, aamong aahandful of the most natural and most intrac-

table constraints faaccing thetheepoliccy-maaker inn the design ofananeequitaable and

efficient taax-ssysteem.

Policy Implications
As aa result of this latter .featturre, the policy implications of tax avoid-

ance in .this more generral ssetting lack perhaps the most important and

most characteristic thrust of moderrn taxtax reform prropossals, notaably base

broaadeening. Excceess burdenburden and horizontal eequity in this model result

from thetheefailure toto includeinccudeeleisure in thetheetaxtaxbase. This is, howeever, anan in-

evitable feature of income and conssumption taxes alike, and it must sim-

ply be acceptted. Somewhat ironically, this has been aamajor areaareaofpol-
icy concern in the newer optimal tax trradition, and one of the most

prrominent findings of optimal tax analysis has been that excess burden

cancanbebereducedreducedififthethee fiat rate ofoftaxaax we aasssumeed in Figure 11 is replaced
with aa differentiatedrateratestructure involvinginvoving higher effective ratesaaeessofoftaxtax

on lessless elastic factors (perrsson II) and lower ratesraeess on' more elasticelasticfactors

77 Brennan & Buchhannan,supra note 5.
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(person I).8 In practice, however, the informationnecessary for the design
ofsuch a system is not available, and the administrativerequirements and

political acceptability features must anyway render such an approach to-

tally impractical.
In the work-leisureexample the main thrust of the policy analysis is ac-

cordingly directed, in Figure 2, at reform of the progressiverate structure.

Where, as we have assumed, abilities to avoid tax are identical, as re-

flected in the equal slopes ofthe demand schedules D1 and D11 for persons
I and II, excess burden can be reduced with little, if any, sacrifice in ef-
fective progressivityby flattening the tax rate scale. Ifprogressivity is re-

duced as a result of tax avoidance anyway, efficiency can be promoted
without significant cost in terms ofvertical equity objectives. This alter-
native tax reform strategy has been strongly advocated in a well known

paper by Brennan and Buchanan.9

This important proposition is, however, subject to major reservations
when we allow for the existence of full- and part-time secondary earners

on lower-middleincomes with higher estimated elasticities of labour sup-
ply and greater ability to avoid tax. In this more general setting a progres-
sive rate scale can serve as a method of reducing relative marginal rates

of tax on this particular category ofwage-earners with favourable impli-
cations for excess burden.10

Tax avoidance in this generalised setting cannot, of course, be ad-
dressed through anti-avoidance legislation in the more familiar legal
sense. Adjustments in work-leisure choice clearly cannot be dealt with
either by targeted anti-avoidance provisions or by a general anti-
avoidance rule (GAAR). In an interesting recent paper it has been argued
by Musgrave that tax avoidance in this generalised sense violates a so-

cial contract. In the relevant quasi-constitutionalsetting, therefore, behav-
ioural adjustment and associated excess burdens should be disallowed. It

8 This argument goes back to the pioneering article, FP Ramsey, A Contribution to

the Theory ofTaxation (1927) 37 EconomicJournal47.
9 Brennan & Buchanan,supra, note 5.
10 PA Apps, Tax Transfer Options: A Critique of Joint Income and Flat Rate Propos-

als, in JG Head & R Krever eds, Flattening the Tax Rate Scale (Melbourne,Long-
man Professional, 1990).

11H RA Musgrave, Social Contract, Taxation and the Standing of Deadweight Loss

(1992) 22 Journal ofPublicEconomics369.
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is, however, unclear from Musgrave's analysis how this might be ac-

complished.12
It is a central proposition of the present paper that the same basic char-

acteristics of tax avoidance that we have identified in the case of work-
leisure choice carry over without significant modification into other pos-
sible areas of behavioural adjustment. There is, in other words, no fun-
damental distinction to be drawn between adjustments in work-leisure
choice and a whole host of alternative forms of adjustment in areas such
as saving, risk-taking, intersectoral and interindustry allocation of invest-

ment, and forms of business organisation and financing. Essentially we

shall contend that the same issues of equity and efficiency can and do
arise in all dimensions of behavioural adjustment, though some differ-
ences in emphasis may be in order to accommodatespecial cases.

Tax avoidance terminology, however, has been applied more com-

monly by economists and others in these other areas, notably in the area

of capital income and in such specific matters as the choice of business
form and methods of financing. Special treatment of behavioural adjust-
ment in some of these areas has indeed been a feature of the economics
literature. Detailed consideration of these cases is necessary therefore in
order to determine whether there may after all be some basis for a more

categoricaldistinctionbetween types oftax avoidance.

CapitalIncome Taxation

The taxation of capital income has long been a major disaster area in
the income tax systems of industrial countries. It is in this area that tax

avoidance terminologyhas most frequently been applied, and associated

policy problems have been the subject of continual, indeed almost non-

stop, debate.

High Substitutability
One basic difficulty identified by economists is that different types and

sources of capital income tend to be very close substitutes. Since adjust-
ments to reduce tax are frequently so easy and inexpensive,differences in
tax treatment generate large amounts of tax avoidance and involve sub-
stantial revenue losses. In terms of our previous analysis, large excess

burdens would therefore generally be expected. Particular concern has
also been expressed regarding the impact of tax avoidance in this area on

tax progressivity. Since capital income is observed to be heavily concen-

12 JG Head, Tax Reform: A Quasi-ConstitutionalPerspective, in this volume.
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trated at the top of the income scale, large reductions in progressivitydue
to tax avoidance are a strong possibility. Such reductions in progressivity
as conventionallymeasuredwould, however, be offset to some degree by
excess burden.

These problems, although they may be more serious, are not, however,,
qualitativelydifferent from those we have already identified in our intro-

ductory analysis of adjustments in the area of work-leisure choice. In a

more complete analysis of possible adjustments in the labour income
area, we might, for example, have noted the close substitutabilityexisting
between different forms of remuneration, in cash or in kind, current or

deferred, which has in turn generated serious tax avoidance problems in
the areas ofnon-cash fringe benefits and superannuation. Similarly, with

widening inequality of earnings over the past decade, and with existing
and also newly-emerging problems of tax avoidance at high labour in-
come levels, e.g. through incorporationofprofessional consultancies,the
vertical equity issue of reduced income tax progressivity due to tax

avoidance is now a matter of increasing concern in the labour income
area. The major tax avoidanceproblems most commonly cited in the area

of capital income taxation thus have close counterparts in the area of la-
bour income taxation. In these matters at least, such differences as may
be distinguished are differences only of degree. However, special cases

and specific examples have been cited that may provide the basis for a

more fundamental distinction, and these must now be considered in de-
tail.

Horizontal Inequity and ResourceFlows

It has, for example, been argued by economists that problems of hori-
zontal inequity, commonly encountered in other areas of tax avoidance,
have no counterpart in the area of capital income. The underlying argu-
ment, due to Feldstein,'3 is that, where markets function efficiently, dif-
ferences in the tax treatment of alternative forms of investment will be

fully compensatedby differences in pre-tax rates of return. According to

Feldstein, market processes of tax capitalisation and resource flows gen-
erally can be expected to equalise net-of-tax rates of return. Under an es-

tablished tax system there can therefore be no inequality in the post-tax
situation of those with similar pre-tax wealth and income earned by in-

vesting in different types ofcapital assets. Horizontal inequity can arise in

13 M Feldstein, On the Theory of Tax Reform (1976) 6 Journal ofPublic Economics
77.
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this setting only as a result of changes to the tax system, which will inevi-

tably generate windfall gains and losses for those with different invest-
ments or asset portfolios.
If income taxes were applied at a flat uniform rate, there could, for ex-

ample, be no tax advantage, after an initial transition period, from tax

shelter investments,since the pre-tax return from such investmentswould
be reduced by market forces to compensate for the tax advantage. The
allocation of resources would be distorted and excess burdens would

arise, but there would be no horizontal inequity. AlthoughFeldstein's ar-

gument is subject to some reservations, mainly in regard to the treatment

of risk, and vertical equity problems may well arise under progressive
rate structures,14 it does appear that a significant distinction can be drawn
on this basis .between the effects of tax avoidance in the capital income
areaandproblems oftax avoidancemore generally.

Just as some types of tax avoidance may generate no horizontal equity
problems, others have been identifiedwhich maygenerateno problems of

inefficiency or excess burden. Where, for example, markets fail to func-

tion, tax discrimination between different types of investments will not

generate distorting resource flows. Horizontal inequities will remain, but
excess burdens do not arise:15 While some degree ofmarket failure can no

doubt be expected, and pockets of inefficiencycan often be identified, the
Feldstein proposition clearly remains the more important consideration
for policy in this area.

Policy Implications
From a policy viewpoint, however, it makes little difference whether

the effects of tax avoidance are confined mainly or exclusively to ineffi-

ciency and excess burden (as in the Feldstein analysis) or to horizontal

inequity (where markets fail to function). In either case standard base-

broadeningstrategiesprovide the appropriatesolution.

Short of the special case of perfect or near-perfect substitutability
which we shall consider shortly - high substitutability increases tax

avoidance and therewith the inefficiencies and welfare cost f taxation.

Such problems greatly strengthen the general tax policy presumption in

14 On vertical inequity complications under progressive rate structures, see Cordes &

Galper, supra, note 2.
15 See, for example,BI Bittker,Equity, Efficiency and Income Tax Theory: Do Misal-

locations Drive Out Inequities in HJ Aaron & MJ Boskin eds, The Economics of
Taxation (Washington,Brookings Institution, 1980).
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favour of rremoving, and asas far asas possssible avoiding, discrimination and

arbitrary distinctionsbetweeeen different typesypeessand sources ofofincome. This

policcy should indeed bebevigorously pursuedpursuedboth in the areaofoflabour in-

come and capital income under income taxation; and aa similar policy
needs to be applied on the uses side in the areaareaof indirect conssumption
taxes. Since high ssubstituttability isis an esspecially ssignificant feature in the

capittal income arrea, the need for uniform and consistent treatmentof dif-

ferrent capittal income components is,is,however, particularlyprressssing.
Since tax avoidance by high income taxpaayerrs reduces effective pro-

grreesssivity, basebasebrroaadening in the ccapital income area alsoasso promotees ver-

tical equity. Excesssively high marrginal ratesrates of tax, and associated tax

avoidance prroblems and economic dissttortions, can therefore be reduced

without ssacrifiicingvertical equity if the tax base isisbroadened and applied
more consistently.

InIn contrast toto ourour benchmark analysisanaayssss ofofwork-leisure cchoicce, where

basse-broaadeeningstrrateegiees areareruledruledoout, most ofofthe gaaps, loooopholees andand
tax prreferrences under modem income tax ssysstems are by no means tech-

nically or adminisstrratively inevitable or unavoidable. Much can therefore

be done thrrough taxtaxreform totoprromote the achievementofofbasic tax pol-
icy objectives. In this rregarrd basse-brroadening sstrrattegies clearly prrovide
the key.

Pure Tax Avoidance

There isis indeed aapollar concept ofpurretax avoidance, unalloyedwith

excessexcessburden oror horizontal inequity, which has rrecently achieved some

prrominence in the economics literature. Wherre, in particular, capittal
markets function perrfectly -- and information ,prroblems, transactions

costscosts and institutional restrictions can therefore be ruled out- simple
aadjustmeents may bebemade in thethee assetassetportfolios ofofindividual investors

and/or in the financiai policies ofof ccorporations which serveserve too eexploit
familiar lloopholes in the capittal income tax systtem at no costcostto the indi-

vidual investor oror the company concerned or to ssociety. In this limiting
casecase tax avoidance isis litterrally costless andand enttails neither excessexcess burrden
nor horizontal inequity. Corrresspondingly,however, there isisnonorrevenue!
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PersonalIncome Tax

This challengingconcept ofpure tax avoidancewas first persuasively
developed in two well known papers by Stiglitz16 and illustrated by refer-
ence to gaps in the base oftheU.S. personal income tax, notably the pref-
erential treatment ofcapital gains. Stiglitz proceeds to show how, in per-
fect capital markets, purely paper transactions such as wash sales and

commodity straddles (involving essentially the purchase and sale of the

same asset or ofperfect substitutes) can be employed to exploit tax loop-
holes without affecting the preferred risk-yield characteristicsof the indi-
vidual's asset portfolio. He recognises that some of the simpler and more

blatant tax avoidance strategies can be ,blocked by general or specific
anti-avoidancemeasures, such as wash sale provisions. He argues, how-

ever, that more complex strategies can readily be devised which it would
be impossible in practice for the revenue authorities to control. He con-

cludes that, if investors are rational and capital markets are perfect, no

revenuewhateverwould be collected from capital income taxation- and
the taxation of labour income could well be seriously threatened.

At the theoretical level this argumentby Stiglitz appears to overlook the

fundamental observation that, in perfect capital markets, tax avoidance

though easier to arrange must also be much easier to control. With com-

prehensive information reporting and appropriate software, matching
transactions and offsettingpositions, no matter how complex, could read-

ily be identified under routine computerised assessment procedures.
Among the major tax avoidance strategies analysed by Stiglitz, commod-

ity straddles- which had in fact already been outlawed in the US in
1981- couldtherefore easily be controlled through anti-avoidancelegis-
lation. The same would clearly also be true for the complete range of
more recent product innovations in the area of financial instruments

which are seriously troubling the revenue authorities in industrialised
countries.17

16 JE Stiglitz, Some Aspects of the Taxation of Capital Gains (1983) 21 Journal of
Public Economics 257; The General Theory of Tax Avoidance (1985) 38 National
Tax Journal 325. Essentially the same concept has also been discussed under the

heading of pure tax arbitrage and pure tax shelters in, CE Steuerle, Taxes, Loans
and Inflation (Washington,Brookings Institution, 1985) and Cordes & Galper, su-

pra note 2, respectively.
17 See, for example, AC Warren Jr, Financial Contract Innovation and Income Tax

Policy (1993) 107 HarvardLaw Review 460.
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Even more importantly, there would no longer be any pretext, if capital
markets were perfect, for those all-too-familiargaps in the capital income
tax base on which the Stiglitz analysis relies. Adoption of the realisation

principle in preference to the ideal of accrual in the capital gains area, for

example, is usually explained and justified in terms of valuation and li-

quidity problems which can only arise where the markets for important
types of real or financial assets are imperfect. Where capital markets are

perfect, however, comprehensive income taxation on the Haig-Simons
accretionprinciple becomes feasible, and prevailinggaps in the capital in-
come tax base could simply be closed!

Stiglitz himself concedes that capital markets are in fact not perfect;
market outcomes and tax avoidance possibilities must generally be af-
fected by problems of informational asymmetry, transactions costs and
institutional restrictions (including anti-avoidance legislation). These

imperfections are invoked by Stiglitz to explain the payment of sub-
stantial amounts of tax by significantnumbers of investors- in apparent
violation ofhis basic theorem. There is, however, strong evidence for in-
dustrialised countries that net revenue from capital income taxation is al-

ready in decline and in some cases may even be negative. And these

problems are obviously increasing with the explosive growth of financial
innovation.

It is therefore a very awkward combinationofhigh-but less than per-
fect - substitutability between financial investments in an uncertain
world with significant transactions costs which poses the immediate
threat to the survival of income taxation. In the much simpler Stiglitz
world of perfect capital markets with perfect and costless substitut-

abilitytheseproblems, as we have seen, could easily be dealt with.

CorporateIncome Tax

The possibility ofpure tax avoidance in the area of corporate income
tax has also been much discussed, notably in the literature stemming from

pioneering contributions to financial theory by economics Nobel laure-
ates Modigliani and Miller.18 It has long been generally acknowledged
that a classical system of company income tax- of the sort prevailing in

18 MH Miller & F Modigliani,DividendPolicy, Growth and the Valuation of Shares

(1961) 34 Journal ofBusiness411; F Modigliani & MH Miller, The Cost of Capi-
tal, Corporation Finance and the Theory of Investment (1958) 48 American Eco-
nomic Review 261; F Modigliani & MH Miller, Corporate Income Taxes and the
Cost of Capital: A Correction (1963) 53 AmericanEconomicReview 433.

66



the United States, Australia andandother countries throouughhoout much ofofthethee

postwar perioodd- is highly non-neutral andandinequitablee.9 In terms ofofthethee
standard critique, distortinng effects must gennerally bebeexpecteed, bothbotth inn

thethee allocation ofofrealreal investment andand also inin corporatecorporaaeefinancial policy,
with debt favoured over new share issues andandretention ofofeamings over

distributions. Innnthe M-M moodels, hhowever; suchsuchadjustments ininccorpo-
rate financial policy, while serving to reducereduceoror eliminate tax, needneedin-

volvevoovveenonoefficienncy costcostororexcessexcessburden.

SSincce, ininthetheeM-M context ofofperfeect ccapital markets, non-tax costs oror

benefits (for exxample, ininterms ofofsignnalliing ororagent ccontroll) from

thetheepayment ofofdividends oror thethee issue ofofdebt cancan ssafely bebe ruled out,

channges iin-debt/eequityratios ororininpayoutpayooutpolicies bybyccoompanies cancanhavehave
nonoeffect ononthetheeooutstandiingvalueaauueeofofeequity shares, asasindividual investors

cancanmake ooffssetting changeschangesinintheir own assetassetportfolioos. Coorporate taxax

avoidancevvooidancceeis therefore privately andandsoocially costless. TheTheesamesamemaymaybebe
true ofofchanges inin organissatioonnal form away from more heavily taxed

ccorporate structures tooo moremoretax-effective alternatives suchuuch asas trusts or

large limited partnerships.
Throough behaviouralaadjustment inn anyanyororall ofofthese three dimensions

ofofbusinessbussiesssfinancial andandorganisationnalpolicy, it is cleearly possible that

the characteristic double taxation ofofdividends under the classical sys-
tem ofofcompany tax couldcoouldbebecompletely avoided. TheTheassociated iineeq-
uities andndHarberger-styledistortions ininthe allocation ofofrealeeaal investment

between sectors andand industries, emphasiseed ininthethee standard critique, do

notnottherefore arise. This is therefore thetheeprecise coouunterpart, ininthetheearea

ofofcompany tax, ofofthetheeStiglitz theorem ononpure taxaxxavoidancevooidanceeininthe per-
sonalsonalincome taxax area. IfIfccapital markets are perfect andandcorporate man-

agementagementpursues standardtandarrdwealth maximisation oobjeectives onon behalfbeehaalfofof

shareholders, nono revenuerevenuewhatever would bebe generateed byby thethee double

taxation feature ofofthetheeclassical system ofofcompany tax.

Once thetheeassuumptionofofperfeect ccapital markets is relaxeed, this proposi-
tion toooooo reequires substantial modification. InInthe casecaseofofdebt/equity ra-

tioos, for example, therethereemay well bebe aa significcant rangerangeover which thethee

substitutionofofdebt for eequity may bebeaamatter ofoflittle orornonoconcern andand

919This traditionalanalysis has been accepted innnofficial studies from the Carter Re-

port innn 19661966tooothe US Treasury Report ofof1992. SeeSeeCanada Royal Commission
ononTaxation,Report (Ottawa, Queens Printer, 1199666); US Treasury, Report ononInte-

gration of the Individual andand Corporate Tax Systemss Taxing Business Income

Once (Washington, 19992).
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may even be privately beneficial to shareholders (in terms of agent con-

trol). Beyond a point, however, risk of bankruptcy becomes a major is-

sue, and the high costs of financial distress and associated macro-

economic risks involved must be a matter of serious concern, both for
shareholders and for society. Efficiency costs and excess burdens arise
and must thereforebe reckonedwith.

Similarly in the case ofpayout policy, retention of earnings may, up to

a point, be a matter of indifference. Dividend payout is nevertheless ob-
served to perform a significant signalling function, as an indicator of

changes in business prospects; and investment financed by retained earn-

ings is not subject to the same market test as new share issues, raising
social as well as private concerns regarding possible misallocation of in-
vestment. Beyond a point, at least, substitutabilitybetween new share is-
sues and retentions as a method of finance may thus be far from perfect.
Here too, then, one generally must account for efficiency costs and ex-

cess burdens.

It seems reasonable to conclude that, over a certain range, behavioural

adjustment and tax avoidance in either of these two dimensions of busi-
ness financialpolicy may be possible without associated costs in terms of

efficiency or excess burden. The celebrated Modigliani-Millerproposi-
tions have to this extent some validity and may serve to distinguish these

types of tax avoidance from the general run. Equally, however, these

propositions are subject to very significant restrictions and limitations,
and any distinction that may be drawn on this basis cannot be pushed
very far.

A final candidate for special distinction in the area of business adjust-
ment relates to the choice of business form. Income tax systems com-

monly apply in differentways to, and hence discriminatebetween, differ-
ent business forms such as proprietorships,partnerships,private and pub-
lic companies, business and trading trusts, and so on. Tax-motivated

changes in business form may involve little cost or inconvenience and
have been high on the list of types of tax avoidance causing public con-

cern in Australia and other countries over recent decades. Professional
consultancies provide an obvious Australian case in point, since there is
little cost or inconvenience involved in organising as a private company
as comparedwith the proprietorshipor partnership altematives, and there
are clearly very substantial tax advantages.

As in our Modigliani-Millerexamples, the essential issue here is the de-

gree of substitutabilitybetween more and less heavily taxed alternatives.
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Although there may indeed be cases in which the choice between alter-
native business forms is in itself a matter of indifference, this cannot be
true more generally. The public company, for example, has obvious ad-

vantages as a vehicle for raising large amounts ofcapital. A smaller, more

closely-heldbusiness has, however, compensatingadvantages in other re-

spects such as flexibility, which may weigh heavily, say, in the early
stages of venture-capital developments. As in our Modigliani-Millerex-

amples, therefore, a limited distinctionmay be drawn in this diniensionof
behavioural adjustment. Excess burdens or efficiency costs may some-

times be quite small and tax avoidance in the narrow sense of revenue

loss becomes the dominant policy issue, along with possible equity con-

cerns. Here too, however, this distinction.couldeasily be pressedtoo far.

Substitutability,whether between debt and equity, retention and distri-

bution, or corporate and non-corporatebusiness forms, is thus generally
less than perfect. The standard critique of the classical system is there-
fore vindicated. Tax avoidance in the form of adjustments in corporate
financial and organisationalstructure, serves to reduce excess burden but

substantial inefficiency and inequity may nevertheless remain. For a sat-

isfactory solution, much closer integration of the corporate tax with the

personal income tax is in general required.20

Perfect, orNear-Perfect, Substitutability:A TechnicalNote

Even though, in the economic examples considered above, substitut-

ability is clearly less than perfectandthe Stiglitz concept ofpuretax

avoidance is thus seen to be a very special polar case- the proposition,,
that in cases of high substitutability, efficiency costs or excess burdens

may be quite small, or even zero, has strong intuitive appeal. This propo-
sition, however, conflicts sharply with the fundamental theorem on ex-

cess burden derived in our previous aalysis of work-leisure choice. In

that analysis, ease of substitutionof the untaxed for the taxed alternative,
as reflected in ,the differing slopes ofDI and D11, emerged as a major de-

terminant of the magnitude of tax distortions. The higher the degree of

substitutability, the flatter the demand slope and the greater the excess

burden. Some geometrical clarification may therefore be in order, since

conflicting intuitions are involved. Our previous Figure 1 is accordingly
reproduced,with appropriatemodifications,as Figure 3.

20 See the sources quoted in note 19.
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In Figure 3, the contrasting intuition that easy substitutability implies
reducedwelfare cost is easily seen to be valid for a given reduction in the
taxed activity. For a reduction from E to D, for example, person I suffers
a loss of CDE while person ITs loss is a massive JDE. From a tax policy
viewpoint, however, it is generally more relevant, as in Figure 1, to com-

pare the effects of a given tax rate applied to both individuals or, alterna-

tively, a given amount of revenue to be collected from each. In the more

policy-relevantsetting, therefore, the results of our previous analysis are

generallyvalid. As, however, we increasesubstitutabilityfurther and con-

sider demand schedules flatter than D1, the amount of the taxed activity
will ultimately be driven to zero, as for the demand schedule shown as

D*, and revenue likewise falls to zero. Where all or most demand sched-
ules are more elastic than D*, excess burden at the given tax rate or given
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(zero)zzeroo)revenuerevenuedeclines steeaadily andandindeedindeeddissappeears ccompletelywhere

substitutaabilityis perfeect for all marketparticipants.
The ccoontraasting intuition thatthattwelfare costcostfalls with increeasing easeeaseofof

substitution between taxed and untaxed alternatives achieves policcy rele-

vance therefore onlyony in thesethesse specialpeecaalcomerccomerrcasescaseswhere the untaxed

optionoptton hashas largelyargeey replacedeepaacceedthe taxable aactivity.2.2 InInthe area ofofccaapital in-

come taxatioon, hoowever, examples ofofperfeect ororneear-perfeectsubstitutabil-

ity abboound, asaswe havehavesseeen, bothbotthininthetheetheeory andandpraacticce ofoftaxtaxavoid-

ance. Indeed this seems too bebeprecisely the pointpoittatatwhich the narrower

legaieegaal conceptconceptofoftaxtax avoidance eemerges from the broader conceptcoonccept that

prreevails inineconomic analysis.

The Leegal Cooncceept ofofTax Avoidance

InIn legaleegaal discussions ofoftaxax avoiddanccee the primary focus is clearlyceearry onon

contrived andand artificial ssccheemes, which dodo notnot changechange thethee substantive

charactercharraacterrofofananactivity orortransactionbutbutmay serveserveneverthelessneverttheeeesssstotobring
the activity within some ttax--exemptorormore tax-favoured legal ccateegory.
Asssuming aaliteral interpretationof the leegislation by theeccourts, minor oror

essssentially cosmetic changeschanges may allow quite massive taxaax avoidancevooidanccee
without significcant costcoossttooo thetheetaxpayer whether inin legal fees or, inin eco-

nomic terms, from the aadoption ofofinferior business forms ororcommercial

prraacticcees. Substitutaability between taxable and non-taxable alternatives

may accordingly be almost perfeect and, although revenue losseslossesmaay be

very large, the direct eefficiency losseslossesoror excessexcessburdens may be small.

The lostoosttrevenuerevenuemust, hoowever, bebemade upupbybyrate increases ononaanar-

rower bbasse, thusthuss increeaasing welfare ccoost, oror public expenditure benefits
must be reduced. The socialsocial costs ofoftax avoidancevoidaancceein this narrroow,legaleegaal
sense may accordingly be veery largearge and arearenotnotneecceessssarily diminished

bybythetheeabsenceabsenceofofdirect eefficieency losses. In eequity terms taxtaxprogrreesssiv-
ity may bebegreeatly reducedreducedwithout ooffssetting effects from excessexcessburden

and, sincesincceecertain typestypeessofofartificial schemes may notnotbebewiddely availaable,
horizontal ineequities may bebe considerable. Tax avoidancevooidaancceeinin thetheenarrow

legaleegaalsensesenseremains therefore highly objeectionaableandandmust be dealt with

ififthetheetaxtax ssysteem isis too retain crreedibility andandififtaxtax ccompliaancce andandsocialsooccaal

acceptancecccceepaancceeoftheoftheedemocraticbudgetary ssysteem isistoo bebeprreesservveed.
InIn accordanceaccordancewith the distinctioon we have proopoosseed, aa GAAR is di-

rected at schemes ororfeatures ofofschemes that havehavenono leegitimate businessbuussneessss

2 JG Head & CSCSSShoouup, Excess Burden: TheTheCorner CaseCase(1199669) 5959A,erican Eco-

nomic Review 181.
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purpose and/or are .primarily intended to avoid tax. In the case of poorly
drafted tax legislation subject to excessively literal interpretation by, the

courts, tax avoidance may, as we have already suggested, be quite inex-

pensive and require little or no departure from preferred business forms
and commercial practices. Such cases should, however, be quite easy to

handle by improved drafting, by requiring the courts to consider the in-
tentions of the legislature or, if all else fails, through general or alterna-

tively through specific anti-avoidance legislation.
Whereas a general anti-avoidancerule aims to cver a.range ofunspeci-

fied schemes where the dominant purpose is to avoid tax, more specific
or targeted provisions may be employedtodeal with particular tax avoid-
ance practices. In the area of business forms, for example, any tax disad-

vantage suffered by companies in the classical period of company
taxation in Australia could in many cases quite easily be avoided by op-
erating instead as .a business or a trading trust. Without attempting to ad-
dress the underlyingnon-neutralities,of the classical system through.more
basic structural reform (such as company tax imputation, integration or

partnership treatment), tax avoidance through trusts was .addressed

through a specific anti-avoidancerule (SAAR) providing for the taxation
ofthese alternativebusiness forms as companies.

Reflecting the time value ofmoney, effective tax rates are open to easy
manipulationunder a traditional realisationprinciple. Under income taxa-

tion much tax avoidance accordingly involves schemes or arrangements
to defer the realisationof income or to advance the deduction ofbusiness

expenses. The application of ideal or near-ideal accrual requirements has
hitherto been relatively uncommon in Australia in spite of their familiar-

ity in the area of financial accounting. Examples of specific anti-
avoidance provisions under this general heading would include accrual-

equivalent taxation of discount 'bonds and measures to control abuse in
the area ofpre-paidexpenses.

There is, however, clearly a continuum of types of tax avoidance,
which runs from these simpler and transparently contrived or artificial
cases at one pole through a range of more elaborate and more expensive
schemes involving in addition perhaps some -more.or less substantial sac-

rifice in terms ofpreferred business form and commercialpractices. In a

sense, of course, these latter schemes should be, if anything, more easily
dealt with, since they must frequently exhibit features that may be highly
dysfunctional in terms of preferred business practice and may involve
therefore significant excess burdens in the economic sense. Such at least

72



must be the case in simple comparative static models where firms and
individuals are in market equilibrium to begin with, employing preferred
business forms and commercial practices. Even so, it may be no easy
matter for an outsider, or a court, to determine what constitutes a legiti-
mate business purpose and what arrangements are clearly dysfunctional
in the particularcircumstancesofa specific taxpayer.

In dynamic models, moreover, it cannot be assumed that firms and indi-
viduals are initially in equilibrium employing preferred business forms
and commercial practices. Where tax avoidance occurs, there may well
be efficiency gains, and hence a legitimate business purpose, involved.
Anti-avoidance legislation, if it can be made effective, will in these situa-
tions prevent revenue loss but may well entail some partially offsetting
efficiency loss. An interestingexample ofthis type of legislation from the

classicalperiod is providedby the penalty tax on excessiveretentions

made by private companies out of active business income under the pro-
visions ofDivision 7 of the Income Tax AssessmentAct.22 Since retained

profits arguably serve as an essential source of finance for small, fast-

growing firms with little or no access to the standard alternatives of debt
or new share issues, a basic retention allowance was set beyond which,
by implication, unacceptabletax avoidancewas deemed to occur and a

penalty tax of 50 percent applied. Up to this limit, however, considera-
tions of efficiency or legitimate business purpose were held to out-

weigh the revenue losses from increased retention. Awkward tensions
between these conflictingpriorities are nicely reflected in the sharp rise
of the allowable retention rate from 50 percent in the mid-1970s to 80

percent by the mid-1980s. By 1985, therefore, the penalty tax had be-
come almost totally ineffective as a targeted anti-avoidancemeasure, and

more fundamentalrestructuringofthe company tax followed in 1987-88.

As we broaden the tax avoidance concept in this way, clearly what be-

gan as the narrow legal concept, based on perfect or near-perfect substi-

tutability, merges with the broader economic concept previously dis-

cussed, and any meaningful distinction between the legal and economic

concepts of tax avoidance threatens to disappear. It has sometimes been

suggested that an independent legal concept can nevertheless be distin-

guished in these more elaborate cases on the basis ofthe large outlays re-

quired for expensive legal services. It is indeed an important insight from
the analysis of rent-seeking in the modem public choice literature that

taxpayers will be willing to spend on legal tax avoidance services up to

22 Income Tax AssessmentAct 1936 (Australia)Division7.
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the full amount ofany potential tax saving. The economicwaste involved
in such cases shouldthereforenot be underestimated.

Tax avoidance in standard cases of the type analysed by economists

may, however, likewise be very costly and require substantial invest-
ments in retraining, psychologicalcounselling or business consulting and

legal services. To take a very simple example, the incentive provided by
heavy tobacco taxes to break the habits of a lifetime may be very great,
but tobacco consumption in most countries continues at high levels.

Similarly the advantages of tax breaks for particular occupations may be

largely confned for practical purposes to new entrants to the workforce
because ofmajor irreversibilities in human capital investments.

More importantly, however, in terms of policy implications, the issues
raised under the broadened concept are less and less confined to the ad-
ministrative and legal matters that understandably dominate the policy
analysis of tax avoidancenarrowly construed. The case for base broaden-

ing and substantive reform of the tax legislation becomes the dominant

concern, and economic analysis of the sort that has long been familiar in
the public finance and tax policy literaturetakes centre stage.

TheAustralianExperience: The Capital GainsDistinction

The distinctions drawn above can readily be illustrated from Australian

experience of tax avoidance in the area of capital income taxation over

the past 20 years. The tax treatment of capital gains in Australia long
turned on a problematic profit-makingpurpose test somewhat analogous
to the business purpose test described above. With a trend towards an in-

creasingly literal interpretation of the tax legislation by the courts, it be-
came a very easy matter to restructure or recharacterise relevant transac-

tions without any essential change of substance in order to avoid the ap-
plication of tax. As a result, by the second half of the 1970s, low-cost,
mass-marketed schemes of tax avoidance exploiting these and related
distinctions drawn in the legislation as interpreted by the courts were

costing'billionsof dollars annually in lost tax revenue. This was no doubt
the golden age of contrived and artificial schemes of tax avoidance.
While the excess burdens involved were arguably of relatively small im-

portance, vertical equity was nevertheless seriously affected, and rising
rates of tax were required on an increasinglynarrow base to compensate
for revenue losses. Tax compliancewas at a low ebb, and the democratic

budgetarysystem had been seriously undermined.

Most of these schemes relied upon basic design deficiencies in, and
lack of coordination between, the personal income tax and the company
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income tax. Under the prevailing system of company tax, tax reduction
based on the capital gains distinctionwas easily accomplished for the av-

erage investor through retention of earnings by the company and a subse-

quent tax-free sale of the shares. With a company tax rate of 45 percent
and a top personal tax rate of 65 percent, as in the mid-1970s, the com-

pany form provided a convenientvehicle for tax minimisation,and its at-

tractions in this regard were greatly enhanced by the existence of major
tax preferences. Since payout policy is at the discretion of management,
this Modigliani-Milleradjustmentwas.mostreadily exploitablewithin the .

closely-held company. A specific anti-avoidanceprovisions the form of

a penalty tax on excessive retentions by private companies had long ap-

plied, as we have already noted, under ,Division 7 of the Act. The penalty
tax provision was, ,however, subject to widespread avoidance. And the

retention allowancewas progressively increased and became less and less

effective as an anti-avoidance measure. Schemes to strip corporate sur-

plus based on the capital gains distinction and abuse of the s. 46 rebate

had accordingly proliferated since the mid-1970s without significant re-

striction.

It should not in fact have been difficult, through anti-avoidancelegisla-
tion, to stem the rising tide of contrived and artificial schemes. Some of

the more arbitrary distinctions acceptedby the High Court could likewise
have been corrected by legislative amendment and by directing the courts

to have more regard to the intentions of the legislature. Specific anti-

avoidance measures had in fact been used repeatedly during the 1970s to

close offparticularpractices. But no sooner was one loophole closed than
others were opened exploiting the same basic design deficiency in, the

legislation. The general anti-avoidance provisions of s. 260 offered an

obvious alternative solution, but the application of this section had been

narrowed .by High Court decisions to the point where it offered little if

any assistance in the battle against tax avoidance during this crucial pe-
riod. More comprehensive reform was, however, rather slow to appear
but was ultimately sparked, as in the Crimes (Taxation Offences) Act,23 by
increasingly outrageous abuses that crossed the line into outright evasion,
as in so-called bottom-of-the-harbour schemes. New general anti-

avoidance legislation to replace s. 260 followed in 1981, along with re-

form of the Acts InterpretationAct to address the problem of excessive

literalism, and the era of the mass-marketedschemes was finally brought
to a close.

23 Crimes (Taxation Ofences)Act 1980 (Australia).
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Basic reform of the income tax legislation designed to remove, or at

least greatly reduce, some of the more troublesome underlying distinc-
tions and discriminationbetween the various types and sources of capital
income was initiated,by the Labor Government in its post-Summittax re-

form program announced in September 1985, accompanied by corre-

sponding measures in the labour income area, notably the fringe benefits
tax (FBT). Major measures in the capital income category were the new

tax on realised capital gains (CGT) and the full imputation system of

company income tax under which the company tax rate was aligned with
the top personal tax rate at 49 percent. As a result of these and related

changes that followed in subsequnt years, tax avoidance both in the
broader economist's sense and in the narrower legal sense have been

greatly reduced. .Significant problems remain, however, and new prob-
lems keep emerging.

Thus, for example, it might reasonably have been expected that the

newly integrated system of personal and company tax would remove,
once and for all, the basis for tax avoidance schemes built on the capital
gains distinction. And this distinction is in any case much reduced by the
new CGT. The gap between the corporate tax rate and the personal tax

rate was, however, almost immediatelyreopenedwith the reduction in the

company tax rate to 39 percent in 1988 and subsequentlyto 33 percent in

1993, while the top personal tax rate was reduced only slightly to 47 per-
cent. The limited protection against tax avoidance afforded by the Divi-
sion 7 provisions had at the same time been abandoned as unnecessary
with the introductionofthe new imputationsystem in 1987, and it has not

since been reintroduced. Ifmore fundamentalreform, such as partnership
treatment for private companies, is not feasible, targeted anti-avoidance
measures are now urgently required in order to control abuse.24

A fundamentalproblem has been that the CGT introduced in 1986 is at

best a practical compromise measure which falls far short of the stan-

dard public finance ideal ofan accrual tax and even of the comprehensive
tax on realised capital gains originallyproposedby the Governmentin the

Dralt White Paper.25 The magnitude of the problems generated by the in-
consistent treatment of capital gains, taxable (for post-1985 acquisitions)

24 JG Head, Imputation in the Context of Taxation Reform, in Bureau of Industry
Economics, Dividend Imputation Policy Forum (Occasional Paper 17) (Canberra,
AGPS, 1993).

25 Commonwealth of Australia, Reform of the Australian Tax System (Draft White

Paper) (Canberra,AGPS, 1985).
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on realisation, and other forms of capital income can be illustratedby the
difficulties that have arisen in the taxation of interest receipts.

The emergence in the early 1980s of the zero-couponbond provides a

classic example of contrived and artificial tax avoidance in this area.

Since interest receipts were normally taxable as and when received, es-

sentially on accrual, while capital gains were taxable either not at all or

on realisation, income taxation clearly could be deferred or avoided by
the simple device of issuing zero-coupon or deep-discountbonds offering
the same yield to maturity. In Australia, as in other countries, this trans-

parent device was soon dealt with by targeted anti-avoidance legislation
providing for accrual-equivalenttaxation.

The problem here is, however, more general, and. threatens, with the

rapid growth of financial innovation, to get entirely out of control. More

comprehensive anti-avoidance legislation applying a system of accrual
taxation to debt substitutes and to related financial arrangements was in-
troduced as part of the extensive income tax reforms in New Zealand in

1987, and a similar system was proposed for Australia in the Consultative
Document on the Taxation ofFinancialArrangements26 released by the
Treasurer in December 1993. The amount of revenue at stake is very

large and the case for such legislation seems compelling.
The difficulties are, however, considerable. Thus, for example, the debt

substitutes involved are seldom perfect as in the simple case of the zero

coupon bond. A range of more or less imperfect substitutability exists,
and the risk characteristicsof some alternatives based on put and call op-
tions resemble those of equity. As substitutability becomes less perfect,
the efficiency costs of anti-avoidance rules increase. More fundamental
reform to address the underlying inconsistency may therefore need to be
considered. Although capital gains taxation is a difficult area and tends to

be a political minefield, accrual taxation is administrativelyquite feasible
for listed equity shares. In order to limit any resulting complications for
individual investors, the accruals regime could be confined to companies
and trusts, as under the proposals for debt substitutes in the Consultative
Documentof 1993.

There is accordingly a trade-off between anti-avoidance measures of
the more traditional narrow variety and more fundamental measures to

26 Treasurer, Taxation of Financial Arrangements, A Consultative Document

(Canberra, ATO, 1993).
'
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remove the underlying differences in tax treatment by reform of the tax

base.

The Public Choice ConceptofTax Avoidance

A remarkable feature of developments in economics over the past half

century has been the emergenceofthe new subdisciplineofpublic choice
devoted to economicmodellingofthe political decision-makingprocess.27
Reflecting dissatisfactionwith the somewhat simplistic normative orien-
tation and heavily institutional emphasis ofmuch traditionalpolitical sci-

ence, the tools of modern economics have been applied with increasing
sophistication and much apparent success to the positive analysis of
democratic politics. This analysis has in turn served as the basis for im-

portant new insights and perspectives on policy. The achievementsof the
new subdisciplinewere acknowledgedat the highest level with the award
of the Nobel Prize in Economics for 1986 to ProfessorJams Buchanan,
the distinguishedfounder ofthe modern public choice movement.

From the outset it has been a basic premise of public choice analysis
that individuals and groups can and will seek to satisfy their desires or

preferences through participation in political processes, just as they can

and do express these same desires through their behaviour in markets.
And it is a central proposition that they will allocate their time and re-

sources between economic and political activity directed towards the
achievement of their objectives in any given area of interest in accor-

dance with. their perceptions of the prospects for success in these alterna-
tive behaviouralmodes.

Tax avoidance, as we have analysed it thus far, is essentially a market,
or more precisely a market-initiated,phenomenon- specifically a mar-

ket response by the taxpayer to a tax structure that is non-neutral and dis-

criminatory, but is taken as given or exogenously determined. Through
behavioural adjustment in markets, under the given tax structure, taxpay-
ers seek to reduce their tax liabilities and, in effect, shift part of their tax

burdens to others. Whether these adjustments take the form of reducing
the amount ofwork done or changing the pattern of investments with
or without the benefit of expert tax advice- the initiating behaviour is
confmed to the market setting.

Some political reaction to market adjustments by tax avoiders must, of

course, be expected; and the ultimate distributional outcome or pattern of

27 DC Mueller,Public Choice II (Cambridge, CambridgeUniversityPress, 1989).
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burden shiftingwill depend upon the precise nature ofthe governmentre-

sponse. As we have already noted, this reaction may take the form of tax

increases and/or expenditure reductions. The resulting chain of interre-
lated adjustments begins, however, with the market response by the tax

avoider.

It is an obvious implication of modem public choice analysis that tax

avoidance or burden shifting can also be initiated in other ways, notably
through direct participationby taxpayers in the democraticpoliticalproc-
ess. By devoting time, effort and financial resources to relevant political
activity, such as lobbying, campaigning and voting, individual taxpayers
can hope to exercise some direct influenceon political decisions affecting
the tax structure. Tax avoidance- and associated effects in terms of
revenue loss, excess burden and inequity are not therefore exclusively
the result of market responses by taxpayers to a given revenue structure.

They are also the outcome of efforts by taxpayers and their representa-
tives to influence the tax structure itself through participation in political
processes. A considerably broader and more dynamic concept of tax
avoidance in the public choice sense thus emerges when the analytical
framework is expanded to allow for behavioural adjustmentby taxpayers
in the political arena.

Recognition of the political dimension of tax avoidance allows us to

identify a further category of welfare cost or deadweight loss to society,
notably the time, effort and fnancial resources devoted to lobbying and
other relevantpolitical activity. The incentive to invest in political activity
for the purpose of reducing tax burdens, and the likely magnitude of the
associated deadweight losses, can readily be illustratedwith the aid of our

previous Figure 1, appropriatelymodified and reproducdas Figure 4 be-
low. As before, we assume a two-persongroup of tax avoiders with iden-
tical incomes ofamount AE.

Thus, for example, in the special case oftax avoidance in the narrow le-

gal sense substitutability is perfect, and the demand schedule passing
through the common equilibriumpoint E for each of our two persons be-
comes horizontal, as shown by AS. Measured against the benchmark of
zero behavioural adjustment, the tax burden that can be avoided through
exploitation of the relevant loophole or concession is represented, for
each person, by the full amount ofher or his original tax liability ABHE.
In this case, creation or preservation of the taxrfree status of the relevant
substitute for taxable income-earning activity allows behavioural adjust-
ment of a type that is completely painless or costless to the individuals
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concerned and requires no sacrifice in terms of organisational form or

preferred commercial practices. After allowing for any initial-market

outlay for expert tax advice, taxpayers in this special legal category thus

have an incentive collectively to invest in political tax avoidance activity
up to the full amount ofthe potential tax saving ABLM (= 2ABHE).
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Figure 4

These political outlays would seem at best purely redistributive- and
must generally increase excess burden, as increasedrates must be applied
to a narrower tax base if the lost revenues are to be recouped. Alterna-

tively, government spending must be reduced, which may increase or re-

duce welfare losses according to whether public expenditure is initially
under- or over-expanded.Setting aside the latter possibility,whichwill be

explored further below, political tax avoidance outlays can impose dead-

weight losses up to, or more generally in excess of, the potential revenue
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loss. Even this may greatly understate the social damage, as those who
stand to suffer from any resulting tax increase or expenditure cut have a

corresponding- and generally somewhat greater incentive, as a

group, to lobby against the loophole. In the worst-case scenario, the total

deadweight loss in the political dimension could amount to something in
excess ofdouble the revenuepotentially at stake (i.e. 2ABLM).

More generally, of course, substitutabilitywill not be perfect. Exploi-
tation of a specific loophole, such as a tax-free fringe benefit or a tax-fa-
voured income type or source, will seldom be painless or costless to any
beneficiary group. Behavioural adjustment in the market is generally
costly to individual tax avoiders and excess burdens arise. In these more

general cases the incentive to invest in relevant political activity is re-

duced to the amount ofthepotential tax saving less any associatedexcess

burden. In our simple setting of linear demand schedules, excess burden

is half the amount of the revenue loss. For our two-person group consist-

ing of persns I and II with demand schedules DI and DII as shown, the

group demand schedule is represented by D
I +II, obtained by horizontal

summationof the individual demandsD1 and D11. The collective incentive
to invest in political tax avoidance activity is now represented in Figure 4

by the area of the triangle KLM, obtained by subtracting the relevant ex-

cess burden of amount JKM from the potential tax saving JKLM for the

two-person group. Adding the costs of tax avoidance in the market,
measured by the excess burden JKM, deadweight loss - as a result of

behaviouraladjustment in the market and in the political process- could
amount to the area of the rectangle JKLM, the total amount of tax poten-
tially avoidable. For other taxpayers (not represented in the diagram), the

corresponding incentive to lobby against the loophole once again applies;
and the total deadweight loss in the political dimension alone could ex-

ceed double the amount ofthe potential revenue loss (i.e. 2 JKLM), as in
the case ofperfect substitutability.

In a more ambitious variation on the example ofpolitical investment to
create or preserve a specific loophole or concession, our two-person
lobby group might alternativelyseek to have the tax (of amount t = AB)
on their income-earning activity completely abolished. For the general
case of less-than-perfectsubstitutability,the potential tax saving is clearly
increased as a result of this more radical strategy. The deadweight loss in
this case could amount to as much as ABKJ + KLM, as compared to

KLM for creation or preservation of the exploitable loophole. Total

deadweight loss from tax avoidance activity- in the market and the

political process- could amount to ABLM, and this amount is doubled,

81



or more than doubled, when.account is taken of the corresponding incen-
tive for the rest ofthe communityto oppose abolitionofthe tax.

It is, however, a basic observation that the benefits from tax avoidance
tend to be clearly identifiable and concentrated on a relatively small

group ofpotentialbeneficiaries,e.g. a specific industry group, that is easy
to organise or may already be organised for other purposes. By compari-
son, the potential losses of those who stand to suffer from any resulting
tax increase or expenditurecut are indirect, difficult to predict and widely
dispersedacross the whole community.Large numbers ofsmall losers are

accordingly involved. For the community at large, it is true that the col-
lective incentive to oppose any loophole or targeted rate reduction must

generally match and could much exceed- the corresponding incen-
tive for tax avoidance. At the individual level, however, the incentive to

oppose avoidance tends to be relatively small, and such political opposi-
tion becomes in a technical sense a pure public good for those adversely
affected. An effective response to tax avoidance through political proc-
esses must therefore pose substantial organisational problems and costs

for adversely affected individuals and for the communityat large.
This observationsuggests that the total deadweight losses as a result of

socially wasteful outlays directed towards - and more particularly
against- tax avoidance in the public choice sense may fall well short of
the maximum potential losses identified in the preceding analysis. This
further category of deadweight losses remains, however, substantial and
is clearly a matter of serious concern for any democratic society. These
losses could well exceed the amount of any excess burden from tax

avoidance in the standard economist's sense- though it is important to

remember that the incentives for tax avoidance in this latter sense are

much more fully, ifnot completely, individualised.

More importantly, the lack of fnancial incentive at the individual level
to actively oppose tax avoidance in the political process serves to high-
light problems that must be faced in the control of tax avoidance under
democraticgovernment.

Policy Implications
Policies to control tax avoidance must clearly be implemented by gov-

ernment, whether through the actions of the legislature, the bureaucracy
or the judiciary. Political decision-making is accordingly of central im-

portance. Even if it is accepted that standard tax policy objectives of eq-
uity, efficiency and control of tax avoidance can best be achieved in the
income tax area by levying tax comprehensively and consistently on an
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economic income base, implementation cannot simply be taken for

granted. The ups and downs of capital income tax reform, reviewed in a

previous section- like the above analysis of political tax avoidance-

serve to remind us tht significantpolitical obstacles must be overcome if
tax avoidance is to be controlled effectively. The tax system prevailing at

any time is typically the rather complex outcome of a long history of

prior political activity and resultant decision-makingwithin the relevant
branches ofgovernment.

Economic modelling of political decision-makingprocesses in modern

public choice analysis strongly suggests the likelihood of inequities and
inefficiencies in the tax system under democratic budgetary decision-

making. The nature and extent of these political failures, and the per-
spective on tax avoidance thus provided, varies quite dramatically, how-

ever, depending on the specific model under examination. Two main

types of models can be distinguished in the relevant literature, demand-
driven and supply-driven. In the demand-driven models political out-

comes broadly reflect the expressed preferences of electors. In supply-
driven models the behaviour of politicians and bureaucrats is much less
constrainedby voter preferences.
Demand-DrivenModels

In the more optimistic tradition of demand-driven models, dating
back to the pioneering analysis of direct democracy in the work of Ar-

row28 and Black29- but, mre specifically, in the analysis of representa-
tive democracy by Anthony Downs30- competition for votes is viewed
as providinga significantconstraint on institutionalchoice under majority
voting systems. In the Downs model, for example, inefficiency in tax

and/or spending programs is seen as exposing political parties to the risk
of electoral defeat. If, as we have suggested above, the gains to tax avoi-
ders are generally outweighedby the losses to society, policies to control
tax avoidanceshould be election-winners.

However, informationproblems and organisationalcosts in the political
process serve to blunt the impact of political competition; and majority
coalitions can use the political process as an engine of redistribution to

achieve sectional-interestbenefits, whilst at the same time inflicting re-

28 KJ Arrow, Social Choiceand Individual Values (Chicago,Wiley, 1951).
29 D Black, The Theory of Committees and Elections (Cambridge, CambridgeUni-

versity Press, 1958).
30 A Downs,An Economic Theory ofDemocracy(New York, Harper &Row, 1957).
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distributive externalities on minorities and on the community at large, as

in the well known Tullock model.31 Tax avoidance in the broad sense, as

defined above, can therefore be pursued with some prospect of success

through political processes, as sectional interest groups seek to create or

preserve tax loopholes and attempt to shift the burden of taxation in their
own favour. Even from the more optimisticperspectiveprovided by de-
mand-drivenmodels ofthe majority-votingprocess, it is not thereforedif-
ficult to explain the loophole-ridden, distorting and inequitable tax sys-
tems which have prevailed over long periods in modern industrialised
democracies.

Ifpolitical competition under majority voting cannot be relied upon to

control problems of inefficiency, inequity and tax avoidance satisfacto-

rily, the obvious inference is that new and/or supplementary rules of a

constitutionalor quasi-constitutionalcharactermay be required. Since the

majority voting rule serves to expose the budgetary decision-making
process to distributional influences and distortions, measures calculated
to limit such influences and reduce deadweight losses need to be consid-
ered. Voter-taxpayers must be encouraged to focus on long-term possi-
bilities for achieving mutual gains rather than on short-term sectional in-
terest or redistributionalconcerns.

It is a fundamental observation, stressed over decades in the public
choice literature by James Buchanan,32 that the tax system itself has a

quasi-constitutionalcharacter in the sense that it remains in force, usually
with only minor changes, over a sequence of budgetary decision-making
periods. To the extent that this is generally understood and accepted by
taxpayers and their representatives, the incentive to undertake large and

socially wasteful investments in political activities for the purpose ofpro-
moting (and opposing) tax avoidance is clearly much reduced. In a well-

functioning democracy major tax reform exercises are generally few and
far between. Continuing and costly rent-seeking activities of the sort

we have characterised as tax avoidance in the public choice sense
would accordingly be perceived as largely futile and pointless by poten-
tial tax avoiders. The resulting social benefits from a stable revenue sys-
tem provide an important justification for stability in the tax structure,
over and above other significant advantages that are more commonly

31 G Tullock, Some Problems of Majority Voting (1959) 67 Journal of Political
Economy571.

32 JM Buchanan, Public Finance in Democratic Process (Chapel Hill, University of
North CarolinaPress, 1967).
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cited. These benefits could, however, arguably be increasedby the formal

adoption of a fiscal rule that major tax changes must remain in force for
some minimumperiod of, say, ten to twenty years.

These advantages of a stable revenue structure in limiting the social
costs of tax avoidance clearly apply regardless of the precise characteris-
tics of the prevailing tax system. The analysis in earlier sections of this

paper strongly suggests, however, that much can be done in the design of
the income tax structure to reduce further the costs oftax avoidance. This
is clearly true, as we have seen, for tax avoidance in the economic or le-

gal sense, where the focus is on the revenue losses and associated excess

burdens and inequities resulting from the market response to a given tax

structure. It is, however, equally the case for tax avoidance activities in
the politicalprocess.

As Buchanan33 has once again emphasized, it is the possibilities for re-

distributiveexploitation ofminorities which positively encourage socially
wasteful expenditureson lobbying and related political activity in the area

of taxation, as in other areas of economic and social policy. As he sug-

gests in a companion paper,34 the obvious policy response to such prob-
lems in the tax area is a strong political commitment- ideally a constitu-
tional commitment- to a tax structure of maximum uniformity in terms

ofbase and rates. In Buchanan'sview a comprehensiveincome tax of the

Haig-Simonsvariety, but with a flat proportional rate structure, provides
the best solution. Althoughthere may be differences in relation to the ver-

tical equity objective, clearly the policy requirements in terms of tax de-

sign for reducing the political costs of tax avoidance are remarkably
similar to the more familiar design requirements for reducing the costs of
tax avoidance in the economicsense identifiedabove.

It is, however, one thing to identify the appropriate design characteris-
tics ofan income tax (or consumptiontax) best calculated to minimise the

costs of tax avoidance. It is unfortunately quite another to ensure that
such a tax is actually introduced and successfully defended against tax

avoidance, especiallyof the political or public choicevariety. As we have

seen, the incentives to engage in tax avoidance through the politicalproc-
ess are rather clearly identifiable and tend to be concentrated, e.g. on a

33 JM Buchanan, How Can ConstitutionsBe Designed So That Politicians Who Seek
to Serve 'Public Interests' Can Survive and Prosper (1993) 4 ConstitutionalPo-
liticalEconomy1.

34 JM Buchanan, The PoliticalEfficiencyof General Taxation (1993) 46 National Tax

Journal401.
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specific industry group which can easily organise for this purpose. The
incentives to adopt policies to control such avoidanceare, by comparison,
diffused over the wider community and are rather unpredictable at the
individual or interest-group level. To show that a tax structure of maxi-
mum uniformity is best calculated to reduce rent-seeking and related po-
litical costs- although it has some relevance in terms ofvote-catching
potential- is hardly sufficienttherefore to guarantee the implementation
and survival of such a tax in the practical setting ofmajorityvoting, inter-

est-grouppolitics and redistributiveexploitation.
In an important early contribution to the public choice literature, Bu-

chanan and Tullock35have explored the case for some modificationofthe

simple majority-votingrule. Whilst remaining central to popular concep-
tions ofpoliticaldemocracy, it is precisely the majority-votingrule which

directly exposes the democratic budgetary process to distributional influ-
ences and distortions. As the noted Swedish economist Knut Wicksell36
was the first to recognise, the replacement of majority voting by a una-

nimity requirement or minority veto could effectively prevent the redis-
tributive exploitation of ordinary taxpayers by interest group coalitions

seeking preferential treatment either on the tax or the expenditure side of
the budget. In the tax area it seems clear that only a genuine efficiency-
promotingtax reform could possibly satisfy this more demandingrequire-
ment.

Any significant change in an existing tax system will, however, have
adverse consequences for taxpayers who have fully adjusted their affairs
in response to the prevailing system. Extremely elaborate, complex, and

informationally demanding compensation and grandfathering provisions
will thereforebe required ifsignificant losses by importantsections ofthe

taxpayingpopulation are to be avoided. These problems could, however,
be reduced ifthe unanimityrule were also to be accompaniedby a further
fiscal rule that any major reform proposed can take effect only after a

waiting period of say, three to five years, allowing time for market ad-

justments on the part of affected taxpayers.37 Complete unanimity re-

mains, nevertheless,an extremelydemandingrequirementand is arguably

35 JM Buchanan & G Tullock, The Calculas of Consent (Ann Arbor, University of

Michigan Press, 1962).
36 K Wicksell, Finanztheoretische Untersuchungen (Jena: Gustav Fischer Verlag,

1896).
37 M Feldstein, On the Theory of Tax Reform (1976) 6 Journal ofPublic Economics

77.
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out of the quesstiion. A sttrrong case coulld, however, be made for some

ttiighteniing of the voting rule to requirre a more highly quallifiied majority
of ssay, two-thirds ororthrree--quarterrs.

As it isis clearly not feasible toto rrequirre unanimous oror near-unanimous

agrreement, considerration alsoalso needs toto be given toto other measures that

could help prromotte more apprropriiate attittudes and perrspectives among

taxpayers, reducing the focus on rediisttriibuttiveexploittattion and emphassiiss-
ing possibiillittiies for mutual gan. It may, however, seem quite unrealistic

to expect the average ttaxpayer or the repressentattives of major intterrest

grroups toto behave impartially.in the policy-makingprrocesss. And it isis cer-

tainly true that public choice models of majority-voting prrocesssses typi-
cally make no allowance whatever for the romantic possssibility that

votterrttaxpayerrs may occassionally, or even consistently, take a more

princiiplledapproach to matters of institutionalreform. Such behaviiourhas
nvertheless quitte commonly been observed. And the need for a more

impartiial and principlled apprroach in the ttax area has been cllearly recog-
nissed in the prrominent rrole accorded to the familiarprinciples of equity,
efficiency and simplicity, both in sscholarly analysis and' in public debate

on ttax reform issues. It has been rrecognissed also in the prrominent role

commonlyasssigned, in major reviews of the tax system, toto expert com,

mitttees and Royal Commiissionswhiich can more confiidentlybe expectted
tto take the brroader and more principlled approach rrequirred.

The adoptiion ofthis more prrinciplledapprroachby most, ifnot alll, of the

majjor playerrs in the ttax reform prrocesss -- demandingas it might appear
clearly prrovids the key toto the effective implementation and survival--

of a tax ssystem dessigned to minimise the incenttives for tax avoidance in

tthe,publliic choice sensse. And this, would sseem rremotely posssible only if
measures and procedures can be identiified that force ttaxpayerrs tto focus

on. tthe longerr-tterrm possssibillitiies for mutual gain rather than on the more

obviious short--tterm conssiiderrattiionsofsectional self--interest.

Determination of iindiviidual or sectiional intterest is,is, for example, more

diffiicult in long-term decission-making. The rrequirrement that a reformed

ttax sstructturre must remain in force over an extended period can thus 'be

ussed toto encourrage participantts in the tax reform prrocesss to conttemplate
tthe conssequencesof alternative tax structures over an uncertain futurre in

whiich self--interest isis morre difficult to determine accurrattely. It isis indeed..a
basic obsservattiion that divisive matters of ttax equity may be resolved by
near--unanimous agrreement if individuals can be perrsuaded to adopt the
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appropriate long-term or quasi-constitutionalperspective.38It follows that

understanding and acceptance ofthe quasi-constitutionalcharacter of the
tax system- reinforced by specific budgetary rules of the ,type we have
discussed- can help to reduce ongoing and costly rent-seeking invest-
ments in political lobbyingbetweenmajor tax reform exercises. More im-

portantly in the present context, this understanding and acceptance must

help to guaranteethe implementationand survival ofan income tax struc-
ture of maximum uniformity calculated to minimise political (and eco-

nomic) tax avoidance costs over the long term.

With perhaps some modification of the simple majority-voting rule to

require a more highly qualified majority and with the introduction of

budgetaryrules providingthat any major tax change can become effective

only after a significant waiting period and must then remain in force for
an extended period, say, of ten to twenty years it seems clear that the
more principledand impartial approach required for successfultax reform
would be strongly encouraged. There is clearly also an important role for
tax education and, relatedly, for the use ofprocedures such as expert tax
review committees and Royal Commissions which help to highlight the

quasi-constitutionalcharacter of the tax reform process and promote in-
formed debate through the dissemination of relevant principles and ob-

jective analysis ofthe implications ofproposedreforms.

It need not therefore be assumed, as in the hard-nosed majority-voting
models ofpublic choice analysis, that voter-taxpayersand their represen-
tatives must remain irremediablyvenal and incapableofbehaving in a so-

cially more productiveand responsible fashion. It is indeed a fundamental
observation that, without a strong measure of such principled behav-

iour, the political, fiscal and legal institutions of liberal democratic soci-

ety must lack the stability necessary for their effective functioning and
could not long survive. Strenuous efforts, informed by relevant education
and understanding, are, however, clearly required if appropriate reforms
are to be achieved in the face of the obvious incentives for redistributive

exploitation.

Supply-DrivenModels

The perspective on tax avoidance that emerges from public choice

analysis of demand-driven models of representative democracy is thus

unequivocally negative and serves to strongly reinforce the more tradi-
tional concerns and policy implications that emerge from standard eco-

38 Head, supra note 12.
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nomic analysis of taxation policy. It is, however, an important character-
istic of the demand-drivenmodels that political outcomes tend to reflect,
albeit imperfectly, the expressed preferences of the voters. Political tax

avoidance represents in this context a pathological manifestation that
must reduce social welfare and needs to be corrected by appropriate
changes in political and budgetary rules and procedures.

Supply-drivenmodels tend to be considerablymore pessimistic, and the
behaviourofpoliticiansand bureaucrats is much less, ifat all, constrained

by voter preferences. Perhaps the best known of these models, at least in
the tax literature, is the so-called Leviathan model of Brennan and Bu-
chanan.39 Whereas in the demand-driven models the level of public ex-

penditure- although it is unlikely to be optimal- may be either too

large or too small,40 it is a central proposition of Leviathan models that

government outlays tend to be grossly overexpanded. This argument
draws some support from traditionalpublic choice analysis ofthe Tullock

model,41 which over-emphasized the dangers of overexpansion; but its

major thrust comes from the modelling ofsuppliers ofpublic output, such
as bureaucrats and public sector unions, who are assumed to favour high
levels of government spending, in a setting where their behaviour is for

practical purposes largely or even totally unconstrainedby the forces of

political competition.42
In the Leviathan model, the government is accordingly characterisedas

a revenue-maximisingmonopolist, and democratic governments are as-

sumed to spend up to the limits of their revenue-raisingcapacity. In this

setting, controllingpublic sector size and growth becomes a central issue
in the analysis of public expenditure and taxation policy. Equal-revenue
comparisons of alternative tax structures which provide the focus of
modern tax policy discussion- including such matters as the excess

burden issue from our previous analysis of tax avoidance in the econo-

mist's sense- are easily seen here to be ofconsiderably less importance.
And the dominant issue becomes the revenue-raisingcapacity of the vari-
ous tax instruments,which will directly determinepublic sector size.

39 G Brennan & JM Buchanan, Towards a Tax Constitution for Leviathan (1977) 8
Journal ofPublic Economics 255; G Brennan & JM Buchanan, The Power to Tax

(Cambridge, CambridgeUniversityPress, 1980).
40 RA Musgrave, Excess Bias and the Nature ofBudget Growth (1985) 28 Journal of

Public Economics287.
41 Tullock,supra note 31.
42 See e.g., WA Niskanen, Bureaucracy and Representative Government (Chicago,

Aldine-Atherton, 1971).
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From this perrsspectivethe comprrehenssive income ttax, which serves toto

minimisse ineequitiees, economic distortions andandtax avoidancevoidaancceeprobleems, isis

nono longer neecceessssarily ideeal, asas the maximum revenue derivable maay bebe

greeatly excessive. Some appropriatenarrowingoftheof tax basebasemaay there-

for be desirable asas aamethod ofcontrrollingexcessivegovernmentsspend-
ing -- in sspite ofthe rressulting excess burrdenss,possssible inequities and tax

avoidanceprroblems. The behavioural adjustments that prrovided the vehi-

clecle for tax avoidance and tax minimisation in our previous analysis are

thus cleearly too bebewelccomeed, at leastleastupuptotoaapoint.
The perrsspective onontaxaax avoidanceprovided by ssupply--drivenmodels of

democratic government isis rradically different from our prrevious analyssis
ininthe context of demand models. It should not, however, be inferred that
Leviathan models cancan therefore be employeed asas an open--ended jusstifi-
cationcationfor tax avoidance in all its forms and manifestations. Thus, for ex-

aample, in relation too thethee,broad concept ofoftax avoidance in thethe econo-

mist''s sseensse, it isis true that some narrrowing ofthe tax base may well be in

orrder, but such narrowing can only be justifieed if the reessulting reduction

in rrvenue-rraissingcapacity isisssufficientlyprredicttableand leavesleavesadequate
revenues available toto finance the leveislevels of government sspending which

may rreassonably be rrequirred. It isis justified, morreover, only if lessless costly
and inefficient methods of ccontrrolling government spending areareunavail-

able.

The excess burdeens, ineequitiees andand revenuerevenue losseslosses reesulting from taxax

avoidance in the economist''s sense could, for example, be eliminatedun-

der therather obvious alternative apprroach of impossing an upper limit on

public sector size orortax revenues exprressssed, ssay, asas a perrcentage of GDP

oror aa limit on the permisssible raterate oror rates of tax.43 With government--

spending controlled in this way, income taxation should clearly be de-

signedsgneedin accordanceaccordancewith standard taxtax,policy objeectivees too minimise in-

equities, excess burdens and tax avoidance problems. The casecase for the

comprrehenssive income tax hollds therefore without quallification. Alter-

natively, it might rreassonably be arrgued that the adoption of apprropriatte
ssupplementtary rules and prrocedurres in the budgettary prrocesss could prro-
videvidee aa sufficient setset ofofconstraints. Obvious eexaamplees might include: aa

fiscal ruleuee toto prevent thethee collective provision ofofprivateprrvatee goods; cost-

beeneefit, projeect--eevaluationand prroograam-budgetingreequireemeents; and the

introduction of more competition on the ssupply or prroduction side

4343 G Brennaan, Tax Reform andandTaxLimits: Political Process in PublicFinance (1984)(1984)
11AustralianTax Fortim 83.
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through more extensive use of contracting-outarrangementswith private
producers.

If, however, such alternative measures are not forthcoming, some nar-

rowing of the tax base may need to be considered as a second-best ap-
proach to the Leviathan issue. Even here the basic requirementofstability
in the tax structure for the control of tax avoidance in the public choice
sense carries over from our analysis of demand-drivenmodels. A strong
long-term political commitment ideally a constitutional commitment

to the appropriatelymodified tax base is accordinglyrequired in order-

to discourage socially wasteful outlays on lobbying and related political
activities. Specific concessions and gaps in the comprehensive income tax

base- in familiar areas such as retirement saving, imputed rent, capital
gains and non-cash fringe benefits- may be explicitly sanctioned, but
these must be clearly identified and carefully circumscribed. In order to

minimise resulting inequities, specific concessions and gaps in the in-
come tax base should be chosen that are widely available and not con-

fned to special interests and privilegedgroups.

There is, in conclusion, no justification in terms of the Leviathan ap-
proach for the adoption of a relaxed attitude to tax avoidance in any of
the three senses we have identified. Clearly a loophole-ridden income tax

base of the sort that prevailed in Australia during the 1970s notably fails
to satisfy the relevant requirements in terms of stability and revenue pre-
dictability, since it exposes the income tax to the impact of mass-

marketed paper schemes of tax avoidance with their quite unpredictable,
open-ended and potentially quite devastating implications for taxation
revenue. Carefully circumscribed base-narrowingmeasures with predict-
able revenue consequences, protected by well-drafted specific and gen-
eral- anti-avoidance provisions, represent therefore the appropriate
(second-best)policy response from the Leviathan perspective. More gen-
erally, however, superior methods can surely b found to control public
sector size. The flat-rate comprehensive income tax clearly dominates
narrow-based and discriminatory income tax structures as an instrument
for the control of tax avoidance in the public choice sense, as well as for
the achievementofstandard tax policy objectives ofequity and neutrality,
as Buchanan44has rightly emphasized.

44 Buchanan,supra note 34.
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CHAPTER3

THE RESPONSIBILITYOF JUDGES IN
INTERPRETINGTAX LEGISLATION

Neil Brooks

Judges-Get YourAct Together!

Why Our TaxLawsAre Such a Mess

Our income tax laws are a mess. They are inequitable, overly compli-
cated, avoided by the wealthy, relatively easy to evade, expensive to ad-

minister, and affect behaviour in perverse ways. Responsibility for this
state of affairs is often pinned on policy analysts in government tax de-

partments, who fail to appreciate the inexorable logic of the marketplace
or the complexity of the real world; legislative drafters, who in arcane

and jargon-riddled language obsessively try to cover every eventuality;
special interest groups, who greedily lobby for every conceivable con-

cession no matter how narrowly drawn; politicians, who are too ready to

sacrifice tax principles for political expediency; tax lawyers, who in the

single-minded pursuit of their client's self-interest assume no responsi-
bility for the overall quality of tax legislation; and, ultimately, law and

accountingprofessors- the shortcomings and lack ofprofessionalismof
those mentioned above is often alleged to be a testament to the poor edu-

cation these hapless souls provide students of tax law. All these folks de-

serve some blame for the sorry state ofour tax laws.

However, the people who are often not mentioned in the indictment of
our tax laws, indeed who are often regarded as playing a somewhat he-

roic role in the tax law-making process, but in my view who are more

blameworthythan any of the others for the mess we find ourselves in-

even more so than tax professors- are judges. Generally, judges have

simply done an abysmaljob of interpreting tax legislation. Obviously, I
am not referring to all judges; the craft and skill of some judges has been

inspiring, however, generally, judges have not assumed their appropriate
role or responsibility in the tax law-making process. And, because their
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role is so pivotal, the neglect of their responsibilitieshas made it almost

impossible for the others involved in the process to compensate for it.

The Judges' Three Tasks in Tax Cases

The judges' role in interpretingtax legislation is examined in this essay.

However, to place my comments in the larger context of judicial deci-

sion-making, and so that my comments might be more readily contrasted
with those of other authors in this collection of essays, the judges' other
tasks in tax cases will be briefly reviewed. At least heuristically, judges
might be viewed as having three tasks in deciding tax cases: to give
meaning to the words used in the legislation; to characterize the tax-

payer's transaction for purposes of applying the tax statute; and to dis-

courage tax avoidance by, for example, ignoring or recharacterizing a

taxpayer'stransaction in appropriatecases.

GivingMeaningto the Words in the Statute

A judge's first task in deciding a tax case is to give meaning to the
words used in the relevant section of the legislation: there is no common

law of tax. The thesis of this paper is that in dischargingthis responsibil-
ity judges should not attempt to determine what the legislative body
meant, or intended, or what its purpose was when it enacted the legisla-
tion. Instead, their responsibility is to give a meaning to the statutory
language that will lead to the most sensible tax policy result in the par-
ticular case, given the general structure of the legislation. In tax cases,

judges should not act as single-minded originalist, attempting to divine

the legislative meaning, intent or purpose, but instead should act as prag-
matic tax analysts. The next three parts of the paper elaborate on this

thesis.

Characterizingthe Parties Transactions

Tax laws are not self-contained: they are applied to taxpayers' transac-

tions based upon the legal rights and obligations the taxpayers have cre-

ated in private law. Therefore, another important task of judges in tax

cases is to examine the legal rights and obligations taxpayers have created

and to characterize them for tax purposes. In characterizing taxpayers'
transactions for tax purposes the judges' responsibility is to ensure that

taxpayers are not permitted intentionally to exaggerate the divergence
between taxable income as it would be determined by the measurement

ofeconomic income and taxable income as it .is determined in an income
tax system that must, for example, necessarilyrely upon legal concepts as

proxies for changes in economic income and in which income is meas-
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ured only when realized. The types ofsituations that commonly give rise
to difficulties in characterizing taxpayers' transactions might be divided
into the following four broad categories.

Situations in which the legal rights and obligations taxpayerspurport
to have createdhave not infact been created Shams and ineffectual
transactions are two concepts most courts use to describe situations in

which taxpayers have not created the legal rights and obligations they
purport to have created. The term sham is normally used to refer to a

situation in which taxpayers have deliberately misrepresented the rights
and obligations they have created; the term ineffectualtransaction is used
to describe a situation in which taxpayers have not created the legal rights
and obligations they purport to have created due to negligence or an

oversight.
The courts are unanimous that sham transactions should be ignored for

tax purposes. However, they have taken somewhat divergentviews with

respect to ineffectual transactions. Although normally such transactions
will be ignored for tax purposes, in some cases judges have been willing
to give effect to taxpayers' obvious intentions with respect to a transac-

tion even though they might not have been documented in a form that

was legally enforceable.

Situations in which taxpayers have mischaracterizedthe legal rights
and obligations they have created A second relatively straightforward
situation in terms of characterizing taxpayers' transactions is one in
which they have simply mischaracterizedthe legal rights and obligations
they have created. For example, ifthe parties refer to their relationship as

being that of a payer and an independent contractor, but in fact they have

created legal rights and obligations that might be more accurately charac-
terized as that of an employee and employer, their legal relationship will

be correctly characterizedfor tax purposes.

Situations in which taxpayersdo not intend to enforce the legalrights
and obligations they have created. This, of course, is the type of situa-

tion that arose in the classic English case, IRC v. Duke of Westminister.'

In that case, the Duke was legally obliged to pay a sum to his gardener
pursuant to a legal covenant (which under British tax law made it de-

ductible), but the evidence suggested that in fact the gardener would not

enforce the covenant, but would render personal services in return for the

payment. The House of Lords held incorrectly that it was bound by the

1 [1936] A.C. 1.
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form of the parties' transaction, consequently, the payments were de-

ductible. Since in many cases, particularly ifthe parties have an ongoing
economic relationship, the legal form ofbusiness transactions is a matter

of indifference to the parties (as it was in the Duke's case), it would be

impossible to administer a tax system fairly if the courts were bound by
the legal form ofthe parties' transaction. Ifthere is evidence that taxpay-
ers do not intend to enforce the legal rights and obligations they have

created, their economic position has not changed and neither should their
tax liability.

Situations in which the legalform ofthe taxpayer'stransaction is df-
ferent than its economicsubstance. Parties often have a choice of legal
forms to achieve the same economic consequences; for example, they can

choose to fashion the conveyanceof an asset for its useful life either as a

sale or a lease, or they can raise capital and provide a promised rate of re-

turn and a defined degree ofsecurity using an instrumentwritten as either
a debt or an equity instrument in company law. Since tax policy distin-

guishes between taxpayers on the basis of their economic circumstances,
courts should be free to assess them on the basis of the economic sub-
stance oftheir transactions.

DiscouragingTax Avoidance

Ifjudges properly discharge their responsibility to give meaning to the
statute and to characterize the taxpayer's transaction appropriately, there
should be little room for tax avoidance. Nevertheless, since some tax

avoidance transactions might still be possible, an additional responsibility
ofjudges is to prevent income tax avoidance, when it is administratively
feasible. In this context, a tax avoidance transaction is one that has three
characteristics: (a) it results in a mismeasurementoftaxpayers' economic
income so that they pay less tax than they would have paid if they were

taxed on their economic income (they derive a tax benefit); (b) it is enr

gaged in by taxpayers for the sole or primary purpose of obtaining such a

tax benefit; and, (c) it is not a mismeasurementof economic income that
was contemplated for administrativeor policy .reasons by the structure of
the tax legislation. There is no question that tax avoidance, as defined

above, should be prevented: it leads to a misallocationofresources; it is a

deadweight loss to the economy since no real activity that benefits some-

one is undertaken; it creates unfairness since some people are placed to

take advantageof it while others are not or refuse to do so; it has adverse
distributional consequences since the rich and the shrewd benefit most;
and, it damages the social capital and fabric of the country. Since it is
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impossible to anticipate all tax avoidance opportunities when drafting
legislation, judges have the ultimate responsibility of preventing tax

avoidance.

Generally, judges have done an abysmal job of characterizing taxpay-
ers' transactions and preventing tax avoidance in tax cases. Although
somewhat speculative, I think the principal reason for this is that they
have misperceived the fundamental nature of tax law. Judges have as-

sumedthat tax law is a form ofgovernment intervention in the more natu-

ral private ordering of our social and economic lives. Therefore, among
other things, it should not override private law concepts and categories.
Put another way, they have treated tax law as if it were an unjustified in-
terference with private property, therefore, they have reasoned that it
should be construed strictly (whatever that means), and tax avoidance
should be tolerated since taxpayers are only acting to protect what is

rightfully theirs. This is fundamentallyand profoundlythe wrong way to

view tax law. Aside from any theory of distributive justice about what

individuals ought to be entitled to, the fact is that in terms of defining
entitlements tax laws are no different than rules ofproperty and contract

law.

Judges, perhaps misguided by economists, sometimes seem to operate
on the assumption that there is such a thing as a self-regulating, free and

neutral private marketplace and that any interference by government
regulation or taxation with the property rights acquired in this market-

place is an unjustified interference with the natural order of things. In

fact, of course, what is sometimes called the free market is comprised of

commercial exchanges that are regulated by countless detailed and com-

plex rules ofproperty ad contract law. None of these rules sprang from
nature or were ordained by God. They are all the result of legislative
outputs and were shaped by the political process. In other words, there
should be nothing sacrosanct about pretax entitlements: they owe their

origins not to nature but to law. Therefore, there is no reason whyjudges
should privilege the policies that underlie the rules of property and con-

tract law over the policies that underlie tax law. Indeed, the rules of

property and contract law were often formulated in order to furtherhighly
contestable notions of public policy, and to the extent that their distribu-
tional consequenceswere considered they were often fashioned to favour
the wealthy and powerful. Since tax laws are often formulatedwith the
distributional consequences precisely in mind, it is reasonable to assume

that the distributionof income and resources that result after-tax is widely
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regarded by the citizens of a democracy as presumptivelymore just than
the pretax distributionof income.

I am not sure why the mistaken assumption that tax laws are somehow
an alien intervention in the social ordering process appears to have re-

tained such a firm grasp over the imaginationofjudges. Perhaps they are

badly served by tax counsel. An able tax practitioner once confided that
a steady diet of tax legislation does strange things to a person. In this re-

spect, he observed, tax legislation has a lot in common with psychedelic
drugs. (He was a product of the 1960s). Both tend to be habit forming.
They also offer an escape from reality, and produce in people delusions
ofgrandeur and power, followedby fits of depression and disorientation.

Addicts, that is tax practitioners,he contended, get so they cannot distin-

guish illusion from reality.
The Paper's Outline

This paper is divided into three further parts and a conclusion. The
next part briefly contrasts the approach conventionallytaken by judges to

statutory construction with my thesis that the judicial responsibility in

interpreting an income tax statute is to elaborate on (or even adjust) the
detailed provisions of the tax statute in order to ensure that, to the extent

possible, they conform to a coherent model ofhow an income tax statute

should be structured (given the broad outlines of the legislation being in-

terpreted).
The third part traces the development, again briefly, ofvarious theories

of statutory interpretation. The point of this hop, skip and jump through
legal scholarship on statutory interpretation is to clarify and support my
thesis by showinghow it differs from, or is similar to, past and prevailing
theories of statutory interpretation. Naturally, the thesis that I propound
here is not original to me. I have simply pillaged ideas that appealed to

me from other more thoughtful authors. This survey will reveal where

my most significant debts lie. Also, even if the reader remains uncon-

vinced of my thesis, this survey will serve at least as an introduction to

contemporary, competing theories of statutory interpretation that are

having an influence in other areas of law and to the political theories that
animate them. For some reason, tax law is often slow to assimilate con-

temporarycurrents of legal thought.
The final part of the paper briefly reviews a few Canadian tax cases to

illustrate my thesis; namely, that the pragmatic tax analyst approach to

statutory interpretation is more consistent than the approaches at present
taken by the judges with democratic theory and the institutional compe-
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tence of the courts and that it is more likely to further prudential goals
such as certainty and rationality in the tax system.

Theoretical Soundness and PrudentialAdvantages of Judges Acting
as PragmaticTaxAnalysts Instead ofSingle-mindedOriginalists

The mistake judges make in interpreting tax statutes is to assume that
the only way to reconcile their role as unelectedjudges with the assump-
tions of majoritarianpolitical theory is by attempting to apply an objec-
tive standard of interpretation that is anchored in statutory plain
meaning or legislative intent or purpose. They assume that when
confronted with a problem in statutory interpretation they should begin
(and end) by asking either: What is the plain meaning of this statutory
language What did the legislature intend when it passed this legislation
or, What is the purpose of this legislative enactment Different judges
emphasize different aspects of these approaches. In Canadian jurispru-
dence, there has been a general shift from plain meaning approaches to

purposive approaches. However, whatever specific approach is taken, it
is inevitably foundationalist: it is based on one central idea, namely, that
the role ofjudges is to act as agents ofthe legislature and to resolve cases

by reference to some aspect ofthe legislative record.

This approach to statutory interpretation is profoundlywrong. The role
of judges in tax cases should be to decide what result would reflect the
most sensible tax policy. Their role should be really no differentthan the
role of tax analysts in a TreasuryDepartmentwho have been asked by the
Minister to clarify the meaning of the statute on an issue in. dispute.
Thus, the role of judges in tax cases shouldnot involve parsing the words
and phrases of the tax legislation, or attempting to decipher the legisla-
ture's true intent or purpose from the legislative debates or some other

source, or, even less, trying to make sense out of some goofy old English
case decided long before the developmentof modern tax policy analysis.
Instead, it should involve the operation of the creative process inherent in
tax policy analysis. It should involve three steps (1) the postulation of a

range of plausible, alternative policy options for each interpretive issue;
(2) a consideration of the consequences of each in terms of tax fairness,
the neutrality of the tax system, administrative practicality, and other
relevant evaluative criteria; and then (3) a choice among the alternatives
based upon what makes the most sense in terms of tax principles (given
the general structureofthe tax legislation being interpreted).

This process necessarily entails an explication of the basic principles,
theories and tools of analysis that are needed for a sensible, serious dis-
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cussion of income tax policy. Basically, there should be no sharp dis-
tinction between tax policy and tax interpretation: between what treasury
departmenttax analysts do in formulatingtax statutes and what judges do
in interpretingand applying them.

This is not to suggest that there are no differences between legislative
bodies and courts. Clearly legislators and judges decide different ques-
tions. Legislators, for example, must determine, taking into account a

range of political considerations, basic tax policy questions such as the

appropriate tax base, the units to be taxed, the accounting period for

taxation, and the rate structure to apply to the base. The tax policy ana-

lysts in the TreasuryDepartmentmust then assume primary responsibility
for developing the detailed rules needed to implement these basic politi-
cal decisions. But once the basic structure ofthe legislation is in place, it
is then the responsibilityofjudges to resolve ambiguities and fill gaps in
the legislation as these ambiguities and gaps become apparent in the ad-
ministration of the legislation. In doing this, to preserve the integrity of
the basic political judgments made by the legislators, judges should en-

gage in the same kind ofanalysis as would tax policy analysts.
Just to be clear about the import ofmy thesis- if a judge decides that

the application of tax principles would lead to a particular conclusion in
a case, the judge should reach that conclusion even though the words
used in the disputed provision have not born the usage that must be im-

puted to them in any other context. And, this is the case not only when
the words used are ambiguous or are used in a way that is over- or under-
inclusive of a sensible interpretation of the section, but also when the
words are specific. Indeed, the only circumstancein which judges should
reach a result that they feel is not consistentwith the tax policy principles
underlying the structure of the legislation is in a case in which it is clear
that the statute was designed to resolve the specific case in a way other
than thejudge thinks sensible in terms oftax policies and principles.

This suggested approach to statutory interpretation is not particularly
radical.2 No matter what one's theory about how judges should give
meaning to words in a statute, in many tax cases judges have to engage in

2 Recently a leading Canadian intemational tax practitioner suggested that only by
engaging in a type of pragmatic interpretive activism, similar to that advocated in
this article, will courts be able to deal sensiblywith such emerging issues as finan-
cial innovations in the international marketplace. See J Scott Wilkie, Looking
Forward into the Past: Financial Innovation and the Basic Limits of Income Taxa-
tion (1995) 43 Canadian Tax Journal 1144.
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the creative function of law making. For example, in spite of their detail,
most tax statutes contain broad delegations of law-making power to a

regulatory agency or the courts. By way of illustration, the Canadian in-
come tax legislation .provides that an employee has to pay tax on the
value of all benefits received. The term benefits is undefined'and there
is no authority for the executive to pass regulations in order to resolve the
difference between a taxable benefit and a nontaxable condition of em-

ployment. By using general language the legislature has specifically
delegated law-making power to the courts to develop the detailed rules
needed to fairly, neutrally, and simply define what amounts to a taxable
benefit. No number of references to plain meanings or legislative intent
or purposes can assist them in this task. Similarly, there is almost no

guidance in the Canadian legislation for distinguishingbetween business
and personal expenses, or between current and capital business expenses.
It has been left entirely to the courts to develop the matrix of rules neces-

sary to operationalize these distinctions. Furthermore, where there is a

gap in the statute, or where the words are ambiguous or obviously over-

and under- inclusive of any sensible interpretation, there is really no op-
tion but for the courts to engage in the creative process of law making.
The only way, under any theory of interpretation, that they can sensibly
discharge this function is by engaging in tax policy analysis. I am simply
arguing that they should do so not only in these cases, but in every case.

This is not the place to review the basic principles of tax law, or the ac-

counting, financial and economic logic that underlies it, and in terms of
which judges should rationalize their decisions. However, one point
bears emphasis. A conceptualdistinctionthat is now commonplace in tax

policy analysis, but has so far eluded judges almost entirely, is the dis-
tinction between technical tax provisions and tax expenditures. In inter-

preting a tax provision, one of the first things judges should do is resolve
whether the statutoryprovision in issue is a technical tax provision,which
should be designed as a measurementof ability to pay, or whether it is a

tax expenditure, which should be designed as a programme of financial
assistance for the activity involved. Suffice it to note here, to be illus-
trated in the discussionof a few cases iii the last part of this paper, that by
interpreting tax expenditure provisions as if they were technical tax pro-
visions judges routinely make dreadful mistakes in interpretation. Tech-
nical tax provisions should be analysed using tax criteria; tax

be analysed using budgetary-criteria.expendituresshould

A pragmatic and dynamic approach to statutory interpretation has five

advantages over the conventional approach that judges apply: it is more
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consistentwith democratictheory, it results in a more sensible specializa-
tion of functions between the legislature and the courts, it leads to more

objective and determinate decisions, it allows for a system of implemen-
tation that accounts for changing circumstances, and it results in a better
tax system.

More Consistentwith DemocraticTheory
Those who support theories of statutory interpretation that emphasize

the original meaning of statutes, whether through attempting to discern
their plain meaning or the intent or purpose of the legislation, frequently
assert that these are the only approaches that could possibly have any
legitimacy in a democracy in which the legislature is supreme. Legisla-
tive supremacy is taken to imply that statutory interpretationby unelected

judges can be reconciledwith representativedemocracy and majority rule

only ifjudges make a good faith attempt to discernhow the original legis-
lator would have decided the case. However, aside from often simply
being question begging, this argument for justifying these approaches to

statutory interpretation rests upon a normatively indefensible theory of

democracy.
The proponents of originalist approaches to statutory interpretation fre-

quently commit the logical fallacy of begging the question: their conclu-
sion simply repeats their implicit premise. They implicitly argue that in a

democracy in which the majority rules, judges must necessarily attempt
to determine the wishes of the majority in interpreting legislation there-
fore ... (essentially the same point). But why should we assume that the
role ofjudges in a democracy is to discern the wishes of the majority by,
for example, giving statutes a plain meaning. Certainly in most countries
the legislature itselfhas never directed the courts on how they should in-

terpret their statutes. The only reference in Canadian statutory law as to

how the courts should interpret statutes is in the InterpretationAct which

provides that Every enactment shall be considered remedial, and shall be

given such fair, large and liberal construction and interpretation as best
ensures the attainment of its objects.3 Now, of course, this section re-

quires interpretation, but I would argue that it leaves the courts' role

pretty well wide open for them to define as they see fit. Indeed, it would

appear to direct the courts to take the very approach I am propounding,
namely, that in resolving all cases they should take account of the princi-
ples underlyingthe legislation.

3 An Act Respectingthe InterpretationofStatutes, R.S.C.1986, c. 1-23, s. 11.
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Although the legislature could dictate an intterprretive methodology to

the ccourts, in the absence ofofsuch aa direection, exceptexcceeptasas givengven broaadly in

the InteerpretationAct, what methoodologyshouldshouldthe courts adoptadoptin orderorder
tooo further democratic valuesvaaueess Coontrary too thethee aasssumptions underlying
originalist theories of statutory interprretation, the leegitimaaccy of demo-

cratic government does not rrest, ultimately, on an unqualifiied majoritari-
anism. Insstead, even in lliberral theory, the moral legitimacy of

goveernmeentreequirees aacommitmeenttotothetheeprinciple that governmentmust

alwaays havepublic-rreegardinghaave reasonsreasonsfor what it does.4 Democraticgov-
ernmentsshould not actactononthethe basis ofofpure power, whim ororonly on the

self-interestoftheirof ssupporterrs. Although they obviouslyhave the consti-

tutional authority to do so, they diminish their legitimacy when they do.
To rrequirre the courts toto carry forward the public purposses of sttatutes, toto

build uponupon leegislative judgmeents in aa rasoned and principleed way, toto

justify their results inin terms ofofpublic policcy objeectivees andand evaluative
criteria that arearewidely accepted in the ssubjeect areaareaof the statute, and too

decide casescasesin aaway that will promote aamore deliberativedeemocraaccy isss

entiirely consistent with legitimate democratic government and appropri-
ateatemajoritarianism.

My basicbaasscc point isis simply that, atat thethee endend ofofthe daay, thethee aappropriate
method ofofstatutory inteerpretation isss aanormative queestion, too which even

defenders of the conventionalmethods ofofstatutory inteerprretatioonmust re-

sspoond. Howeever, in my vieew, there isssnonoqueestion thatthattaamoreepraagmatic
apprroach toto statutory intterprrettation than atat prressent taken .by the courts

would better reflect the best asspirrations ofofourourpolitical ssystem by, among
other things, exeemplifying the leegitimaaccy of the ccooercive, collective

power ofofthe legislature and the judiciary,notnotasas aabrute actactof aamajority,
but asas ananexplicit balancing ofofprinciples that cancanbe reeaassonaably endorsed

by all.

Parrenthetically, it might be noted that the legisslaturre frrequently dele-

gates broad policy--makingpowerrs to rregulatory agencies and other arms

of gooveernmeent and that the reesspoonsibilitiees that II suggest judges should

assume inn matters ofofstatutory interprretation arearemodest by ccomparisson.
Moreeover, thetheetype ofofdeecisioon-maakingIIam suggestingjudgesjudgesshould en-

gage ininwith respectreespeeccttoto statutes isss alsoasso more constrraineed thanthaan the kind ofof

deciissiion--making they exercise in common law cases. Yet no one has

44 SeeSeegennerallyJJRawls, PoliticalLiberalism (New York, ColumbiaUniversityPresss,
11999911).
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ever suggested that judicial decision-making in common law cases is
somehowundemocratic.

More Consistent with the Comparative Institutional Competence of
LegislaturesandCourts

Another flawed assumption underlying the conventional methods of
statutory interpretation is that the doctrine of separation of powers, or

some such similar doctrine, requires that the courts' function in interpret-
ing statutes necessarily be different in kind than that of the legislature in

enacting statutes. Instead of representing a separation of powers, it is
more useful to view the roles of the legislature and the courts in formulat-
ing and implementingpolicy decisions as representinga specialization of
functions Given their different institutional competencies, they simply
play different roles in the policy-makingprocess. The legislature is the
dominantpolicy- making body, but it does not implementthe policies that
it formulates; that task belongs to the courts. It is now commonplace in
the policy literature to acknowledge that successful implementation of

policy involves a good deal ofcreativity, a thorough understandingof the

underlyinggoals of the policy to be implemented, and is as important, if
the objectives of the policy are to be achieved, as the formulationofpol-
icy.

Some argue that a policy-oriented approach to statutory interpretation
would require the courts to formulate rules instead ofsimply disposingof
individual cases and that the treasury department and the legislature are

better able to write effective rules than the courts. This is true in some

cases, but not dispositive. First, where there is a gap, ambiguity or over-

or under-inclusive language in the legislation, or where the language is

general, the courts must necessarily formulate rules ifthe case is to be re-

, solved in a principled fashion. Second, judges are trained in problem-
solving and usually have vast experience working with rules. There is
reason to suppose that confronted with concrete problems that must be
resolved, and unhindered by political considerations,judges often have a

comparative advantage over legislatures and treasury departments in

shaping coherent, efficacious and sensible rules for governing the type of
situation described in the case with which they are confronted. Indeed,
because of the difficulty treasury departments might have in anticipating
the specific circumstances that a general rule will have to cover, it will
often be desirable to leave the matrix ofdetailed rules needed to comple-
ment a general rule to be worked out by judges on a case-by-case basis.
Third, as public choice theory underlines, there is great scope for arbi-
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trary decision making in the legislature through agenda control and a

preference for well organized and well financed special interests. Judges
are sometimes in a better position to apply public values to the resolution
of the cases before them because they are free from the usual political
pressures and because their process of reflective thought and collegial
dialogue giyes them a unique opportunityto work out the implications of

public values.

Another way to think about the responsibility of judges is to consider

the relationship between the drafter and the interpreter of legislation.
When we considerhow legislation is drafted, at least three considerations
would suggest that the judge, in giving the legislationmeaning, should act

as a pragmatictax analyst instead of a single-mindedoriginalist.

First, when drafters are drafting a tax provision they begin by consider-

ing the goals of the provision. They then try to formulate an approach
that will achieve these goals in a way that is as equitable, neutral and

simple as possible. That is, drafters begin with an overall understanding
of both the problem they are dealing with and the evaluative criteria that

need to be balanced. Only then do they attempt to write language that
will implement these policies. In drafting the provision it is unlikely that,
no matter how hard they try, they will be able to put out of their minds
that larger tax policy context. Thus, in interpreting the drafted provision,
judges, if they are to make sense out of it, and to be fair to the drafter,
should take the same approach that the drafter did; namely, to determine
thetax principles at stake and then look at the language.

Second, and a related point, any other approach makes it more difficult
for the drafter to rely on the shared understandingsthat are critical to suc-

cessful communicationin any setting. All communicationassumes a co-

operative listener. Thus ifjudges do not consider the tax policy context

in which tax provisions are drafted they are frustrating the tacit under-

standingunderlyingall forms ofcommunication.

Third, originalist approaches encourage drafters to write statutes con-

taining detailed provisions, each of which is attempted to be written in

clear language that can be understood without much knowledge of the

legal context. This is a silly way to write a statute. Tax statutes should

be written to be communicatedto tax practitioners and judges; that is, to

the relevant interpretativecommunity- to use a concept from modern

linguistic theory. They should be written in a way that exposes the under-

lying principles. If the tax department wants to write to lay people it

should prepare booklets for them, not attempt to educate them through
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legislation. Legislation is a different form of communication than text-

books or self-help pamphlets. It should be fashionedto reveal the public-
regarding purposes that underlie it in order to encourage democratic de-
liberation. Furthermore it cannot be done effectively any other way. We
have no experience that would suggest that detailed drafting gives rise to

fewer interpretiveproblems than more general drafting.
Leads to GreaterCertaintyandPredictability

Which method ofstatutory interpretationwill lead to the most certainty
and predictability in applying statutes is, of course, an empirical question.
However, as described above, the theories underlying originalist ap-
proaches would suggest that they are subject to a good deal of indeter-

minacy. Certainly, the kind of reasoning that judges often resort to in tax

cases is on its face contradictory, manipulable and deductively incoher-
ent.

Disputed cases almost always involve circumstances unanticipated by
the legislature in targeting a particular prOblem. Therefore, the text of a

statute itself will be incomplete and indeterminate. Moreover, the as-

sumption that the majority, or even anyone, in the legislature, in the case

of mosttax statutes, has read the statute, let alone studied or understood
its language is clearly a fiction. Tax statutes are usually so incompre-
hensible that evn tax specialists cannot understand them without inordi-
nate effort.

Similarly, the idea that the legislaturehad any intention or purpose with

respect to the legislation as it applies to the kinds of cases that come be-
fore the courts is fanciful. In effect, originalist approaches are based on

the assumption that legislatures are omniscientand that the purposes they
had in mind anticipated ll the problems that would arise and were em-

bedded in the drafting. In fact, as public choice theorists have recently
hypothesized, and as we have known forever as a matter of common

sense and experience, even on issues that legislaturesanticipate in passing
statutes, compromises are endemic and there is frequently congeries of
different and often conflicting purposes. By asserting that they can at-

tribute intentions or purposes.to legislative bodies that. assist them in re-

solving most of the cases that come before them, judges are engaging in
obvious make-believe.

Of course, no one should expect any theory of statutory interpretation
to yield dispositive answers to controversial interpretive issues or to be
able to completelyneutralize the value and politicaljudgments ofjudges.
Tax policy analysis often leads to contestable conclusions even when
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filling the gaps in otherwisehighly detailed areas of tax legislation. Nev-

ertheless, the room for reasonable differences of opinion on the correct

tax policy resolution of disputes is considerably narrower than the room

for disputes over the correct determination of the plain meaning of the
words in dispute, or the legislature's intention or purpose.

Allows for Changes in Values and Circumstances and Results in

GreaterPolicy Coherence

Statutory schemes, like tax legislation, should be efficacious over time
and across circumstances. The problem with all originalist approaches is

that they do not permit statutes to evolve over time. A more sensible,
pragmatic approach to statutory interpretationwould allow judges to ac-

count for changingvalues and new circumstancesin the applicationofthe

statute.

A final reason to prefer a pragmatic, dynamic approach to statutory in-

terpretation, in which judges are encouraged to reach results based upon
tax policy analysis, is that the very nature of tax legislation- a highly
detailed and interrelated statute, enacted by different legislatures at dif-
ferent times and for different reasons, over a considerableperiod of time

means that it is inevitable that it will fail to coalesce into a coherent

system. Tensions from unforeseen circumstances and unperceived con-

flicts are inevitable. Judges, as the final arbiters in the implementation
process, should thus assume responsibility for ensuring that the legisla-
tion is as coherentas possible.

Ofcourse, it might be argued that courts should simply allow the legis-
lature to engage in a continuing process of reforming the legislation.
However, this ignores the reality of the legislative process in which even

amendments to legislation are subject to the political agenda. Moreover,
ifjudges do not implementsensible rules, and justify their failure to do so

on the grounds that the government can always default to the legislature
and change the law, the attitude is fostered that tax laws and planning are

largely a game in which the clever are entitled to win (witness the history
oftax shelters in any jurisdiction).
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Survey ofEvolvingApproaches to Statutory Interpretation5
The Rise andFallofOriginalistApproachesto StatutoryInterpretation
Nineteenth Century Formalism and Conceptualism: Plain Meaning and
Intentionalism

Most judges in the early twentieth century viewed statutory interpreta-
tion as a process involving the mechanicalapplicationof the plain mean-

ing of the relevant statutory text to the interpretiveproblem at hand. This

theory of interpretation was based on the premise that words had fixed

meanings regardless of the context in which they were used and that
courts could readily determine them. A slightly more sophisticated ac-

count of the role of judges in interpreting statutes that was prevalent
throughout this same period was that judges were to determine how the

legislature that passed the statute intended the issue before the court to be
resolved. This theory allowed the court to look beyond the statutory text
to other sources oforiginal intent, such as legislativehistory.

The attraction of both the plain meaning and intentionalist approaches
is obvious. If the legislature is the primary lawmaker and judges are its
agent, then requiring courts to discover and follow the legislature's origi-
nal intentions seems to further democracy by affirming the will of the
elected representatives. Moreover, to the extent that judges are attempt-
ing solely to determine the intent of the legislature, they are absolved
from any responsibility for the results oftheir decisions on their merits.

Both of these approaches were consistent with the formalism, and con-

ceptualism that characterizedthe judicial understandingof law in the late
nineteenth century. Generally, law was perceived as being the subject of

mutually exclusive and logically related categories that, when linked to-

gether into a system, comprehended the entire universe of human rela-
tions. The role ofjudges was to find the law, not make it.

The DemolitionJob- The Legal Realists

Particularly during the 1930s, the legal realists a group of scholars
and judges who rejected the work of 19th-centuryjudges and scholars,
with their emphasis on legal logic and the purity of concepts- demol-
ished the assumptions underlying both of these formalistic approaches to

statutory interpretation. With respect to the plain meaning approach, they

5 For an overview of these developments and citation to the extensive literature see

PP Frickey,From the Big Sleep to the Big Heat: The Revival ofTheoiy in Statutory
Interpretation(1992) 77 MinnesotaLaw Review 241.
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noted that statutory language is almost always ambiguous, vague, over-

and under-inclusive, or so general that :it cannot assist in resolving spe-
cific cases. To assert otherwise, they alleged, reflected a linguistic na-

ivet. All words have many usages and they take their specific meaning
from their context. Thus the purported literal construction of a statute

simply allowedjudges to camouflagethe real reasons for their decisions.

The realists launched equally withering attacks on the so-called inten-
tionalist approach to statutory interpretation. In an influential 1930 Har-

vard Lm,v Review article, Max Radin annihilated the foundations of
intentionalism in arguing that the notion of the lawmaker is fictional,
there is no such person; that it is entirely unrealistic to talk about the in-
tention of a heterogeneouscollectivity such as the legislature; that even if

participating legislators had a common intent, there would be no rea-

sonably verifiable means of knowing it; and, that even if something re-

ferred to as the legislative intent could be determined, it could hardly be

helpful in specific cases that could not have been contemplated by the

legislativebody.6
In addition to averting to the plain meaning of the words in the statute,

and the intention of the legislature,judges at the turn of the century were

fond ofdisposingof cases involvingthe interpretationof statutes by rely-
ing upon one or more of the many linguistic canons f statutory con-

struction that the courts had developed over the years. In a now classic
article written in 1950, another well-known legal realist, Karl Llewellyn,
inflicted irreparable damage on this approach to statutory construction.7
He argued that it was manifest that the courts first decided how they
would like to dispose ofthe case, for whatever reasons, and then searched

among the canons for one that wouldjustify the particular statutory inter-

pretation their conclusion required. Among other reasons, he supported

6 M Radin, Statutory Interpretation (1930) 43 Harvard Law Review 863. The fact
that legislative intent provides an incoherent anchor for a court's inteipretativework
has been the thesis ofcountless articles on statutory interpretation'sinceRadin. For

a recent example, see KA Shipsle, Congress is 'They' Not an 'It': Legislative In-

tent as Oxymoron (1992) 12 International Review of Law and Economics 359.
Some have tried to rehabilitate the doctrine of legislative intent by shifting focus
from the actual, supposed subjective intent of the legislature to a-more objective
concept of manifest intent. See R Dickerson, The Interpretation and Applica-
tion ofStatutes (Boston,Little Brown, 1975) at 71-83.

7 K Llewellyn, Remarks on the Theory of Appellate Decision and the Rules or Can-
ons About How Statutes Are to Be Constructed (1950) 3 Vanderbilt Law Review
395.
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this argumentby showing that for each canon there was a canon pointing
in the opposite direction. In total, he found twenty-eightpairs of mutu-

ally contradictory canons of statutory construction that he culled from

judges' reasons for their decisions. For example, the first contrasting
pair was: A statute cannot go beyond its text and To effect its purpose
a statute may be implementedbeyond its test.8 The twelfthpair was: If

language is plain and unambiguous, it must be given effect, and [n]ot
when literal interpretation would lead to absurd or mischievous conse-

quences or thwartmanifestpurpose.9

Although the legal realists ridiculed theories of statutory interpretation
premised on formalist assumptions, they did not go on and elaborate a

well thought-out alternative. Basically, they seemed to be in favour of a

flexible mischief' approach to statutory interpretation. The mischief
rule is a form of interpretation that can be traced back to a formulation

by Lord Coke in Heydon's Case,10 which was decided in the sixteenth

century. Basically, it suggests that judges should attempt to determine
what mischifthe legislature had targeted in passing the statute and then

interpret the statute to attack that mischief as manifested under current

circumstances.'1 In his article attacking the canons of statutory interpre-
tation Karl Llewellyn, for example, went on to say that a statute must be
read in the light of some assumed purpose if it is to make any sense.12
He also claimed that decisions depended on the sense ofthe situation as

seen by the court and that a court must strive to make sense as a

whole out ofour law as a whole.l4(emphasisin the original)
An Attempt at RehabilitatingOriginalism-The PurposiveApproach

Many American legal scholars were disturbed by the legal realist's an-

nihilation of law, and yearned for less skepticism about judicial decision-

making. Eventually, the most careful and elaborte response to their cri-

tiques emerged from a scholarly movement that become known as the le-

8 Id. at 401.
9 Id. at 403.
10 Heydon's Case (1584) 3 Co. Rep. 72, 76 E.R. 637.
1 1 See J Frank, Words and Music: Some Reflections on Statutory Interpretation

(1947) 47 ColumbiaLaw Review 1259.
12 Id. at 400.
13 Id. at 397.
14 Id. at 399.
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gal process school,15 becauseof its emphasis on the importanceofprocess
in giving legitimacy to law. The legal process school saw law as instru-
mental: a form of social engineering designed to maximize human wants

and solve the problems of social living. Within a liberal pluralist theory
of democracy, they sought to assign functions to legal institutions based
on a realistic assessment of their institutional capacities to further the so-

cial engineeringofthe law.

With respect to statutory interpretation, the most thorough attempt to

resurrect the interpretive enterprise was undertaken by Henry Hart and
Albert Sacks, both of Harvard Law School, in their brilliant teaching
materials, The Legal Process: Basic Problems in the Making andAppli-
cation ofLaw, first published in a tentative edition in 1958.16 Basically,
they attempted to expand on the realist's purposive theory of interpreta-
tion, but in a way that both remained faithful to the principle of legislative
supremacy that underlaid intentionalism (but without the rigidity and
definitionalproblems of intentionalism)and also that recgnizedthe insti-
tutional advantages ofthe courts.

According to Hart and Sacks, every statute must be conclusivelypre-
sumed to be a purposive act. Therefore, every statute and every docu-
ment ofwritten law developedby the decisionalprocess has some kind of

purpose or objective ... identifying that purpose and deducing the inter-

pretation with which it is most consistent resolves interpretive ambigui-
ties.'7 Thus their approach was based on the premises that law is a

purposive activity, the legislature consists of reasonablepersons pursuing
purposes reasonably, meaning depends upon context, an essential part of
context is purpose, and the technique of decision for a court is a process
ofreasonedelaboration.

The purposive approach to statutory interpretation soon became the

accepted theory. Judges presumably felt more comfortable with it than
with the intentionalist approach since identifying broad legislative goals

15 For an account ofthe relationship between realism and the legal process school, see

MJ Horwitz, The Transformation ofAmerican Law 1870-1960 (Oxford, Oxford

UniversityPress, 1992), at 169-268.
16 HMHartJr. & AM Sacks, The Legal Process: Basic Problems in the Making and

Application in Law (tent. ed.) (1958). This set of tentative teaching materials,
which was used extensively in many American and even commonwealth law

schools over the last 35 years, was never finished by the authors. Only in 1994,
after both of the authors deaths, the tentative edition was published by Foundation
Press with.an introductionby WilliamN. Eskridge Jr and Philip P. Frickey.

17 Id. at 1200.
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and purposes seemed less like a fiction than attempting tO discover the

specific intentions of legislators.
Hart and Sacks' approach reflected the optimism of the time. Their

suggestion that courts should attempt to make sense out of regulatory
statutes and treat legislators as reasonablepeople acting reasonably is a

conspicuousoutgrowth ofthe predominantpolitical and social theories of
the 1950s, which generally emphasized a growing consensus about the
ends of the good life. Thus Hart and Sacks assumed that in most cases

there would be some consensus about what decisions makes sense or

were reasonable. In this respect the legal process school of thought
in jurisprudence, was similar to, for example, the end-of-ideology
school of thought in political science18 and the consensus school of
Americanhistoriography.19
The Modern (andPostmodern)Attackon riginalistApproaches

Throughout the 1960s and 1970s little attention was paid to theories of

statutory interpretation. The Hart and Sacks approach reigned almost un-

challenged in the legal literature, and the judiciary in most common law
countries slowly assimilatedit.20 Then, beginning in the early 1980s, there
was a veritable explosionofwriting about statutory interpretation,and al-

though the various positions have by now been clearly staked out, the de-
bate still rages in law journals.21

This current debate on statutory interpretationhad its origins in the late
1960s- in two sustained attacks on the legal process school, one from the

right and one from the left. Although these attacks were on the legal
process school more generally, eventually, they required new theories of

statutory interpretation. In the 1980s, legal scholars interested in statu-

tory interpretationrespondedto these challenges.

18 See generally.D.Bell,The End ofIdeology: On the Exhaustion ofPolitical Ideas in
the Fities, 2nd ed., (Cambridge,HarvardUniversityPress, 1988).

19 See P Novick, That Noble Dream: The 'Objectivity' Question and the American
Historical Association (Cambridge, Cambridge University Press, 1988), at 281-
360.

20 In Canada, it took until 1984 for the Supreme court to endorse explicitly the pur-
posive approach in tax cases. See Stubart InvestmentsLimitedv. The Queen (1984)
84 DTC 6305.

21 For an exhaustive listing ofthe voluminouswritings on statutory interpretationover

the past decade, see WN Eskridge Jr. & PP Frickey, Cases and Materials on Legis-
lation: Statutes and the Creation ofPublic Policy (St Paul, West, 1988. and 1992

supp.).
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The Attack from thetheeRightt--Law andandEconomics

TheThe attack onon thethee legaleegaal processprocess schoolschool from thethee right came from aa

groupgroupofofscholarsscholarswhowho inn thethee late 1960s1960sbecame known asas thethee law andand
economics movement. As mentioned aboove, Hart andand Sacks' theorytheeory ofof

statutory interpretatioon rested uponupon thethee asssumptioon that leegislators are

reasonable peoplepeeoppeewhowhooinin formulatinng legislatioon reacheacchreasonnable, pur-

posivepoossvee results byby folloowiing established prooceeddures. This assuumption .

rested firmly ononpluralist democratic theeoory, which was dominant amoong

politiccal theorists inin thethee 1950s. The mainstream politiccal sciencescienceview

was that politics involvedinvooveedreaching ccoomproomises aamoong ccoompeting inter-
estestgroups andandthat this usuually resulted inn goodgoodpolicy becausebecausegroouups
formed ononall sides ofofimportant issues. One branch ofofthe lawaw andandeco-

nomics mooveemeent, public choicce, direectly challengeedthetheeassumptioon that

leegislattures acted ininpurposivepurppoossveeways ininthetheefurtheranceoftheof public inter-

est.

Public choice theorists applyppppyyeconomicmethoodoloogyto the study ofpo-of
litical institutions. BasedBaseduponupontheir thheeories, theytheyysuggest that legislativve
enactments are notnot motivated byby thetheepublic interest, butbut instead reflect

arbitraary ooutccoomes, private interestitereestt deeals, andand reelection poosturing.
Thus, asaspart ofoftheir larger attack onondemocratic institutioon, thetheeright, byby
means ofofpuublic choice theeoorry, attempteed to demonstrate that the demo-

cratic process was riven with paroochialism, incoherence andandunfairness.

There are two distinct branches ofofpuublic choice theeoory: decision theeory
andandinterest group theeoory.

The former indicts decision maaking byby majority ruleuee onon thethee groounds
that it frequently yields arbitrary andand discriminatory results. It empha-
sizesszess the difficulties inherent inin aggregatiing multiple points ofofview

throough leegislatioon inin aaway that yields anan intelligible preefereencce ofofthethee

ccolleectivity. It draws inspiratioon from Arrow's theeorem, aamathematical

proofproofthat in certainceertaaincommon situations majority ruleueecannot produceproduceaa

defnitive deecisioon, andandnamed after its Nobel Prize winning proogenitor,
economistKennethArrow.

Public choicechoiceinterest group theory seesseespolitics notnotasasananeffort toooccarry
outout coherentcoherentororpublic-reegardingpurposes butbut asas aa battle for scarcescarcere-

sourcessourcesaamoong self-interestedprivaterrvateegroups ininwhich poowerful andandwell

organizedrgannzeedgrooups are likely to preedominate reegardless ofofthe breadth ofof
their constituencies. Thus it views legislative decision making asasskewed

toward privvate rentrentsseeeeking andandstrateegicvoting behaviourandandaway from

leegislatioonenactednaacteed in theepublic interest.

113113



Ifpublic choice theorists are correct, the problems with Hart and Sacks'

suggestion that judges should assume that statutes result from the efforts
of reasonable persons pursuing reasonable purposes reasonably are

obvious. Indeed, to speak of a statute's purpose is incoherent, unless one

means the deal struck between rent-seekinggroups and reelection minded

legislators.
The Attack from the Left- CriticalLegal Studies

The attack on the legal process school from the left came from a group
of scholars who in the early 1970s formed the critical legal studies
movement. Their central claim was that the Hart and Sacks purposive
approach made false claims about its neutrality. Although the purposive
approach pretended to yield rules that permittedstatutory interpretationto

proceed in a neutral and predictablemanner, in fact it simply masked lib-
eralism's bias in favour of the market and private ordering and its inco-
herent oscillation between the pretense of neutrality and equal treatment

and the desire to do justice in individual cases. They asserted that the

process of interpretingstatutes was just as political as the process of en-

acting them and that judicial decisions could only be justified in terms of
the justness oftheir results. All law was politics.

The attack from.the left drew its inspiration, in part, from the claims of
textual and methodological indeterminacy in postmodern critical dis-
courses including the new literary criticism, structuralism, post-
structuralism, 'hermeneutics, and modern critical theory. Although there
are subtle differences between-theseaccounts, they all rest upon a plural-
ist epistemological. They all agree that everyone's perspective of the
world is culturally and linguistically conditioned and that therefore

meaning depends not only ,upon the culture and context that gave rise t
.the text but also upon the identity, experience and perspective of the in-

terpreter.22 Although similar to the critique offered by the legal realists

against all forms of formalist legal thought, the critical legal studies as-

sault on determinacyand transparencyofmeaningwas more fundamental
and sweeping.

22 See AC Hutchinson, Identity Crises: The Politics of Interpretation (1992) 26 New

EnglandLaw Review 1173.
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Rehabilitatingthe InterpretiveEnterprise
Theories of the Right

As noted above, the right views statutes as the product of a deeply
flawed process. What are the implications for statutory interpretation
Two prolificAmerican legal scholars ofthe law and economics school-

Richard Posner and Frank Easterbrook- both of whom are now re-

spected federal court judges, each wrote a leading article in the same is-
sue of the Chicago Law Review in 1983,23 and each drew a different
conclusion about the implications of public choice theory for statutory
interpretation.

Richard Posner grounded his approach to statutory interpretation pri-
marily in the lessons taught by the interest-groupbranch ofpublic choice

theory. While somewhatsympatheticto the Hart and Sacks approach, he
felt that it gave judges too much leeway in attributing public-policypur-
poses to statutes. Judges, he asserted, should return to being the faithful

agent of the enacting legislatures and thus enforce as closely as possible
the deals struck by the legislatures. If the lines of the compromise were

not clear, Posner asserted that judges should put themselves in the minds
of the enacting legislatures and imaginativelyreconstructwhat the leg-
islaturewould have done had it consideredand resolvedthe issue.24

In his article, Frank Easterbrook drew inspiration for a new theory of

statutory interpretation primarily from the incoherent wing of public
choice. Because of factors such as strategic voting, agenda manipulation
and cycling majorities, he argued that statutes will seldom if ever reflect
the majority will. On this basis, Easterbrook specifically attacked Pos-

23 FH Easterbrook, Statutes' Domains (1983) 50 University of Chicago Law Review

533; RA Posner, Statutory Interpretation- in the Classroom .and in the Court

(1983) 50 University of Chicago Law Review 800. Both of these former scholars
are now judges on the Court ofAppeals for the Seventh Circuit, and their judicial
exchanges, in which they frequently disagree with one anotlier on matters of statu-

tory interpretation represent some of the finest examples of the implications of

competing models of statutory interpretation,particularly since Posner has adopted
a more pragmatic approach.

24 Posner, supra note 23, at 817-20. Posner has subsequently changed his views on

statutory interpretation to reflect a more pragmatic approach. See RA Posner,
ProblemsofJurisprudence(Cambridge,HarvardUniversityPress, 1990) at 276-78.
In his recentwriting, he makes a more explicit appeal to reasonableness. He argues
that judges should blend appropriateuse of conventional materials ofjudicial deci-

sion-makingwith an explicit focus on the consequences of adopting particular in-

terpretationsofa statute.
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ner's imaginative reconstruction approach: legislatures can have no in-
tention to reconstruct imaginatively, they have only outcomes. Based on

this bleak vision of the legislative process, Easterbrook argued that the

only approach a judge should take to statutory interpretation is a literal

approach, basically, looking only at the plain meaning of the language
itself. At the turn of the century, those who supported plain meaning ap-
proaches attempted to obscure their distrust ofthe legislature, and indeed,
argued that this was the only method of interpretationthat was consistent
with the judges role as agents of the legislature. Now, those like Easter-
brook who take this approach are frank in admitting their distrust of the

legislative process.25 Their public choice-influenced skepticism about
how the legislative process works, and a corresponding preference for

private ordering, justifies their highly literal interpretiveapproach.
The obvious effect of this method of interpretation is to impose a rigid

requirement of specificity on legislatures. This reduces the sweep of

statutory law, for it compels courts to construe narrowly laws that, for

any number of reasons, do not address the particular questions of mean-

ing that inevitably arise when statutes are applied. In effect it limits the
reach of statutory law by imposing new costs and burdens on the enact-

ment of legislation. Legislators must speak with collective clarity under
this approach, for the courts will read laws no more expansively than
their text unequivocally communicates. Easterbrook, for example, justi-
fies his support for a literal approach primarily on the grounds that a

principle that statutes are inapplicable unless they either plainly supply a

rule of decision or delegate the power to create such a rule is consistent
with the liberal principles underlying our political order, namely, that
most social relations would be governed by private agreements, cus-

toms, and understandings, not resolved in the halls of government.26
The approach taken by Easterbrook and others on the right is now fre-

25 It has been suggested that another reason why the United Statues Supreme Court,
for example, appears to have recently reverted to a literal approach is in order to re-

duce the amount of time and resources required in decision-making in complex
cases and in order to encourage agreement on the Court. For example, Frederick
Schauer has hypothesized that members of a multi-member court, for cases they
find less engaging, might use plain meaning as a second best coordinating device

given their stipulated comparative lack of individual engagement in the outcomes
and nuances of the cases, and given a stipulated desire to reach some agreement for
the sake ofagreement. F Schauer, The Practice and ProblemsofPlainMeaning: A
Response to Aleinikoffand Shaw (1993) 45 VanderbiltLaw Review 715, at 723.

26 Id. at 549.
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quently referred to as the-new textualism and has been taken up most en-

ergeticallyby Supreme Court Justice Antonin Scalia.27

Reclaimingthe Centre

Those in the centre, who are generous in acknowledgingtheir intellec-
tual debt to Hart and Sacks, have attempted to rescue the foundationalist

approach to statutory interpretation, in the light ofcriticism from the right
and left, primarily by suggesting that courts ought to more explicitly ac-

knowledge their law-makingrole. They argue that judges ought to more

openly view themselves as engaged in a collaborative partnership with
the legislature and view interpretation,while not quite politics in itself, as

an important complement to politics. The court's role, based upon the
relative institutional advantages that courts have over legislatures, should
be to improve legislative outcomes. The structural advantages of courts

that support such a role includes the ability to consider carefully the con-

sequences of adopting competing interpretations, the effect of post-
enactment developments, the ability to weigh unforeseen issues, and the

ability to unearth important principles that might lie beneath a complex
statutory instrument. Thus, by being more frank about their law-making
role and complementing the legislature's role, given the institutional

competencies of courts and the unique abilities of judges, judges can

substantially improve the overall statutory product. On this view, then,
the democratic legitimacy of the court is rooted in its ability to comple-
ment politics in a way that improves the functioning and quality of legis-
lative lawmaking and so enhance democracy. Unlike that derived from

public choice theory,, the critique of pluralist democracy implicit in this

theory ofstatutory interpretation is essentiallya structuralone.

Three authors bridge Hart and Sacks and more recent centrists: Reed

Dickerson, Willard Hurst and Guido Calabresi. Reed Dickerson, a lead-

ing American draftsperson and academic, published a wonderful, but

sadly underrated, book on statutory interpretation in 1975.28 His central

thesis is that in working with statutes there is an analytic dichotomy be-

tween the cognitive and the creative function that should be sharply
drawn in practice. The cognitive function is the search for the statute's

true meaning: the meaning carried by [the] language when it is read in

its proper context by a typical member of the audience to which it is ad-

27 See A Scalia, The Rule of Law as a Law of Rules (1989) 56 University Chicago
Law Review 1175.

28 See Dickerson,supra note 6.
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dressed.''29 When the search for .meaning leads the court to conclude that
a true meaning cannot be found, or, if found, does not resolve the issue,
the court must engage in the creative function and judicially assign a

meaning. The creative function is law making, not interpretation. Com-
mon situations in which judges have to engage in the creative function of
law making, Dickerson asserts, include:30 when the statutory rule is so

general that sustaining the court's decision calls for a smaller-mesh net-

work of legal concepts than the statute provides; when the statute remains

ambiguous or vague even after the resources of meaning have been ex-

hausted; when the situation in question falls outside the meaning of the
statute and within its manifest purpose; and, when the statutes most plau-
sible reading would lead to a result that is harsh, unfair, or otherwise un-

desirable.

In a book written in 1982, WillardHurst, a well known American legal
historian, justified loosening the reins of foundationalist theories based

upon his appraisal of the comparative institutional characteristics of
courts and legislators.31 He emphasized structural qualities ofthe legisla-
ture that limit its ability unilaterally to create effective statutes and a co-

herent body of law, such as the fact that legislators typically react only to

strong pressure and visit policy problems only piecemeal. Hurst, takes
these problems to be realities for which the court can and should com-

pensate in its interpretivemethodology.
Guido Calabresi also published a book that dealt with statutory inter-

pretation in 1982.32 One of his main points was that a court should feel

empowered to declare a law obsolete if it finds a statute out of phase
with the whole legal framework.33 For Calabresi, this authority repre-
sents a sound allocation of the burden of inertia in relation to outdated

statutes, which he argues have only a weak claim to contemporary ma-

jority support. Reviews of this kind would enable judges to increase the
overall coherenceofthe legal landscape.

The leading contemporaryexpositor ofthe centrist or complementarian
view of statutory interpretation- the view that a partnership between

29 Id. at 286.
30 Id. at 238-39.
31 W Hurst, Dealing with Statutes (New York, Columbia University Press, 1982) at

52.
32 G Calabresi, A Common Lawfor the Age ofStatutes (Cambridge, HarvardUniver-

sity Press, 1982).
33 Id. at 164.
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llegiisllators and judges can make each statute the best it can be -- isis
Ronald Dworkin..334Dworkin sees the judge''ss-rolleasoneas of aa collllaborator
with the legissllaturre and one in which the jjudge continues toto develop, in
what the judge believes isis the best way, the sttatutory scheme the legisla-
tureturre enacted3 Thus, the courts should intterprret statutes in accordance

with the best priinciplle tthat can be brought forward in support ofwhat the

llegiisllatture has done. The judge shoulld assk, What coherent systtem of

pollitiical convictiionswould.,bestjusstiify what [the llegissllature] has done36

The judge' then shoulld find and alSply tto--diissputted issues of intterprettattiion
the best justiifiicattion......ofaa passt llegiissllattive action.''37 He anallogiisses the

role of the legislaturre aand courts .toto that of ssuccessssive, institutional co-co¬

authors in aachain novell Dworkin ssuggestts that although 'textual. integ-
rity' rrequirres judges tto consider the clear import ofworrds, the overriding
judiciial oblliigatiion is to ensure that stattuttes fit into coherent schemes of

principlle and meett,the hiigher--order democrattiicprrinciples of pollittiical iin-

ttegrity, fairness and prrocedural due process..33
Dworkin argues that in intterrprreting sttatuttes judges must rely upon their

own judgment not because he thinks their opinions are auttomatically
rright, but because no one can prroperly answer any question except by
rrelying atat the deepesst llevel on what he himssellf believes.''39 However,
Dworkin isis at paiins to emphasiize that judges ,in reading a statutte are not

tto reach what they bellieve isis the best subssttantive rressult, but rrather must

construct what they 'believe isis the best jjusstificattiion for the legissllative en-

actment. That is,is,he exprressssly disavows the kind ofconssequentiialiissmthat
would perrmit judges to choose frreely the best substantive resultt and

instead arrgues that jjudges must find the besst jusstifiication he can of a

paast legisslative event.''44

Theories of the Left

It isis difficult to drraw a clear line between some of those who might be

cllassiified asas on the lleft in issues of sttattuttorry intterprrettatiion and some of

tthose in the centrre, and tto the extent it cllariifies thinking about stattuttory
intterprettatiion to cllassify a group of commentattors as being on the left,

3a R DworkinnLaw 'sssEmpire (Caambridge,Belkknap, 1986)1986)atat342.
3535 Id. atat313.313.
3666 Id. atat335.335.
3737 Id. atat338.338..
3s33 Id. atat 164--67.
3939 Id. at.313--14.
ao40M. at 313.
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there are clearly radically different camps on the left, as there are among
those on the right. However, compared to those in the centre, those who

might be classified as being on the left are more likely to be sceptical of

any foundationalist account of statutory interpretation; more concerned
about textual indeterminacy; more likely to see judges as free to reach
decision based upon the correct substantiveresult; more distrustful of the
democratic elitism that they see as implied in the centralist position, par-
ticularly that of Dworkin;41 their politics are more likely to be rooted in

politics other than liberal pluralism, whether civic republicanism, which
stresses the value of deliberation in democracy, or more radical politics
such as critical theories of feminism, critical race theory, and strains of

postmodernism;and, they are more likely to view statutory interpretation
as an instrument that should be used explicitly to correct the pathologies
of the regulatory state, further democratic values, and assist in progres-
sive social transformationby furtheringpolitical and cultural equality and
inclusion.

In one notable camp on the left, William Eskridge, Daniel Farber, and

Philip Frickey are leading exponents of what is commonly referred to as

the new pragmatism in statutory interpretation. Over the last decade they
have published a flood of articles expounding the virtues of practical
reasoning in statutory interpretation. William Eskridgehas consolidated
much of this learning in a recent text, Dynamic Statutory Interpretation,42
They argue against all foundational or grand theory approaches to statu-

tory interpretation, that is, all approaches that purport to identify a single
primary legitimate source of interpretation, for example, the statutory text

or legislative intent. Instead, they urge judges to use practical reasoning
in interpretingstatutes.

While their approach has a good deal of subtleties, a quotation from an

article by William Eskridge and Philip Frickey gives a sense of what a

practical reasoningapproach involves:

The positive metaphors of our analysis- the web of beliefs idea, the
cable-versus-chaincontrast, and the hermeneuticalcircle- suggest the
contours of a practical reasoning model of statutory interpretation that

roughly captures the Court's practice. Our model holds that an inter-

41 See AC Hutchinson, Indiana Dworkin and Law's Empire (1986) 96 Yale Law Re-
view 637, 659-53, 654-56, 660-62 (reviewing Ronald Dworkin's book, Law's Em-
pire).

42 WN Eskridge, Dynamic Statutory Interpretation (Cambridge, Harvard University
Press, 1994).
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preter will look at a broad range of evidence- text, historical evi-
dence, and the text's evolution and thus form a preliminaryview of
the statute. The interpreter then develops that preliminary view by
testing various possible interpretations against the multiple criteria of

fidelity to text, historical accuracy, and conformity to contemporary
circumstances and values. Each criterion is relevant, yet none neces-

sarily trumps the other. Thus while an apparently clear text, for exam-

ple, will create insuperable doubts for a contrary interpretationif other
evidence reinforces it...an apparently clear test may yield if other con-

siderations cut against it...43

A slightly different theory of statutory interpretation from what might
be described as reflecting a left point of view has been expounded by
Cass Sunstein.44 Like the centrists, he has attempted to develop principles
of statutory interpretation that will improve the performance of modern

government,but instead ofbeing based on a liberal model ofgovernment,
the principles of statutory interpretationthat he expounds are based upon
a civic republicanismmodel of government. Thus.he wants to formulate
and defend principles that will serve the purposes of deliberative govern-
ment and, in particular, will alleviate rather than aggravate the defects in
modem regulatory programs. Like Eskridge and the pragmatists, he ar-

gues that. statutory interpretation should not be limited to considerations
of text and historical context, but should also incorporate evolving views
of public policy. But unlike the pragmatists, who stress case-by- case

analysis, and a sensitivity to a multiplicity of factors, he believes that

dynamic interpretationshould be systematic rather than ad hoc.

.In order to realise his republican vision in statutory interpretation, he
has developed an extensive, detailed and rank-orderedcatalogue of inter-

pretive principles that instead ofbeing based upon linguistic concerns, as

were the previous canons of statutory interpretation, are based on sub-
stantive constitutional and institutional concerns. Consequently,he links
his canons to objectives like promoting public deliberation, protecting
traditionally disadvantaged groups, and minimizing naked interest-group
transfers. Prominent in his republican cano of canons are principles de-

signed to vindicate under-enforced constitutional norms, to construe ag-
gressively statutes that protect disadvantaged groups, to construe

43 WN Eskridge Jr. & PP Frickey, Statutoiy Interpretation as Practical Reasoning
(1990) 42 StanfordLaw Review 321, at 352.

44 CR Sunstein, Interpreting Statutes in the RegulatoryState (1989) 103 HarvardLaw
Review 405.
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narrowly statutes that benefit powerful interest groups, to promote wel-
fare and hearing rights, and to self-consciouslycounteract statutory fail-
ure. His canons are basically aimed at the pathologies of regulation.
Some are aimed at over-regulation,such as a,canon favouring de minimis

exceptions to regulations. Others seek to extend regulation further, such
as the canon requiring broad interpretation of statutes protecting disad-

vantaged groups. Such canons, Sunstein believes, will promote uniform-

ity and efficiency in statutory interpretation,and will also improve social
welfare generally.

For those on the far left, the claim of textual indeterminacy, where all

meaning is inextricably linked to identity, experience, and relationship to

the interpreter, would appear to foreclose any systematic theory of statu-

tory interpretation. Presumably, they would argue that judicial interpret-
ers of statutes should self-consciouslyattempt to make laws available to

more democratic appropriation, by infusing their enterprise with the per-
spectives ofthe oppressed, silenced and marginalized.
Cases Illustrating the Differences between Originalistand Pragmatic
Approaches

The point of this brief review of a few randomly selected Canadian
cases is simply to reveal the indeterminacyand irrationalityf originalist
approaches and the feasibility and coherence of a more pragmatic tax

analytic approach. The few cases discussed in this part should not be
taken as a comprehensiveevaluation ofthe points in question or the kinds
of arguments a pragmatic approach would endorse. However, they
should be sufficient to illustratethe salient differencesbetween originalist
and pragmaticapproaches.
The Fallacy ofthe TransplantedCategory

In the Canadian income tax legislation, a number of provisions draw a

distinction between a taxpayer earning income from employmentand one

earning income from business. In interpreting these provisions, like

many other areas of tax law, the courts have committed what has been
called the logical fallacy of the transplanted category. That is, what they
have done in interpretingthese provisions is looked to other areas of law
where the concept of employee is used and simply transplanted the un-

derstandingof the concept from those areas into tax law.45 This makes no

45 The cases ate legion. For citations, see V Krishna, The FundamentaisofCanadian
Income Tax, 5th ed, (Toronto, Carswell, 1995) at 187ff.
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sense. In tort law, for example, the concept ofemployeehas been used to

limit the vicarious liability ofpayers. For this purpose, in the nineteenth

century the courts developedwhat is commonly called the control test. In
the context of limiting the vicarious liability of payers that test made
some sense. If the payer controlled the work of the payee, both as a

matter of fairness and as a matter of providing incentives for avoiding
accidents, it made sense to limit the liability ofpayers to situations where

they controlledthe work ofthe employee. Then as notions ofwho should
be liable for accidents caused by business changed, and as the notion of
control as applied to the employees of large industrial undertakings
clearly lost its original meaning, the courts in this area began expanding
the test to include a specific result, an integratedpart of the business, and

an economic reality test. But who would have thought that any of these

tests, which were developed to limit vicarious liability in tort law, would
serve a useful tax policy purpose Yet, in interpreting the concept of

employee where it is used in tax law, the courts have simply relied upon
these tests.

Four points might be made about this example ofjudicial tax interpreta-
tion. First, in tax law judges often seem to forget what we all know as a

matter of common sense and experience, namely that one word can have

countless usages. In tax law they routinely commit the one-word, one-

meaning fallacy.

Second, in tort law, over the years the judges changed dramatically the

concept ofemployee in order to account for changingvalues and circum-

stances. Why shouldn'twe expect them to do the same thing when inter-

preting a statute Indeed, somewhat ironically, in this particular area of
tax law judges did interpret the concept of employee dynamically,but for
reasons related to tort law considerationsnot tax law considerations. The

concept of employee was used in the first income tax legislation in Can-
ada in 1917. At that time, in tort law, the control test predominated. In

tax law, this test was used exclusivelyby the courts until the early 1970s.

Then some enterprising lawyer in the tax department must have noticed
that the courts in tort law had adopted a battery of tests for determining
who was an employee. These concepts of employee were consequently
incorporated into the tax cases about this time. Thus, the courts were in
fact construing the tax law dynamically, but based upon changing cir-
cumstances and values in the area of tort law!

Thirdly, there are numerous cases each year in Canada on the distinc-
tion between employees and independent contractors. Because of the
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appllication of these four teststests the results areare abssolutely indeterminant.
The judges can emphasize one testtestover the other, ororapply them slightly
differeently and find everyone orornono oneonetoto bebeanan eemployeee. The ssysteem
only works because judges have an unarticulated sense about why they
areare making the distinctiion for tax purposses and therefore do not reach

completelyabsurd results.

Fourth, instead ofofssearrching thrrough torttort law (or(or labour law) jurispru-
dence to discover the ussage of the concept of employee in those arreas, a

judge deeciding aa taxax casecaseshould atteempt too give the concept aa meeaaning
that makes sensesenseininterms ofofthetheetaxtaxprinciplesprrinccpeessthat the legislature was at-

ttempting to further. For example, in Canadian tax law, employees areare

distinguisshed from sself--employed taxpayerrs for four prrincipal reasons:

generrally employees cannot deduct expensses incurred in earning their

employment income; employees can rreport their income on aa cash basiis;
employees have taxtax withheld atat ssource; and, employees have to report
their income ononaacalendar yearyearbaasis, while (until reecceently) indeepeendeent
contractors have been able too reeport their income on aa fiscal yeear basis.

The courts could have easily developed teststests for distinguisshing between

employees and independentcontractors that would be anchored in the tax

reasons for making the distinction.

MakingNonsenseofthe TaxLegislation
The facts of aa relatively recenteecceent Supreeme Court of Canada case46case46were

that the taaxpayerwas eemployeedby aalife insurance ccompany asasaaresearch

assistant. She received the sum of $300 from her employer asas an award

for passssing three life insurance courses that she had taken volunttarily on

her own time. There were three issues in the case: (1)(1) whether the em-

ployee had received this benefit by virtue ofher employment and thus

was taxable on it asas employment income; (2) whether it was also taxable

underunderaaprovision ofofthe Act that taxedtaxedprizesrrzzessin fields ofofendeavourendeeavoourror-

dinarily carried on by the taxpayer,, for which there was aa $500 exemp-
tion and (3) if it was taxable under both charrging ssections, whiich took

prrecedence The Court got the first issue correct but by purporting toto

take aa literal apprroach to the statute in rressolving the latter two issues it

made nonsense outoutofthe structure ofthe legislation.
On the issue ofofwhether the taxpayer had received the amount by virtue

ofofher eemploymeent the Court carried on for paagees and paagees, citing aa

whole sstring of old Englissh casescases for and against the taxpayer, and even-

4646 The Quueeeen v. Savvage (1983) 8383DTC 5409.
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tually correctly held for the Minister of National Revenue. The case

should have been disposed of in a single paragraph. A tax policy analyst
would have simply noted that there are two conceivable tests for deter-

mining whether or not an amount is received by virtue of employment: a

test that asks whether or not the amount was received directly in return

for employment services (this is the test propounded in numerous old

English cases and which the Court of Appeal in this case applied in de-

ciding in favour of the taxpayer); and a but for test, that is, a test that
asks whether or not the taxpayer would have received the amount but
for her employment. The only sensible way of choosing between these
two tests is to ask which makes the most sense in terms of tax policy cri-
teria. For reasons too obvious to even review, the but for test is more

equitable, less likely to influence the compensationpackage offered em-

ployees, and simpler to administer.

On the second issue, the Court held that the amount was also received
as a prize in a field of endeavour ordinarily carried on by the taxpayer.
Here the court purported to apply the plain meaning of this phrase. This
is a good illustration ofthe indeterminacyof the plain meaning approach.
I would have thought it was fairly obvious that it would be incorrect to

say as a matter of ordinary usage that taking an insurance course was a
field ofendeavourordinarilycarried on by the taxpayer in this case. But
more importantly, in terms of making sense of the structure of the legis-
lation, what would be the sense of taxing some employmentbenefits un-

der one section of the Act, but if the benefits could be characterized as a

prize taxing them under another and providing a $500 exemption The
court seemed to think that if the section dealing with prizes did not cover

this taxpayer it would be superfluous. But the obvious persons the prize
section should be designed to catch is taxpayers carrying on businesses,
like authors, who win a prize for, say, best novel for the year. The
authors might argue that since they were not in the business of winning
prizes the prize should not be taxed. The section is needed to. cover this
case. It was not needed to cover the case of employees winning prizes
from their employers.

Then, in the silliest part of their judgment, the Court held that since the

prize was potentially taxable under both sections, the more specific
charging section, the prize section, should govern. Thus the taxpayer was

entitled to claim the $500 exemption, making her prize not taxable. If a

first year tax analyst in the treasury department made a mistake like this

they would be fired. What this holding did, of course, was invite every

employer to pay up to $500 of remuneration every year in the form of a
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prize. What was the Supreme Court thinking Naturally, the department
had to immediatelyamend the Act.

DistinguishingTaxfrom Tax ExpenditureProvisiOns

Judges taking originalist approaches to statutory interpretationhave of-
ten reached absurd results or have had to engage in tortuous reasoning to

reach the correct result, because they have failed to distinguish between
tax and tax expenditure provisions. In interpreting a tax provision, the
first thing judges have to decide, or should decide, is whether they are

interpreting a technical tax provision, the basic purpose of which is the
accurate measurement of the taxpayer's income, or whether they are in-

terpreting a tax expenditure provision, the basic purpose of which is to

provide financial assistance to encourage taxpayers to engage in particu-
lar kinds of defned activity and thus further some social or economic

goal of the government. Different criteria apply in making sense out of
each type ofprovision.

Again, while any one of dozens of cases could be used to show how
badly judges have mucked it up because they do not seem to understand
the basic conceptual distinction between tax and spending provisions, a

case from the Federal Court of Appeal and one from the Supreme Court
will be used to show how comical judge's reasons can be because they
fail to appreciatethis basic distinction.

The Canadian tax legislation provides that when taxpayers die
amounts of which when realized or disposed of would have been in-
cluded in computing (their) income have to be included in their income.
These amounts are commonly called rights or things. This section has
been taken to apply to, for example, amounts that are receivble but have
not been received by the taxpayer in the year of death, and the inventory
of a cash-basis taxpayer. This section is clearly part of the technical tax

system. It is one of a number ofprovisions in the legislation the purpose
ofwhich is to equate cash-basis taxpayers with accrual-basis taxpayers in
the taxpayer's year of death. Then, since these are amounts that if the

taxpayer had lived might not have been included in income in that year,
the legislation allows an election to reduce the bunching effect in the year
of death. The taxpayer's legal representative can elect to rollover these

rights or things to a beneficiaryand that beneficiarywill be taxed on them
when they are received.
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In Lamash,47 the taxpayer's legal representative argued that in the year
of taxpayer's death the proceeds in the taxpayer's Registered Retirement

Savings Plan (RRSP) should be entitled to be treated as a right or thing
and an election made to tax them in the hands of the beneficiary when
received. In Canada, as part of a comprehensive,matching-grantscheme
to encourage taxpayers to save privately for their own retirement, the

government has provided for a tax vehicle (RRSPs) that if people con-

tribute to, within limits, they can obtain a tax deduction. The investment
income that is earned in the plan is not taxed. When the proceeds are

withdrawnafter the taxpayerretires they can be rolled into an annuity.
There is a provision in the legislation that provides that when taxpayers

die they are deemed to have disposed of the assets in their RRSPs at their
fair market value and the amount must be included in their income in the

year of death. In this case, the taxpayer's legal representative argued that
the proceeds in the taxpayer's RRSP should be treated as a right or

thing and therefore qualify for the rollover to a beneficiary and be taxed
in the beneficiary's hands. The Court held that the rollover was not

available but they tied themselves in knots reaching that result because
the definition of rights or things on its face seemed broad enough to

include RRSP -proceeds. I will not go through their tortuous reasoning,
but the fact is that if the court had interpreted the provisions dealing with
RRSPs as spending provisions, which they are, and applied a pragmatic
approach in interpretingthem, the resolution of the case would have been

simple. The tax deduction for contributions to RRSPs is a subsidy to en-

courage people to save for their retirement. Given this purpose, when a

taxpayerdiesthe subsidy should obviouslycome to an end. Period.

The need to interpret tax expenditureprovisios using spending criteria
instead of tax criteria can also be illustrated by reference to a Supreme
Court of Canada case. In Gagnon48 the taxpayer paid $660 per month to

his former wife pursuant to a divorce decree. Of this amount, the wife
was obliged under the agreement to pay $360 for mortgagepayments and

property taxes on her residence. Under the Canadian Income Tax Act,
alimony payments are deductible by the payer and have to do be included
in the income of the payee if, among other things, they are in the form of
an allowance. The tax department, and lower courts, had always held
an allowancewas a payment that was unconditional, that is, an amount

the recipient could not be required to expend in a particularway.

47 Lamash (L.) Estate v. MNR (1991) 91 DTC 9.
48 Gagnon v. The Queen (1986) 86 DTC 6179.
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In this case, the Suprreme Court helld that the concept of an

allllowance, asas used in this ssecttiion, included any payment that was for

the benefit of the rrecipient sspousse and therrefore the payer could deduct

the $3360 that the rrecipient sspousse had to usse asas aamortgage payment and

tthe payee had to include it in her income. The fundamental errror the

court made in intterprretingthis section is that tthey treated the sectiion as an

income measurementproviisiion, instead of a ttax expenditurre. The Court

referred to a number of cases which had held that an amount coulld be in-

come to a ttaxpayer if the ttaxpayer benefitted from the amount, even

though the taxpayer did not have compllette control over how the amount

was used. The Court concluded: ...for an amount to be an allow-

ance ...
...

the rrecipiient must be able to do diisspose of it compllettely for his

own benefit, rregarrdlesss of the restrictions impossed on him asass to the way
in which he diissposses of it and benefitts frrom it..

But, of course, in the context of this proviisiion, to determine whether

tthe payer shoulld get a tax deduction and tthe payee an income inclusion

by reference to whetther the amount is income in terms of tax principlles
makes no sense. No one has ever argued (sso far asas IIam awarre) that the

treatment of alimony in the Canadian ttax ssysstem was fashioned because

of aaconcern about.tax justice. It was placed in the Act ininthe early 1940s

iin order to proviide relieve for hiigh income ttaxpayers who saw theiir mar-

ginal income tax rates raise drramatiicallly duriing the War and who were

having diffiiculty meeting prreviious allimony commitments out of after--tax
income. More recently it has been jusstified on the grround that itttencour-

ages payerrs to meet their alimony obli.gations, or on the ground that it

provides a ssubssidy for ssingle custodial parrentts (on the assssumptiionthat the

payerr''s tax bracket isis grreatter than the payee''s and that part of the overall

ttax ssavings are passed on to the payee). Thus it isis almost llaughablle that

tthe Supreme Court would sspend about a dozen pages agoniizing over the

circumstances under which an allimony payment should be ttreatted as in-

come for tax purposes when they were intterprretting a subsidy proviissiion
tthat has nothiing to do with tax jusstice. ((The legisllaturre immediiattely
amendedthe Act totooverturn the result in tthiis casse.)

The Limits and Promisse ofPragmaticTax Analyssis
The results reached by allall forms of compllex deciissiion-makingare con-

testable. They are inevittably laden with iidiiosyncrattiicconceptualliizatiions,
contestable vallue judgmenttss, and diissputtablle empiriical assumptiions. A

more pragmatic and analytiic apprroach to intterprreting tax llegiisllatiion will

not repllace the need for judgment. There isis no sensible method of adju-
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dication which is separable from political argument in general. However,
such an approach will, first, lead to the furtherance of democraticvalues.
In reachingdecisionsthat affect us all, political actors, like judges, should
not be permitted to obscure their empirical judgments or conceal their
normative choices from public scrutiny. It is an abuseoftheir power for
them to attempt to present their decisions as dictated by the ordinary us-

age ofwords or some obscure canon ofstatutoryconstruction.

Second, such an approach will allow judges to more fully realize their
institutional role in the legislativeprocess. Courts were not established to

be housed by critics, commentators, observers or audiences of the legis-
lative body. The institutionalrole ofjudges requires them to be engaged
in a cooperative law-making enterprise with legislatures. Particularly in
modern administrativestates, it is imperative that they accept their role as

active participants in the implementationof statutory governance. Third,
ifjudges took aa more policy-orientedapproach to statutory interpretation
tax laws could be applied with greater certainty and more predictability.
Finally, requiring judges to justify their decisions in terms of the tax

policy goals and principles underlying the tax legislation will contribute
to a fairer, simpler and more rational tax system.
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CHAPTER4

JUDICIALINTERPRETATIONAND THE ROLE
OF ANTI-ABUSEPROVISIONSIN TAX LAW

Frans Vanistendel

Introduction: The Distinction Between Tax Avoidance and Tax
Evsion

In practically all,developed tax systems, a distinction is made between
tax evasion' and tax avoidance. Tax evasion or tax fraud1 is an offence
against the tax laws that is punishableby criminal-sanctions.It consists of
clear violations of the tax laws, such as fabricating false accounts or other
false documents, keeping parallel accounts, not reporting income, or

smuggling or dissimulating goods or assets. The tax consequences of
these acts can of course be corrected by the tax administration, but in

r addition they are liable to criminal sanctions. The statutory measures

taken to combat such violations of the tax law generally are not consid-
ered to be anti-avoidancemeasures.

Tax avoidance, on the other hand, comprises actions by a taxpayer to
reduce a taxburden that do not constitute a criminal offence. The distinc-
tion between legal tax avoidance and illegal tax evasion is critical, be-
cause particularly non-lawyers are sometimes inclined to put both

phenomena on the same footing. Such similar treatment may be justified
in an economic or moral context, but is basically wrong in the legal con-

text of administration and implementationof tax law. ,Usually a distinc-
tion is also made by tax lawyers between tax avoidance in the legal sense

and tax reduction-by behaviour modification such as reducing consump-
tion ofproducts subject to higher taxes such as tobacco products or alco-
hol (not smoking tobacco or not drinking alcoholic beverages) or not

earning certain types of income. This factual avoidance of the tax burden

1 In order to avoid any cnfusion in terminology, it should be noted that tax eva-

sion is translated in France.as raude fiscale and in German as Steuerhinterzie-
hung, whereas tax avoidance is respectively translated as vasion fiscale' and

Steuerumgehung.

131



is consideredperfectly legal and is not subject to statutory anti-avoidance
measures.2 The tax avoidance that is consideredproblematictypically oc-

curs when factual situations are moulded in legal forms that bear less tax

than would alternative legal forms.

Such behaviour is perfectly legal, because most countries recognise the

right of the taxpayer to arrange his affairs in such a way as to pay less
tax.3 A lesser tax burden may result from a legal construction or transac-

tion that uses a gap or a loophole in the law to place the taxpayer outside
the reach ofa chargingprovision or within the scope ofa statutoryprovi-
sion providing for a lesser tax burden, or from use of a legal construction
or transaction to which the tax law attaches a lesser tax liability than it
does to another legal construction or transactionwith very similar factual
results. It is clear that on the basis of considerations of economic effi-

ciency and fiscal justice a taxpayer should not be able to use legal con-

structions or transactions to avoid similar situations being subjected to the
same tax burden.

The question is whether ensuring this does not happen is a task for the
courts or for the legislators. The arguments against the courts doing this

job are largely based on the principle of legality and the role ofthe courts

2 In German and Dutch, there exists specific terminology to define this behaviour as

Steuervermeidungor Belastingbesparing.
3 For the United Kingdom, see Commissioners ofInlandRevenue v. Duke of West-

minster (1936) 1 AC 19 where Lord Tomlin said, [e]veryman is entitled ifhe can

to order his affairs so that the tax attaching under the appropriateActs is less than it
otherwise would be. For the United States, see Gregory v. Helvering (1934) 69
F.2d 809, at 810, where LearnedHand J. said, [a]ny one may so arrange his affairs
that his taxes shall be as low as possible; he is not bound to choose that pattern
which will best pay the Treasury; there is not even a patriotic duty to increase one's
taxes. For Australia, see Jaques v. Federal CommissionerofTaxation (1924) 34
C.L.R. 328, at 362 where Starke J. wrote, [t]here is nothing wrong in companies
and shareholdersentering, if they can, into transactionsfor the purpose ofavoiding,
or relieving them of taxation... For Belgium, Judgment of June 6, 1961, Cour de
Cassation, 1961 Pas. Bel. I 1082, at 1089, [a]ttendu, d'autre part, qu'il n'y a ni
simulation prohibe l'gard du fise, ni partant fraude fiscale, lorsque, en vue de
bnficier d'un rgime fiscal plus favorable, les parties, usant de la libert des con-

ventions, sans toutefois violer aucune obligation lgale, tablissent des actes dont
elles acceptenttoutes les consquences,mme si la forme qu'elles leur donnentn'est

pas la plus normale (considering on the one hand that there is neither an illegal
sham transaction,nor tax evasion, when the parties, making use oftheir freedom to

contract, in order to benefit from a more favourable tax regime, engage in transac-
tions ofwhich they accept all the consequences,even when the form of the transac-
tions is not the most common, and provided that they do not violate any legal
obligation).
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vis---vis the llegisllator The doctrine of the sseparration of powerrs holds
that it isis not for the judiciiary to legiisllatte. Thereforre, when the clear

worrding of the tax law fails to tax certain situations, therreby lleaving gaps
and loopholes, the courts will sshy away from impossing aatax when there

isisno formal legal basis for doing soso even when rreassonably and asas aamat-

terterof tax policy these situations should be taxed. Strrangely enough, the

same courts will fill up the gaps and loopholes left by the legislator in

other areas of the law. The expllanatiion for thisthis distinction isis often an

explliicit or implliicit constitutional prroviissiion or quasi--constitutiional con-

straint that limits the state's authority to tax in a similar way asas its

authority toto imposse criminal penalties isis limited: there isis to be no tax im-

possed unless the governmenthas the legal power toto imposse it. This con-

straint ssuggestts effective implementtatiion ofofthe tax law isis posssible only
with an alll--knowing and infallible legislattor, which does not exist in real-

ity.
Courts in many juriissdiidttionswill allowthe tax administrationto rechar-

acteriseacteriseaa legal construction oror transaction toto extend the reach ofofthe tax

law to legal constructions and transactions having aa factual effect similar

toto situations ssubject toto aaheavier ttax, prrovided it can show that the legal
elements for recharacterisationexist, but will refuse a recharacterisatiion
for tax purposses when only a similarity in fact exists. This apprroach isis
based on the dichottomy between substance and form. The attitude of the

courts again pressuppossesthat the tax consequencesattached toto each legal
construction oror transaction arearethe intended tax results for the underlying
factual situations covered by such constructions oror transactions. InIn other

worrds, their apprroach prressupposses an infallible inner conssisttency of the
law so that each legal form isis always the adequatte translation of the un-

44 InInAustralia, Barwick, C.J., who isisconsidered the principal architect ofofthethe Austra-
lian High Court's doctrine followed inthein 1970s1970sofofapplyingppyng aastrict interpretatioon
oftaxof taxlaws, argueed:
It isis for the Parliament tooo speecify, and too do sso, inn my opinioon, asas far asas language
will permit, with unaambiguoous clarity, the circumstanceswhich will attract an ob-

ligation onon the part ofofthe citizen too pay tax. The function of the court isss too inter-

pret and apply the language in which Parliament has speecifieed those

circumstances. The courtcourt isis toto do soso by determining the meeaning of the words

employedby Parliamentaccccorrding toto the intention ofofParliamentwhich isis discov-

erable from the languageanguaageeusedused inn Parliament. It isis notnotfor the courtcourrttoo mould oror

atteempt too mould thetheelanguageaanguageeofofthetheestatute sosoasastoo produceproducesome result which it

might be thought the Parliament may have intended too aachieve, thoough notnot ex-

pressed inn the actualacttuaallanguage eemployeed.
Federal Commissioner of Taxation v. Westraders Prroprietary Ltd (1980)(1980) 144

C.L.R. 555, atat59.
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derlying substance. That unique quality of the legal rule is of course ab-
sent in many cases.

Judicial InterpretationofTaxationLaw

While the process of legal reasoning applied by courts in tax law is not

fundamentallydifferent from that applied in other areas of law, some ap-
proaches are specific to tax law due to the special features of tax law
cases. One of these features is the fact that one of the parties involved is

always a:public authority, namely the tax administration.Another feature
that is specific to tax litigation is that tax obligations in most cases can be
established only by the tax law and cannot be drawn from doctrines or

obligations based in other areas of the common law or codes such as

contracts or torts. These specific circumstances have resulted in some

specific standards for the interpretationof tax laws, which in some coun-

tries may be quite different from the general rules of interpretation.
Unlike in a contractual relationship, the tax administrationand the tax-

payer cannot determine the tax payer's liability by mutual consent.

Moreover, because as a public authority the tax administration is obli-

gated to treat all taxpayers equally, the solutions that are valid for one

taxpayer should apply also to all other taxpayers in similar circumstances;
that is, a conflict resolution applicable to one taxpayer must also be prac-
ticable for all other taxpayers. As a consequence, the court has less lee-

way in looking for possible solutions of a conflict between the taxpayer
and the tax administration than in an ordinary suit based on the law of
contracts or torts.

The interpretationof tax laws raises the basic questions: (1) should tax
laws be interpreted strictly or more broadly through the teleological or

analogical method; (2) should the legal form of a transaction take prece-
dence over the substance of the transaction; and (3) should tax laws be

subject to a kind ofeconomic interpretation,which would not be appli-
cable in other areas of law These are partially overlappingquestions that
are answered differently by the case law ofvarious countries. Following
is a brief and selective overview of the judicial responses to these issues
in severaljurisdictions.
France

Historically, French law has been an influential example in many
countries, particularly in continental Europe. As a general rule, in the
French tradition tax laws are to be strictly interpreted. This is a conse-

quence ofthe legality principle laid down in article 34 ofthe French Con-
stitution- a clear text cannot be interpreted beyond the literal meaning
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intended bybythe legislatorrs. Yet, the Cour de Cassation andnndthe Conseil

d'Etat, the twowoohighest courts that hear tax cases, do not entirely share the

samesameposition onon strict interpretation. The Conseil d'Etat, which deals

with the majority ofofthe more modern taxes (personal andandcorporate in-

comecometax andnndvalue added tax), tends to have aamore flexible attitude to-

wards the interpretationofoftax laws.6 However, evenevenunder the traditional

rule ofofstrict interpretation ofoftax laws, sincesnceethe middle ofofthe lastasttcen-

tury the French courts have always recognised the authority ofofthe tax

administrationto submit evidence about the realeeaalnature ofofthe transaction,
to show that it should be recharacterised for tax purposess

7 At about the

samesametime that this rule was established,French courts dee.eloped the the-

oryoryofofabuse ofoflaw innncivil law.8 This revolutionary theory wouldouuldmuchucch
later playpayyananimportant role inintax cases inn other countries

Belgiuum

Belgium has aa long tradition ofofstrict andandliteral interpretation ofoftax

laws. This is based ononthe principle ofoflegality which has been enshrined

in the constitution: nonotax is due unless impposed bybyaalaw, andnndthe burden

ofofproofrooooffor establishingthat aatax is due lies with the tax administration.

The tax law, like the criminal law, has always been considered asasananex-

ception to the natural state ofofaffairs. The quintessenceofofthe Belgianju-
risprudence ononincomeiccomeetaxation was laid down ininaadecision ofofthe Cour

de Cassation1 ininwhich the court stated that aa taxpayer is allowed to

choose the la voie la moins imposel (the lesser taxed way) andnndthat for

s5 See 11 Demante, Principes de l'Enregistrement no. 99 (1897) Les lois d'impts
doivent recevoir uneuneinterprtation stricte, et le doute sur le sens de ces lois droit

profiter auaucontribuable (tax laws should be interpreted strictly, andnndanyanydoubt

about the meaningeannnggofthese laws should be resolved innnfavor ofthe taxpayer).
66 See, e.g., Judgment ofofJuly 8, 1992, Conseil d'Etat, 19921992Recueil des dcisions

[arrts] du Conseil d'Etat [Lebon], No. 88734, at 284; seeseealso older cases cited innn

J-J Bienvenu,DroitFiscal nos. 52-54 (1987).
77 This is the theory ofofsimulation,or sham. See JudgmentofofFebruary 15, 1854, Cour

de Cassation (Civile), 18541854Recueil Dalloz Priodique et critique [D.P.] II 51;
Judgment ofofDecember 111, 1860, Cour de Cassation (Civile), 1861 D.P. II 25;
JudgmentofofAugust 20, 1867, Cour de Cassation (Civile), 18671867D.P. I 337.

8 8 Judgment ofofMay 2, 1855, Colmar, 5656D.P. II 9; Judgment ofofDecember 2, 1871,
Paris, 1873 D.P. II 185; JudgmentofofNovember22, 1889, rleans, 91 D.P. II 120.

99 See discussion under Abus de droit innnEncyclopdieJuridique, 11Rpertoire de

Droit Civil 2828(Dalloz 19551); seeseealso the discussion above ofofthe ofofinterpretation
of tax law innnThe Netherlands.

lo10JudgmentofofJune 26, 1961, Cour de Cassation, 1961 PasicrisieBeige [Pas. Bel.] I,
1082.

11 See the book with the same title, T. Delallaye, Le Choix de la Voie la Moins Impo-same

se (Bruylant, Brussels, 1977).
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the application of the tax laws a legal construction engaged in by a tax-

payerwill stand, even ifthe form ofthe construction is unusual, provided
the taxpayer subscribes to all legal consequencesofhis construction. The

holding of the court was based on the view that the legal system as a

whole is consistent, and that if the taxpayer took all the legal conse-

quences of his acts, the tax administration also had to recognise the tax

consequences. The court held specifically that in income tax law, there is
no room for a principle of economic reality.'2 Generally, it also has
been held that there is no room for the application of abuse of law or

fraus legis in the area of taxation. This jurisprudencestands for a high
degree of legal security for the taxpayer. However, as tax planning be-
came more aggressive, political pressure built up to introduce statutory
anti-avoidancerules and in 1993, a general anti-avoidanceprovision was

enacted in the IncomeTax Code.13

While their approach to income tax is strict, the Belgian courts, like
their French counterparts, applied the doctrine of simulation to some

more traditional areas of taxation, such as gift and inheritance taxes. This
doctrine is used when the legal act or instrument that is invoked by the

parties against the tax administrationdoes not correspond to the underly-
ing legal relationship that the parties sought to establish. For example, a

gift subject to substantial consideration to the benefit of the donor or a

third party may be. requalified as a sale.14 Similarly, a transfer of immov-
able property to a newly established company in exchange for shares,
immediately followed by the sale of the shares to a third party, has been

requalifiedas a transfer ofthe real property itselfto the third party.15
Germany

Germany presents an example of a country where the legislature and
the courts have often jousted with each other about the interpretation of
tax laws. The general tax law or Reichsabgabenordnung, introduced in

12 Judgment of February 27, 1987, Cour de Cassation, 1987 Pas. Bel. I, No. 387, at
777.

13 See Code des Impts sur les Revenus (Belgium) art. 344 permitting the tax admini-
stration to set aside any legal qualification of an act or a transaction by a taxpayer,
when the purpose of such act or transactionwas tax avoidance, unless the taxpayer
can show a legitimatebusiness purpose.

14 Judgment ofDecember6, 1883, Leuven, Recueil Gnral de.l'Enregistrementet du
Notariat [Rec. Gn. Enr. Not.] 10.272; Judgment of January 4, 1900, Bmssel, Rec.
Gn. Enr. Not. 13.221; Judgment of March 3, 1912, Brussel, Rec. Gn. Enr. Not.
15.129.

15 Judgment ofDecember19, 1962, Brussel, Rec. Gn. Enr. Not. 20.640; Judgment of
March 26, 1905, Gent, Rec. Gn. Enr. Not. 20.895.
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1919, provided that the tax laws should be subject to economic interpre-
tation.'6 Statutory guidance for the interpretation of tax laws reached its
zenith in the Steueranpassungsgesetzof 1934, which mandated consid-
eration of a range of non-legal factors when interpreting tax law.t7 The

objective underlying the introduction of economic interpretation of tax
law as a guiding principle was to overrule the excessively restrictive in-

terpretation of the tax law that had developed on the basis of concepts
and categories ofcivil law.18 Particularlybetween the two world wars, the

Reichsflnanzhofwas very keen on furthering a wide interpretation of tax

law. Economic interpretationbecame an instrument in extending the tax

law to fill gaps and loopholesby interpretationbased on analogy.'9
The use of economic interpretation as a guiding principle in the inter-

pretation of tax law has gradually been abandoned by the Federal Tax
Court ofAppeal and the pre-eminenceof the use of civil law concepts in
tax law interpretation has been re-established.2 At the same time, the
German Constitutional Court has been less clear in its approach to strict
or expansive interpretation of tax law. Sometimes, it has spoken out in
favour of strict interpretation and against the economic interpretation of
tax law;21 at other times, however, the same court has decided in favour of

judicial development of the law.22 When the new general tax law was

16 See Reichsabgabenordnungof 1919 (Germany)para. 4.
17 See Steueranpassungsgesetz(Germany) para IUI. The provision provides that in

interpreting the tax law, courts were to consider: die Volksanschauung,der Zweck
und die wirtschaftliche Bedeutung der Steuergesetze und die Entwicklung der
Verhltnisse (the social viewpoint, the purpose, and the economic significance.of
the tax laws and the developmentof the situation).

18 In Germany, this narrow and literal interpretation was called Begrisjiirisprudenz
(conceptualjurisprudence)and was subject to attack by the end ofthe 19th century.
See K Larenz, Methodenlehre der Rechtswissenschaf (Berlin, Springer-Verlag,
1983).

t9 4 ReichsfinanzhofEntscheidungen 243,252; 6 ReichsfinanzhofEntscheidungen
292,298.

20 Bundesfinanzhof, 1969 Bundessteuerblatt II 736, 737; Bundesfinanzhof, 1976
BundessteuerblattII 246.

21 See Judgment of January 24, 1962, Bundesverfassungsgericht[Federal Constitu-
tional Court], 13 BVerfGE,No. 32, at 318, 328: das Steuerrechtwirdvon der Idee
der Primren Entscheidungdes Gesetzgebersber die Steuerwrdigkeitbestimmter

generell bezeichneter Sachverhalte,getragen und lebt dementsprechend.ausdem
Diktum des Gesetzgebers(tax law is based on the idea of the primary decision of
the legislator concerning the tax treatment of specific generally defined circum-
stances and therefore,draws breath from the statementof the legislator):

22 Judgment of March 12, 1985, Bundesverfassungsgericht [Federal Constitutional

Court], 69 BVerfGE,No. 12, at 188, 203: Der finanzgerichtlichenRechtsprechung
ist es insbesonderenicht von vornherein verwehrt, im Wege der Rechtsfortbildung
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adopted in 1977, the general economicmeaning clause in the Steueran-

passungsgesetzwas not renewed.23 At the same time, a few specific and

one general anti-abuse clauses were introduced to give the courts more

leeway in the interpretation of tax law, particularly in cases of abuse of

legal construction.24

The Netherlands

As in other countries, the basic question in the Netherlands was

whether the effective tax base had to be determined by the legal form of
the facts as they emerged from the applicationofcivil law, or whetherthe

tax base was to be determinedby the facts relevantto the tax law.

Like France and Germany, the Netherlands at an early stage adopted a

general anti-avoidance provision.25 However, for quite a long time, the
courts did not rely on the statutory provision when interpreting tax law,
because at about the same time the anti-avoidanceprovisionwas adopted,
the Supreme Court introduced the Fraus Legis doctrine into tax law.26

The doctrine applies when a taxpayer uses a legal form to achieve a fac-
tual situation that under another legal form would be is subject to tax dif-

ferent from that imposed on the legal form used by the taxpayer. Under
the doctrine, the form adopted will be disregarded if the purpose of the

tax legislation would be achieved by recharacterising the form of the
factual situation to the form that would attract the greater tax burden.

Originally, the legal form was only set aside under the Fraus Legis doc-
trine when tax minimisation was the exclusive reason for the use of the

legal form.27 Gradually, however, the case law modified the doctrine so it
would 'apply when the tax motive was the dominantor decisive reason for

verndertenwirtschaftlichenSituationen Rechnung zu tragen... (judicial decisions
in fiscal law are not prohibited from giving significance to changed economic cir-
cumstancesby way ofdevelopmentof the law).

23 The Abgabenordnung of 1977 does contain a few specific anti-avoidance provi-
sions (para 40 et seq.) some ofwhich may be interpreted as the continuanceof eco-

nomic interpretation. These provisions have a clear and narrow legal meaning,
however.

24 See discussionofanti-abuse legislationbelow.
25 See the discussionbelow.
26 Judgment ofMay 26, 1926, Hoge Raad [Supreme Court], 1926 NederlandseJuris-

prudentie [N.J.] 723. The Swiss courts have applied an .interpretationof tax law that

is very similar to the Dutch theory ofFraasLegis. There is an abuse of law when
the legal form of a transaction is unusual, it was entered into with the intent of ob-

taining a tax benefit, and the benefit must effectively have been realized. See J-M

Rivier,Droit FiscalSuisse (1972) 59; ErnstHhn, Steuerrecht(1972) 17.
27 JudgmentofJuly 22, 1982, Hoge Raad [Supreme Court], 1982 BeslissingenNeder-

landse Belastingrechtspraak[B.N.B.] 242.
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the transaction.28 Whether the tax motive is the dominant reason for the
transaction is determinednot by the subjective intent of the taxpayer, but

by objective facts to be evaluated by the judge. If the taxpayer has objec-
tive non-tax reasons for the transaction, it will withstand the test ofFraus

Legis. In this way, the Dutch courts maintain the right of the taxpayers to

arrange their affairs in such a way as to minimize tax liability, provided
that the validity of the legal form is well established.29 The Fraus Legis
doctrine has been considered as more than adequate to permit the courts

to strike down artificial legal constructions, so that in 1987 the Minister
ofFinance decided to render the statutory anti-avoidanceprovision inop-
erative, although it is still on the statute books.

UnitedKingdom
Judicial interpretation of taxation law in the U.K. is reviewed more

fully elsewhere in this volume. The U.K. tax system has no general
statutory anti-avoidance provision. Interpretation of tax statutes used to

be based on the principle enunciated by the case IRC v. Duke of West-

minster.30 In that case, it was stated that taxpayers are entitled to arrange
their affairs so that the tax attachingunder the appropriateAct is less than
otherwise would be. If they succeed in ordering them so as to secure that

result, then, however unappreciative the Commissioners of Inland Reve-

nue or other taxpayers may be, the taxpayers cannot be compelled to pay
an increasedtax.

This is generally considered to be the leading case 'for literal and strict

interpretation, although the latter principle had already been formulated
as follows in an earlier case: in a taxing Act one has to look merely at

what is clearly said. There is no room for any intendment. There is no

equity about a tax. There is no presumption as to a tax. Nothing is to be

read in, nothing is to be implied. One can only look fairly at the language
used.31

However, the judicial approach shifted following the 1981 decision of
the House of Lords in WT Ramsay Ltd. v. Internal Revenue Commis-

sioner.32 In this case, the House ofLords struck down a tax planning de-

vice on the basis that it was entitled to look at the overall result of several

transactions and need not give tax effect to every single transaction. A

28 JudgmentofJuly 11, 1990, Hoge Raad [SupremeCourt], 1990 B.N.B. 293.
29 Judgment ofDecember19, 1990, Hoge Raad [SupremeCourt], 1990 B.N.B. 121.
30 CommissionersofInlandRevenue v. Duke of Westminster [1936] App. Cas. 1.
31 Cape Brandy Syndicate v. InlandRevenue Commisioners [1921] 1 K.B. 64, at 71.
32 WT RamsayLtd. v. InternalRevenue Commissioner[1981]1 All E.R. 865.
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later case, Furniss v Dawson, interpreted the principle ofRamsay as be-

ing that, the fiscal consequencesof a preordained series of transactions,
intended to operate as such, are generally to be ascertainedby considering
the result of the series as a whole, and not by dissecting the scheme and

consideringeach individualtransactionseparately.33
The new approach was further developed in that later case, which ar-

ticulated the doctrinal bases for the approach. There are the step trans-

action doctrine and the commercial purpose doctrine were there

explained in these terms: the formulation, therefore, involves two find-

ings of fact: first, whether there was a preordained series of transactions,
i.e. a single composite transaction; second, whether that transaction con-

tained steps which were inserted without any commercial or business

purpose apart from a tax advantage.34
In more recent cases, the House of Lords has limited the scope of the

commercial purpose doctrine and the step transaction doctrine.35 In Cra-
ven v White, the Chancery Division decided that where two courses of
action are open to the taxpayer and are actively consideredby her or him,
the Revenue could not deprive him of the tax benefit of one of the alter-
natives:

It is one thing for the court to treat as a fiscal nullity a purely artificial

step which will inexorably be followed by one or more others so as to

achieve the desired end result. It is quite another for the court to treat as

a fiscal nullity a step which had a commercialpurpose in addition to tax

avoidance and which in reality at the time it was taken might not have
been followed by the other steps.36
This decision was confirmed by the House ofLords a few years later,37

togetherwith associated cases, and the position of the House ofLords on

tax avoidancewas stated succinctlyby Lord Jauncy:
I conclude my analysis of the three cases by emphasizingthat the Ram-

say principle is a principle of construction, that it does not entitle the

court to legislate at large against specific acts of tax avoidance where
Parliamenthas not done so, and that at the end of the day the question

33 Furniss v. Dawson [1984] 1 All E.R. 530, at 532 (comments of Lord Fraser of

Tullybeltonon the Ramsey case).
34 Id. at 543.
35 Craven v. White, IRC v. Bowater, and Baylis v. Gregory [1988] 3 All E.R. 495; see

Craven v. White [1985] 3 All E.R. 125.
36 Craven v. White [1985] 3 All E.R. 125, at 155.
37 Craven v. White [1988] 3 All E.R. 495.

140



will always be whether the event or continuation of events relied on

amount to a chargeable transaction or give rise to allowable relief
within the meaningofthe relevantstatutoryprovisions.38
The revised approach oftheHouse ofLords has caused some observers

to ask how long it will take before the Inland Revenue will decide that

statutory anti-avoidance measures are in order, as has been decided al-

ready in Canada and Australia.39

Australia

In Australia, interpretation of the tax laws was for a long time domi-
nated by literal and restrictive interpretationalong the lines resulting from
the IRC v. Duke ofWestminsterprecedent in the United Kingdom. While
the British courts have gradually take a more flexible position on inter-

pretation of tax law, the Australian courts persisted in their literal inter-

pretation, thereby extendingthe doctrine ofthe Duke ofWestminsterto all

kinds of modern and complicated tax planning schemes and implement-
ing in fact a pro-taxpayer policy. In Investment and Merchant Finance

Corp. Ltd.,40 this literal and strict mterpretation was based implicitly on

the principle of legality:
It is, of course, true that it is because company dividends are rebatable
under s. 46 that dividend-strippingis so attractive, and, if it be thought
that this is a practice which should be checked, it is to that section that
Parliamentmay choose to direct some attention. It is not for the courts,
however, to depart from the Parliament'sclear statement.41

The 1976 decision of the Privy Council in Europa Oil v InternalReve-
nue Commissioner,42although based on a New Zealand provision, proved
very influential in Australia. The Privy Council said:

[I]t is not the economic results sought to be obtained by making the ex-

penditure that is determinativeofwhether the expenditure is deductible

38 Id. at 542.
39 See the discussion below.
40 InvestmentandMerchantFinance Corp. Ltd. v. Federal CommissionerofTaxation

(1971) 125 C.L.R. 249.
41 InvestmentandMerchantFinance Corp. Ltd. v. Federal CommissionerofTaxation

(1971) 125 C.L.R. 249, at 265. See also Curran v. Federal CommissionerofTaxa-
tion (1974) 131 C.L.R. 409; South Australian Battery Makers ProprietaryLtd. v.

Federal CommisionerofTaxation (1978) 140 C.L.R. 645.
42 Europa Oil v. InternalRevenue Commissioner[1976] 1 All E.R. 503.
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or not; it is the legal rights enforceableby the taxpayer that he acquires
in return for making it.43

In spite of the fact that the Australian income tax law contained a wide

general anti-avoidance provision,44 the scope of the provision was

gradually whittled away in a series of court cases by strict and literal in-

terpretation of the tax law.45 In 1981, the Court reversed its stand on lit-
eral interpretationand agreed to extend the scope ofa statutory provision,
although that wider scope was not within the literal meaning of the stat-

ute.46 By that time, however, there had been a political reaction and Par-
liament had inserted into the Income Tax Assessment Act a range of

general and specific anti-avoidance provisions, the most significant of
which was a new general anti-avoidancerule adopted in 1981.47

UnitedStates

Althoughthe Internal Revenue Code contains a limitedprovisionallow-

ing the Commissionerto deny tax benefits from an acquisition, the prin-
cipal purpose of which is tax avoidance,48 it does not contain a general
provision on interpretationof tax law by the courts. Over time, the courts
have developed a doctrine allowing them to set aside certain legal con-

structions when they do not have a business purpose.49 When a legal
construction has as its clear purpose the avoidance of income tax and
does not at the same time carry some economic substance, it can be set

aside by the courts as having no effect for tax purposes and replaced by
another construction that better reflects the underlying factual situation.

Starting with the Gregory v Helvering case, the courts have developed

43 Europa Oil v. InternalRevenue Commissioner [1976] 1 All E.R. 503, at 508 (Lord
Diplock).

44 IncomeTax AssessmentAct 1936 (Australia) s. 260, which was replaced in 1981 by
more comprehensiveand at the same time more specific anti-abuse legislation. See
discussion below. See also, J Waincymer, The Australian Tax AvoidanceExperi-
ence and Responses:A Critical Review, in this volume.

45 WP. Keighery Proprietary Ltd. v. Federal Commissioner of Taxation (1956-57)
100 C.L.R. 66, at 92 et seq.; Cecil Bros. ProprietaiyLtd. v. Federal Commissioner

ofTaxation (1962-64) 111 C.L.R. 430, at 441; Mullens v. Federal Commissionerof
Taxation (1975-76) 135 C.L.R. 290, at 302.

46 Cooper Brooks (Wollongong)Proprietary Ltd. v. Federal Commissionerof Taxa-
tion (1980-81) 147 C.L.R. 297.

47 Income Tax Assessment Act 1936 (Australia) Part IVA, ss 177A-G (Schemes to

Reduce IncomeTax).
48 InternalRevenue Code 1986 (United States) s. 269.
49 Gregoryv. Helvering(1934)69F2d 809 (2d Cir.), afd, (1935) 293 U.S. 465.
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several judicial doctrines such as constructive income or ownership,50
continuity of business enterprise,51 and the step transaction doctrine,
allowing them to decomposea transaction into several distinctsteps, or to

take several separate transactions together, in order to ascertain whether
each of the individual steps, or the over-all complex transaction, meets

the requirements to enjoy beneficial treatment under the tax law.52 The

precise methods of applying these doctrines are complex and continually
evolving.53

The problems with, and the benefits of, the substance over form ap-

proach in U.S. tax case law have been summarizedwell by Bittker and

Eustice:

One of the persistentproblems of income taxation, as in other branches

of law, is the extent to which legal consequences should tum on the

substance of a transaction rather than on the transaction's form. It is

easy to say that substance should control, but, in practice, form usually
has some substantive cnsequences. If two transactions differ in form,
they probably are not identical as to substance. Even so, they may be

sufficientlysimilar to warrant identical tax treatment...

The foregoingjudicial principles and statutory provisions, which often

overlap in practice, are useful deterrents to tax-avoidance schemes of

varying scope and ingenuity. Forcing transactions heavily freighted
with tax motives to withstand judicial analysis in the context of these

broad principles and provisions, vague and uncertain in application
though they may be, is more salutary than uncompromisingliteralism in

applying the statutory system for taxing corporations and sharehold-
ers.54

50 Commissioner v. Court Holding Co. (1945) 324 U.S. 331; see discussion in BI
Bittker & JS Eustice, Federal Income Taxation ofCorporations and Shareholders

6th ed. (Boston, Warren, Gorham& Lamont, 1994) para 9.02.
51 StandardRealization Co. v. Commissioner(1948) 10 T.C. 708; Pridemark Inc. v.

Commissioner(1965) 345 F.2d 35 (4th Cir.)
52 West Coast Marketing Corp. v. Commissioner, (1966) 46 T.C. 32; American Pot-

ash & Chemical Co. v. United States, (1968) 399 F.2d 194 (U.S. Ct. Cl.), motion

denied, (1968) 402 F.2d 1000 (Ct. Cl.); King Enterprises, Inc. v. United States,
(1969) 418 F.-2d 511 (U.S. Ct. Cl.), laterproeeeding(1970) 190 Ct. CI. 947.

53 For a discussion oftests for applicationofthe step-transactiondoctrine in reorgani-
zations, see McDonald's Restaurant.ofIllinois v. Commissioner (1981) 688 F.2d
520 (7th Cir.).

54 Bittker & Eustice, supra note 50, para 1.05[2][b] at 1-18 and para 1.05[3][d] at 1-
22 (footnote omitted).
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The broad interpretative approach often followed by U.S. tax courts

contrasts with the style of legal drafting often found in U.S. tax law,
which prima facie obliges the courts to make decisions based on very nar-

row 'rules. Notwithstanding the narrow focus of many provisions, U.S.
courts continue to interpret constrainedmeasures by reference to broader,
purposive judicial doctrines. This probably has .to do with the common

law tradition of legal analysis in which common sense plays an important
role in the interpretationof facts and rules.

GeneralAnti-avoidanceProvisions

In some countries, the legislature has judged it necessary to take legis-
lative action in the form of general or specific anti-abuse provisions to

remedy the failure of the courts to cut off abuse. General anti-abuse pro-
visions require courts to apply a broad or economic interpretation of the
tax law and to disregard legal constructions and transactions that have an

artificial flavour. Specific anti-avoidance provisions, on the other hand
are aimed at closingparticulargaps and loopholes.

It should be noted that there is no clear relationship between the way
courts interpret tax law (strictly versus broadly) and the presence or ab-
sence of general, anti-avoidance provisions. Several Western. countries

operate their tax system without general anti-avoidance provisions: Bel-

gium (until 1993), Italy, the United Kingdom, the United States, Sweden

(from 1992 on), and Switzerland. Except for the United States, tax law is

interpreted in a strict or literal way in each of'these countries. The combi-
nation of case law and specific anti-avoidance provisions is apparently
seen as adequate to cope with avoidance,issues. A second group of coun-

tries does have general anti-avoidanceclauses in their tax legislationwith
rather different results. The most prominent examples are Australia,
France, Germany, the Netherlands, and Spain.55 These five countries'

general anti-avoidanceprovisions are discussedbelow.

Australia

The original Australian anti-avoidancerule provided that contracts are

void [for tax purposes] if they were made in order to alter the incidence
of the income tax, or to defeat, evade, or avoid any liability under the In-

55 Code des Impts sur les Revenus (Belgium) art. 344, as amended'in 1993 and In-
come Tax Act (Canada) s. 245, introduced in 1988) also have general anti-abuse

provisions, but they are too recent to be able to evaluate their impact on interpreta-
tion of tax laws by the courts. Sweden abolished the general anti-avoidanceprovi-
sion in 1992, but is now consideringwhether to reintroduceit. See also L. Muten,
The Sewdish ExperimentWith a General Anti-AvoidanceRule, in this volume.
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come Tax Assessment Act.6 Although the worrding of this section was

very brroad, in the generral climate of strict interprretation thatthattdominated
the inteerpretation ofoftaxtax law by the Australian ccoourts,57 the scopescopeofofthe

section was systeematiccally whittled down through the appliccation ofof
freedom ofofcchoiccee doctrines toto aanarrow rulerulethatthattbecame veery difficult

totoaapply..-5

By 11980,59 it became clearclearthat the exissting Australian set--up of generral
and specific anti-avoidanceclausesclausesand literal ororstrict judicial interprreta-
tion was notnot working. InIn 1981,1981, s. 260260 was mendeed too apply only too

schemes entered into priorpriortotoMay 27, 1981,1981,andandaawhole new setsetofofanti-

abuse rulesrulesappliccable toto arrraangeemeents entered into ororafteraftterrthat date was

introduced asasPart IVA (Scheemees too Reduce Income Tax)..6 Baasiccally,
Part IVA prrovides that when there isisaaschemeasasdefined in the sstattutte,
the Commissiorferhas disscrretionarypower totodeny aatax benefit orordisal-

low aa deeduction, that otherwise would bebe obtained through the sscheeme,
when such scheme satisfies eight conditions laidaaid down inin s. 1177D(b)..61

56 ITAA s. 260. This provision is inooperatiirepost-27 May, 1981,1981,when thetheenew anti-
abuseabuseprovisioonns ofofITAA Part IVAtookooookeffect.

7 SeeSeethetheediscussion above.
58 W.P. Keighheery Proprietaary Ltd. v. Federal CommissionnerofTaxation (1957) 100100

C.L.R. 666, atat 9292 (Whhatever difficulties therethereemay bebe inn interpreting s. 22660, oneone

thinng atat leasteeasttis clear: thetheesection intends onlyonny to proteect thetheegeneral proovisioons ofof
the Act from frrustratioon, andandnotnottoo denydenytaxpayersaaxpayerssanyanyright ofofchoicechoicebetween al-
ternatives which the Act itself laysayssopenopentoo theem); Cecil Bros. PrroprietaryLtd. v.

Federal CommissionerofTaxation (1199664)1.111 C.L.R. 44330, at 441441 (indeeed, s. 260260
doesdoes notnot authorize thethee Commissioner to dodo anything; it avoids asas against the

Commissioner arranngements, etc. asas speecifiieed andandsoso leaveseeavesshim tooo assessassesstaxable

incomenccoomeeandandtax ononthe facts asastheythey appear when thetheeavoided arranngements, etc. are

disregarddeed); Mullens v. Federal Commissioner of Taxation (1199776) 135135 C.L.R.

290.
9 Federal Commissioner of Taxation v. Westraders Proprietary Ltd. (1980)(1980) 144144

C.L.R. 55.
60Income Tax AssessmentActAct19361936(Australia) ss. 177A--177G.

6, This section prooviddes:
(b) havinghavnnggregard to--

(i) the manner inn which thetheescheme was entered into or carried out;
(ii) thetheeform andandsubstancesuubstaancceeofofthetheessccheeme;
(iii) thetheetime atatwhich the scheme was enteredenteredintonto and the length of the period
duringdurrnngwhich the scheme was tarried oout;

(iv) thethee result inn relation tooo thethee ooperatioon ofofthis Act thhat, butbut for this Part,
wouldwoouuldbebeachieved bybythetheescheme;
(v)(v) anyany change innn thethee financial poositioon ofofthethee relevanteeevaantttaxpayer that hashas re-

sulteed, will result, orrmay reeassoonnablybebeexpeecteed toooresult, fromthetheeschheme;
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The crucial term scheme is defined in ss. 177A(3) and 177D as any
unilateral scheme, plan, proposal, action, course of action or course of
conduct entered into or carried out for the purpose of enabling the rele-
vant taxpayeror other taxpayers to obtain a tax benefit in connectionwith
that scheme. Unlike general anti-abuse provisions in Europe and even in

Canada, the Australian provision follows a very complicated and techni-

cally difficultstyle ofdrafting.
The first case involving these provisions to reach the High Court of

Australia was Federal Commissioner of Taxation v. Peabody.62 The de-
cision illustrates the complexity of the general anti-abuse provision. In

deciding the case, the Court had to identify the tax benefit, the

scheme, and the relevant or other taxpayer. In this particular case, the

taxpayer won on the basis that the Commissionerhad allocated the reve-

nue to the wrong taxpayer.
At the same time that the new general anti-abuse provisions were in-

serted in the Income Tax AssessmentAct, Australia amended its Acts In-

terpretation Act to promote a purposive interpretation of legislation,
particularlytax law. The new section reads:

In the interpretationof a provision of an Act, a construction that would

promote the purpose or object underlyingthe Act (whether that purpose

(vi) any change in financial position of any person who has, or has had, any
connection (whether of a business, family or other nature) with the relevant

taxpayer, being a change that has resulted, will result or may reasonably be ex-

pected to result, from the scheme;
(vii) any other consequencefor the relevant taxpayer, or for any person referred
to in subparagraph(vi), of the scheme having been entered into or carried out;
and

(viii) the nature of any connection (whether of a business, family or other na-

ture) between the relevant taxpayer and any person referred to in subparagraph
(vi),

it would be concluded that the person, or one of the persons, who entered into or

carried out the scheme or any part of the scheme did so for the purpose of ena-

bling the relevant taxpayer to obtain a tax benefit in connectionwith thescheme
or of enabling the relevant taxpayer and another taxpayer or other taxpayers each
to obtain a tax benefit in connectionwith the scheme (whether or not that person
who entered into or carried out the scheme or any part of the scheme is the rele-
vant taxpayer or is the other taxpayer or one ofthe other taxpayers).

IncomeTaxAssessmentAct 1936 (Australia) s. 177D(b).
62 Federal CommissionerofTaxation v. Peabody (19941 181 C.L.R. 359.
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or object is expressly stated in the Act or not) shall be preferred to a

constructionthat would not promote that purpose or object.63
The combined effect of the changes to the Acts InterpretationAct, the

applicationof the general anti-abuseprovision ofthe income tax law, and

changes in the compositionofthe High Court have led to a shift over sev-

eral years from literal to purposive interpretation of income tax legisla-
tion.64

France

French tax law contains two general instruments to combat tax avoid-
ance: a procedural law on the abiis de droit5 (abuse of tax law) and the
court doctrine of the Acte de gestion anormale (abnormal management
act) which does not have a direct statutory basis in tax law.

The mainprinciple of the abuse of law provision is that a transaction is

only subject to sanction when a specific procedure is followed and when
the transaction has been set up exclusively for tax avoidance purposes.
This provision applies to sham transactions (the real legal transaction is
hidden by an apparent legal transaction) only when the transaction is en-

tered into exclusively to obtain a tax benefit.66 Because the burden of

proof is on the tax administration and the condition of the exclusive tax

avoidance motive is very difficult to prove, this weapon is seldom used

by the tax administration.67The French tax administration is now pushing
for an amendmentof the statute, so as to apply the abuse of law provision
in cases where the tax avoidance motive is the dominant, but not neces-

sarily the exclusive, reason for the transaction.

63 Acts InterpretationAct 190.1 (Australia) s. 15AA(1). Section 15AB also contains
rules with respect to the extrinsic materials that should be taken into consideration
in interpretingofan Act.

64 Cooper Brooks (Wollongong) Proprietary Ltd. v. Commissioner on Taxation

(1981) 147 C.L.R. 297.
65 See.Livres des Procdures Fiscal (France) art. 64 (prohibiting abus d droit).

This provisionwas introduced for indirect taxes by law ofJuly 13, 1925 and for in-
come taxes by law ofJanuary 13, 1941. The anti-abuseprovision was enacted in the

procedural law by LawNo. 87-502 ofJuly 8, 1987.
66 Livres des Procdures Fiscal (France) art. 63, les actes qui dissimulent la porte

vritable d'un contrat ou d'une convention (deeds which conceal the real content of
a contractor covenant).

67 JudgmentofJune 10, 1981, Conseil d'Etat, 1981 Lebon, No. 19.079, at 248 (1981);
Judgment of June 27, 1984, Conseil d'Etat, 1984 Lebon, No. 35.030, at 248; see

also for a more general discussion Cyrille David et al, Les GrandsArrets de la Ju-

risprudenceFiscale, Thme 8, Le Ralisme du Droit Fiscal: apparence, illicit,
anormalitet abus de droit, at 83 et seq. (1988).
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The abnormal managementact doctrine has been entirely developedby
the courts and has no specific statutory basis.68 It is based on the theory
that a business taxpayer cannot engage in any activity that is contrary to

her or his business interest, because the purpose of the business is to

make a profit. This does not mean that the taxpayer has the obligation to

maximize her or his business income under all circumstances, but it al-
lows the tax administration to intervene in situations in which the tax-

payer reduces her or his income, by acts against her or his business

interests, in order to transfer income to another taxpayerwho is exempt or

who is taxed at a lower rate. The application of the abnormal manage-
ment act doctrine is not subject to any special procedure. In most cases, it

presents merely problems of fact and not of law, so that it is to be distin-

guished from the abuse of law provision of the code of tax procedure.
However, the same transaction can reduce a taxpayer's income by an act

against his business interests, and at the same time be entered into exclu-

sively for tax avoidance purposes. In such a case, both anti-abuse instru-
ments would be applicable. Because the burden of proof is less onerous

than under the abus of law provision and because there is no specific
procedure that must be followed, the tax administrationprefers this court

doctrine to combat abuses oftaxpayers.69

Germany

Germany introduced quite early70 a provision in its general tax laws

obliging courts to apply an economic interpretation of the tax law.71

Gradually, however, the Court ofTax Appeals shifted its interpretationto

a more traditional stance, giving predominance to concepts of civil law
over tax concepts, so that the taxpayer came to be in a position of being
able to make a choice between different legal forms of a transaction to

minimize his tax burden.72 When the new General Tax Law was intro-

68 Judgment of April 14, 1976, Conseil d'Etat, 1976 Lebon, No. 97.260, at 202;
JudgmentofApril 30, 1980, Conseil d'Etat, 1980 Lebon, No. 16.253, at 206.

69 See commentaryand cases cited in David et al., supra note 67, Thme 28, Le prin-
cipe de la libert de gestion des entreprises et la thorie des actes anormaux de ges-
tion, and Thme 29, La thorie des erreurs et des dcisions de gestion, at 279 et seq.

70 Reichsabgabenordnungof 1919 (Germany) s. 4; Steueranpassungsgesetzof 1934

(Germany) s. I/II. Economic interpretation is not exclusively used in tax law in

Germany, but rather is seen as a general form of statutory interpretation. K Tipke,
Die Steuerrechtsordnung(1993) 1289.

71 Die wirtschafliche Betrachtungsweise. See discussion on court interpretation in

Germany above.
72 Bundesfinanzhof 1967 BundessteuerblattII 781,782.
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duced in-1977, the mandatoryeconomic interpretationmethod of tax laws
was abandonedand replaced by several anti-abuseprovisions.73

The most important general anti-abuse clause, s. 42, provides that tax

cannot be'avoidedby Steuerumgehungdurch Missbrauchvon rechtlichen

Gestaltungsmglichkeiten(abuse of legal constructions.) When abuse of
a legal construction is established, the taxpayer's liability will be based
on the legal form ofthe transactionthat is appropriateto the legal factual
situation.74An abuse exists under s. 42 when the legal form of the trans-

action or constructionused by the taxpayer is not appropriate to the eco-

nomic factual situation. Thus, the legal form of a transaction will be
considered t be inappropriate when reasonable persons would not

choose a particular legal form because they would consider it as inade-

quate to achieve a specific economic relationship, and in particular in
view of achieving a specific economic goal.75 The specific characteristic

of the German law is that it-requires some consistency between the legal
form and the economic content of a transaction. In many other tax sys-
tems, it suffices to have a business purpose, even if the legal form in
which this business purpose is achieved may not entirely be appropriate.
If a transactionhas no business purpose at all, -it may be assumed that the

legal form is inappropriate and that there is abuse of a legal construction.

Generally speaking, in order for a legal transaction to be effective for tax

purposes under Germany's general anti-avoidance provision, it will re-

quire a business purpose and an adequate legal form to achieve the busi-
ness objectives of the taxpayer. It is clear that when there are several

adequate legal forms to achieve these business objectives, the section will

not be applicable, if the taxpayer chooses the legal form that minimizes
his tax burden.

The Netherlands

In.the Netherlands,a general anti-abuseprovisionwas introduced in the

general tax law in 1925. Since 1959, it has provided that a legal transac-

73 Austrian law still requires the true economic content of a transaction to be given
effect in precedence to its outward appearance. See Bundesabeordnung(Austria)
art. 21.

74 Eineden wirtschaftlichenVorgngen angemessenenrechtlichen Gestaltung.
75 ,

Unangemessen ist eine rechtliche Gestaltung, die verstndige Parteien in Anbe-

tracht des wirtschaftlichen Sachverhalts, insbesondere des erstrebten wirtschaftli-
chen Ziels, als unpassend nicht whlen wrden (the legal form of a transaction is

inadequate when reasonable parties with reference to the economic content of the

transaction, and in particular with respect to its intended economic purpose, be-

cause of its inappropriatenesswould not choose such a form). 3 Tipke, supra note

47, at 1337.
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tion that does not have as its purpose a ssignifiicant change in the facttual
circumstances or that would not have occurred but for the fact that ittt
eliminates or reduces the tax liability shall not be taken into account for

tax purposes (i..e. when the exclusive purpose of a transactiion is to

minimiize the ttax burden, it isis ssubject tto correction for tax purpossess))..76 In

the Dutch ttax litteratturre, this proviissiion isis known .as Richtige heJng77

(corrrect ttaxatiion)). To apply the prrocedurre of correct ttaxatiion, the tax in-

sspecttor must obttaiin speciific advance approval from the Miiniister of Fi-

nance. Given the judiiciial development of the Fraus Legis doctrine,
discussed above,,tthe sttattuttoryprovisionhas been of limited importance..

Spain
In Spain, article 6.4 of the Civiil Code, which was adoptted in 11974,

codifies the abuse of law priinciplle..T7 Thiis civil law concept was also
used in tax cases because, although the tax law referred in article 24,
paragraph 2 to abuse of llaw,79 therre was no clear definitiion of abuse of
law in the tax code..s

In 1979, a decree established a speciial procedure for the applliicatiion of
the concept of abuse of law.8 As in France, this speciial procedure isis to be

7676 AlgemeneWet Rijjkssbellastingen(Netherlandss)art. 31.
7777 See for aa more amplle rreport, A. Nootteboom,Netherlands, inn LXVIIIIa Cahiierrs de

Droit Fiscal International545, atat545 etetseq. ((11983).
Ts78 Codigo Civil (Spain) art. 6, para 4: [1l]os actosactos realizados aial amparro del texto de

una norma que perrsigan un resultado prrohibido por elel ordenamiiento jurdico, oo

contrrario aa ll, sse considerarnejecuttados en fraude de lley y no iimpedirrn la debiida
aplliieaciin de la norma que se hubiere tratado de eludir (acts concludedwiithin the

sscope of the text of a rule which purrssue a resultprrohibittedby the llegallrregullatiion or

contrary toto it, shall be considered asas executted as a fraud on the llaw and sshalll not

thwart the proper aapplicaation ofthenorm that was ssought totobe avoiided).
7979 Ley General Tributtariia (Spain) art. 24, parra 2: [p]ara evitar elel frraude de Ley sese

entenderr, aa loslosefectos del nmero anterior, que no existeexisteextensin del hecho im-

poniblle cuaando sesegrraven hechos realizados con elel prropsito probado de eludir elel

impuesto, siiemprre que produzcan un rressulttado eequivalentte aial derivado del hecho

imponible (tto avoiid fraud on the law ittt willl be underrstood, for purposses of the

prrevious paragraph, that there isisnot an extnesiion ofthe taxable event in the case of
taxation of actiions realized for the proven purpose of evading the ttax, asas llong asas

they prroduce a rressult equivallenttotothat derived ffrrom the taxable eveent).
so For aa,full diisscusssion of the abuse of law prroviisions in Spain, seesee Escuela de In-

sspecccin Financierra y Tributariia, Ministerio de Ecconomiay Hacienda, Compendio
de Dereeho Tributario Espaol, Tema 3-II, Analoga, Fraude de Ley y Economia
de Opcin, 79 etetseq. ((4th ed. 119884).

s| Real Decreto [Royal Decree] 1.919/1979 of June 29, 11979, por elelque sese regula el

proccedimientoespecialde declaracindefraudede Ley enenmateria tributaria, Bo-

letin Oficial deilEstado de 6 de agosstto.
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followed when a ttaxpayer isis accused of abuse of law. The burden of

proof isis with the tax administration. In additiion, article 25 of the Spaniissh
tax code prrovides that taxes should be levied in accordance with the realreal

legal oror economic nature of the taxable event.82 When the taxable event

consists of aa legal trranssaction, it will be qualifiied for tax purposses inin ac-ac¬

cordance with its true llegal naturre, rregarrdlesss of the form of the trans-

action. When the taxable event isis determined by economic concepts, it

will be qualliified in accordance with effective economic rrellatiionships..
Both proviisiions seem to indicate a sstrrong bias in favour of economic in-

tterprrettatiionoftax law and of substance over llegal form.

However, article 24--1 of the General Tax Law contains an explicit
prrohibition of extensive interprrettation of tax law and intterprrettation by
analogy beyond the strict meaning of the words:8 The rressulting legal
frameworkof the anti--abuse prrovissiions in Spain isis atat leastleastconfussing, and

there isis grreat amount of debate about its exact meaning. These contradic-

ttory llegal prresscriptions have driven the High Court to very divergent
applications of the tax laws.8

Speecific Anti--abuseProvisions

With rresspect to sspecifiic anti--abuse prrovissions there isis alsoalsoaawide vari-

ety of statutory language. It isis almost imposssible toto cattegorisse these vari-

ous provissionss, but a rough distinction can be made between anti--abuse

prrovisions in the domestic and in the international contexts. Generrallly
sspeaking, most countries have domestic rules in one or more of the fol-

lowing areas:

limitationofdeductions for entertainmentand trravellingexpensses;

rules on taxationofaccrued interest income;

limitations on transfer of tax loss carry--overs from one ttaxpayer to an-

other;
limitations on lossloss deductions by partnerrss.,oror shareholders in partner-
sships or companiesnot ssubject to corporrate income ttax; and

82 Ley General Tributaria (Spain)(Spaan)art. 25,25,paraa [eliee]limpueesto seseexigir conconarreglo aa

lalaverdadera naturalezajurdica oo econmica deidelhecho imponible (the taxax isis due

ininaccordancewith thethe realrealororeconomicnature oftheof taxable event).
83 Ley General Tributaria (Spain) art. 24, parra 1:1: [n]o se admitir lala analoga para

extender ms alla de sussustrminos estrictos elelambito del hecho impoonible, oo de laslas
exeneioneso bonificacioness(analogy for thepurposepurposeofofeextending the scope ofofthe

taxable eeveent, ororofofeexeemptions ororbeenefits, beyondbeyondtheir strict limits, shall notnotbebe

alloweed).
84 JudgmentsofMayof 3, 119888, March 5, 119888, Aprii 5, 1982 andandJuneJune3, 1982.
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rules against dividend stripping.
The emphasis and the shape of these anti-abuse rules may vary sub-

stantially from one tax system to another.

Even in the internationalcontext anti abuse provisions may vary greatly
between countries. With respect to international thin capitalisation rules,
for .example, a few countries do not have any specific provisions
(Belgium,85 France, Netherlands). Some countries do have a rule rechar-

acterising dividends into interests (Germany, U.K.). However, the condi-
tions for recharacterisationvary from one country to another.

With respect to transfer pricing, the situation is again not uniform.

Practically all member states of the E.U. have specific transfer pricing
provisions based on the arm's length principle (Belgium, France, Ger-

many, Sweden, United Kingdom). The Netherlands, however, does not

have a specific transfer pricing provision. Measures against transfer pric-
ing are based on the general rules for the determinationoftaxableprofits.

With respect to transfer of assets and correspondingtransfer of income

abroad, Belgium,86 France,87 and the U.K.88 have specific anti-avoidance

provisions in their tax codes. Germany has none, however, and the Neth-
erlands has only a provision relating to the shifting of income from pen-
sion rights and insurancepolicies.89

Controlled foreign corporation legislation exists in Germany,90 United

Kingdom91 and Sweden, which has provisions with a very wide scope.
Spain has recently introducednew C.F.C. (controlledforeign corporation)
legislation.92 Conditions for application of the legislation are different in
each memberstate. Belgium, France and the Netherlandshave no control-
led foreign corporation legislation. As a result, other EU member states

are obliged to extend their CFC legislation to second and third tier sub-

sidiaries, because otherwise their CFC provisions might be foiled by in-

termediarycompanies in memberstates having no CFC rules.

85 Belgium does have a thin capitalizationrule, but only for domestic application.
86 Wetboekvan den Inkomstenbelastigen,Code des Impts sur les Revenus (Belgium)

art. 344 bis.
87 Code Gnral des Impts (France) art. 238 bis.
88 Income.andTaxesAct (U.K.) ss. 739 and 740.
89 AlgemeneWet Rijksbelastingen(Netherlands)arts. 31/5 and 6 (B).
90 Aussensteuergesetz(Germany).
91 Income and TaxesAct (U.K.) s. 749.
92 DecretoReal number 672 (Spain) dated 2 July 1992.
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Conclusions

In a certain sense, the problem discussed in this paper is an eternal one:

a classic about the argument of substance versus form. As long as law

and legal rules exist these problems will arise. The question is, however,
whether we can do better than just admit the inevitable. In tax law, per-

haps we can, precisely because of the principle of legality adopted in

many countries.

First, a distinction should be made between issues of substance versus

against form in a given legal rule on the one hand and gaps in the tax

statute on the other. When the legislator either out of negligence or be-
cause of political pressure leaves gaping holes in the statute that allow

events that from an economic or social point ofview ought to be taxed to

occur tax-free, this is not a question of substance versus form. This is a

basic constitutionalquestion: whether courts can supplement to the legis-
lator when the latter for whatever reasons fails to tax events that should
be within the ambit ofthe'statute.

In these cases, one's view of the appropriate outcome will be deter-

mined by one's opinion about the role of the courts vis--vis the legisla-
tor. Proponents of active political courts will argue that the courts should

supplementthe mistake made by the legislator and tax what has been left

untaxed in the statute. Most people however see a more limited role for

the courts. When there is clearly no legal basis for taxation in the text of
the law, there is no reason for the courts to legislate judicially. This is a

more prudent attitude, hedging against shifts in the political attitudes of
the courts.

A different problem arises when there are no gaps in the statute, but

merely a difference of opinion about how a statute should be applied.
From a point of view of economic efficiency and social equity similar

situations should be taxed equally. Therefore analogy and economic in-

terpretation seem to be indicated. Because taxation is subject to the rule

of law, however, legal concepts are always at the interface between eco-

nomic and social events on the one hand and taxation on the other. Taxa-

tion on raw, unreconstructedeconomic or social facts does not work.

It is here that interpretation and the question of form against substance

become issues. Legal concepts must fit reality, i.e. legal concepts and le-

gal rules must contain an inner logic and consistency that matches the

facts to which these concepts are applied. This means that the legal con-

cept must not only show an abstract consistency between the various

building blocks of the concept as such and the various rules that apply
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under the concept; it also must be capable of controlling and structuring
facts and reality.

This is, in my opinion, the deeper sense of all attempts to subject legal
constructions to conditions of commercial purpose in the application of
tax laws. It is presumedthat when there is a non-tax business purpose to a

transaction, the legal form automaticallyalso fits the facts of the transac-

tion.

The commercial purpose rule looks different, however, from the point
of view of legal consistency. The commercial purpose validates a legal
constructionwith an external (economic)justification, even when the le-

gal construction does not fit the facts of the case. If applied consistently
this means that even when business considerations are present, the legal
form of the transaction may not fit the facts and hence have different tax

consequencesthan those prescribedby the legal form ofthe transaction.

This position has also a reverse side: when a legal constructiondoes fit
the facts, there always will be an important non-tax consideration to set

up the transaction. So a predominant business purpose does not always
justify a certain form of legal transaction, but a transaction that fits the
facts will always contain a sufficient non-tax reason, justifying also the
tax consequencesfrom a legal and from a factual point ofview.

In this analysis it is clear that general anti-abuse rules in the form of

statutory provisions allowing recharacterisation of legal transactions for
tax purposes on the basis ofan absence ofsufficientbusiness purpose are

not necessary. What is necessary is a consistent analysis by the courts of
whether and how all the elements of the legal construction fit with all
relevant facts from a point of view of logic and efficiency for the tax-

payer. It is clear that in many cases the tax statute will leave'.the taxpayer
with a choice between different legal instruments because the legislator
has provided different forms that can reasonably be used in similar fac-
tual situations. In those instances the objectives of economic efficiency
and social equity (i.e. taxing similar events equally) may not be achieved.

If this is so, so be it. It is indeed the role of the lawyer to make intelli-

gent (legal) distinctions, where non lawyers like economists and socio-

logists from their point of view do not see any difference. These legal
distinctions must always remain instrumental however in shaping the
countless facets of the reality ofevery day life.
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CHAPTER5

TAX REFORM:A QUASI-CONSTITUTIONAL
PERSPECTIVE

John G. Head

Introduction

The tax system has long been recognised as one of the mst important
economic and political institutions in a liberal democracy. Structural fea-
tures of the tax system have, however, seldom, if ever, been comprehen-
sively prescribed in a written constitution, even where such exists at all.
Certain features may be laid down, or at least constrained, by explicit
constitutionalprovision, such as the types oftaxes which may be imposed
by the various levels of government under a federal constitution. More

fundamental, however, is the observation that the tax system, like other

such institutions, has a quasi-constitutionalcharacter in the sense that it
remains in force, usually with only minor changes, over a sequence of

budgetary decision-makingperiods.'
There are some very good reasons why this should be the case. The

prevailing tax structure establishes the way in which the cost of public
services is to be shared and, in combination with the transfer system, it
has a crucial impact on the shape of the income and wealth distribution.

Extremely controversialand potentially divisive issues ofjustice, fairness
or equity are thus intrinsicallyofcentral concern in tax policy. To embark

upon a fundamental review ofthe taxation system, as in the context of a

major tax reform exercise, is therefore to open up a veritable Pandora's
Box of controversy, in the sense that it puts the existing and often hard-
won compromise on cost-sharing and the income distribution up for

grabs. Public discussion of far-reaching changes in the tax system gener-
ates great uncertainty, and. the implementation of major reforms can be

costly and extremely disruptive. Given the somewhat unpredictable func-

1 JM Buchanan, The Demand and Supply ofPublic Goods (Chicago, Rand McNally,
1968) ch 8.
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tioning of the political process, we cannot be sure that the results will

justify the risks involved.

Long-termstability in the revenue system is in any case of fundamental
importanceif the potential efficiencygains from tax reform are to be real-
ised. Even if the focus is on static efficiency, the benefits (say) of a more

neutral tax system build up gradually over a quite lengthy adjustmentpe-
riod as the allocationof investmentresponds slowly to changes in the net-

of-tax return. In the case of intertemporal efficiency, the achievement of

significant benefits may take decades as higher savings ratios gradually
increase the stock of capital. There is accordingly little to be gained from
a switch to a more efficient tax system unless it can be expected to apply
without substantialvariation over a considerableperiod ofyears. Stability
in the tax structure is also of great importance in discouraging socially
wasteful rent-seekingoutlays on lobbying and related political activity
aimed at influencing government decisions on the revenue system be-
tween major structuralreforms.2

There is accordinglymuch to be said for the view that major tax reform
exercises should be few and far between. The stability which is com-

monly observed in the basic structure of the revenue system, and even of
individual components ofthat system, over periods ofa decade and often
much longer, is therefore readily explained and justified.

It follows from this basic observation that the attitudes and considera-
tions which should be brought to bear in a major tax reform exercise are

necessarily of a long-term or quasi-constitutional character. Redistribu-
tive or zero-sum elements are neverthelessalmost inevitablyvery much to

the fore in the tax reform process. Single-minded pursuit of short-term
redistributive benefits or sectional interest under a system of majority
voting will not, however, produce meaningful or durable reform. Primary
emphasis needs rather to be placed on the positive-sum elements or pos-
sibilities for mutual gain.

A more principled approach is therefore required in which the familiar

politics of sectional self-interest must give way to wider considerations.
The prominentrole in public finance and tax .policy analysis of the famil-
iar principles of equity, efficiency and simplicity clearly reflects this
more general and more principledapproach. It is likewiseno accidentthat

major reviews of the tax structure in modern democratic societies com-

2 M Brooks & JG Head, Tax Avoidance: in Economics, Law and Public Choice, in
this volume.
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monly assign an important role to an expert committee or Royal Com-
mission which can be expected to take the broader and more principled
approach required.

Equity and EfficiencyPrinciples in Tax ReformAnalysis

Althoughmatters ofjustice, fairness or equity are thus easily seen to be

of central concern in tax policy, it is much less easy to see how they
could ever be satisfactorily handled either at the conceptual or at the

practical level. Since the early 1930s it has indeed been generally ac-

cepted by economists that distributional issues are inherently controver-

sial and require strong value judgments.3 This was clearly recognised by
Henry Simons in his classic reformulationofthe ability to pay approach.
While insisting on the primacy of distributional or vertical equity objec-
tives, Simons was quite explicit that this basic equity principle had to be

founded on ethical or aesthetic judgments that might not be generally ac-

cepted.5 The case for rate structure progressivity, although of central im-

portance, remainedthereforemethodologicallyquite uneasy.''6
Most of his famous book, and much of the voluminous Haig-Simons

literature published over the post-war decades, was in fact devoted in-
stead to analysing the policy implications ofthe associatedbut much less
controversial objective of horizontal equity. According to Simons, hori-
zontal equity is best served if tax is imposedon a comprehensive income

base, his famous net accretions concept.7 The primary focus ofanalysis in
the Haig-Simons tradition has accordingly been on issues related to the

tax base rather than more controversial matters of rate structure progres-
sivity.

Nor were these distributionalmatters more satisfactorilyhandled under

the alternative benefit tax tradition which served insteadtohighlight quite
different, though equally important, issues of commutative justice and

efficiency in the supply of public services. Difficulties in the determina-
tion of individual benefit shares were anyway thought to rule out any

3 G Myrdal, The PoliticalElement in the DevelopmentofEconomy Theory (Streeten
trans.) (London, Routledge & Kegan Paul, 1930); L Robbins,An Essay on the Na-

ture and SigniicanceofEconomicScience (London,Macmillan, 1932).
4 HC Simons, Personal Income Taxation (Chicago, University of Chicago Press,

1938).
5 Id. at 18-19.
6 WJ Blum & H Kalvem Jr, The Uneasy Case for Progressive Taxation (Chicago,

UniversityofChicagoPress, 1953).
7 Id. at 49-50.
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general application of the benefit approach; and the more controversial
issues of distributive justice were simply ignored or assumed somehow

already to have been resolved.

The other major tax policy principle of efficiency or tax neutrality,
though not ignored, was less strongly emphasized by Simons and his
followers in the long dominant Haig-Simons tradition. To a significant
degree the equity and efficiency objectives are indeed related, as Simons
himself observed, since the comprehensive income tax required for pur-
poses of horizontal equity will also achieve substantial neutrality in rela-
tion to business fnancial and investment decisions.8 Any feasible system
ofbroadly-basedtaxation may, however, have distorting effects on work-
leisure choice and, in the case of income tax, on saving; and these effects
could well be greater for progressiverate taxes thus raising the possibility
of conflict between the requirements of vertical equity and efficiency.
This possibilitywas clearly recognisedby Simons but rejected in the case

of work-leisure choice for lack of theoretical or empirical evidence.9 The

possible implications for saving were regarded as a more serious issue,
but Simons argued in a rather modern way that budget surpluses could be
used to offset any such negative effects. Where conflict could be demon-

strated, the Haig-Simons tradition has been to assert the primacy of the
vertical equity principle. Serious concern regarding the proper formula-
tion and methodologicalstanding of the distributionalobjective neverthe-
less remained.

The Quasi-ConstitutionalAlternative

Apparent problems at the conceptual level in achieving a satisfactory
formulation of tax fairness objectives are, however, much reduced if the

issue is reexamined in the methodologically appropriate quasi-
constitutional setting. In this alternative view an essential feature of a

proper approach to problems of institutionaldesign or reform is the appli-
cation of an appropriately impartial perspective. In the modem contrac-

tarianism of John Rawls,1 or in the modern utilitarianism of John Har-

sanyi, impartiality or fairness is achieved through a veil of ignorance
device under which participants in the institutional reform process are

denied, or must ignore, personal information bearing on their likely

8 Simons, supra note 4.
9 Id. at 20-21.
10 J Rawls,A Theory ofJustice (Cambridge,HarvardUniversityPress, 1971).
11 JC Harsanyi, Cardinal Utility, IndividualisticEthics and Interpersonal Comparisons

ofUtility (1955) 63 JournalofPoliticalEconomy309.
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vested interest under alternative policy options. If participants must rely
only on general information regarding the likely operation and effects of

majorpolicy alternatives, issues which must otherwisedivide society may
well be resolvedby unanimous agreement.

In the controversial area of vertical equity it is a remarkable observa-

tion, due to Paul Samuelson,12that if all individuals are risk-averse- and
if for simplicity we abstract from efficiency aspects - unanimous

agreement could readily be achieved on an absolutely equal division of
the national income. It follows therefore that quite radical distributional
and tax equity objectives may be formulated which are nevertheless un-

controversialand should command general acceptance in the appropriate
tax reform setting. Provided the appropriately impartial or quasi-
constitutional perspective is consistently applied, equity-oriented reform
of the tax system may therefore offer genuine prospects of mutual gain.
For this purpose an assumption that individuals are generally risk-averse
is sufficient; no problematic assumption of mutual altruism or utility in-

terdependenceis required.
It is, however, in the area of economic efficiency that the prospects for

mutual gain are perhaps most obvious and most important. It is also self-
evident that, beyond a certain range, equity and efficiency objectives will
conflict. In any realisticpolicy setting we cannot for example abstract, in
the manner suggested above, from the disastrous consequences for incen-
tives and economic efficiencyofan equal divisionofthe national income.
Some appropriate rule for determining the trade-off between equity and

efficiency is accordinglyrequired.
One intuitively appealing solution to this further problem, proposed by

Rawls,13 is that departures from equality in the interests of efficiency
should be sanctioned if, and only if, the well-being of the least advan-

taged members of society is thereby promoted. This maximin criterion

would, however, be unanimously accepted only if individuals were all

extremely risk-averse. Some generalisedutilitarian alternative may there-
fore be preferred. Whether Rawlsian or utilitarian, the quasi-
constitutional approach to institutional reform is in any case strictly pro-
cedural in emphasis. Specific principles of equity and efficiency in taxa-

tion, and the appropriate trade-offs between them, should ideally be de-
rived by an impartial process ofpolitical decision-makingutilising what-

12 PA Samuelson,AP Lerner at Sixty (1963-64) 31 Review ofEconomicStudies 169.
13 Rawls, supra note 10.

159



ever general information may be available regarding the nature and op-
eration of the particular economy and society. Excessive dogmatism and

exaggerated claims for specific principles or trade-off criteria should ac-

cordinglybe avoided.

ImplementationIssues

Even if the logic of this quasi-constitutional approach is accepted, it
still remains far from clear how it could ever be applied. In the case ofthe

equity objective it may well be completelyunrealistic to expect the aver-

age voter-taxpayer or the representatives of major interest groups to be-
have impartially in the policy-making process. Public choice models of

budgetary decision-makingunder majority voting rules strongly suggest
that the major players will pursue sectional interest and redistributive
benefits rather than possibilities for mutual gain.14 Idealised principles of
distributional equity have no obvious role in these models. Even in the
case of economic efficiency, the role of redistributive or zero-sum ele-
ments in a majority voting system must seriously threaten the achieve-
ment ofmutually availableeffciency gains. The interplay ofvested inter-
ests pursuing redistributive gains under a majority voting rule could
therefore clearly operate to produce and sustain the loophole-ridden,
complex, inequitable and highly distorting tax systems familiar from 20th
century budgetary experience in the industrialiseddemocracies.How then

might meaningfuland durable reform of such.a tax system be achieved

Eficiency-OrientedTaxReform
In the hard-nosedworld of majority-votingmodels, efficiency-oriented

reform of the tax system would appear to offer the best prospects for po-
litical success. Ifthe prevailing tax structure is highly inefficient and dis-

torting in the Paretian sense, all or at least most taxpayer-voters may
benefit from standard base-broadeningand rate-flatteningmeasures either
in the area of income tax or sales tax. In order to neutralise the highly
divisive redistributive aspects, a requirementofvertical neutrality can be

imposed. With appropriate packaging, including direct or indirect com-

pensation measures and grandfathering provisions to minimise losses, a

substantial measure of agreement may be possible on reforms offering
mutual gains to most sections ofthe community.

14 G Tullock, Some Problems of Majority Voting (1959) 67 Journal of Political

Economy571.
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This general approachhas arguably been used to good effect in some of
the major tax reform exercises in industrial countries during the 1980s.

Examples might include the US Tax Reform Act of 1986, the Australian
income tax reform packageofSeptember 1985, and the extensive reforms
of direct and indirect taxation in New Zealand in the second half of the
1980s. These and similar reforms have commonly been preceded by re-

ports of an independent committee or government task force or even (in
the case of Australia) by a National Taxation Summit, all designed to

emphasize the quasi-constitutional character of the tax reform exercise
and to help promote the application of the appropriately impartial per-
spective. A somewhat more sceptical assessment of these particular re-

forms is, however, to be.found in Musgrave,15Head16 and Stephens.17
There is, of course, no guarantee that tax reform proposals, however

well designed, will always be successfully implemented. In a somewhat
unusual variant of the quasi-constitutionalapproach, the Australian fed-
eral election of 1993 in Australia was turned by mutual consent into a

referendum on the ambitious Fightback!package of tax reform measures

proposed by the federal Opposition parties.18 Although the quasi-
constitutional character of the exercise was clear and unmistakable, the
white heat of an election campaign was predictably less likely to encour-

age the more detached and principled approach which is ideally required.
As a result, what had appeared to be an unlosable election for the Coali-
tion. parties was narrowly lost. Whatever the merits of the package, the
election defeat has set back the cause of major tax reform in the sales tax

area for a further decade. Such is, however, the inherentnature ofa major
tax reform exercise.

Although efficiency-orientedtax reform may well offer good prospects
for political success, such initiatives remain no more likely under major-
ity voting than distorting changes based on sectional interest and redistri-
butive exploitation. Without institutional safeguards, moreover, there is

clearly no guarantee that an efficiency-based reform package, once im-

15 RA Musgrave, Short ofEuphoria(1987) 1 Journal ofEconomicPerspectives59.
16 JG Head, Australian Tax Reform: An Overview, in JG Head ed, Australian Tax

Reform in Retrospect and Prospect (Sydney, Australian Tax Research Foundation,
1989).

17 RJ Stephens,New Zealand'sTax Reform 1984-1992, in JG Head ed, Fightback!An

EconomicAssessment(Sydney, AustralianTax ResearchFoundation, 1993).
18 JG Head, Fightback!An Economic Assessment (Sydney, Australian Tax Research

Foundation, 1993).

161



plemented, will not soon unravel as a result of interest-group pressures
and electoral competition.
TaxReformandthe HorizontalEquit Objective

We have already noted the attempt, under the Haig-Simons approach,
to side-step the conceptual and implementationproblems of the vertical

equity or distributional objectives by focussing instead on horizontal

equity. The reforms traditionallyproposed on the basis of the horizontal

equity criterion are essentially similar to those which follow from the

neutrality principle. It might reasonably be inferred, therefore, that the

prospect for political acceptance of efficiency-based reforms must be

strengthenedby horizontal equity considerations. Although equal treat-

ment of equals sounds like a motherhoodproposition, in the tax reform

setting it has proved hardly less controversialthan vertical equity. Even in
a vertically-neutral framework, those who stand to lose from the -imple-
mentation of reforms based on the comprehensive income principle are

observed to resist tenaciouslyany erosion of their existing tax privileges.
In part, of course, this difficulty simply reflects the unwillingness of

interest groups to adopt the appropriately impartial or quasi-constitutional
perspective. It is however a basic observation, due to Feldstein,19 that
taxation based on.the criterion of horizontal equity, which might com-

mand unanimous acceptance at the level of tax design, will inevitably
generate windfall gains and losses for those in otherwise similar eco-

nomic situations in the tax reform setting. In the absence of appropriate
compensation or transitional measures, Haig-Simons based reforms will
thus grossly violate horizontal equity! Apparent problems of horizontal

inequity under an establishedtax system, however discriminatoryit might
appear to be, may by contrast by greatly reduced, ifnot completelyelimi-

nated, by capitalisation and resource flows. Feldstein's argument for re-

taining any existing tax structure has, to be sure, some obvious limita-
tions.20 But in the area of capital income at least, significantmodification
of the traditionalHaig-Simons horizontal equity approach is clearly re-

quired.

19 M Feldstein, On the Theory of Tax Reform (1976) 6 Journal ofPublicEconomics
77.

20 JG Head, The ComprehensiveTax Base Revisited (1982) 40 Finanzarchiv 193, at

section 3.
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It has indeed been strongly argued by Kaplow21 that the horizontal eq-
uity principle is in. any case entirely problematical, even at the tax design
level. If vertical inequity is conceived, following Simons, in terms of a

degree and/or kind of inequalitywhich is entirely arbitrary and lacks any
moral justification,how can it followthat pre-tax equals should be treated

equally Their equal incomes could well reflect some type of economic

injustice which could in principle be corrected by some appropriate de-

gree or kind of horizontal discrimination in the tax system. In a practical
tax design or tax reform setting, however, such information may well be
unavailable. If arbitrary discrimination is to be avoided, those with equal
pre-tax incomes should therefore be treated equally. Where particular
types or sources of injustice can be identified, they should anyway gen-
erally be addressed, at the first best level, using other policy instruments
such as labour marketpolicies, incomes policy, and so on. Pollution taxes

provide, however, an obvious and importantexception.
The increasing emphasis on possible efficiency gains at the expense of

horizontal equity from standard base-broadening tax reforms is already
noticeable in the Report of the Carter Commission,22 and, following
Feldstein and Kaplow, the standing of horizontal equity is now seriously
in question. As in the case of vertical equity, the horizontal equity prin-
ciple is accordingly much less vigorously asserted in theoretical and

practical tax reform analysis. Increasing agnosticism in the traditional
area of tax fairness principles has at the same time been accompaniedby
a growing assertiveness, bordering on dogmatism, on the primacy of ef-

ficiency principles and efficiency-orientedreform.

Change in VotingRules

Dating back to the pioneering insights ofKnut Wicksell,23 it has some-

times been suggested that the achievement of mutually available effi-

ciency gains could be promoted by an appropriatechange ofvoting rules.
In principle it seems clear that the redistributive distortions likely under

simple majority voting could be reduced by requiring a more highly
qualified majority. In the limit a unanimity requirement or minority veto

should completely prevent the redistributive exploitation of ordinary tax-

payers by coalitions of interest groups seeking preferential treatment.

2, L Kplow, Horizontal Equity: Measures in Search of a Principle (1989) 42 Na-
tionalTax Journal139.

22 Royal Commission'on Taxation, Report (Carter Report) (Ottawa, Queens Printer,
1966) ch. 19.

23 K Wicksell,FinanztheoretischeUntersuchungen(Jena, Fischer, 1896).
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Only a genuine efficiency-promotingreformwith elaborate compensation
and grandfathering provisions could satisfy this more demanding re-

quirement.
It has, however, long been recognised that complete unanimity may

never be achieved and high decision-making costs could be involved.24
Full compensation is seldom, if ever, possible, and recalcitrant minorities

may be encouraged to behave strategically, seeking to exploit the veto in

an attempt to capture the lion's share of mutually available gains. The

quasi-constitutional character of the tax system and of the tax reform

process, properly conceived, does nevertheless suggest a case for requir-
ing a more highly qualified majority in allocation branch decision-

making. This would also help to reduce the well known dangers under

simple majority voting of socially wasteful policy reversals or cycling
phenomena.25

In relation to distributional objectives, however, Wicksell maintained
that the conflicting interests of different socio-economic groups could

only be satisfactorily resolved by simple majority vote. An operational
separation of distribution and allocation branch taxes was therefore pro-
posed which accords well with modern public finance theory as repre-
sented, say, by Musgrave'smulti-branchbudget approach.26

In interesting contrast to Wicksell, Buchanan27 has argued strongly for

the applicationof the Wicksellianunanimitycriterion at the constitutional
or quasi-constitutionallevel as the appropriate solution in the distribution
branch. In their important early contribution to modem public choice

analysis, Buchanan and Tullock were among the first to recognise the

possibilities of agreement on even the most divisive issues of redistribu-
tive justice or tax equity under appropriate constitutional or quasi-
constitutional procedures in which individuals lack personal or specific
informationwhich might bias their deliberationson matters of fairness.28

For practical purposes, however, this approach to distribution branch

objectives does not really resolve, but merely serves to restate, the obvi-

24 JM Buchanan & G Tullock, The Calculus of Consent (Ann Arbor, University of

MichiganPress, 1962).
25 KJ Arrow,Social Choice and Individual Values (Chicago,Wiley, 1951).
26 RA Musgrave, The Theory ofPublic Finance (New York, McGraw Hill, 1959) ch.

1.
27 JM Buchanan, Taxation in Fiscal Exchange (1976) 6 Journal ofPublic Economics

17.
28 Buchanan& Tullock,supra note 24, at ch. 13.
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ous implementationproblems. How can we ensure-thatthe major players
will lack the specific information required to determinetheir own sec-

tional interest under alternative tax reform proposals In response to this
issue Buchanan emphasises the considerable uncertainty likely in multi-

period decision-making,but how do we guarantee that individualswill in
fact apply the multi-periodperspective consistently in matters of institu-
tional choice And if uncertainty is not sufficient- after decades of
relative stability and predictability in the modern welfare state - how
can people be persuaded to abstract from distributionally sensitive but

constitutionallyirrelevantpersonal information

These issues have not as yet been satisfactorily resolved, even where

they have been explicitly recognised. Some possible answers have been

suggested, and no doubt others could be explored. Decision-makingon

matters of institutional reform might, for example, be delegated to the

relativelyyoung or the relativelyold on the not unreasonablepresumption
that vested interest may either be less obvious or may weigh less heavily.
Alternatively, it might be stipulated that any reforms to be consideredwill
be implemented only after a waiting period of some years and must then

remain in effect for a lengthy minimum period. Without much further

elaboration, however, traditional tax policy concerns about matters of

equity and distribution are clearly destined to remain very much up in the
air. These matters can in no sense be resolvedby a change in voting rules.
A change in attitudes and perspectives is clearly required. We shall return

to these issues below.

EmpiricalResearch and tIie Equity-EficiencyTrade-Of
The case for increased emphasis on the efficiency objective, suggested

by our analysis of implementation issues, has been strongly reinforced

during the 1980s by the results of empirical research. The pioneering
contributions by Harberger,29 and others to the quantificationof the wel-

fare cost or excess burden of taxation had already served notice on the

post-war generation of tax economists working (mainly) in the Haig-
Simons tradition, that the possible distorting and disincentive effects of

taxation could no longer safely be ignored.

29 AC Harberger, Taxation, ResourceAllocation and Welfare, in JF Due ed, The Role

ofDirect and Indirect Taxes in the FederalRevenue System (Princeton, Princeton

UniversityPress, 1964); AC Harberger,EfficiencyEffects ofTaxes on Income from

Capital, in M Krzyzaniak ed, Efects of Corporation Income Tax (Detroit, Wayne
State UniversityPress, 1966).
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Since the results of theoretical analysis and early survey research stud-
ies had appeared largely inconclusive, most practitioners of the Haig-
Simons school had hitherto felt comfortable with Simons' original view
that the effect of a higher degree of progression in taxation upon the
distribution of income is certain; the effect upon.production,problemati-
cal.30 Possible disincentive effects on work-effort, and possibly also on

saving, could therefore be heavily discounted. The Simons argument for

primary emphasis on distributional objectives could not therefore be

challenged convincingly with evidence of awkward and unfavourable
trade-offswith efficiency objectives.

The welfare cost estimates in the early empirical studies were not, how-

ever, very large, and the neutrality characteristicsofbroad-baseddirect or

indirect taxation implied, as we have seen, that major distortions of busi-
ness and financial decisionrmaking and in the allocation of real invest-
ment would , in any case be correctedunder appropriateapplicationsofthe

Haig-Simons horizontal equity principle. In the crucial area of disincen-
tive effects the empirical estimates of labour supply elasticities were

mostly very low and savings appearedalmost completelyunresponsiveto

changes in the rate of interest. These early empirical studies therefore

posed little real challenge to theprimacyofdistributionalobjectives.
This cosy picture changed dramatically during the early 1980s. Much

larger labour supply elasticities began to emerge from the empirical
studies, notably in the work of Hausman31 and, somewhat earlier, by
Heckman.32 Similarly in the case of saving, much larger elasticities were

claimed following upon the pioneering studies ,by Boskin33 and Sum-
mers.34 Estimates of the welfare cost of taxation and of redistribution
were soon made incorporating higher elasticity assumptions, and these
estimates by Stuart,35 Browning,36 Browning and Johnson37 and others

30 Simons, supra note 4, at 19.
31 JA Hausma, Labour Supply, in HJ Aaron & J Pechman, eds, How Taxes Afect

EconomicBehaviour(WashingtonDC, Brookings Institution, 1981).
32 J Heckman, Shadow Prices, Market Wages and Labour Supply (1974) 42 Econo-

metrica 679.
33 MJ Boskin, Taxation, Saving, and the Rate of Interest (1978) 83(2) Journal ofPo-

liticalEconomy S3.
34 LH Summers, Capital Taxation and Accumulation in. a Life-Cycle Growth Model

(1981)71AmericanEconomicReview 533.
35 CE Stuart, Welfare Costs Per Dollar of Additional Tax Revenue in the United

States (1984) 74 AmericanEconomicReview 352.
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have led to a sea change in attitudes among tax economists towards pri-
orities among the basic tax policy concerns of equity and efficiency. And
this change has been strongly reinforced by continuing uncertainty re-

garding the conceptualisation and methodological standing of distribu-
tional objectives and also by growing doubts regarding the incidence of

some of the major taxes. In a complete reversal of traditional Haig-
Simons priorities, it has now come increasingly to be accepted that,
whilst the distorting effects of taxation are certain, the distributional im-

plicationsmust forever remain highly problematical.

By the end of the 1980s, however, the pendulumhad once again begun
to swing, with much critical evaluation of the major studies which had

suggested higher response elasticities. In the case of labour supply, seri-
ous doubts have been cast on the findings of Hausman by MaCurdy,
Green and Paarsch38 and by Triest. And in the case of saving, the find-

ings of Boskin and Summers must now be heavily discounted following
further work by Howrey and Hymans,40 Evans,41 Blinder and Deaton,42
Hall43 and Starrett.44 Estimates of the welfare cost of redistribution by

36 EK Browning, On the Marginal Welfare Cost of Taxation (1987) 77 American
EconomicReview 11.

37 EK Browning & WR Johnson, The Trade-OffBetween Equality and Efficiency
(1984) 92 JournalofPoliticalEconomy 175.

38 JD MaCurdy, JD Green & H Paarsch, AssessingEmpirical Approaches for Analys-
ing Taxes and Labour Supply (1990) 25 JournalofHuman Resources415.

39 RK Triest, The Effect of Income Taxation on Labour Supply in the United States

(1990) 25 Journal ofHuman Resources491.
40 EP Howrey & SH Hymans, The Measurement and Determination of Loanable

Funds Saving, in JA Pechman, ed, What ShouldBe Taxed: Income or Expenditure
(Washington,Brookings Institution, 1980).

41 OJ Evans, Tax Policy, the InterestElasticity of Saving, and Capital Accumulation:
Numerical Analysis of Theoretical Models (1983) 73 American Economic Review

398.
42 AS Blinder & A Deaton, The Time Series ConsumptionFunction Revisited (1985)

2 Brookings Papers on EconomicActivity465.
43 RE Hall, Intertemporal Substitution in Consumption (1988) 96 Journal ofPolitical

Economy339.
44 DA Starrett, Effects of Taxes on Saving, in HJ Aaron, H Galper & JA Pechman,

eds, Uneasy Compromise: Problems of a Hybrid Income-Consumption Tax

(Washington,BrookingsInstitution, 1988).
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Browning and Johnson45 have likewise been found to be greatly exagger-
ated.46

As a result of these andrelated developments,some reevaluationof the

heavy emphasis on the excess burden or distorting effects of taxation in
tax reform debates of the 1980s would now seem to be required. On a

considered reassessmentof the general information now available, a re-

balancingofequity and efficiencypriorities is clearly called for.

Efficiency-OrientedTax Reform: A ConstitutionalCritique
Serious concem regarding methodological standing and appropriate

conceptualisationhas not, however, been confined exclusively to distri-
butional or tax equity principles. The relevance of the efficiency or neu-

trality objective as conventionally interpreted, and of the associated con-

cept ofthe welfare cost or excess burden ofthe tax system, has also been

seriously challenged in sharply contrasting applications of the constitu-
tional or quasi-constitutionalperspective by public choice exponents of
Leviathan models and by a distinguished exponent of the Haig-Simons
approach respectively.
A LeviathanPerspective

In contrast to the optimistic perspective on democratic budgetary deci-

sion-making implicit in the traditional Haig-Simons orthodoxy, it has

commonly been argued by public choice theorists that a systematic bias
towards over-expansionofpublic expendituremust generally be expected
under democratic government. This argument draws support from simple
majority voting models of the Tullock47 variety and also from related

public choice analysis ofbureaucraticdecision-makingby Niskanen48 and
others. It is also strongly suggested by the experience of rapid public ex-

pendituregrowth in the industrialiseddemocraciesover recent decades.49

On the basis of such considerations Brennan and Buchanan have ar-

gued that, in the relevant quasi-constitutionalperspective, the model of a

45 EK Browning & WR Johnson, The Trade-OffBetween Equality and Efficiency
(1984) 92 Journal ofPoliticalEconomy 175.

46 CL Ballard, The Marginal Efficiency Cost of Redistribution (1988) 78 American
EconomicReview 1019.

47 Tullock,supra note 14.
48 WA Niskanen, Bureaucracy and Representative Government (Chicago, Aldine-

Atherton, 1971).
49 DC Mueller, Public-Choice1I(Cambridge, CambridgeUniversity Press, 1989) ch.

17, table 17.2.
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revenue-maximisingLeviathan governmenthas much to recommend it.50
In the model, democratic governments are assumed to spend up to the
limit of their revenue-raising capacity, and the problem of controlling
public sector size and growth becomes a matter for serious concern. In
this setting the equal-revenue comparisons of different tax altematives,
which form the basis ofmodern tax reform analysis, are easily seen to be

irrelevant, since the maximum revenue derivable will vary systematically
and predictably with specific characteristics of the particular tax instru-
ment employed. Considerations of efficiency in public sector size may
thus outweigh traditional concerns regarding possible tax disincentives
and distortions in the private sector.

Thus, for example, it is easy to see that an ideally comprehensive in-
come or consumption tax would maximise public sector inefficiency due
to its enormous revenue.potential, whilst at the same time minimising
excess burden! Since leisure cannot generally be taxed, any feasible sys-
tem of uniform-rate income or consumption taxes must distort work-
leisure choice and will involve some excess burden. In the Leviathan
model such behavioural adjustments are, however, clearly to be wel-

comed, since they reduce the maximum revenue derivable and serve to

constrain budgetary over-expansion.From this perspective narrow-based
taxes on elastic commodities and factor income sources, which generate
large excess burdens, may well be strongly preferred by the rational tax-

payer-voter in the appropriate quasi-constitutionalperspective. From the
Leviathan perspective, therefore, the heavy emphasis on minimising ex-

cess burden as the basis for efficiency-orientedtax reform in the orthodox
tradition appears misplaced and inappropriate.

Indeed, in a remarkable reversal of prevailingpriorities, vertical equity
concerns receive surprising support in the Leviathan model, as progres-
sive rate structures emerge as a possible instrument for controllingpublic
sector size.51 For a single individualthe revenue-maximisingrate structure

unambiguously requires regressivity. Flat-rate taxation, by comparison,
much reduces maximumyield, and revenue potential is further reduced if

progressive rates are applied. In the many-person case the issue is more

complex; but the point remains that, for any taxpayer other than the low-

est, a rising marginal rate structure involves a form of discrimination

30 G Brennan & JM Buchanan, Towards a Tax Constitution for Leviathan (1977) 8
Journal ofPublic Economics 255-73; G Brennan & JM Buchanan, The Power to

Tax (Cambridge, CambridgeUniversityPress, 1980).
51 Brennan & Buchanan,Towards a Tax Constitution,supra note 50, at section 3.
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precisely the opposite of that required to maximise revenue. For those
concerned with controllingpublic expenditure growth, progressive rather
than flat-rate or regressive income or consumptiontaxes may thereforebe

preferred. A somewhat surprising defence of progressivity thus emerges
on grounds quite unrelated to, but clearly reinforcing, traditional vertical

equity or redistributionalconcerns.

In the Leviathan perspective, efficiency or excess burden criteria can

play their conventional role only in situations where there is a choice
between alternative taxes with the same revenue potential. Where, for

example, the same maximum revenue can be raised through income taxes

with proportional, degressive or other progressive rate schedules applied
to the same tax base, it is easy to show that these other progressive
schedules would be rejected by voter-taxpayersat the constitutional level
on account of the larger excess burdens necessarily involved.52 For linear
demand schedules excess burden is a fixed proportion ofmaximum reve-

nue; and there is accordingly no choice in simple cases between broad-
based and narrow-based taxes, or between taxes on elastic and inelastic
income sources, yielding the same maximum revenue.

These Leviathan propositions clearly turn the standard excess burden

arguments upside down, and the case for efficiency-orientedtax reform
seems greatly weakened. But is the perspective offered by the Leviathan

model appropriateor realistic as the basis for serious tax reform analysis
Much criticism ofthe model has emphasized its unreality as a description
of budgetary decision-making in a parliamentary democracy; and it is

clearly true that the picture provided is at best oversimplified and much

exaggerated. Such criticism is, however, of limited relevance in the con-

stitutional perspective where particular concern attaches to possible
worst-casescenarios. Since a prima facie case for .the existence ofLevia-
than tendencies has arguably been established, a model which highlights
such unwholesomeproclivities may well be relevant as the basis for tax

design or tax reform. Similar tendencies towards possible under-

expansion of the public sector may, however, also need to be addressed,
possibly through the same or differentpolicy instruments.

In their original presentationBrennan and Buchanan focus exclusively
on tax design as the only possible instrument for .the control ofLeviathan
tendencies.53 More relevant criticism of their ahalysis might accordingly

52 Id. at section 4.
53 Id.
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be focussed instead on the existence of alternative instruments for the

control of excessive publliic expenditurre growth. In a more compllette
analysis, incorporrating multiple policy objectives and multiple policy
instrruments, it could, for example, be argued that ssetting maximum tax

rrates, ororaa limit to the government sspeending rratio, prrovides aamore apprro-

priate instrument for the control of public sectorsector size. With Leviathan

prroclivities controlled in this way, the comprrehenssivetax base and asso-

ciated welfare cost or excess burden criteria come back into their own as

the basis for tax reform prropossalls dessiigned to prromotte efficiiency in prii-
vate sectorsectorresource allocation and reduce disincentiveeffetts.
A PossibleHaig-SimonsPerspective

The incrreassing dominance of effiiciency or welfare cost considerations
over the more traditional publlic finance concern with matters ofhorizon-
tal and vertical equity has prediicttably been ssttrrongly resisted by the major
standard--bearers of the Haiig--Simons orthodoxy. Perrhaps the most re-re¬

markable rressponsse has been the attempt by RichardMussgrravee4 totopull the

rrug from beneath the new orthodoxywith an arrgumentwhich would seri-seri¬

oussly question the relevance ofofexcess burden in the methodologically
apprropriate constitutional ssettting. Whether this apprropriate framework isis
taken to be Rawllssiian, utilitarian or Lockean, aa strict appllicattion of the

contractarianapprroach can, in Mussgrrave''sviiew, be taken to imply accep-
tance of the tax burdens assssociiatted, on aa formal or intended incidence

analyssis, with the relevant rrevenue-rraiissing instrument. The familiar be-

havioural adjustments which underlie the excess burden concept areare ac-ac¬

corrdingly in breach of contract and, accorrding to Mussgrrave, should

arrguably be ignorred or at least to some degrree discounted-- or more ac-

currately, IIbelieve, eliminated or outlawed.

IIdeallly, of courrsse, lump sum taxation might in prrinciple be used to fi-

nance either the ssupply of publiic goods: or redistribution of.income, and

nono distinction isis then rrequirred between the formal oror intended incidence

concept and the more ssophissticatted cconcept of effective incidence which
allows for the further behaviourral adjustments central toto the excess bur-
den concept. In this idealised ssetting allocation branch effiiciiency could,
for examplle, be achieved asas aa Lindahl solution in which the marrginal
evaluation of publliic expenditturre isis equatted with ttax--priice for each indi-

vidual ttaxpayer. If deciissiion--making costs are iignored, such aa solution

5454RA Musgrrave, SocialSocial Coontraact, Taxation and the Standing of Deeaadweight Loss

(1992) 49 JournalofPublicEconomics369.
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might be achieved politically by direct application of the full contractar-

ian requirement of unanimous agreement, perhaps along the lines pro-

posed by Vernon Smith.55

In practice, however, the informationrequired to implementthe Lindahl
solution is not available, and it cannotbe generatedby costless bargaining
under a rule ofunanimity.Preference-revelationproblemsarise, and these
must be resolved in a democracy by majority vote on public goods quan-
tity with tax shares determined on the basis of some broad indicator of

public goods preference, such as income or consumption. The resulting
outcome is clearly not first best, since that is an unattainablebenchmark.
Rather it represents some sort ofpractical compromisereflectingthe costs

of information and of bargaining and the distorting effects of alternative
decision rules.56 Public goods quantity is thus hardly likely to be optimal
in any standard sense. And the income or consumption tax employedwill

clearly have distorting effects on work-leisure choice and must therefore

involve some excess burden.

In this more optimistic variant of the public choice tradition it is ex-

plicitly recognised therefore that voting rules and fiscal institutions are to

some extent substitutes and.should be chosen simultaneously.Tightening
the voting rule, as under Wicksellian unanimity, may allow the consid-

eration of projects involving the supply of services with reduced public-
ness characteristics,but will also require greater flexibility in the consid-
eration ofrevenue-raisingalternatives. If, however, majorityvoting seems

clearly preferable in order to reduce decision-making costs, fixed tax-

sharing arrangements involving broad tax bases will be required in order

to limit majoritarian exploitation and promote allocation branch effi-

ciency.57
These arrangements and the associated outcomes may, however, be

taken in a free society as reflecting unanimous consent, not to be sure at

the simple in-period level ofannual budgetary decision-making,but at the

constitutional level. The Wicksellian requirementofunanimity is applied
therefore at one remove in the multi-period,settingof institutionalchoice.

In this setting, however, it is difficult to see how behavioural adjustments
to freely-chosen tax institutions, such as an income tax or consumption
tax, could possibly be regarded, following Musgrave, as somehow in

55 V Smith, The Principle of Unanimity and Voluntary Consent in Social Choice

(1977) 85 Journal ofPoliticalEconomy1125.
56 Buchanan& Tullock,supra note 24.
57 Buchanan,supra note 1, at ch. 8.
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breach of the social contract.58Efficiency, either in the supply ofpublic
goods or in the pursuit of distributional objectives, requires in any case

that full account be taken of excess burdens which cannot rationally be

ignored or even to some degree discounted.

Musgrave's suggestion to the contrary reflects perhaps an earlir tradi-

tion in public policy analysis in which majority voting is viewed as the

central and defining institution of liberal deniocracy rather than a neces-

sary evil (as in the public choice account). Instead of the elaborate and

carefully articulated analysis of institutional choice with which we are

now familiar, much emphasis was placed in this earlier literature on the

concept ofpolitical obligation; and the textbooks ofpolitical science and
of public finance presented themselves as handbooks of moral guid-
ance for the major players (legislators, public servants, taxpayer-voters)
in the democraticpolitical process. It is, however, a familiar criticism of
this approach that it is not operational in any relevantpolicy sense.

Recognisingthe dangers of inefficiencyunder a majorityvoting rule, it
has for example been suggested by Buchanan that the proper role of the

political economist or policy adviser is to propose only those.policies
which could satisfy the Pareto criterion and would command therefore
near-unanimous agreement.59 If a majority voting rule is to be preferred,
however, one cannot argue logically for the application, under such a

rule, of an implicit unanimity criterion. Nor is it in the least likely, with-

out some explicit legislative requirements, that such a criterion would
ever consistently be applied. Even in the early writings of Buchanan,
therefore, we find a theory of political obligation for policy advisers

which is clearly non-operationalin any relevantpolicy sense.

In Musgrave's analysis essentially the same line of argument is applied
to the distorting effects of the chosen tax institution which, he suggests,
should simply be ignored, either wholly or in part. The policy logic of

Musgrave's position is, however, that the behavioural adjustments which

underlie the excess burden concept should, if possible, literally be out-

lawed, like tax avoidance under a GAAR. A GABAR (a general anti-

behavioural-adjustmentrule) would seem. therefore to be required. But

such a rule could clearly never be applied in practice.

58 Musgrave,supra note 54.
59 JM Buchanan, Positive Economics, Welfare Economics and Political Economy

(1959) 2 Journal ofLaw and Economics 124.
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The relatedview that tax compliance is a moral duty and that tax avoid-
ance breaches the spirit of social contract likewise clearly reflects this
earlier policy tradition. This view still has, moreover, strong intuitive ap-
peal, and it echoes down the decades in the public debate. Experience of
tax avoidance in liberal democratic countries, including Australia, sug-
gests indeed that a tradition oftaxpayercompliancecan become so firmly
rooted that easy opportunities to avoid tax may be widely, if not univer-

sally, ignored. It would appear therefore that the Musgrave argument re-

ceives some support from liberal democratic experiencewith the closely-
related norm of taxpayercompliance.

The distortion ofwork-leisurechoice under income or consumptiontax

which serves to exemplify the concept of excess burden in the Musgrave
analysis, can in fact quite reasonablybe characterisedas tax minimisation
and hence as tax avoidance in a very broad sense. Might not a similar
norm extend by analogy to embrace a broadened tax complianceconcept
Empirical evidence over the past halfcentury, although as we have seen it
is still the subject of considerable dispute, suggests moreover a very low

response by most workers to tax rates. Indeed some leading tax law

scholars, including Brooks and McIntyre, have been heard to argue that
leisure is anyway not a good in the economist's sense. If these various

arguments could be sustained, the concept of excess burden - in this

regard at least - has little if any relevance and could properly be ig-
nored.

Neither the evidence on norms of tax compliancenor the simplistic ar-

guments of some legal scholars on work-leisure choice or the empirical
evidence of low labour-supplyelasticities is sufficient,however, to justify
the sweeping dismissal of excess burden attempted by Musgrave. Famil-
iar norms of tax compliance clearly proscribe only the more blatant and
artificial forms of tax avoidance; and the disincentive and distorting ef-
fects of taxation analysed by economists under the excess burden rubric

clearly lie well beyond the reach ofsuch conventionalnorms.

The strong reaction, by Musgrave and others, against the excessive em-

phasis on excess burden in the tax reform debates of the 1980s no doubt
reflects the exaggerated elasticity and welfare cost estimates to be found
in some of the more prominent contributions to empirical research in the
earlier part of this period. By the end of the 1980s, as we have seen, a

more sober assessment of the likely distorting effects of taxation had
come to prevail. No extreme argument, which would completely deny
standing to the excess burden concept, is therefore required. Irideed such
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an argument-must be very much a double-edgedsword for the standard-
bearers of the Haig-Simons tradition, since if standing is to be denied in
the case of work-leisure choice, it must also be denied in the wider area

of tax distortions generally. A traditional pillar of the case for broadly-
based direct or indirect taxation on an income or consumption base is

thereby threatenedwith immediatecollapse.

Musgrave's apparent willingness to contemplate this further conse-

quence ofhis constitutionaldestructionof the excess burden concept may
be related to perceived white-antingof the neutrality argument by devel-

opments in the optimal taxation literature of the past 25 years. Any pos-
sible concern on this score can, however, be greatly eased by a more care-

ful applicationofthe quasi-constitutionalperspective.
Like the Haig-Simons approach, the more technical optimal tax analy-

sis of the past 25 years is virtually devoid of any appropriate institutional
or quasi-constitutional frmework. In the area of economic efficiency
optimal tax analysis emphasizes the need for selectivity and unequal rate

taxation, as against the comprehensiveness and uniformity of tax treat-

ment called for in the Haig-Simons income tax or broad-based direct or

indirect consumption tax tradition. In the pioneering work of Ramsey an

optimal system of consumption taxes requires differentiated rates in-

versely proportional to own-price elasticities.60 Or, as in the analysis of

Corlett and Hague,61 relatively higher rates of tax should be applied to

leisure complements and lower rates to leisure substitutes. As the Meade
Committee has observed, almost every separate transaction should ide-

ally be taxed at a special rate.62

This reductio ad absurdum of the optimal tax approach, though no

doubt unfair to many of its more sensible practitioners, serves neverthe-

less to highlight very nicely a characteristic absence of careful institu-
tional analysis in this tradition. Even if the relevant elasticities and cross-

elasticities could be determined with sufficient certainty, a highly differ-
entiated-rate system is likely to be very costly to administer and comply
with. Elasticity estimates are moreover highly variable and uncertain,
invitingmisrepresentationand heavy lobbying by interest groups seeking

60 FP Ramsey,A Contributionto the Theory ofTaxation (1927) 37 EconomicJournal
47.

61 WJ Corlett & DC Hague, Complementarity and the Excess Burden of Taxation

(1953-54) 21 Review ofEconomicStudies 211.
62 JE Meade, The Structure and Reform ofDirect Taxation (London, Allen & Unwin,

1978) at 27.
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the advantages of lower rates. Under majority voting there is clearly
much to be said for a quasi-constitutionalcommitmentto maximum pos-
sible comprehensivenessand rate uniformity under income or consump-
tion taxation.63

The extent of the disagreement between the advocates of comprehen-
sive, broadly-based income or consumption taxes and exponents of the

optimal tax approach has, however, been much exaggerated. By the end
ofthe 1980s the case for substantial comprehensivenessand uniformity at

the practical policy level had generally been accepted by leading expo-
nents of both traditions, with a limited role for selectivity confined to

special cases nicely exemplified by the traditional excise taxes on liquor,
tobacco and petrol, or, for the future, by pollution taxes. Protestations to
the contrary notwithstanding,this is easily seen from a careful reading of
Stern.64

Musgrave's attempt to conjure away the excessive emphasis on effi-

ciency and excess burden thus clearly fails, but it can now be seen to
have been unnecessary. With more modest elasticity findings emerging
from more recent empirical research and with a more balanced assess-

ment of the practical policy implications of the optimal tax approach, a

strong case can be made both for broad-based direct or indirect taxation
of income and consumption and for a rebalancing of priorities between
the basic tax policy objectives ofequity and efficiency.

What might otherwise be viewed as the somewhat old-fashioned em-

phasis in Musgrave's analysis, here and elsewhere, on the importance of
social and moral norms suggests moreover an interesting possible direc-
tion for further and much needed development and enrichment of the

quasi-constitutionalapproach and for the strengthening of tax equity ob-

jectives.

The Quasi-ConstitutionalApproach and CommunityValues

Economists have traditionally had little to say on the possible social or

economic role of standards, norms or moral values, which have rather
been the domain of sociologists and philosophers. A major reason for
such neglect is that any adequate analysis ofcommunityvalues requires a

theory of endogenous preferences which is entirely alien to the exoge-
nous or given preference assumptions of economics. Although most di-

63 Head,supra note 20. See also Brooks & Head in this volume.
64 N Stem, Uniformity versus Selectivity in Indirect Taxation (1990) 2 Economics

and Politics82.
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mensions of individual preference structures are clearly conditioned by
history and the social environment, this is perhaps most obviously true of

community values which emerge from the historical process of social
interaction and are transmitted or reinforced informallywithin the family
and through formal educational processes in the schools and in a variety
ofother types ofcommunityorganisations.65

From the quasi-constitutionalperspective, standards, norms and moral

values are easily seen as having an institutional character, like the tax

system itself. It is indeed a fundamental observation of modern public
goods analysis that community values and ethical preferences emerge
from the historical process of social interaction partly, if not largely, as a

response to generalised free-riderproblems.66Without a strong and com-

plex supporting structure of standards, norms and moral values, the po-
litical, legal and fiscal institutions of liberal democratic society would
lack the stability necessary for their effective functioning and could not

long survive. These basic institutions and the associated value structures

are properly to be regarded as public capital, as the social infrastructure
of liberal democratic society.67 In this enriched version of the quasi-
constitutional approach to the design and reform of democratic institu-

tions, standards, norms and moral values can clearly be seen as the

cement of society without which instability and disintegration of our

political, legal and fiscal institutions can be predicted.68
In this enriched formulation of the quasi-constitutionalperspective, the

apparent difficulties distinguished earlier in the conceptualisation and

implementation of tax fairness or tax equity principles can, to some ex-

tent at least, be overcome. It need not, for example, be assumed, as in the
hard-nosed majority-votingmodels of public choice analysis, that norms

of tax fairness or tax equity have no real place in tax policy-makingbut

can serve only as convenient rationalisations .of sectional interest mo-

tives.69 This is likely to be the case only in pathologicalsocial states, or in

periods of institutional disintegration or major social upheaval. In more

normal periods of reasonable stability, the institutions of democratic so-

65 RA Musgrave, Merit Goods, in J Eatwell, M Milgate & P Newman, eds, The New

Palgrave:A DictionaryofEconomicsvol. 3 (London,Macmillan, 1987).
66 A Schotter, The Economic Theory of Social Institutions (Cambridge, Cambridge

University Press, 1981); R Sugden, The Economics of Rights, Co-operation and

Wefare (Oxford,Blackwell, 1986).
67 JG Head, On Merit Wants (1988) 46 Finanzarchiv1, at 27.
68 J Elster, The CementofSociey (Cambridge, CambridgeUniversityPress, 1989).
69 L Eisenstein, The Ideologies ofTaxation (New York, RonaldPress, 1961).

177



ciety may be assumed to command broad acceptance in the quasi-
constitutional sense. And these institutions will necessarily be strongly
supported in well-functioning democratic systems by associated value
structures.

The likelihood that tax fairness principles and related social norms can

find effective expression, in competitionwith self-interestmotives, in the
democraticpolitical process is further supported by recent analysis in the

public choice literature ofexpressivevoting.7The point of departure in
these discussions is the observation that individuals have little or no in-
centive to vote instrumentally in large number electorates under majority
voting rules. Self-interest may therefore be suppressed in favour of ethi-
cal preferences reflecting social norms or communityvalues as individu-
als choose to vote expressively rather than instrumentally in political
processes.

In periods of reasonable stability, therefore, the tax system can be as-

sumed to command general acceptance and will reflect prevailingprinci-
ples of equity, efficiency and simplicity. Compliance with the tax laws
should be more or less automatic and would be supported by a strong
communitynorm of tax compliance. Problems of tax avoidance and eva-

sion may well arise from time to time, but they would not be widespread
and could normally be dealt with. It is certainly possible, under such a

stable system, that easy opportunities to avoid or evade tax may be

widely, ifnot universally, ignored.
Such a stable system should not, however, be confused with the highly

unusual situation of voluntary compliancewith a tax system violating all
the prevailingprinciples ofequity, efficiency and simplicity- a situation

which, as we have suggested earlier, may well have prevailed in Australia

during the 1950s and 1960s, held together only by a powerful tradition or

norm of almost sheep-like taxpayer compliance. The analysis we have

presented would suggest that such a system must generally be highly un-

stable and liable at any time to erode and break down in a cumulative

cycle ofavoidance, evasion and taxpayer revolt.71

As we have argued from the outset, a major reform of the tax system
should not be undertaken lightly. And in special circumstances it may be

70 G Brennan & L Lomasky, Institutional Aspects ofMerit Goods Analysis (1983)
41 Finanzarchiv 183; G Brennan & JM Buchanan, Voter Choice: Evaluating Po-
litical Alternatives (1984) 28 The AmericanBehaviouralScientist 185.

71 JG Head, Towards the Tax Summit (1985) 2Australian Tax Reform 129.
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possible for the conduct of fiscal affairs to proceed with tolerable effi-

ciency even in the presence of a tax system which grossly violates pre-
vailing norms ofequity and efficiency. The quasi-constitutionalapproach
strongly suggests, however, that a genuine need for reform ofan outdated
and ramshackle system of taxation cannot safely be ignored without seri-

ously endangering a priceless public asset in the form of taxpayer,com-
pliance and community acceptance. As Australian experience of the
1970s and early 1980s clearly indicates, once compliance has irretrieva-

bly broken down, such an inequitable and inefficient tax system cannot

be enforced even by the most Draconian anti-avoidancemeasures which
at the same time may seriously threaten basic liberal democratic norms.

The task for the tax administration becomes in this situation closely
analogous to the prevention of behavioural adjustment under the Mus-

grave analysis ofexcess burden- like holding back the waves.

The normative and positive theory of tax reform suggested by the

quasi-constitutional perspective presented in this paper can now be
sketched out and briefly illustrated. A more fully articulated statement of
this theory with extensive illustrations is contained,in Head.72 Even if we

assume, to begin with, an equilibrium tax system consistent with the

quasi-constitutional approach, exogenous, factors and endogenous proc-
esses of economic and social change must eventually call for major
structural reassessment of the tax system. Social values, including tax

compliance norms, may undergo sea changes of the sort we have wit-
nessed in most industrialisedcountries over recent decades.

Vertical equity norms may change, with (say) a reduced concern for

inequality at the top of the income scale, as appeared to be the case, es-

pecially in the Anglophone countries, through the 1970s and 1980s.

Heightened concern with matters of economic efficiency was at the same

time sparked, as we have already seen, by the results of economic re-

search, strongly reinforced by the priority given to microeconomic re-

structuring in the context of economic globalisation. The major tax re-

forms we have witnessed in the industrialisedcountries during the 1980s,
with their base-broadening and rate-flattening features, arguably reflect
these and related changes- though a more traditional Haig-Simons ac-

count is for some countries still reasonablyconvincing.73

72 JG Head, Tax Fairness Principles: A Conceptual, Historical and Practical Review

(1992) 9 AustralianTax Forum 65.
73 Musgrave,supra note 15.

179



The decline in taxpayer morality and the collapse of traditional tax

compliance norms in a number of countries over the past 20 years -

whether the result of failure to address urgent needs for tax reform (as in

Australia) or reflecting a more general weakening of community stan-

dards and moral values- would lead us to predict and recommend an

increased emphasis on strong enforcement of the tax laws. This might
take the form of a more extensive application of source-withholding,or

strengthenedsystems of information reporting and/or tax audit. Although
there have been some failures, clearly this has been a major thrust of tax

reform in industrialisedcountries in the 1980s.

With a more modest assessment of potential efficiency gains and with

increasing social concern about widening inequality and rising unem-

ployment in the 1990s, further change in social norms, in the conceptuali-
sation ofequity and efficiencyprinciples and in the assessmentofequity-
efficiency trade-offs can be predicted. Some strengtheningof support for

progressive income taxation might accordingly be expected. Other

changes, however, clearly point in the opposite direction, as concern

about low levels ofnational savings and enforcementproblems of capital
income taxation under globalisation of world capital markets further un-

dermine support for and viability of the global income tax. Other coun-

tries may well decide to follow the Scandinavian example and uncouple
the taxation of labour income at progressive rates from the taxation of

capital income taxed at a flat rate.74

Over time therefore, changes in the conceptualisation and priority at-

taching to standard equity and efficiency principles of taxation must be

expected. Such changes are perfectly consistentwith a proper application
of the quasi-constitutionalperspective. These changes indeed provide on

this view the basis for major tax reform initiatives which simply represent
the normal constitutional recontracting required in all the major institu-
tions of liberal democraticsociety in a dynamicallychangingworld.

74 PB Sorensen, From the Global Income Tax to the Dual Income Tax: Recent Tax
Reforms in the Nordic Countries (1994) 1 International Tax .and Public Finance
57.
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CHAPTER6

TAXAVOIDANCEAND THE RULE OF LAW:
A PERSPECTIVEFROM
THE UNITEDKINGDOM

Malcolm Gammie

Introduction

I imagine that the earliest methods of taxation involved no more than a

demand for money, backed by the threat of force against prospectivetax-

payers or their property if they failed to py. In a democratic society,
governments legitimise their demands through legislation.. In doing so,
however, they confront two related problems. First, they must cast into

legislative language what it is they want to tax. The words they use may
prove inadequate for the task. Second, there are practical limitations on

the amount that any government can cast in legislative form. This is not

just a limitation on legislative time. If you placed no limit on the size of
the tax code, it would still be impossible to write down how every aspect
of human activity should be taxed. Even if the draftsman could think of

everything today, there would be something new tomorrow to confound
him.

Taxpayers rely on- or exploit- the boundariesthat legislativewords
create and the absence of explicit provision to reduce their tax liabilities.
In this, taxpayers have the advantage because governmentsmust put their

goods on show for all to see. You pay what the government demands.
However, on that basis, the scope to avoid taxation depends significantly
on who has the responsibility for saying where the boundaries are and
which side of the boundary the taxpayer falls. As in the United Kingdom
this is usually a matter of statutory interpretation, it falls first to the courts

to deal with these issues. When the courts fail to draw the boundaries to

the liking of the government, the government redraws the boundary. In
case that fails, it reserves to itself (rather than to the courts) the right to

say which side of the .boundary the taxpayer falls. You tell us what you
have done and we will tell you what tax you.mustpay.
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In the final resort, government reserves the right to say that although it
has drawn the boundary in one place, it can redraw the boundary if it
thinks that the taxpayer deserves to be taxed. Well, that is what the legis-
lation says but it is not what we meant in your case and you must pay tax

anyway. And so far as it can, it removes the right of any independent
tribunal to review its action in any ofthese things.

The progress of taxing powers down these paths raises high emotions.
ProfessorBrianArnold records that in Canada in 1987,

... there was enormous opposition among tax practitioners to the pro-
posal to have a statutory general anti-avoidanceprovision. The quality
of the arguments against the rule was pathetic. It was suggested that, if
the rule were enacted, commercial life as we knew it would come to an

end, it would be impossible to give a legal opinion on a proposed trans-

action, and that the provisionwas a violation of the rule of law.'

This paper addresses the problem of tax avoidance in two parts. In the
first part, I consider how in the United Kingdom the courts and the gov-
ernment have responded to tax avoidance in recent years. I relate these

responses to the concept of the rule of law in the United Kingdom. This

places tax avoidance in its legal context. However, I have not gone on to

examine the merits of these responses to tax avoidance. Commentators
across the world have discussed in detail the different responses to tax

avoidance, their merits and the issues they raise. I have not attempted to

add to that debate. The literature is both voluminousand inconclusive.

In the second part of this paper, I explain why this is so and what are

the origins of tax avoidance. This places tax avoidance in its economic
context. Tax avoidance is a symptom of an affliction that affects all tax

systems and a common failing of governments is to tackle the symptom
rather than address the underlying cause. Tax avoidance does not reflect
the inadequacy of legal language. Most tax avoidance stems from a fail-
ure in the underlying principles of what governments seek to tax. Forty
years ago in the United Kingdom, the minority report to the Royal
Commission on the Taxation ofProfits and Income recognised this.2 It is

1 BJ Arnold, Responses to Tax Avoidance, in M Gammie & A Shipwright eds,
Striking the Balance: Tax Administration, Enforcement and Compliance in the
1990s (London, Institute for Fiscal Studies, 1996) at 205. In his view, practitioners'
fears of the general anti-avoidancerule have not been realised. See also BJ Arnold,
The Canadian GeneralAnti-AvoidanceRule [1995] British Tax Review 541, at 553.

2 The dissent to the FinalReport observed,
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irronie, therreforre, that one of the minority''s main recommendations --

which thetheenewLaabour governmeent adoptedadoptedin 19651965with thetheeintroduction

ofofccapital gains tax- hashasbeenbeenaamajoor sourcesourceofoftaxtaxavoidancevoidaancceeaactivity.
It was thetheeartificial schemes too avoid ccapital gains taxtaxthatthattledledthe courts

in the United Kingdom toto develop aa new approach too tax avoidance

schemes that IIdescribe in the firstpart ofmy paper.

The Ressponsse totoTax Avoidance in the UK

The Power too Tax under the British Constitution3

The United Kingdom has no written constitution. In present day terms,
its treeaty arrraangeemeents with the other members of the Europeean Com-

munity may be rregarrded asas constitutional ininnature. These trreaty obliga-
tions limit aa UK government''s freedom toto tax asas it pleasses. This isis ex-

plicitly soso in the casecase ofof indirect taxes.' InIn the casecase ofofdirect taxees, it

stems from the non--discriminationprovisions ofofthe Treeaty ofofRome and

the fundamental freedoms that the Trreeaty establishes No gooveernmeent
can ignoregnoree its EC treeaty obligatioons inn frraaming any taxation measure.

However, the rrelationsship between the ttaxing powerrs ofofthe British Par-

liament and the Eurropean Community, isis aa sseparrate ttopic which isis pe-

ripherral too the main thrust ofofthis paaper.

By the reign of Edward III (1327-1377) the principle was established
that taxationtaxatton was illeegal without the consentconsentof the two Houses ofParlia-

Before tuminguumnnggtoooparticcular issues we feel impelled ...
...

too recordeeccorrduuneequivooccallyourour

viewvew that the existence ofofwidespread taxax avoidancevvoidancceeis evidence thatthattthe system,
notnotthetheetaxpayer, stands innnneedneedofofradical reform. We agreee with the basicbassccview ...

thatthattit woould bebewrong tooo assert that aaman owesowesaadduty tooo thetheecoommuunitynotnottooo

alter thetheedispoositionofofhis affairs sosoasastoo reducereducehis liability too taxation. It isisupuptooo

the ccoommunity, actingacttng through Paarliiameent, soso tooo frame the taxtax laws that they do

notnotleaveeeavveewide loopholes or openopenbroad avenuesavenuesfor taxax avoidance.

Rooyal Commission onon thethee Taxatioon ofofProfits andand Inncoome, Final Report, Cmnd

9944774, (Loonnddoon, HMSSO, 1955)1955)MemoranndumofofDisssent, para. 33.
33 Inn ccoonsidderinng the various constitutional issues that arise innn this areea, II havehave re-

ferred innn particular tooo II Loovelannd, Constitutional Law: A Critical Introduction

(Loondon, Butterworths, 1996)1996)andandJJJowell & D Oliver eds, The Changing Consti-

tutionuttoon 33rd.eeditioonOxfoord,OxfordUniversityPresss, 1199994).
44 SeeSeeArticles 95-9995-99oftheof Treeaty of,,Rome.
55 SSeee, for exxample, Articles 6, 448, 552, 559, 7373 andand 100100 ofofthetheeTreaty ofofRoome; M

Gammie & G Brannan, ECECLawLaw Strikes at thetheeUK Corporatioon Tax -- The Death
Knell ofofUK Imputatioon (1995)(1995)(No 88-9) Intertax 389.
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ment.6 Nevertheless,taxationwas a major theme ofthe struggle for power
in the seventeenthcentury betweenParliamentand the Monarchy.By that

century,Parliamentwas reluctantto approve the raising of taxation by the

Monarchy unless the Monarchy accepted some limitation on its powers.
The ability of the Monarchy to resist such demands depended upon
whether it could raise money from its own resources, without resort to

Parliament. It is not surprising, therefore, that the DeclarationofRightof
1688 accusedKing James II as having infringed the liberties of the Eng-
lish people, by levying money for and to the use of the Crown by
[pretence] ofprerogative for other time and in other manner than ... grant
by Parliament.

As a result, the Bill ofRights of 1688 declares that the levying of

money for or to the use of the Crown by pretence ofprerogativewithout

grant ofParliament ... is illegal.7
Parliament was clear that for the future it would control the purse

strings and call the tune.8 This explains the traditionaljudicial view that a

tax can only be imposed by plain words.9

British ConstitutionalPrinciples
There are two principal elements to British constitutional theory that

concem me: the sovereigntyofParliamentand the rule of law.

The first of these implies that there is no limit to the powers ofParlia-
ment. An Act that passes the two Houses ofParliament and receives the

Royal Assent is the ultimate statement of the law, unless and until Par-

6 JAG Griffith, M Ryle & MAJ Wheeler-Booth,Parliament:Functions, Practice and
Procedures (London, Sweet & Maxwell, 1989) at 3. The first limitation on the
Crown's sovereign ability to levy taxation dates from clause 12 of Magna Carta
which provided that, no scutage or aid shall be imposed in our Kingdomunless by
the Common Council ofour Realm.E Taylor,Book ofRights (1833) at 23.

7 1 Will. & Mary sess. 2 c. 2, s. 4 provides, there can be no doubt that this statute
declares the law that no money shall be levied for or to the use of the Crown except
by grant of Parliament. See also Attorney-General v Wilts United Dairies Ltd

(1921) 37 Times LawReports 844, per Atkin LJ at 886. See also Bowles v Bank of
England [1913] 1 Ch. 57 for an attempt to levy taxation prior to the passing of the
annual Finance Bill. This lacuna in the government's taxing powers was corrected

by the ProvisionalCollection ofTaxes Act 1913(UK).
8 FinanceBills are subject to a particularParliamentaryprocedure. It is also the rule

that only the governmentmay propose a tax raising measure.
9 See, for example, Coltness Iron Co v Black (1881) 1 TC 287, at 311, 316, 317;

Ormond Investment Co v Betts (1928) 13 TC 400, at 422, 434; Russell v Scott .

(1948) 30 TC 394, at 419.
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liament chooses to modify it.1 Furthermore, the courts have no power to

call the legality ofan Act into question or even question the procedureby
which it became an Act. The constraints on Parliamentary legislative
action are political rather than legal in character.

As conceived by Dicey, the rule of law requires that, no man is pun-
ishable or can be lawfully made to suffer in body or goods except for a

distinct breach of the law established in the ordinary legal manner before
the ordinary courts ofthe land.12

In part this reflects the phrase first used by Parliamentin 1354, that no

man of what estate or condition that he be, shall be put out of land or

tenement, nor taken nor imprisoned, nor disinherited, nor put to death,
without being brought in answer by due process of law.'3

In concept, this requires that government may only act within the law
and that individuals are able to resort to the courts for the protection of
their rights and liberties under the law. Government must act within the
law but Parliament has an unfettered power to say what the law is. As

such, the rule of law appears not to place any substantive constraint on

the laws the government may introduce, provided the government can

secure their passage in Parliament. On this basis, the rule of law amounts

to no more than the right at law to see that government follows whatever

processesthe statute lays down.

However, Dicey envisagedmore than this. Central to his thinking is the
idea that governmentsshould be bound by rules that were certain and that
do not confer discretion. Goldberg summarises the position in the follow-

ing terms,

Because [in the United Kingdom] we have always believed that gov-
ernment action must be justified by law we have been loathed to confer

upon our administrators too many discretions. It runs contrary to our

notions of justification by law that an administrator should be given
discretion effectively to decide what the law is.

10 However, unless the United Kingdom chooses to leave the European Community,
Communitylaw prevails over a British Act. R v SecretaryofStatefor Transport, ex

parte FactortameLtd (No.2) [1991] 1 AC 603.
11H The ParliamentaryRoll is conclusive that a Bill has passed all its stages and re-

ceived the Royal Assent to become an Act. Edinburgh and Dalkeith Railway Co v

Wauchope (1842) 8 Cl & Fin 710; British RailwaysBoardvPickin [1974] AC 765.
12 AV Dicey, The Law ofthe Constitution 10th ed. (London, Stevens, 1959) at 188.
13 Statute of 28 Edward III ch. 3. See also Lord Denning, The Due Process ofLaw

(London,Butterworths, 1980) at v.
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Thus, our constitution gives us a relatively simple model of govern-
ment: we have law and we have administrators; the administrators are

given power to implement the law but they are not in any way, at any
rate under classic conceptions of our constitution, supposed to make
law... Thus, we begin here with the principle that law should be as cer-

tain as it can be. 14

You fnd this principle enunciated by Adam Smith in the eighteenth
century, not as a constitutional principle but as a general principle of

good taxation- as one ofhis canons oftaxation.15

This desire for certainty has had a profound influence on the form of

legislation and the approach of the courts to the interpretation of legisla-
tion. While Parliament's ability to legislate is unfettered by the rule of

law, the courts retain the power to decide the precise meaning and effect
of the laws that Parliamentenacts. In this sense, and in their development
ofcommon law and equity, the courts act as lawmakers. How Parliament

perceives the courts' approach to interpretation influences the forms of
words that Parliament uses. Accordingly, I look first to the approach of
the courts in interpretingtax legislation.
JudicialApproachesto TaxAvoidance16

Statutory Interpretation

Against this constitutional background, the courts' approach to the in-

terpretation of taxing statutes has historically been seen as adopting a

literal approach. This is embodied in Lord Cairns' statement in 1869 in

Partingtonv Attorney General that,
As I understand the principle of all fiscal legislation, it is this. If the

person sought to be taxed comes within the letter of the law he must be

taxed, however greater the hardship may appear to the judicial mind to

be. On the other hand, if the Crown, seeking to recover the tax, cannot

bring the subject within the letter of the law, the subject is free, how-
ever apparently within the spirit of the law the case might otherwise

appear to be. In other words, if there be admissible, in any statute, what

14 D Goldberg, Between the Taxpayer and the Executive;-Law's Inadequacy; Democ-

racy's Failure [1996] British Tax Review 9, at 11.
15 The tax which each individual is bound to pay ought to be certain and not arbi-

trary.A Smith, Inquiry into the Nature and Cause ofthe Wealth ofNations (1776)
book 5, chapter 2, part 2.

16 See generallyHHMonroe, Intolerable Inquisition Reflectionson the Law ofTax

(TheHamlynLectures) (London, Stevens & Sons, 1981) ch 3, The Judge'sRole.
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is called an equitable construction, certainly such a construction is not

admissible in a taxing statute, where you can simply adhere to the
words ofthe statute.17

If the words are clear that will end the matter. But clarity is often a

matter ofpersonal perception and, by definition, counsel for the Revenue

and for the taxpayer will see that the court has two views of the legisla-
tive meaning. It is unlikely therefore that the courts have ever regarded
themselves as truly constrainedby a literal approach. In particular, where
the court.perceives,that literal words produce nonsensical result, ita can

be more imaginative in its construction.18Lord Wilberforceput the matter

in the following terms in 1980,

A subject is only t be taxed upon the clear words, not upon
intendmentor upon the equity of an Act.... What are clear words
is to be ascertained upon normal principles: these do not confine the'
courts to literal interpretation.There may, indeed should, be considered

the context and scheme of the relevantAct as a whole, and its purpose
may, indeed should, be regarded.19
And this was already well accepted where detailed tax avoidance pro-

visions were in point. The problem in those cases usually lies in knowing
where to draw the line in the literal meaning of the general words used.

The courts have had. to accept in such cases the need to identify the mis-
chief at which the provision was aimed and to give effect to the words of
the Act with that in mind if only to ward off more drastic legislative
remedies.2 This does not mean that the courts attach the widest possible
meaning to the words of an anti-avoidance measure. They merely seek

17 (1869.) LR 4 HL 100, at 122. See also, for example, Ormond Investment Co v Betts

(1928) 13 TC 400, per Lord Atkinson at 434; St Aubyn v'Attorney General [1952]
AC 15, per Viscount Simonds at 32; Inland Revenue Commissionersv Trustees of
Sir John Aird'sSettlement [1983] STC 700, per OliverLJ at 707-08.

18 See, for example, InlandRevenue Commissionersv Luke (1963) 40 TC 630.
19 Ramsayv Inland'RevenueCommissioners [1981] STC 174, at 179.
20 Lord Reid said,

...ifthe Courts find.it impossible to give very wide meanings to general phrases,
the only alternative may be for Parliament to do as some other countries have

done, and introduc legislation of a more sweeping haracter which will put the

ordinary well-intentionedperson at much greater risk than is created by a wide

interpretationof such provisionsasthose which we are now considering.
Greenbergv InlandRevenue Commissioners(1972) 47 TC 240, at 272.

187



out the intended meaning having regard to the purpose of the provision,
without.giving the benefit ofany ambiguityto eitherparty.21

The advance of purposive construction techniques is apparent in a

number of recent decisions22 and it is an approach with which the courts

should feel increasingly comfortable with the influence of European
law.23 Here, I need merely note that an essential aid to purposive con-

struction is the ability to refer to any evidence that indicates what Parlia-
ment thought it was enacting. Accordingly, the House ofLord's decision

in Pepper v Hart24 - in which it disposed of the long-standing conven-

tion that the courts should not look at the Parliamentaryrecord as an aid
to interpretation- supports this trend.25 In doing so, the House ofLords
has reduced the risk that the courts commit a constitutional impropriety,
by deciding that the law is contrary to what was represented to Parlia-
ment.26 In this respect, criticism of the Revenue Department for actively

21 See Inland Revenue Commissioners v Joiner [1975] STC 657, per Lord Wilber-
force at 662; Inland Revenue Commissionersv Garvin [1980] STC 295, per Buck-

ley LJ at 301.
22 In the High Court, Sir Jolm Vinelott expressed the view that the Appeal Commis-

sioners, in applying the wording of the relevant provisions without regard to any

equity or intendment.orany supposed purpose or policy adopted an unduly nar-

row approach to the construction of the Oil TaxationAct 1983 (UK). In deciding
the issue he acknowledgedthe need to discem the legislativepurpose and to fit the

particular provision under consideration into a reasonable and coherent scheme
and to rely less on semantic delicacy. Chevron UK Ltd v Inland Revenue Com-
missioners [1995] STC 712, at 721. The Court of Appeal in considering an argu-
ment that the operation ofone anti-avoidanceprovision impliedlynegated the effect

of another, expressed the view that [it did] not believe that our processes of statu-

tory construction are so wanting in technique and imagination as to allow such a

state of affairs to ensue. See de Rothschild v Lawrenson [1995] STC 623, per
Nourse LJ at 627.

23 See J Avery Jones, Tax Law Rules or Principles (1996 Institute for Fiscal
Studies Annual Lecture) (1996) 17 FiscalStudies 63.

24 [1992] STC 898.
25 The House ofLords has subsequentlyacknowledgedthe value ofthePepperv Hart

rule as an aid to the construction of particular taxing provisions. However, only
clear statements by the Minister or other promoter of a Bill directed to the point in
issue in the litigation may be used. Neither the Revenue nor taxpayers may intro-
duce other Parliamentarymaterials purporting to show the meaning of a provision.
See Melhiish v BMI (No.3) Ltd [1995] STC 964, at 978-79.

26 An outcome found to be so by the House ofLords in InlandRevenue Commission-
ers v Congreve (1948) 30 TC 163, contrary to assurances given by the Financial

Secretary to the House of Commons in 1936 when the legislation in question was
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seeking a differentview of the law to that presented to Parliamentseems

fair.27

The New Approachto Tax Avoidance

Statutory interpretation is an essential aspect of the matter. But legisla-
tion operates on the arrangements a taxpayer enters into. Accordingly,
does one regard what the .taxpayer actually did or is it the substance of
what he or she did The classic statement is Lord Tomlin's in Duke of
Westminster v Inland Revenue Commissioners, when he said, this so-

called doctrine of ' the substance' seems to me to be nothing more than
an attempt to make a man pay notwithstandingthat he has so ordered his
affairs that the amount oftax sought from him is not legally claimable.28

The Duke had made payments to his household staff under deed of
covenant on the understanding that they would not seek their full wage..

By this stratagem the Duke substituted tax deductible payments for non-

deductible wages. The House ofLords decided, however, that the cove-

nanted payments could not be treated as wages merely because for the

employees they had the same financial effect.

There is still no general principle requiring courts to look to the eco-

nomic or financial substance of the matter in taxing transactions. The

courts, however, have paid more regard to the legal substance of the ar-

rangements that taxpayers enter into.29 This new realism, as Lord O1-
iver has called it,30 gained acceptance in the House ofLords in WT Ram-

say v InlandRevenue Commissioners.31Lord Wilberforce stated the doc-

trine in these terms,

enacted. Congreve was subsequently reversed in Vestey v Inland Revenue Com-
missioners (1979) 54 TC 503.

27 The taxpayer, Mr Hart, in an unpublished address to the Chartered Institute of
Taxation in April 1994, reasonably asked how it was that the Inland Revenue

sought to establish an interpretation of the law that it knew (or ought to have

known) to be in contradiction to the intent expressed to Parliament by the Minister
at the time theprovisionwas enacted.

28 Duke ofWestminsterv IRC (1936) 19 TC490,per Lord Tomlin at 520.
29 In doing so, Lord Diplock provided the riposte to Lord Tomlin's dictum when he

said that it, ...tells us little or nothing as to what methods of ordering one's affairs
will be recognised by the courts as effective to lessen the tax that would attach to

them if business transactions were conducted in a straight-forwardway. Inland
Revenue Commissionersv Burmah Oil Co Ltd [1982] STC 30, at32.

30 Lord Oliver of Aylemerton, Judicial Approaches to Revenue Law, in Gammie &

Shipwright,supra note 1, at 178.
31 W TRamsayv InlandRevenue Commissioners(1981) 54 TC 101.
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Given that a document or transaction is genuine, the court cannot go
behind it to some supposed underlying substance... This is a cardinal

principle but it must not be overstated or overextended. While obliging
the court to accept documents or transactions, found to be genuine, as

such, it does not compel the court to look at a documentor a transaction
in blinkers, isolated from any context to which it properly belongs. If it
can be seen that a document or transaction was intended to have effect
as a part or nexus or series of transactions, or as an ingredient of a

wider transaction intended as a whole, there is nothing in the doctrine
to prevent it being so regarded; to do so is not to prefer form to sub-

stance, or substance to form. It is the task of the court to ascertain the

legal nature of any transaction to which it is sought to attach a tax or a

tax consequence and if that emerges from a series or combination of

transactions, intended to operate as such, it is that series or combination
which may be regarded.32

Ramsay was a circular scheme of a type prevalent in the 1970s. Trans-
actions were entered into, documents were executed with legal effect and
without being a mere sham. Money passed betweenthe parties. However,
except for the extraction of a fee for the purveyor of the scheme, every-
one ended up where they started.33

The developmentof the new realism reached what is. still its high water

mark in Furniss v Dawson.34 The taxpayer sold his shares.in exchange for
shares in a company he had set up for this purpose. The intermediate

company then sold the shares it had acquired to an unconnected third

party. In this way the taxpayer hoped to rely on the exception for share

exchanges to avoid his liability to capital gains tax.35 By redefining these

arrangements as a direct sale by the taxpayer to the third party, the House

32 W TRamsayv InlandRevenue Commissioners(1981) 54 TC 101, per Lord Wilber-

force, at 185.
33 Lord Templeman captured the essential absurdity of the whole process in the fol-

lowing description when he likened tax schemes to the performanceofa play:
nothing happens save that the Houdini taxpayer appears to escape from the
manacles of tax... The object of the performance is to create the illusion that

something did happen, that Hamlet has been killed and that Bottom did don the
ass' head so that tax advantagescan be claimed as if somethinghad happened.

Id. at 128.
34 Furnissv Dawson (1984) 55 TC 324.
35 The scheme was counteracted by s. 40 of the Finance Act 1977 (UK). Since then

the exception only applies if the Inland Revenue is satisfied that the transaction
does not have tax avoidance as a main purpose. Taxpayers can obtain an advance
clearance to that effect.
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of Lords went further than they had in Ramsay. The creation of the in-
termediate company could not just be ignored as a fiscal nullity- as the
whole arrangement in Ramsay had been ignored. The taxpayer owned
shares in the intermediate company and the intermediate company held
the cash generated by the sale. Nevertheless, the House ofLords decided
that the arrangement failed because looked at in its entirety, the initial
share exchangewas not ofa type contemplatedby the exception.

Lord Brightman.justifiedthis approach in these terms,

First, there must be a pre-ordainedseries of transactions; or if one likes,
one single composite transaction. This composite transaction may or

may not include the achievementof a legitimate commercial end... Sec-

ondly, there must be steps inserted which have no commercial

(business) purpose apart frm the avoidance of a liability to tax- not

no business effect.36

In this respect, the Judges have always been prepared to question the

legal substance of an agreement. Thus, it is ineffective to describe a pay-
ment under a contract as a 'premium' when in reality it is interest.37

Similarly, describinga payment as interestwhen there is no underlying
indebtedness, is insufficient to secure a tax deduction.38 The misconcep-
tion of the Duke of Westminster's case was to believe that this approach
was limited to an analysis of a single agreement; that where a series of

agreements or transactions were involved, the courts were bound by a

sterile concept of legal form by the particular labels that the parties
attached to the transactions or agreements that they entered into.39 The

36 Furnissv Dawson (1984) 55 TC 324, per Lord Brightman at 401.
37 Lomaxv PeterDixon& Son Ltd (1945) 25 TC 353, per Lord Greene at 367.
38 Re Euro Hotel (Belgravia)Ltd (1975) 51 TC 293.
39 This is illustrated by a separate line of cases represented by Ensign Tankers

(Leasing) Ltd v Stokes [1992] STC 226, where the arrangementswere embodied in
17 documents, all executed together and drafted to achieve a particular tax effect.

Essentially, the documents sought to characterise certain costs as a loan but a read-

ing of all the documents showed that no loan was really involved. Accordingly,
what was claimed as a loan was not to be given effect to for tax purposes as a loan.
For an early example ofthe willingnessof the House ofLords to ignore agreements
entered into to avoid taxation, see Magistrates and Town Council of the City of
Glasgow v Messrs. Murdoch, Warren & Co, 9 May 1783, described in I Ferrier,
The Meaning of the Statute: Mansfield on Tax Avoidance [1981] British Tax Re-
view 303.
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new realismtells us that the courts will look at composite arrangementsto

give effect to the bargain the parties actually struck- the real deal. 40

An operationalcriterion for this approach,however, is a finding that tax

avoidance lies behind some of or everything the parties did. I return to

this in the conclusion to this part of the paper. However, the question
upon which the courts have principally focused in later decisions is this:
what degree of pre-ordination do you need for this doctrine to apply
Lord Oliver's answer in Craven v White is, ... whether an intermediate
transfer was, at the time when it was effected, s closely interconnected
with the ultimate dispositionthat it was properly to be described as not, in

itself, a real transactionat all but merely an element in some different and

larger whole without independenteffect.41

And in FitzWilliamv InlandRevenue Commissioners42Lord Keith said

that, the correct approach ... is to ask whether realistically [the series of

transactions] constituted a single and indivisible whole in which one or

more of them was simply an element without independent effect and
whether it is intellectuallypossible so to treat them.43

In essence, what the House of Lords has made clear since Furniss is
that the new realism does not strike down any tax-saving arrangement
merely because it is ' pre-planned, ' rather than pre-ordained.
The Government'sResponse to Avoidance

No judicial doctrine is a complete answer to tax avoidance. No gov-
ernment can assume that the judges will consistently share its view of
what amounts to tax avoidance. Why risk the outcome of litigation on the

changing moods of the judiciary Legislative measures accordingly re-

main pre-eminent.

Historically, the United Kingdom has eschewed a general anti-
avoidance rule.44 Nevertheless, a number ofprovisions have similar char-
acteristics to a general anti-avoidanceprovision, the differencebeing their
limitation to specific aspects of the tax code. The FinanceAct 1996 pro-
vides two recent examples. The first is its code designed to prevent the

manipulationof the VAT group rules so as to recover VAT (as input tax)

40 For another view of the constitutional issues of the new realism, see RT Bartlett,
The Constitutionalityofthe RamsayPrinciple [1985] British Tax Review 338.

41 Craven v White (1988) 62 TC 1, at 199.
42 [1993] STC 502.
43 [1993] STC 502, at 513.
44 There was a general anti-avoidancerule in the wartime excess profits tax.
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in circumstanceswhere this is notnotintended.44 The second is the wide geen-
eral anti-avoidanceprovisioon built into thetheenew provisioons for taxing andand

relieving ccorporate loans.46

The UK aapprrooaacch reflects aa preeferencce for tax avoidance provisions
that are tailor-made toto dealdealwith aa speecifiic abuse or, more geenerally,
for ananabuse of aasspeecific part ofofthe taxtaxcode. Such provisions may, how-

ever, bebe general oror speecific inn nature. Accccorddingly, thethee leegislative treat-

ment ofoftaxax avoidancevooidancceeinn thetheeUniteed Kinngdoom defies general analysis andand
it isss beyondbeyondthe scopescopeofofthis paperpapertoo atteempt one. Criticism ofofspeecifiic
anti--avoidanceprovisions isis easy to find and the width and geenerality ofof
some provisions have been likened too anan elephant gun47 oror scatter-

gun''48 teechnique. Detail, length oror thethee generality ofofthe words oror some

combination ofofthem cancanobscure rather thanthan to elucidate meeaning.4.4 But,
asas aa geeneral matter, is aa tailor-made oror targeteedd taxax avoidancevooidancceeap-

proach more consistent with constitutional principle and the rule of law

than aageneral anti--avoidancerule of the type found in aanumber ofofother

jurissdictioonss
On the faacce ofofit, thetheeUK taxax code reflects the principle ofofleegislative

ccertainty. The detail ofofthethee leegislatioon illustrates thetheedesire ofofthethee drafts-
man andandthosethoosseewho instruct the draftsman tooo anticipate any manoeuvres

4s SeeSeeBuuddget Notice 11229/995, para 1, 3030November 1995. The anti-avoidanceproovi-
sions are coontaineed innnSchedule 44to the FinanceAct 19961996(UK). The proovisioons are

activated throouugh aa direction bybyHer Majesty's Customs & Excise. No direction

may bebe made ififthe main purpose ofofthe offenndinng arranngement has aa gennuine
commercialpurposepuurppooseeunconnectedwith thetheegroupingroouupnng andandthetheereccoveryffinput tax

inn quuestioon. Customs & Excise hashassupplemented its poowers under thethee legislatioon
with aa 116-page Statement ofofPractice illustratinng thetheetypeyppeeofofarranngement atatwhich

thetheelegislatioon is aimed.
46 FinanceAct 19961996UK), sch. 9, para. 13. This denies aadeduction for interest andand

other finnancinng costs ififthe loanooan relatioonship includes aapurposepurposeother than aabusi-

nessnessor other commerciai purposepurposeoftheof coompany This will bebethetheecasecasewhere thethee

onlyonny ororaamain purposepurposeofofthetheloanooannis aatax avoidancevooidaancceepuurpoose. A tax avoidancevooidannceepur-

poseposecoverscoversthetheesseecurinng ofofaatax aadvantage which maymayinclude the deduction ofoffi-

nancingnannccnnggcosts.
47 JJHolrooyd-Peearcce,Gains from Prooperty Transactions The Attack on Tax Avoid---

on

anceance[1199880] British Tax Review 33882, at 33883,
.the point ofofthe description is that the Revenue appear to bebeuncertain what

precisely the target is, andandsoso they tire off ananenormous gunguninnnthe general dirc-

tion ofofwhere theythey supposesupposethetheetarget tooobebeinnnthetheehopehoppeethatthatttheythey will hit soomethinng
worthwhile.

48 Lord Olivver, supra note 330, at 184.
49 Ynill v Wilson [1199779] STCSTC44886, at 489.V
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by taxpayers to take advantage ofthe legislation in unintendedways. The
draftsman explains when and where the legislation is to apply and who or

what falls within- or outside- its scope. What the draftsman seeks is

precision. The legislation should achieve what the government intends
no more, no less. Anyone who needs to know his or her position can do

so by studying the legislation, which may not be easy but which will ul-

timatelyyield the correct answer.

In another context, this process has been described as tax rule mad-
50 On the face of it, however, it is the epitome of the rule of lawness . as

describedby Lord Oliver,
Law is all about the rules which society imposes upon its members for

the regulationoftheir conduct. Elementary fairness dictates that if rules

are to be imposed in an area in which there is no universal moral im-

perative to aid understanding, they shall be clear and unequivocal, so

that the subject may know with certainty what he or she may or may
not do and what are the legal consequences of any projected course of
action.51

The reference to a moral imperative recalls the frequently stated judi-
cial view, expressed by Learned Hand J in Commissioner of Internal
Revenue v Newman that,

Over and over again the courts have said that there is nothing sinister in

so arranging one's affairs so as to keep taxes as low as possible. Every-
body does so, rich or poor, and all do right; for nobody owes any public
duty to pay more than the law demands. Taxes are enforced exactions,
not voluntary contributions. To demand more in the name of morals is
mere cant. 52

The consequenceofthis, in Lord Oliver's words, is that,
... the judge's initial perception of his function is that of standing be-
tween the citizen and the state to ensure that the former is not preju-
diced by rules which are unclear, uncertain or unpromulgatedand, par-

50 RJ Vann, ImprovingTax Law Improvement: an'InternationalPerspective(1995) 12
Australian Tax Forum .193, at 222.

s1 Lord Oliver, supra note 30, at 174.
52 (1947) 159 F. 2d 848. The same sentiment was expressed by Lord Tomlin in the

Duke ofWestminster'scase and agreed to in 1955 by the Royal Commission on the .

Taxation ofProfits and Income.
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ticularly by administrative activity which makes up its own rules as it

goes along.53
Is this, however, what the explosive growth in tax rules achieves The

simple answer, I believe, is that it does not. There is a tension between
the use of purposive construction techniques by the courts and the resort

to increasing detail by the draftsman that may merely obscure whatever

principles underlie the legislation.54The developmentof legislative detail,
so that users of the legislation find it more difficult to pick their way

through the maze, is not an objection in itself. The reality, however, is
that the detail merely obscures the effective practical discretion that the

uncertaintyofmeaning confers on the administrator.

I will take a single example to illustrate my point. Over time, Parlia-
ment has enacted detailed rules designed to id.entify when companies are

within a sufficiently close economic relationship to claim a variety of tax

benefits. You can contrast the detailed UK rules with the more general
expression of the concept of a corporate group that is used in Dutch tax

legislation. Goldberg notes that the brevity and generality of the Dutch
rule give very considerable latitude to the Revenue authority:5But do the
several pages ofthe UK rules preclude such administrativediscretion

The detail of the UK rules is largely a response to previous manipula-
tion of the rules by taxpayers. Over time, taxpayers have devised ar-

rangements that satisfied the current rules but without producing the type
of on-going economic relationship that meets the government's concep-
tion ofwhat the rulesoughtto allow. The most recent change to the rules
countered one such arrangement.56However, even while amending legis-

53 Lord Oliver,supra note 30, at 174.
54 Lord Diplock, Presidential Address to the Holdsworth Club, University of Bir-

mingham, 1965.
When an Act attempts ... to deal specificallywith every class oftransactionwhich
the draftsman can foresee, it becomes difficult indeed to extract from the mass of
detail any principlewhich the Courts can say with confidenceParliamentintended
to be applicable to any class of transaction which the draftsman did not foresee.
This is what drives the Court to adopt the narrow semantic approach. We cease to

ask ourselves: What did the users of the words intend and ask ourselves:

What, as a matter ofsemantics, do the words they used meanThese are differ-
ent questions and may result in different answers.

See also Avery Jones, supra note 23. Avery Jones' main thesis is that the draftsman
should seek a clearer expression ofprinciple(in the European tradition) rather than

the elaborationof detailed rules.
55 See Goldberg,supra note 14, at .13.
56 JSainsburyplcv O'Connor [1991] STC 318.
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lation was before Parliament,the governmentwas consultingon the terms

of a concession that would allow the Revenue to ignore the amended law
in cases within the concession.57

Extra-statutory concessions contain their own general anti-avoidance
rule because a taxpayer cannot rely on a concessionfor any tax avoidance

purpose. A taxpayer cannot seek to enforce a concession in ordinary ap-
peal proceedings because, by definition, a concession reflects a deroga-
tion from the law.58 The taxpayer's only remedy if a concession is denied
is to ask the courts to review the reasonableness of the Revenue's deci-

sion, which they will not do in any case involvingtax avoidance.59

The nature of this response to avoidance was candidly described in
Parliamentin the context ofanother broadly drawn provision,

I sought to comment on the way in which the new clause would be in-

terpreted by the Revenue in practice. It would be easier ifwe could de-
fine preciselynot merely the circumstancesdreamtup to benefit that ar-

rangement but those that will be in the future. The need for a flexible
basis in law is underlinedby the fact that the hon. Gentlemanbegan by
saying that we discussed the point two years ago in the context of eq-
uity notes. We should try to avoid entertainingthe Committeewith this
debate on an annual basis.60

57 Extra-statutoryConcession CIO. The terms of the amending legislation were circu-
lated for consultation in January 1992 at which time many consulting bodies drew
attention to its perceived deficiencies. The Finance Bill Committee debated and

passed the amendments (which the government had modified in only minor ways)
on 23 June 1992. The terms of the Concession and a Revenue Statement of Prac-

tice, addressing some of the earlier concerns of the consulting bodies, were already
in existence by then. See House fCommons OficialReport, Standing Committee

B, 23 June 1992, cols. 239-241.
58 Concessions are of questionable constitutional validity in the light of the Bill of

Rights of 1688 which abolished the Crown's ability to dispensewith the law.
59 R v Inland Revenue Commissionersex parte Fuford-Dobson [1987] STC 344 is a

case wherethe taxpayer sought this remedy but failed. It is well establishedthat the
Courts may review an attempt by the Revenue to resile from a stated interpretation
of the law. See R v Inland Revenue Commissioners ex parte MFK Underwriting
AgenciesLtd [1989] STC 873; R v InlandRevenue CommissionersexparteMatrix-
SecuritiesLtd [1994] STC 272. However, there is no authority to show that a court

would force the Inland Revenue to apply a concession, that is, to depart from the
law rather than merely apply a particular interpretationoftax law.

60 House of Commons Oficial Report, Standing Committee B, 30 June 1992,
col. 446. The equity notes legislation to which this refers was subsequently subject
to an exchangeofcorrespondencebetween the Inland Revenue and the Law Society
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An Interim Conclusion on the LegalIssues

I do not propose to argue the merits of different approaches to tax

avoidance based on this brief survey of the judicial and legislative re-

sponses to tax avoidance in the UK. Arnold has argued, correctly in my

view, that a response that is appropriate in one jurisdiction may not

translate successfully into another jurisdiction.61 But this conclusion

should not disguise the fact that tax avoidance raises the same issue in

every jurisdiction, even though the legal answers to the issue may differ
from jurisdictionto jurisdiction.

The objection to a general anti-avoidancerule in the UnitedKingdom is

most often stated in these terms,

[A general anti-avoidanceprovision] violates perhaps the most impor-
tant and fundamentalprinciple of tax law: that the legislation must im-

pose tax in clear and unambiguous terms and that a person must not be
taxed unless he comes within the letter of the law. What is more, to the
extent that such a provisionvests any sort ofdiscretionarytaxing power
in the Executive, it is nothing less than a departure from the rule of
law...62

However, once you reach the stage at which legal definition is neither

possible nor (for the government) advisable, resort to discretion is inevi-

table. However it is approached, the issue to address is always how best

to balance the interests of the taxpayer and the State- for taxpayers to

know what tax they must pay other than through an unfettered demand

and for governmentto be assured that it can raise the revenue it requires.
Adherence to the fiction of legislative certainty in areas for which gov-
ernment must ultimately claim a discretion may merely inhibit the devel-

opment of satisfactory mechanisms to balance the various interests in-

volved. Ultimately, such mechanisms may function more satisfactorilyto

preservethe rights of the general body of taxpayers and to uphold the rule
of law than the illusory appearanceof a certain tax code.

The legal issues ofavoidance arise when satisfactory legal definition is
no longer possible and the resort to discretion becomes inevitable. The

question is how in those circumstances to control administrative discre-

in which the Inland Revenue explained its view of the broad terms used by the

legislation. See [1993] Simon's Tax Intelligence306.
61 See Arnold,The CanadianRule, supra note 1, and the other authorities cited there.
62 C Masters, Is ThereNeed for Anti-AvoidanceLegislation in the UK [1994] British

Tax Review 647, at 671.
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tion. In this respect, the absence of evidence to show that administrators
currently abuse their discretion is irrelevant. The required protection is

against what administrators might do if uncontrolled, rather than against
what they are currently shown to do.63

However, is it possible to identify a satisfactory criterion for reviewing
the exercise of administrativediscretion in those areas where the legisla-
tor has been unable to define what it is he objects to Is there n opera-
tional definition of tax avoidance This is the common thread that links
the debate on judicial approaches to tax avoidance, on many specific and

general anti-avoidance provisions and on the ability to review satis-

factorily the exercise of administrativediscretion in this area. It is to this
that I turn first in the second part ofthis paper.

The Origins of Tax Avoidance

DefiningTaxAvoidance

The BehaviouralEffects ofTaxation

In 1955, the Royal Commission on the Taxation of Profits and Income
noted that by tax avoidance ... is understoodsome act by which a person
so arranges his affairs that he is liable to pay less tax than he would have

paid but for the arrangement.64 People who neither smoke nor drink al-
cohol will pay less tax than if their personal preferences were different.
This is, however, a matter ofpersonal choice rather than an arrangement
to avoid tobacco or alcohol duties. This perception does not change if
someone smokes or drinks less as a result of those duties, or switches
from cigarette to pipe tobacco where the latter attracts a lower duty.
Taxation affects individual behaviour and these are merely examples of
the behaviouraleffects of the duty.

On the other hand, to cross the river Thames, you may use the Black-
wall Tunnel which charges no toll or the Dartford River Crossing which

63 However, the absence of current abuse may be evidence that existing reviewproce-
dures are effective to control discretion. Alternatively, administrators may under-
stand that their current discretions- which may be extensive- and their relative
freedom from review depend upon their not being seen to abuse that discretion.
Goldberg argues in a similar context that the British constitutional tradition has in-
hibited the growth in administrative law and that the judges have as yet proved
unequal to the task of controlling administrativediscretion. See Goldberg, supra
note 14.

64 Royal Commission on the Taxation of Profits and Income, supra note 2, at para.
1016.
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does. Accordingly, youyoudo avoidvooidtaxation ififyouyouchoose the Blackwall
Tunnel instead ofofthe DartfordRiver Crossing when the latter wouldouuldoth-

erwise bebethetheemoremoredirect route. This is ananarranngement tooo avoidvvooidthe toll

butbutit is notnotoneonethat peoplepeeopeennormally label tax avoidancevvooidancceeininits pejorative
sense. Your choice ofofroute across the Thames should beberelated to your
travel costs. You maymayoobject to the toll but ififyouyouare aarational person,

youyouwill paypay it ififthethee additional costcostofofaa lonnger journey through the

BlackwallTunnel exceeds thetheetoll.66

Artificialityas aaCriterion for Tax Avoidance

Accordingly, it is notnoteveer/ behaviouraleffect ofoftaxation that amounts

tooo avoidance. Nor is it every arranngement thatthattreduces aapersonn's tax li-

abilities tax avoidance thatthaatmust bebecountered -- whatwhatIIshall occasion-

ally refer to asasabusive tax avoidance.Abusive tax avoidance is usually
represented bybythose casescaseswhere taxation has ananextreme effect ononindi-

vidual behaviour. Let ususassumeassumethat the toll at the DartfordRiver Cross-

ingngg applies onlynnyy to meechaniccally propelleed private vehicles. This leads

somesomedrivers tooo disable their car onon oneone sidesidee ofofthethee river byby removingemovvingg
somesomevital enginennggineecomponent,pushpushthe car across andandreplace the coompo-
nent ononthe other side. Most people wouldouuldrecoognise suchsuchconduct asasout

ofofthe ordinary. It is not justusttthat the toll has affected peoplee's behaviour.

Their behaviourhashasbecomebecomeextremely artificial.66

Nevertheless,neither ccoomplexity nor artificialityprovides aasatisfactory
criterion for identifying tax avoidance.67 Many commercial arrangements
are highly complex andandare affected bybytaxes. Any behaviural effect ofof
taxation is innnoneonesensesenseartificial, namely that without taxation taxpayers
wouldwoouuldhavehavearranged their affairs differently.Howevermanymanycommercial

ororprivate transactions gogofurther than this andandare carried out ininartificial

65 In this respect, the toll charged at.the Dartford Crossing should be related toto the

additional expense that the average.travellerwouldouuldbe expected to incur by goingoonngg
the longer route through the Blackwall Tunnel. See PPWilloughby, Taxation: The

Dream And The Reality, UniversityofofHong Kong, vol. XXIV (No. 4) Supplement
to the Gazette (25 March 1977) at 2.

66 You can observe equally bizarre andandaltificial arrangements innn a number ofofcasescan a

that have comecomebefore the courts. See for examplexamppeeRansome vvHiggs (1973) 5050TCTC

11 Black Nominees Ltd vvNicol (19755 5050TCTC2299 W TTRamsay vvInland Revenue

Commissioners(1981) 5454TCTC101.
67 Nor does the existence ofof fat fees for clever tax advice and...nnd wads ofofdocumen-

...

tation indicate tax avidance, despite such aaclaim by the Minister innnthe debates

ononthethee19961996FinanceBill. See House ofofCommons OficialReport,2828March 1199996,
cols. 1192-1193.
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ways to secure particular tax results without meeting official or public
disapproval.68 The Revenue authorities themselves may encourage the

adoption ofartificial transactions that secure a particulartax result. In that

way they can defuse the pressure that would otherwise exist to change the
law to allow that end to be achieved in a more straight-forwardmanner:9

The Purpose ofthe Arrangement
As a result, most tax systems do not attempt an objective definition of

artificialitybut ask why people behave in the way they do. In my exam-

ple, their car may have broken down but in most cases their only response
can be that they were seeking to avoid the toll. However, the answer is
not always so straight forward. Let us suppose that a mechanicallypro-
pelled private vehicle is any vehicle other than a commercialvehicle. A
commercialvehicle is either a vehicle suitable to carry commercialgoods
or one in use for a commercial purpose. The behavioural response you
observe is that people make some small modification that increases their
car's carrying capacity. They then arrange with a local business to carry a

small quantity of its goods on each trip across the river. The toll is the
reason for the modification but each trip across the river now has an in-
dependent commercialjustification.

People who do not resort to such measures may face a choice each time
they use the River Crossing. They can tell the toll keeper that they are

travelling on business and claim to pay no toll or they can admit to a pri-
vate journey and pay. The law normally punishes dishonesty, but in this
case honesty is rewardedby a tax bill.70 The individualwho lies is merely
evading the toll, even if this may be difficult to prove. However, what of
the individual who, when his business is done, intends to visit his parents
before returning home Or who is visiting his parents and will take the

opportunity to visit a customer And is his journey home in any of these

68 For similar reasons artificialitywas rejected as a suitable criterion for the Cana-
dian general anti-avoidancerule. See Arnold, The Canadian Rule, supra note 1, at

545-46.
69 The Revenue may prefer not to introduce a specific relief from the tax charge in

question because they cannot guarantee that it will not be abused. By sanctioning a

more artificial way of achieving relief, deserving cases are not denied the reliefbut
without opening up the risk of abuse. Alternatively, the legislation needed may be

long and complex and difficult to persuade Ministers there is a need, especially if
those affectedhave other means to circumventthe problem.

70 While the same is true for those who are honest with Customs and declare the
goods they are importing, the dishonesty of smugglers can be verified objectively
by searchingtheir luggage rather than merely their mind.
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cases a private or a business journey The toll that he pays may eventu-

ally depend upon how easily he can reconcile the different reasons for his
journey, and how good he is at presentinghis story to the toll keeper.

A more complex illustration of this point is that of an employer who
establishes a trust for his employees. Such trusts have been used to reduce

liability to the UK's social security tax - national insurance contribu-
tions. Once the prospective tax justified the costs involved, any well ad-
vised employer would use this device to pay bonuses. However, no anti-
avoidance rule can deal successfully with such arrangements based on

why the trust came into being. There are many reasons why employers set

up trusts for the benefit of their employees. With such a rule, those other
reasons would become an importantjustification for the trust's existence.

Accordingly, there will be a premium on the professional advice that can

suggest what those reasons might be, and present them persuasivelyto the
Revenue authorities.

These examples illustrate an area of uncertainty between tax avoidance
and tax evasion that commentators do not always acknowledge. It arises
where the taxation treatment of a transaction- a journey or the estab-
lishment of a trust- depends upon the reason for undertaking the trans-

action. A substantial part of the literature,on tax avoidance is devoted to

analysing the concepts of motive, purpose and intention, and this reflects
that taxation based on these concepts is less satisfactory than taxation
based upon objective and verifiable fact.71

Enquiry into states ofmind blurs the distinctionbetween avoidance and
evasion.72 Taxation that depends upon why someone did something pres-
ents significantpolicingproblems and allows taxpayers the opportunity to

represent their activities in ways that can shade from tax avoidance into
tax evasion. Once questions arise as what and how the Revenue authority
is told of a person's state of mind the boundaries between legitimate

71 J Kay, The Economics of Tax Avoidance [1979] British Tax Review 354, at 354-
55.

72 A similar issue arises for tax avoidance schemes that rely for their success on each

step being looked at individually. The taxpayer has an incentive to report the
scheme as if it is outside the Ramsay or Dawson doctrines, and is therefore effec-
tive. If the taxpayer admits that the scheme is pre-ordained and that certain steps
were inserted only to achieve a tax advantage, he invites the Inland Revenue to say
that the scheme is ineffective.

201



avoidance and concealment amounting to evasion become increasingly
difficulty to detect.73

The Purpose or Spirit of the Legislation
The existence ofsome tax benefit that the taxpayer derives from the ar-

rangement is taken as granted. However, does any feature of the tax ad-

vantage help to identify the arrangement as abusive tax avoidance Re-

cent UK cases have sought to articulate such a feature. Lord Goff in En-

sign Tankers thought that, unacceptabletax avoidance typically involves
the creation of complex artificial structures by which... the taxpayer
conjures out ofthe air a loss, or a gain, or expenditure,or whatever it may
be, which otherwisewould never have existed.'74

But many things only occur or come into existence because of taxation
and there is no universal rule that they therefore be characterisedas abu-

sive tax avoidance. Lord Templeman has referred instead to the trick
or pretence that every tax avoidance scheme involves.75 By this, how-

ever, he does not mean that the scheme is a sham.76 However, as I ex-

plained earlier, it involves your being able to identify which real transac-

tions and agreements confer the tax advantage and which do not. Lord

Templemanhas proposedthatyou can identify abusive arrangements,

... when a taxpayer reduces his liability to tax without involving,him in
the loss or expenditure which entitles him to that reduction. The tax-

payer engaged in tax avoidance does not reduce his income or suffer a

73 For example, in the UnitedKingdom, a number of the tax avoidance schemes in the

1970s depended upon transactionsthat occurred off-shore. Taxpayerswho acquired
and relied upon those schemes to avoid taxationusuallyhad to take on trust that the

offshore transactions were duly executed as described. The issue of disclosure in
tax avoidancecases was examinedby the Committee on EnforcementPowers ofthe

RevenueDepartments. See Report ofthe Committeeon EnforcementPowers ofthe

RevenueDepartments,Cmnd 8822, (London, HMSO, 1983) vol. 1, ch. 7.
74 Ensign Tankers (Leasing)Ltd v Stokes [1992] STC 226, at 244.
75 Matrix-SecuritiesLtd v InlandRevenue Commissioners[1994] STC 272, at 282.
76 I apprehend that, if [sham] has any meaning in law, it means acts done or

documents executed by the parties to the sham which are intended by them to

give to third parties or to the Court the appearance of creating between the parties
legal rights and obligations different from the actual legal rights and obligations(if
any) which the parties intended to create. Snookv London & West Riding Invest-
ments Ltd [1967] 2 QB 786, per DiplockLJ at 802.
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loss or incur expenditure but nevertheless obtains a reduction in his li-

ability to tax as ifhe had.77

This involves ascertaining the Parliamentary intention and Lord Tem-

pleman implicitly recognises that in his speech in the Challenge Corpo-
ration case, when he says,

In an arrangement of tax avoidance the financial position of the tax-

payer is unaffected (save for the costs ofdevising and implementingthe

arrangement) and by the arrangementthe taxpayer seeks to obtain a tax

advantage without suffering that reduction in income, loss or expendi-
ture which other taxpayers suffer and which Parliament intended to be

suffered_by any taxpayer qualifying for a reduction in his liability to

tax.78

Everyone can form a view whether, in the cases that have come before,
the courts, Lord Templeman'sformulationhas been satisfied. However, it
offers no guiding principle that you can apply with any degree of cer-

tainty in other cases because it involves an assessmentofthe purpose that
underlies the tax exemption, reliefor advantage in question.

The Canadian general anti-avoidance rule explicitly recognises that a

general anti-avoidance rule still has to distinguish those transactions en-

tered into principally to obtain a tax advantage where that advantage is
intended by Parliament. It does so by providing an exemption from the
rule for transactions which have as their principal purpose the obtaining
of a tax advantage but which do not result directly or indirectly in a

misuse ofthe provisions of this Act or an abuse having regard to the pro-
visions ofthis Act, other than this section, read as a whole.79

However, ifyou can readily identify the purpose of the legislation you
may ask why the draftsman is not prepared to state that purpose in prefer-
ence to detailedrules that obscure rather than clarify the purpose.

The simple answer to this question, is that the most serious problems of
tax avoidance arise where there is no clear principle underlying the legis-
lation. The formulation of any test to identify whether at the boundaries
of the legislation an arrangement satisfies the Parliamentary intention or

77 CommissionerofInland Revenue v Challenge CorporationLtd [1986] STC 548, at

554-555. This case concerned the New Zealand general anti-avoidance rule. See
also the similar remarks made by Lord Templeman in Matrix-SecuritiesLtd v In-
landRevenue Commissioners [1994] STC 272, at 282.

78 [1986] STC 548, at 555.
79 Income TaxAct 1985 (Canada) s. 245(4).
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not will always be an expression of personal view rather than verifiable
fact. The House of Lords has told us that the sale of shares in exchange
for shares is, in the circumstancesofFurniss v Dawson, a transactionthat

does not benefit from the capital gains tax exemption for share ex-

changes. However, there is no taxation principle to explain why the tax

consequences should differ depending upon whether a taxpayer ex-

changes his shares in a public take-over, exchanges them in a Furniss v

Dawson transactionor sells his shares for cash and invests in new shares.

In Furniss v Dawson the House of Lords distinguished one share ex-

change from another. Lord Oliver has described its test as a general
doctrine of fiscal nullity dependent upon motive.8 As such, his objec-
tion is that,

... the Courts ... [have created] ... two categories of tax avoidance;
permissible tax avoidance and impermissible tax avoidance ... without
at the same time establishing any reliable criteria for distinguishing
between the two. Pre-ordination is no sort of criterion because no

commercial transaction is undertakenwithout a measure of pre ordina-
tion. ' Business purpose' is no sort of criterion, because the saving of

money from tax mitigation in order to have it available for a business
must itselfbe a

' business purpose'. So the citizen and the Courts them-
selves are left without any readily intelligible referencepoints.81
It is part ofthejudicial function to interpret tax legislation in a way that

recognises the Parliamentary intention and I outlined earlier the current

trend towards the more purposive construction of tax legislation. How-

ever, a court will not be able to develop a clear principlewhere none un-

derpins the legislation. Differences in judicial views and outcome, and
inevitableuncertainty, are the only result.

TaxAvoidanceand the Tax Base

The ImportanceofPerceptionsofthe Tax Base

Does this mean, therefore, that tax avoidance is and must remain an

elephant: you recognise it when you see it (although it is easily confused
with a hippopotamusor a rhinoceros)This would seem to be so from the

Ministerialguidance (sic) on the subject,

Companies that enter into schemes with the primary aim of avoiding
tax will inevitably be aware of that. The transactions we are aiming at

80 Lord Oliver, supra note 30, at 181.
81 Id. at 186.
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are not ones which companies stumble into inadvertently ... companies
will know when they are into serious tax avoidance; apart from any-
thing else, they are likely to be paying fat fees for clever tax advice and
there will commonlybe wads ofdocumentation.

The last thing I want to do, however, is set out a list of so-called ac-

ceptable or unacceptableactivities. Borrowing for commercialpurposes
can be structured in a highly artificial way in order to avoid tax. If we

said that borrowing for certain types of activity would always be okay,
tax advisers would quickly take advantageand devise artificial financial

arrangements simply to avoid tax. Provided that companies are funding
commercial activities or investments in a commercialway, they should
have nothing to fear. If they opt for artificial, tax driven arrangements,
they may find themselvescaught.82
The conventional line that people draw is between tax avoidance and

tax evasion. The boundary between the two is not always clear where
taxation depends upon motive but the essential difference is that tax eva-

sion is illegal while tax avoidance is not. Evasion is a function of the as-

sessment and collection mechanisms that are available to governments to

secure compliance with the taxes they impose. The practical manifes-
tation of those mechanisms is the powers conferred upon the Revenue

authority to control and monitor taxpayers and their activities. By com-

parison, tax avoidance is a function of the tax base.

The labels that people use to describe the effects oftaxation on individ-
ual behaviour, such as abusive or unacceptable tax avoidance,
proper tax mitigation or sensible tax planning, are legitimate ex-

pressions of opinion. They are no different from the many other judge-
ments that people make everyday. However, you cannot divorce the la-
bels from the personal perceptions of the sense and suitability of a par-
ticular tax base, and whether it is fair.With no consensus as to what is
the correct tax base, it is futile to search for some objective principle or

standard by reference to which you can say which label applies in spe-
cific circumstances.

A simple example serves to illustrate how the tax base may affect atti-
tudes to tax avoidance. Let us assume that a bridge toll varies according
to the number ofpeople being carried in a car but that there is no toll for

crossing the bridge on foot. Is it avoidance if a driver lets his passengers
out as he approaches the bridge and picks them up on the other side Or

82 House ofCommons OficialReport, 28 March 1996, cols. 1192-1193.
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is such action no more than sensible tax mitigations3 Your attitude may

depend upon whetheryou believe in a social obligation to pay tax. What-
ever their initial reaction, however, most peoplewill see that avoidance or

mitigation is not the issue. The tax base is in a muddle. The toll should be
related either to the use ofthe bridge by vehicles- in which case it does
not matter how many passengers there are or to its use by individuals

in which case everyone should pay the toll whether they cross by foot,-

by car or by any other means. In the face of an irrational tax base, views
on whom we should criticise will differ: the people who take steps to pay
less tax or those who are responsible for devising an irrational tax base

SuccessfulTaxes

We should therefore look beyond labels and examine more fundamen-

tally why it is, in my illustrations, different forms oftoll induce different
behaviouralresponses and differentviews ofthat behaviour. An attractive

objective of tax design is to minimise the behavioural effects oftaxation.
In this respect, the scope for avoidanceunder any given tax structure is of

particular interest. Tax avoidanceprovides an indicationofthe distortions
inherent in the structure and is a good guide to the deficiencies of that

structure. A measure,ofthe success of a tax system lies in the lack of op-

portunities that it offers for tax avoidance (and tax evasion).
In addition, opportunities for tax avoidance are not shared equally by

taxpayers. The ability to disable a car and push it over the bridge is lim-
ited to those with large and particularly fit and mechanically minded

families or those who can afford the necessary technical assistance. A toll
on individuals who cross by car but not on those who walk allows the

burden to fall disproportionatelyon those elderly or disabledpersons who
cannot walk the distance and therefore avoid or mitigate their liability.
Accordingly,tax avoidance is essentially inequitable.

Most literature'approaches tax avoidance as an issue of legal definition.
How successful has Parliament been in converting what government
wants to tax- the tax base into legal language But the better ques-
tion is how well defined and sustainable is the economic concept that
forms the tax base Without.aclear economic concept, the legislatorswill
have as much diffculty in giving legal coherence to the concept as the

judges will in understanding their legislation. Both the behavioural re-

sponse to taxation and the difficultywith legal language are related to the

clarity ofthe economic concept that underlies the tax base.

83 The cost of shoe leather would be a relevant consideration in any decision to walk.
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Successful taxes are those that reflect two factors a well-definedand
sustainableeconomic,conceptthat recognise a person's ability to pay, and
the ability of government to administer, collect and enforce the tax. The
absence of both factors lay behind the disastrous failure of the Thatcher
Government's 1988 poll tax. The tax did not recognise in any satisfactory
way a person's ability to pay and the mobility of the population in inner

city areas defeated the administrative resources available to local gov-
ernment to collect the tax.84 This failure was dramatic because it came

about through widespread tax evasion- including public disorder. Tax
avoidance may be more subtle and its effects less easily observed but its

impact on an unsatisfactorytax base may be equally severe.

Income as the Basis for Taxation

The most commonly recognised tax base is consumption. Taxation
based on a person's consumptioninvariably recognises their ability to pay
tax. People do not always recognise that consumption lies at the heart of
income as a tax base. Economists' definitions of income, however, are

cast almost exclusively in terms of what people can consume. Bradford

explains the point in these terms,

... the concept of income generally used in discussion of tax reform has
been called an accretion concept. It is supposed to measure the com-

mand acquired by the taxpayer during the accountingover resources

period, that command having been either exercised in the form of con-

sumption or held as potential for future consumption in the form of an

addition to the taxpayer's wealth. Hence, the apparently paradoxical
practice of defining income by an outlay or uses concept
consumptionplus change in net worth.85

It is the Haig-Simons' definition that is the foundation of the accretion

concept of income. This defines income as consumption and the oppor-
tunities for consumption in the form of a change in the person's net

worth. However, identifying the opportunities for consumption raises
considerable issues. First, the measure of any person's income in this
sense will vary according to the period over which income is measured.86

84 See D Butler, A Adonis & T Travers, Failure in British Government: The Politics

ofthe Poll Tax (Oxford, OxfordUniversityPress, 1994).
85 D Bradford & US Treasury Tax Policy Staff, BlueprintsforBasic Tax Reform 2nd

ed. rev (ArlingtonVirginia,Tax Analysts, 1984) at 26.
86 What is important in this respect is the period ofmeasurementnot the fiscal period.

Thus, capital gains are normally measured over the period between the acquisition
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Second, to measure income you must be able to value current opportuni-
ties for consumption, even though they have not been reflected in any
cash receipt.

Many people regard wealth as an appropriate measure of a person's
taxable capacity. However, there is an inherent practical difficulty in

basing tax on a measure that requires the annual valuation of a person's
total assets. This is a problem also for a tax on income in the sense of a

tax on the opportunities for consumption. How do you measure oppor-
tunities Some assets cannot be valued easily. Furthermore, valuation

merely reflects one current expectation of several possible outcomes by
whoever is doing the valuing- whether that be the market, an account-

ant in respect of business profits or some other specialist valuer. And are

you interested merely in taxing the opportunity to consume, or do you
want to know that that opportunity was actually realised And in what

sense realised- as actual consumptionor somethingelse

You can easily 'identify from those problems those areas of the tax sys-
tem that are prone to abusive tax avoidance. First, there is the basic idea

of deferring income and accelerating expenses. And to get round the dif-

ficulty of annual valuation, the system relies on cash receipts. However,
frequently taxpayers can control the timing of receipts and in many cases

the form of the receipt. Most obviously, the system cannot allow taxpay-
ers to lock up their savings in institutions and only pay tax when they
withdrawthem to spend. This converts an income tax into a tax on con-

sumption. An income tax accordingly requires effective measures to tax

intermediaries or to allocate the returns they earn to individual savers.

And ifyou tax what people earn and save, you must be able to distinguish
capital their savings- from income when taxing the return on their

savings. Making income look like capital has been a fruitful source of
avoidanceopportunities.

Kaldor, one of the minority members of the 1955 Royal Commission,
was of the view that [the] problem of defining individual income, quite
apart from any problem of practical measurement, appears in principle
insoluble.87 Kay summed the matter up when he noted that,

... income is, in the last analysis, a subjective concept whose size de-

pends on the judgementof the accountants who compile it and the par-

of an asset and its disposal, even when that spans several tax years. The effective
rate of tax on capital gains varies according to the period ofmeasurement.

87 N Kaldor,AnExpenditureTax (London,Allen & Unwin, 1955) at 70.
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ticular purposes for which the measurewill be used. This doesn't mean

that the income concept doesn't have substantialpractical value: it does

[W]ithout income concept guide to practical action individu-... an as a

als and companies are likely to make serious mistakes; ... Income ... is a

necessary concept but one which cannot be given the precision or ob-

jectivity that some of its uses might require. Foremost among these is
its use as a tax base, and the principal source of the bulk of the exten-

sive statutory provisions is successive, not very successful, attempts to

give that precision to a conceptwhich intrinsically lacks it.88

Consumptionas the Tax Base

Implicitly, I acknowledge in this paper that taxes on consumption- in

my illustration,the use of a river crossing- are not immune from avoid-
ance activity. Whenever taxation seeks to differentiate in some way be-
tween,people or products, the question arises as to how easy the line will
be to draw. And this will depend upon how robust is the underlying con-

cept on which the distinction is drawn. The more numerous and diverse

the characteristics and attributes of particular goods and services, the

easier it is to distinguishthem and the smaller the incentive for taxpayers
to substitute one product for another. A persistent difficulty of taxing
savings is that the relevant characteristics of financial assets are limited

typically the rate of retum, risk and liquidity. One form of saving is-

therefore a very close substitute for another and the difficulty and dis-
tortions of savings taxation which is associated with so much avoid-
ance activity- shouldnot surpriseus.

The problems of savings taxation are the problems of an accrual in-

come tax. Defining consumption has its problems. However, because

income is defined as consumption plus new opportunities for consump-
tion, it should be apparent that income shares whatever problems con-

sumption has as a tax base. You can see this if you consider whether a

person who crosses the bridge for mixed business and private reasons can

deduct the toll in calculating his income, or whether the VAT input tax

attributable to his use of the company car ought to be allowed. However,
a consumptionbase avoids many of the problems ofthe income base be-
cause it taxes outcome not opportunity.As Kay points out,

For every problem which arises under VAT there is an analogous diffi-

culty for an income tax, but the converse is not true... [and a]s with

ss J Kay, Is Complexity in Taxation Inevitable (Institute for Fiscal Studies' Working
Paper 57) (London, Institutefor Fiscal Studies, 1985) at 10.
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VAT, the avoidance problems faced by a direct personal expenditure
tax are a strict subset of those arising for a personal income tax... But

the central reason why avoidance opportunities are much reduced is
that an expenditure tax is a tax on net receipts... The description of the
tax base is therefore substantially easier to handle under a personal ex-

pendituretax than under a person incometax.89

Conclusion

Rules andthe UnderyingPrinciples
Taxes are no part of any unwritten code that governs society. A tax

system must therefore be rule-based. The legal system then faces a

choice. Does it favour legal rules underpinned by judicial interpretation
and application a legalistic approach Or does it rely on administrators
to formulate rules to govern their action, subject only to review- an

administrative approach The practical impossibility of legislating for

every situation means that legal systems contain a mixture of both ap-
proaches.

The constitutional and legal tradition in the United Kingdom has pre-
ferred a legalistic approach and this remains at the heart of the UK's tax

system. In recent years, however, UK tax administratorshave been more

willing to publish guidance on how they interpret and apply the legal
rules. While legal rules still prevail, the administrativeview and judicial
review techniques have taken on an important status. In practical terms

most people prefer to accept the administrator'sview of a legal rule than
to challengethat view in the courts.

By itself an administrative approach should not concern us, provided
the administration is open and unbiased and the courts have satisfactory
powers of review. The administrative response to a changing social and
economic environmentmay be quicker, more flexible and more effective
than Parliamentary action. However, the balance between legal and ad-
ministrative rules is not the central issue.90 The soundness of the eco-

89 Kay,supra note 71, at 363-64.
90 People often use the expression purposivedrafting to describe the movement of

the legislative detail of the rules from the formal and relatively inflexible status of

primary legislation into more flexible forms of secondary legislation or Revenue

practice statements.A case can be made for this movementbut it has nothing to do
with purposive drafting in the sense of expressing a clear principle that you can

apply to a variety of circumstances as a guide to the correct answer in those cir- .

cumstances.
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nomic principle that underlies the rules is. Tax rules, whether legal or

administrative, are more easily formulated and applied when they are

drawn up to put flesh on sound economicprinciple.
The rules for determiningand taxing employment incomes illustrate my

points. The legislation that imposes tax on employment incomes ranks

among the shortest and most straight-forward pieces of the tax code.

Predictably, the difficulties arise in such areas as non-cash benefits -

where valuation is an issue- and expenses-where personal consump-
tion choices are in point. Significantly, the rules for taxing employment
incomes are largely administrative rules. This has not, however, been a

particular concern. The unavoidable difficulties of benefits and expenses
are peripheral issues. They cannot disguise that a person's salary is an

easily identified and sound economicbase for taxation.91

A more controversialaspect of current employment income rules, how-

ever, is the exemption from tax of profit related pay. Detailed and

complex legal rules are needed to define what pay is profit related. It is
a matter ofconsiderablecontroversyand concern whether legal or admin-
istrative rules should supply the answer. There is no consensus at any
time that the rules- whether legal or administrative are wholly cor-

rect. It does not take long for allegations to emerge that some directors or

employees have undeservedly obtained exemption through tax schemes
and the refinementof the rules is on-going.92

The simple answer is that neither legal nor administrativerules can sat-

isfactorily say what pay is profit related. There is no clear principle on

which to base such rules. Employees contribute to the success of an en-

terprise in a variety of ways that rules cannot readily identify and value

separately from the employee's basic salary. Accordingly, people object
to administrative rules because they perceive that there is no clear prin-
ciple to guide the administrators and they fear that administrative deVi-
sions may be arbitrary and unfair.

But legal rules are equally incapable to producing a satisfactory answer

to the problem. As a result, the legal rules offer opportunities for manipu-
lation. The outcome is equally arbitrary and unfair in allowing clever and

91 See M Gammie, Tax Simplification Right Path or Dead End in Report ofthe-

Proceedings of the 47th Conference, 1995 Conference Report (Toronto, Canadian
Tax Foundation, 1996) at 2:1.

92 See, for example, the Budget Statement and Inland Revenue Press Release of
30 November 1993.

211



well advised people to obtain the benefit of the reliefwhere others can-

not. Purposive legislationoffers no escape becausethere is no satisfactory
principle to express as a legislativepurpose.

The Response to TaxAvoidance

A PiecemealResponse
A major failing ofUK fiscal policy has been for government too often

to target the symptom of the problem- specific tax avoidance schemes
rather than the underlying cause.93 Consequently, as one scheme is

countered another emerges. The invariable outcome is the continuing re-

finementof legal rules in a vain attempt to define the problem out ofexis-
tence. Kay describesvery well the result,

The final exasperated outcome is the buttress of a rather vague and

general provisionwhich leaves doubt in the mind ofhonest and dishon-
est taxpayer alike; and which may well create difficulties for those who
have no thought of tax avoidance. The sum of the resulting legislation
is complex in appearanceand uncertain in effect.94

A recent illustration is the UK's approach to the taxation and relief of

corporate debt. For a dozen years or so, Parliament has legislated on an

annual basis to deal with the tax advantages of varieties of financial in-
strument. In doing so it has merely demonstrated the market's ability to

out-think the draftsman. The government has finally been driven to a

more fundamental reform of the rules, coupled with a general anti-
avoidancerule to limit abuse ofthe new rules.95

A Judicial Response
I have argued that a resort to discretion is inevitable where there is no

satisfactoryprinciple to underpin particulartax rules. The only alternative
is policy reform. However, with no satisfactory principle, judicial re-

sponses to avoidance are unlikely to offer a ,solution. First, with no clear
rationale for the tax base you should not expect the judges to -find a satis-

factory test to distinguish abusive tax avoidance and ordinary tax mitiga-

93 As a result you can only fully understand a number of complex and detailed tax

avoidance provisions if you are familiar with the schemes at which they were

aimed. Such provisions add to the overall complexityofthe taxingActs.
94 Kay,supra note 71, at 358.
95 Finance Act 1996 (UK) sch. 9, para. 13. An extract from the government's guid-

ance on this provision was reproduced above. The problems that lie at the heart of

taxing corporate loans are those of taxing accrual income and of enforcing satisfac-

torilythe tax in an international environment.
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tiion. Nor will the llegisllatiion that Parliamentproduces adopt a purposive
rather than a rulle-bassed apprroach. Second, in the end it isis the government
that will want to decide what isis abusive ttax avoidance. It will not leave it

to the variable judicial attitudes and perrceptions. Finally, aajudiciial solu-

tion can only serve the government''s purposses adequately if it isis createscreates

sufficient uncertainty regarding its appliicatiion. However, as Lord Oliver

poiints out,

A generral doctrine of fiscal nullllity dependent upon the mottive for
which aa transactiion isis undertaken leads inevittably to great uncerttainty.
It leads, perhaps even more importtantly tto taxation by Revenue discre-

tion -- asas indeed Furrnisss did. The Revenue arearenot slow to take ad-......

vanttage ofan opportunitytotoundertake the ttaxing roleroleofParliameent.....96

Thuss, the judiiciiary may confer on the administrator what traditional

Brittiish constitutiional and llegal doctrine is ssuppossed to deny -- discrre-
tion.99 And this isis witthout necessssariily vesstting ttaxpayerrs with adequatte
rightts to balance their intterresstts with those ofgovernment.

A LegislativeRessponse
A generral anti--avoidance rule -- whether in the context of a sspecific

regime, such asas that for corporrate debt, or across the tax systtem as a

wholle-- offers no cllearer principle where none exists.99 However in the

face of unanswerrablle diffiiculties, areare such rules a better courrsse In one

ssense they are. Tax avoiidance isis essssentiiallly the problem of giving legal
exprresssiion to the goverrnmentt''s chosen ttax base. As ssuch, the prroblem isis

pollittiical ,rather than llegal. If the government wishes to exempt profit re-

96 Kay, supra note 71, at 358.
97 i believe that the position in the USA ought to be considered with the differreent

cconstitutional and jjudiciial framework inin mind. The division of leegiisllative powers
between the Congresss and the President and the placce ofofthe Judiciiaary within the
constitution prroviides a differrent backgrround to considering the function and rela-

tive merits of judicial and statutory generral anti--avoidance rulles. See geenerrally J

Tilley, Judicial Anti--AvoidanceDoctrines: The US Alternatives, Part II [11987] Brit-

ish Tax Review 1180; JJ Tiley, Judicial Anti-Avoidance Doctrines: The US Al-

teernatives, Part II [1987] British Tax Revieew 220; WD Popkin, Judicial Anti-Tax

Avoidance Doctrine in England: A United Statees Perspeective [1991][1991] British Tax

Review 283.
9s98 Similar avoidance prrobllems should emeerge for aatax base in aa country that adopts

an administrative apprroach. However, asas the use of administrative discretion isis a

paart of the system, II asssume that avoidance isis morre rreadily addressed. This isis per-

haaps why the debate on avoidance and generral anti--avoidancerules seems to be a

matter for countries that have adopted English legal traditions.
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lated pay, or to exempt some share exchanges but not others, the govern-
ment may claim the final word on what qualifies.

Lord Oliver thought a legislative approachwas to be preferred. He said,
... I have to say that I marginally prefer a statutory anti-avoidance

framework, at any rate if it is accompanied by an efficient and easily
intelligible clearance procedure. I think that I would prefer it even if it
is taken out of the province of the High Court and committed to a spe-
cial tribunal subject only to judicial review.9

However, would that framework, as some have claimed, confer unac-

ceptable discretion for administrators, contrary to the rule of law The

answer, as Lord Oliver perceives, lies in establishingthe appropriate legal
and political controls. A general anti-avoidance provision places in the
hands of administratorsthe power to say what is or is not acceptable. In
its traditionalBritish expression, the only control that the rule of law of-
fers is for government to impose tax in clear and unambiguous terms

the letter ofthe law- in areas where no such certainty (and therefore no

such control) can exist.

I have argued that discretion is inevitable in those areas most affected

by tax avoidance and I have illustrated the variety ofways, in the United

Kingdom, that discretion is conferred even with no general anti-
avoidance rule. The immaturity and perceived inadequacy ofUK admin-
istrative law remedies are central to the objections by taxpayers and

practitioners to the introduction to the United Kingdom of a general anti-
avoidance rule. The Revenue Departments advise Ministers on the policy
ofthe legislation, instruct the draftsman on the form of the legislation and
administer the legislation once enacted. This concentration of functions
creates concern that the operation of a general anti-avoidance discretion
in the Departments' hands cannot practicallybe controlled. A devotion to

legislative certainty is seen as taxpayers' best refuge. The outcome, how-

ever, is an effective discretion without the development of the legal and

political controls that ought to accompany it.

Controllingthe Discretion

It is beyond the scope of this paper to consider the adequacy of current

UK administrative law remedies.1 Here, I will address three particular

99 Lord Oliver, supra note 30, at 185-86.
100 Ulis forms part of the work currently being undertaken by the Institute for Fiscal

Studies' Tax Law Review Committeeon the reform of the UK tax appeals system.
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concernsconcernsinn relation tooo the discretion aageneral rule confers: the rule al-

lows administratorsananunfettered discretion tooodecide after thetheeevent how

much taxax to demand-- it creates unnacceptableunccertainty; thetheediscretion

may bebe arbitrarily, unnfairly oror inapproopriately exercised andand unneces-

sarily extendeed; andandthetheediscretion allows administratorsto alter thetheescopescope
ofoftaxationwithout proper legislativve control.

Unnacceptaable uuncertainy. An understandable fear ofof general anti-
.

avoidance rules is that theytheyy allow anan administrator to decide after thethee
eventeventwhat taxax shouldshoouldbebepaid, while refusing tooosaysay inn advance. There is

aa view that creatiing legislative uunccertaintty is anan essential weapon for

ccontrolliing tax avoidance. Hoowever, discretion andand uncertainty are notnot

necessary ccoompanioons. Inndeeed, the exerciseofofdiscretion is how youyouoffer

certainty where legaleggaaldefinition cannot. Discretion maymaybebe inevitable inin
thosethoosseeareasareaswhere avoidancevooidancceeis aaprooblem butbutunccertainty is not. Uncer-

tainty hashasnonomerit whatsoever. A discretion thatthattallows taxpayers tooo ask
administrators how they will bebe taxed reeccoognises the interests ofofbothbotth

taxpayers andand govvernmentt.101
Arbitrary taxation. Existing proceduresroocceeduressallow thetheecourts too reviewevvew ac-

tion bybythe Revenue departments. Arguuably, hoowever, in the casecaseofoftax

avoidancejuudicial review is notnotenoouugh. The prooper control ofofdiscretion

reequires that administrators must exercise their discretion oopenly. An

openopen processprocess is therefore essential. However, thethee courts cancan onlyonyy saysay
whether thethee administrators havehave applieed aa rulerule fairly. They cannotcannotsaysay
whether thetheerule is being applieed appropriately.An arbitrary rule may bebe

applied fairly andandccoonsistently against ali taxxpayers.

Ultimately, the resolution ofofarbitrary taxation lies ininthe politiccalprooc-

ess, asasthetheefate ofofthetheepoll taxax demonstrates.However, it is nonopart ofofthethee

judicial function totosaysaywhether thetheerule was appropriatelypprooprrateey applieed ininthethee
case inin questioon. This is aa politiccal rather than aa juudicial quuestion. It

points, hhoowever, to thethee establishment ofofspecial review proocedures, as

Lord Oliver suuggests, thatthattcancansatisfactorilyreflect the politiccal aspeects ofof
thetheematter.

A legislative poower. Would thethee discretion bebe unneeccessarily extended

beyondbeyyoondtax avoidance IIhave alreeady drawn attention tooo thetheegrowth ofof
administrativematerial within the tax system, andandto the reliance ononad-

101 The apparent beliefofofthe current gooveernment that anyanyformal pre-transaction rul-

ings system should explicit deny aa ruling for aatax avoidance transaction seems

completelymisconceived.
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ministrative materials for the taxation of employment incomes. There is
no reason to think that a general anti-avoidancerule would affect the de-

velopingbalance between legal and administrativerules.102

In this respect, however, existing anti-avoidance procedures in the
United Kingdom afford inadequateprotection to taxpayers. In particular,
the use of concessions offers the Revenue the opportunity to alter taxa-

tion liabilities with no guarantee of legislative scrutiny.103 An anti-
avoidance rule should be able to develop to counter new strategies to

avoid taxation. This should not, however, allow administratorsto alter the

accepted taxation of existing arrangements, circumventing legislative
procedures in the process.

A PolicyResponse

My purpose in this paper is not to argue for a particular tax base but to

make clear the relationship between legislation, avoidance and the tax

base. The difficulties of legislation and avoidance are a function of the
chosen tax base and are more severe when the tax base fails to reflect a

coherent and sustainable economic concept. Within any tax system, an

analysis of the tax base should reveal the areas that are prone to avoid-
ance activity. In this respect, a policy response is usually a better response
to avoidance thanthe resort to broadly drawn anti-avoidance rules that
address symptoms but not causes.

102 Beighton suggests that a shift to more purposive approach to legislation coupled
with a general anti-avoidance rule offers the option of dispensing with complex
specific tax avoidance rules and simplifying existing legislative language. See L

Beighton, Tlie FinanceBill Process: Scope for Reform [1995] British Tax Review

33, at 43. I cannot examine such claims in this paper but I believe the benefits are

probably overstated. The outcome is more likely to be the substitution of detailed
administrativeguidelines for detailed legal rules.

103 The withdrawal of extra-concessionCl0, for example, would deny taxpayers the
benefit of assurances they received in 1992 when the group rules were amended
which were discussed above. As another illustration, many taxpayers considered
that the Inland Revenue changed its interpretationand applicationof extra-statutory
concessionA5 for employee removal expenses. In the end the matter was,resolved
when the concession was replaced by legislation in 1993. Mr Hart criticised the
Revenue for seeking an interpretation of the law in his case that was contrary to
Ministerial assurances to Parliament and departed from the Revenue's practice of

many years. In consultationsprior to its defeat in the House of Lords, the Inland
Revenue denied that its arguments in Pepper v Hart contradicted the practice and

interpretation it had previously adopted. I merely record that this did not accord
with the views and experienceofany practitioner involved in the consultationproc-
ess.
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.In the United Kingdom, abusive tax avoidancehas historicallybeen as-

sociated with income taxation and the nineteenthcentury Schedular
structure of the income tax. Economists have been unable to produce a

precise definition of income. It should not surprise us, therefore, that
draftsmen and judges .have been equally unsuccessful in explaining the

concept. A general anti-avoidance rule takes us no closer to understand-

ing the concept of income. It may, however, be a better way to guarantee
the rule of law while giving effect to the chosen tax base. An inade-

quately controlleddiscretion is contraryt the rul of law, but this is not a

necessaryconsequenceof a general anti-avoidancerule.

Avoidance,or Evasion

The poll tax demonstrates that an attempt to impose an unsustainable
tax can itself be subversive of the rule of law. The income tax faces a

similar dilemma: is accrual income a sustainable tax base So far as

economists can explain this concept, it is one .that does not command

popular support and cannot practically be implementedas a tax base. The
obvious illustration of this point is people's resistance to the idea ofpay-
ing tax on gains as they accrue. But the compromiseoftaxinggains when

they are realised becomes a source of tax avoidance activity, as Furniss v

Dawson illustrates. A general anti-avoidance rule can counter this and
other avoidance techniques. However, the central issue of the income tax

is no longer avoidance but that of evasion and therefore survival. In a

world in which capital can move freely abroad, the practical ability ofthe
Revenue to control and monitor savings and investment and the income

they generate is significantlyreduced.

This is not specifically a UK problem but one that affects all jurisdic-
tions that aspire to tax accrual income. It explains the general movement

towards taxes on earnings and taxes on general consumption and the re-

duction of taxes on savings and investment in recent years.
104 Taxes on

earnings and consumption are as vulnerable as any to avoidance where,
for example, they incorporate exemptions and reliefs that do not reflect

any clear principle. Similarly, they encounter problems if they do not

adopt objectivelyverifiable distinctions when they tax people or products
at different or multiple rates. My previous examples illustrate these

points.

104 See Kay, supra note 88; JKay, Tax Reform: A PerspectiveLonger Than The Life
Of One Parliament, in The Irish Dilemma: How to Achieve Fiscal Reform
.(Proceedingsof the Ninth Annual Conferenceof the Foundation for Fiscal Studies)
(London, Foundationfor Fiscal Studies, 1994); Gammie, supra note 91.
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However, taxes on earnings and general consumption share three char-
acteristics: they arise from everyday cash transactions, which makes it

easy for people to recognise when tax arises, what is the basis of the tax

and how much tax is due; their tax base corresponds to a well defined
economic concept- earnings and consumption; and their tax bases are

relatively immobile.

It is easier to see where people earn their living and spend their money
than it is to see where income arises from savings and investment. And

because people are less mobile than their capital, collection and enforce-
ment oftax on their earnings and consumption is more a domestic than an

international concern. Thus, by accident or design, tax systems are mov-

ing towards a tax base that is more robust to abusive tax avoidance and
where evasion may be easier to control.105

105John Prebble reached similar conclusions on the relevance of the tax base to the
issues of avoidance and the rule of law. See Ectopia, Formalism and Anti-
avoidance Rules in Income Tax Law, in W Krawietz, N MacCormick& G H von

Wright (eds), Prescriptive Formality and Normative Rationality in Modern Legal
Systems, Festschri/tforRobert S Summers (Duncker& Humboldt, Berlin, 1994) at

367. See also J Prebble, Philosophical and Design Problems That Arise From the

Ectopic Nature of Income Tax Law and Their Impact on the Taxation of Intema-
tional Trade and Investment (1995) 13 Chinese Year Book of International Law

andAffairs 111.
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CHAPTER7

THE CANADIANGENERAL
ANTI-AVOIDANCERULE

Brian J. Arnold

Introduction

In- '1988, the Canadian govemment introduced a new general anti-
avoidance rule into the Income Tax Act (the Act).1 According to a

White Paper on tax reform issued in June, 1987, a general anti-avoidance
rule was necessary to prevent taxpayers from engaging in aggressive tax

planning that undermined the integrity of the Canadian self-assessment
system and the stability of tax revenues. Existing provisions of the Act
and judicial anti-avoidance doctrines were perceived to be inadequate to

discourage or prevent offensive transactions. As expected, tax practitio-
ners were virtually unanimous in their opposition to the rule on the

grounds that no general anti-avoidance rule was necessary and, even if
one were necessary, it should not take the form of the rule proposed by
the government. After approximately a year of consultation and several
modifications to the proposed rule, the rule was enacted as s. 245 of the
Act and became effective generally for transactions occurring after Sep-
tember 13, 1988.2

1 S.C. 1970-71r72, c. 63, as amended.
2 For a detailed analysis of the rule see BJ Arnold & JR Wilson, The General

Anti-AvoidanceRule - Part 1 (1988) 36 Canadian Tax Journal 829; BJ Arnold &
JR Wilson, The General Anti-AvoidanceRule - Part 2 (1988) 36 Canadian Tax
Journal 1123; BJ Arnold & JR Wilson, The General Anti-AvoidanceRule - Part 3

(1988) 36 Canadian Tax Journal 1369; HJ Kellough, A Review and Analysis of
the Redrafted General Anti-AvoidanceRule (1988) 36 Canadian Tax Journal 230;
J Sasseville, Implementation of the General Anti-AvoidanceRule, in Income Tax

Enforcement, Compliance, and Administration, 1988 Corporate ManagementTax

Conference (Toronto, Canadian Tax Foundation, 1989) 4:1; DA Dodge, Tax Re-
form and the Anti-AvoidanceProposals, in 1987 British Columbia Tax Conference
(Toronto, Canadian Tax Foundation, 1987) tab 4.
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Under the new rule, a transaction resulting in the reduction, avoidance
or deferral of tax is disregarded for tax purposes unless the transaction is

carried out primarily for non-tax purposes or does not constitute a misuse

or abuse of the provisions of the Act. If the general anti-avoidancerule

applies, the tax consequences must be determinedas is reasonable in the

circumstances to deny the tax saving that would otherwise have resulted
from the transaction.

This article examines the Canadian general anti-avoidancerule with a

view to providing readers with an understandingof the Canadian experi-
ence. The article commences with a brief description of the background
to the introduction of the Canadian rule. It sets out the major policy
choices that were made by the Canadian government in the design of the

rule, since the same choices confront any country considering the adop-
tion of a statutory general anti-avoidancerule. The article then provides a

brief general analysis of the rule itself. This analysis attempts to avoid
the technical details of the rule which are peculiar to the Canadian tax

system. The article concludes with some personal comments about the

effects of the general anti-avoidancerule on tax planning, the application
of the rule by Revenue Canada, and the possible attitude of Canadian
courts to the rule. As of August, 1996, no cases involving GAAR have

been decided by the courts, although several cases are currently before

the courts.

At the outset I want to acknowledge expressly the limitations of com-

parative tax analysis. A country's tax provisions are the product of its

own experience. Consequently, great caution must be exercised in

adopting features of another country's tax system. This caution is espe-

cially necessarywith respect to anti-avoidance legislation, which is often
a sensitive barometer of the relationship between the rights of taxpayers
and the needs of the state.3 However, it would be foolish for a country to

ignore the experience of other countries in dealing with the same prob-
lem. Such experience should be studied even if it is rejected or adapted.
Often a study of other countries' rules will illustrate the range of policy

3 Many factors influence a country's attitude and response to tax avoidance, includ-

ing: the type oftax legislation (detailed technical rules or broad general principles);
the extent of tax avoidance and taxpayers' attitudes to tax avoidance; the effective-
ness ofthe tax authorities in dealing with tax avoidance; the attitude ofthe courts to

tax avoidance, their approach to statutory interpretation, and their view of the role
of the judiciaryvis--vis the legislature; and the availabilityof advance rulings and
the publicationof detailed guidelines concerning the administrativepractices of the
tax authorities.
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options available to deal with a problem, especially when the countries
share common legal and tax traditions, as is the case with, say, Canada
and Australia. The experienceof other countries is especiallyvaluable in

helping to identify mistakes made in the past that can be avoided in the
future.

Background
Prior to 1984 Canadian courts had flirted with the adoption ofa judicial

business purpose test despite fundamental adherence to the principle of
the Duke of Westminstercase,4 that a person has a right to arrange his or

her affairs so as to pay the minimum amount oftax. In a 1984 case, Stu-
bart v. The Queen,5 the Supreme Court of Canada expressly rejected the
business purpose test, primarily because such a test was inconsistentwith
what the court characterized as a general statutory anti-avoidance tule in
former s. 245(1). In other words, since Parliament had spoken on the

matter, it was inappropriate.forthe courts to usurp the role ofParliament
in dealing with tax avoidance by adopting a general anti-avoidance rule

judicially. In this regard, the Supreme,Court made a fundamental error.

Former s. 245(1) was clearly a provision of narrow application;6 it was

not a general anti-avoidance rule. Even on a superficial examination, it
did not apply to deductions in computing taxable income, deductions in

computing tax payable, or transactions that artificially reduced income
but did not involve deductions.

Although the Supreme Court's decision in the Stubart case is flawed, it
did recognize the important relationship between statutory interpretation
and thecontrolof tax avoidance. The Court rejected strict or literal inter-

pretation ofstatutes in favour of a modern approach:

To-day there is only one principle or approach,namely, the words of an

Act are to be read in their entire context in their grammatical and ordi-

4 CIR v. Duke ofWestminster [1936] AC 1.
5 Stubart InvestnientsLtd. v. The Queen [1984] CTC 294; 84 DTC 6305 (SCC).
6 Former s. 245(1) read as follows:

(1) Artificial transactions. In computing income for the purposes of this Act, no

deduction may be made in respect of a disbursementor expense made or incurred
in respect of a transaction or operation that, if allowed, would unduly or artifi-

cially reduce tlie income.
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nary sense harmoniouslywith the scheme of the Act, the object of the

Act and the intention ofParliaameent.7of

Although the modern aapproaach toto statutory interpretation isss rootedoooteed inin
thetheeordinaary meeaaning ofofthe text ofofthethe statute, the purposse ororobjeect andand

sspirit of the statute cannot be dissregarrded asas it was under the strict oror

literal apprroach. The modern apprroach gives courts considerable latitude

toto scrutinize transactions with aa view toto determining whether they areare

within the oobjeect andand spirit ofofaa particcular statutory provisioon. As dis-

cussedcussedssubsseequeently, Canadian courts havehave reecceently indicated aawilling-
ness too control taxtaxavoidance in this way. However, in aa 1995 ccaasse, the

Suprreeme Court restricted purposive interpretation toto situations where the

plain meaning ofthe statuttory language isisnotnotclear.s

Desspite the Supreme Court''s endorsement of aapurposive apprroach toto

statutory inteerpretatioon in the Stubart ccasse, Revenue Canada maintained
anan eexcceesssively literal approaach, largely for politiccal reasons. After the
Stubart ccaasse, Revenue Canada announcedthat it would issuessssueeadvance taxaax

rulings on transactions that lacked any business purposse. It alsoasso issued aa

Declaration of Taxpayer Rights, which informed taxpayers that [you]
have aa right toto arrange your affairs in order to pay the minimum tax re-

quireed by law.

Inn response to Revenue Canada's new approaach and toto the Supreeme
Court's rejeection ofofthetheebusiness purpose teest, taxpayers andandtheir profees-
sionalsional advisers became incrreassingly aggrressssive. Transactions were ar-
ried outoutthat would notnothave been sserioussly conttemplated 10 yearrs earlier;
in fact, advance tax rulings were requested and received in rresspect of

some ofofthese transactions. Maany ofofthe transactions involvedinvooveedthe utili-

zation ofofaccumulated losses. These transactions became soso prevalent
thatthattinn the period 1985-871985-87the goveernmeentexpeenced aaserious shortfall

in corporatecorporae tax revenues. The government rresponded by adopting the

prractice of issssuing prresss releases announcingsspecific amendmentsto sttop
the offensive transactions. Thus, the tax avoidance activity that the Su-

preeme Court thought its new inteerpretative aapproaacch would mitigate had

instead intensifiedbybythetheetime the goveernmeentembarked ononits taxaax reform

exerciseexerciseinn 1987.

77 Stuubbart, at 33116, quoting from EA Drieeddger, Construction of Statutes, 2d2d eded

(Toroonto,Butterworths, 1199883).
s8 Friesen v. The Queeen [1995][1995]9595DTC 5551,5551,[1995][1995]22CTC 369369(SSCC).
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MajorPolicy Options
This section of the paper deals with three questions: is some type of

general anti-avoidance rule necessary; if some type of rule is necessary,
should the rule be judicial or statutory; if a statutory general
anti-avoidance rule is considered to be appropriate, what are the most

important issues in the design of the rule Each of these questions could

be, and has been, the subject of a separate article.9

My intention here is to deal with the first two questions summarily.
These questions have been debated at length in the Canadian literature.

Moreover, the analysis of these two questions is peculiar to each country;
therefore, the Canadian experience is unlikely to be ofmuch significance
in another context. However, I think it is important that readers under-
stand what theauthor'sgeneral attitude is toward-thesequestions.

It is impossibleto prove whether or not a general anti-avoidancerule is

necessary in the Canadian tax system,10 It is unclear whether there is too

much unacceptable tax avoidance, partly because there is no generally
accepted definition ofunacceptabletax avoidance. Also, the courts have
struck down some tax avoidance schemes withoutthe need for any gen-
eral anti-avoidancerule. In Canada, strong disagreements over the need
for a rule were expressed in 1987; it is to be expected that they would
continue to be advancedtoday.

In my view, any tax system requires some general anti-avoidance rule
to ensure that taxpayers cannot avoid the obligations that the tax law
seeks to impose by engaging in transactions that are designedprimarily to

avoid those obligations. Furthermore, a survey of the income tax sys-

9 See, for example, DC Nathanson, The Proposed General Anti-AvoidanceRule, in

Report ofProceedings of the Thirty-NinthTax Conference, 1987 Conference Re-

port (Toronto, Canadian Tax Foundation, 1988) at' 9:1; J Tiley, Judicial
Anti-AvoidanceDoctrines: The U.S. Alternatives- Part I [1987] British Tax Re-
view 180; J Tiley, Judicial Anti-AvoidanceDoctrines: The U.S. Alternatives-

Part II [1987] British Tax Review 220.
10 BJ Arnold, In Praise of the Business Purpose Test, in Report ofProceedingsofthe

Thirty-Ninth Tax Conference, 1987 Conference Report (Toronto, Canadian Tax

Foundation, 1988) 10:1, at 10:4.
See Judge Learned Hand's statement to this effect in Gilbert v. Commissioner of
InternalRevenue (1957) 248 F. 2d. 399, at 411 (2d Cir):

The IncomeTax Act imposes liabilitiesupon taxpayers based upontheir financial

transactions,and it is of course true that the payment ofthe tax is itselfa financial
transaction. If, however, the taxpayer enters into a transaction that does not ap-
preciablyaffect his beneficial interest except to reduce his tax, the law will disre-
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tems of several European and common law countries indicates that all

countries have a rule ofthis type.12
In my view, in 1987 a statutory general anti-avoidancerule was neces-

sary in Canada for several reasons. First, taxpayers and tax advisers were

becoming increasingly aggressive; second, for a variety of reasons, Reve-
nue Canada was taking a very lenient attitude towards tax avoidance

transactions; and third, the Supreme Court of Canada had rejected any
broad generaljudicial approach to combating tax avoidance.

Once a decision is made that a general anti-avoidancerule is necessary,
the next question is whether the rule should be statutory or judicial.13 A

general anti-avoidancerule may be created either by the courts, as it has
been in the United Kingdom and the United States, or by the legislature,
as it has been in several other countries, including Australia and New
Zealand. The adoption of a statutory rule is more acceptable than a judi-
cial rule to those persons who consider that it is the legislature's exclusive

responsibility to develop the tax laws. The introduction of a statutory
rule is subject to all of the safeguards of the legislativeprocess, including
the consultativeprocess. The limits of a statutory rule can be established
with more specifcity than the limits of a judicial rule, even if only by
way of explanatory notes and administrative guidelines which help to

reduce uncertainty! Conversely, a judicial rule is inherentlymore flexible
than a statutory rule; it can develop gradually and cannot be undermined

by microscopic examination in the search for loopholes.'4 The benefits
of both approaches can perhaps be obtained where the general
anti-avoidancerule is introducedby the legislature in a statutory form that
is sufficiently flexible to permit the courts to develop the rule gradually.
Since the Stubart case effectively prohibited the developmentof a broad

judicial business purpose test, the only realistic alternative for Canada
was the adoptionofa statutory general anti-avoidancerule.

Once ithas been determinedthat a statutory approach to tax avoidance
is more appropriate than a judicial approach, the next issue is the design
of the statutory rule. Three general legislative approaches are possible.

gard it; for we cannot suppose that it was part ofthe purposeofthe act to provide
an escape from the liabilities it sought to impose.

12 Arnold & Wilson,supra note 2, Part I, at 872.
13 See generally, Revenue Law Committee of the Law Society, Tax Law in the Melt-

ing Pot (London, The Law Society ofEngland and Wales, 1985) at 40-41.
14 P Millett, Artificial Tax Avoidance: The English and American Approach [1986]

British Tax Review 327, at 338.
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First, Parliamentcan enact specific anti-avoidance legislation to deal with

particular tax avoidance schemes or transactions. Every developed tax

system is full of such provisions. Such specific legislation can never be
an adequate response to controlling tax avoidance.15 Second, the tax

authorities can be given administrative discretion to deal with tax avoid-
ance. This type ofbroad administrativediscretion is clearly unacceptable
in the Canadian tax system because it is perceived to be contrary, at least
in spirit, to the rule of law. It must be noted, however, that such adminis-
trative discretion is a prominent part of several countries' tax systems.
Third, a broad general statutory rule can be introduced to counteract abu-
sive tax avoidance arrangements. This approach was adopted in Canada
because specific anti-avoidancerules were thought to be inadequate and
administrativediscretionto be unacceptable.

In a previous article co-authored with James Wilson, we attempted to

identify the principles that should be used in formulating a statutory gen-
eral anti-avoidancerule for Canada.16 In my opinion, these principles are

equally applicable to the adoption of a statutory general anti-avoidance
rule in other countries. Of course, translating these principles into statu-

tory language that represents a balanced, practical, and effective tool for

dealing with abusive tax avoidance arrangements,but that does not inter-
fere with legitimate tax planning, is an enormouslydifficulttask.

A comprehensivediscussion of the principles to be followed,in design-
ing a general anti-avoidance rule is beyond the scope of this article.

However, it is appropriate to discuss two of the more important princi-
ples.

First, any general anti-avoidancerule must distinguish between accept-
able and unacceptable tax avoidance transactions. This distinction is
central to any general anti-avoidance rule. Not all tax avoidance is of-

fensive, but no tax system can tolerate or permit unrestricted tax avoid-
ance. The difficulty, of course, is to identify the basis on which the
distinction should be made. It seems clear that the distinction should not

just be made by way of ad hoc judgments in particularcases; it should be

15 See Canada, Report of the Royal Commission on Taxation, volume 3 (Ottawa,
Queen's Printer, 1966) at 554-56. The Commission identified the following defi-
ciencies drafters cannot foresee all the possible avoidance transactions, detailed

legislation often creates new avoidance opportunities, specific anti-avoidancerules
are often overly broad and therefore discourage some legitimate transactions, spe-
cific rules often create roadmaps.forplanners, and specific rules lead to complexity.

16 See Arnold & Wilson,supra note 2, Part II, at 442-53.
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made on the basis ofpredeterminedobjective criteria that are capable of

application by taxpayers, tax authorities, and the courts. In Canada, two

main approaches were debated, namely, the rule could apply to

artificial transactions'7 or to transactions entered into primarily for the

purpose ofavoidingtax.

Ideally, tax consequencesshould be determinedon the basis ofthe legal
and commercialresults ofa transaction and not on the taxpayer's purpose
in carrying out the transaction. The use of artificiality as the test has

one significantadvantage in that it avoids the necessityofdeterminingtax

consequences on the basis of the purpose of a transaction. Nevertheless,
this advantage is outweighed by several disadvantages. The meaning of
artificial is ambiguous; it can mean both unnatural and fictitious.
The latter meaning is similar to sham, which adds nothing to the exist-

ing law and which is clearly too narrow for a meaningful general
anti-avoidancerule. Also, in Canada and in most countries, artificiality is
not inherently offensive; many artificial or unnatural transactions are

specificallypermitted, either by statute or by administrativeconcession.18
Most important, an artificiality test by itselfdoes not provide any criteria
to resolvewhethera transaction is normal or artificial.19

A purpose test, on the other hand, provides a reasonable basis for dis-

tinguishing between acceptable and unacceptable tax avoidance. If the

primary purpose of a transaction, determined objectively, is something
other than tax avoidance, the transaction represents acceptable tax plan-
ning. On the other hand, if the primary purpose is to obtain tax benefits
and the transaction would not have been carried out in the absence of
those benefits, the transaction is unacceptabletax avoidance. Admittedly,
therewill be some uncertaintyconcerningthe characterizationof transac-

tions that have both tax and non-tax elements.

In Canada, it was concluded that a purpose test by itselfwas not suffi-
cient to exclude all inoffensive transactions. Some transactions that have

17 The original draft version of the general anti-avoidancerule provided that the pur-

pose ofthe rule was to counter artificial tax avoidance.
18 For example, consolidation of the profits and losses of corporations in a related

group is not expresslypermittedby statute. Nevertheless, informal consolidation

by means ofvarious intra-group transactions is acceptedby Revenue Canada.
19 United Kingdom,Royal Commission on the Taxation ofProfits and Income, Final

Report, Cmd 9474 (London, HMSO, June 1955) para.- 1024:

[A] transaction is not well described as artificial if it has valid legal conse-

quences, unless some standard can be set up to establish what is natural for the
same purpose. Such standards are not readily discernible.
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tax avoidanceasastheirprimarypurposse are authorized exprresssslyby statute

or by administrativeconcesssion. For example, in Canada estateestatefreezing
andandtransfers ofofproperty within aarelated groupgroupof ccompaniees areareviewed

asas aacccceeptaable in policcy terms eveneventhough they arearenotnotexpressly author-
ized by the tax legislation.

There areare several ways to exclude these transactions from the applica-
tion of aa generral anti--avoiidance rule. One approach favoured by tax

practitionerrswould be to narrow the sscope of the rule to transactions that

arearespeecificcally identified asas offensive. This approaacch would convert the

generalgeneralanti-avoidance rulerule intonto aa speecific rulerule andand make it ineffective.

The converse apprroachwouldbe toto createcreatesspecifiic exceptions for sspecifiic
transactions that arearenot considered to be offensive. The difficulty with

this apprroach isisthat it isis impossssible to identify in advance all the transac-

tionstonss that areare inoffensive; some ttrranssactions that are not excluded from
the rule may be asas inoffensive asastransactions that areareexprresssly excluded.

Moreeover, it isis inappropriate totoprovide that aaparticcular type ofoftraanssaac-
tion isss invariaably eexeempt from thetheerule.

As aa result of these diffiiculties, the Canadian generral anti--avoidance
rule prrovides aa generral exception from the rule for transactions that do

not involve a misuse or an abuse of the prroviissions of the Act. This ap-

prroach places enormous rressponsibilityononthe courts to interprret and apply
the ruleueeandandthetheeexception totothe ruleruleinn orderordertotostrike ananappropriateappropriatebal-

anceancebetween leegitimate and illeegitimate taxaax avoidanceavoidaancceetransactions. The

generral exception toto the rrule, s. 2455(4), isis discussed in more detail subse-

quently.
The original draft verrssion of the Canadian generral anti--avoidnce rule

took aa different apprroach. It contained aa clause indicating that the pur-

posepose ofofthe rulerule was toto countercounerr artificial taxtax avoidance. This purposse
clauseclausewas intended totobebeaasignalsgnaaltotoRevenue Canada and thetheecourts thatthatt
not all transactions lacking aa non-tax purpose should bebe caught by the

rule. The idea was that Revenue Canada and the courts would develop
the rule on aa casse--by--casse basis, applying the non-tax purposse test to

control offensive tax avoidance. Tax prractitionerrs argued strrongly that
the purposse clause did not prrovide sufficient prrotection for inoffensive

traanssaactioons;-it was replacedreplacedby the general eexcceeption in s. 2455(4).

The second issssue, which isisclossely relatedeelateedtotothe fiirst, involves the rela-

tionsship between the generral anti--avoidancerule and other sttatutory prro-
visions. In some casses, the generral anti--avoidance rule should override

sspecifiic prrovissions because otherwise tax plannerrs will be able to ma-
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nipulate the technical provisions to achieve unintended tax benefits.20

However, the general rule should not take precedence over specific pro-
visions in all cases. For example, it would be perverse to apply the gen-
eral anti-avoidance rule to cases where a taxpayer is simply obtaining a

tax incentive specifically provided by the statute. Therefore, the courts

must decide in each particular case whether the general anti-avoidance
rule or another provision should prevail. Although this places enormous

responsibility on the courts, any other approach would be arbitrary and

inappropriate, at least in some cases. In Canada the legislative drafters
have attempted to provide some guidance to the courts in the explanatory
notes to the general anti-avoidance rule. Specific examples are given in
the notes of situations where specific provisions are intended to prevail
over the general anti-avoidancerule and vice-versa.

Descriptionand Analysis ofSection 245

The purpose of s. 245,21 the general anti-avoidance rule, is set out ex-

plicitly in the explanatory notes to the section issued by the Department
ofFinance:

New section 245 of the Act is a general anti-avoidance rule which is
intended to prevent abusive tax avoidance transactions or arrangements
but at the same time is not intended to interfere with legitimate com-

mercial and family transactions. Consequently, the new rule seeks to

distinguish between legitimate tax planning and abusive tax avoidance
and to establish a reasonable balance between the protection of the tax

base and the need for certainty for taxpayers in planning their affairs.22

Subsection245(2) provides that, if a transactionis an avoidance trans-

action, the tax consequences are to be determined as is reasonable in
the circumstances to deny the tax benefit that would otherwise result
from the transaction.

A tax benefit is defined very broadly in s. 245(1) to be a reduction,
avoidance, or deferral of tax or other amount payable (such as interest
and estimated tax instalments) or an increase in a refund of tax or other

20 See for example, IRC v. Challenge Corporation Ltd. [1986] STC 548 (Privy
Council) in which the New Zealand general anti-avoidancerule was held to apply
to an intra-group loss the deduction of which was expressly permitted by other

provisions of the-New Zealandtax legislation.
21 The full text of s. 245 is reproduced in the Appendix.
22 Canada, Department of Finance, ExplanatoiyNotes to Legislation Relating to In-

conte Tax (Ottawa, DepartmentofFinance,June 1988) s. 245.
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amountamountpayable under the Act.23 This broad defnition ensuresensuresthat the

generalgeneralanti-avoidanceruleruleapplies notnotonlynnlytototransactionstannacctionsthat avoid tax,
but alsoalsotototransactions that resultresultininany type of taxtaxadvantage, including
the deferral of tax. The definition of aataxtaxbenefit assumesassumesthat there isis
somesomenotionalooonaalproper amountamountofoftaxtaxpayable againstagainstwhich totojudge
whether there has been aareduction, avoidance, orordeferral of tax. Al-

though ititmay be difficult totodetermine the quantumquantumof the taxtaxbenefit, itit
isisordinarily easyeasy

totodeterminethat there isisaataxtaxbenefit.

An avoidancetransaction isisdefined inins.s.245(3) totobe any transactiontansaccoonoror

partpartofaaseriesseriesoftransactionsansaactionsthat, ininthe absence of s.s.245, would result,
directly ororindirectly, ininaataxtaxbenefit. AAtransactiontansacctinnisisnotnotconsidered toto

be ananavoidance transaction, however, if the transactiontransactionmaymayyreasonably
be considered totohave been undertaken ororarranged primarilyrmarryyfor bona

fide purposes,other than totoobtain the taxtaxbenefit.

The termtermtransactionrtansacctinnisisdefined inins.s.245(1) totoinclude ananarrangement
ororevent. Also, the concept ofofaaseriesseriesof transactions isisdeemed totoin-in¬
clude any related transactionstanssaconnscompleted inincontemplationof the series.24series.24

The essenceessenceofthe definition of ananavoidance transactiontansacctionisisthe non-taxnon-tax

purposepurpose
test. AAtransactiontansaaconnthat results ininaataxtaxbenefit isisananavoidance

transaction unlessunlessthe transactiontansaaconnisisundertaken primarily for purposes
other than that of obtaining the taxtaxbenefit. This non-taxnon-taxpurpose testtestisis

reallyreallyananexpanded versionversinnof the business purpose test. The .useuseof the

termtermbusinesspurposewaswasrejected because of aaconcernconcernthat .the courtscourts
would interpretineepreetititnarrowlyarroowlytotoexclude family and investmentivesstmnnttransactionstannsactions
(for example, intra-familytransfers ofpropertythat do notnothave any busi-

nessnesspurpose but that areareinoffensive because they do notnothave any taxtax

avoidance purpose).25. Therefore, ififaatransaction isiscarriedarrrriedoutoutfor bona

fide purposes, other than taxtaxavoidance, the transactionannsaconnwill notnotbe disre-

garded pursuant totos.s.245.

The useuseof the words maymayreasonablybe consideredsuggests that the

testtestisisobjective. Also, the sectionecconnrefers totothe purpose ofthe transaction,
not the taxpayer's purpose. These aspectsaspectsof the rulerulesuggest that the test.test

should be what aareasonable taxpayer wouldouuldhave considered the-purposepurpose

23
23The term and the concept were borrowed from the Australian generalterm and concept were from general
anti-avoidance rule. The Australian experienceexperiencewaswasstudied seriouslyseriouslyby'the De-

partmentpartmentofofFinance during the developmentof the rule.rale.
24

24Subsection248(10)248(10)oftheof Act.
25

25The term businesshas a well-establishedmeaningeeaningfor Canadian tax purposes.term a for tax
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of the transactionto be, not what the particular taxpayer's motive or sub-

jective intention for the transaction was.26 The purpose of a transaction
must be determined by reference to what the taxpayer did and the legal,
commercial, and tax results of what the taxpayer did, rather than his or

her motives and intentions. However, several commentators have criti-
cized the rule as subjective and requiring a determination of the tax-

payer's intention at the time of the transaction.27 Even if this is the case,

however, a taxpayer's subjective intention must be verified by reference
to objective facts.28

Thus, the distinctionbetween abusive and acceptable tax avoidance un-

der s. 245 depends on the primary purpose ofa transaction. The determi-
nation ofthe primary purpose of a transaction is likely to require difficult
judgments where the transaction is carried out for a combination of tax

and non-tax purposes. This determination is essentially factual. How-

ever, Revenue Canada and the courts are accustomed to making similar
determinations under other statutory provisions that require the determi-
nation ofthe purposeofa transaction.29

Under paragraph 245(3)(b), if a transaction is part of a series of trans-

actions and the series results in a tax benefit, each transaction in the series
must be tested to determine whether it was carried out primarily for

26 With respect to the difference between motive and purpose, see JF Avery Jones,
NothingEither Good or Bad, But ThinkingMakes It So- The Mental Element
in Anti-AvoidanceLegislation [1983] British Tax Review 9.

27 For the argumentthat the purpose test is subjective, see Nathanson,supra note 9, at

9:15 - 9:16; Kellough,supra note 2, at 47-50.
28 In a recent case involving the use of a temporarypartnership to obtain tax bene-

fits, the Federal Court ofAppeal held that no partnership existed because the parties
did not intend'to carry on business in common with a view to profit despite the ex-

istence of several objective indicia of partnership. See The Queen v. Continental
BankLeasingCorporation [1996] FCJ no. 710 (FCA).

29 There have been at least 36 cases involving business purpose since 1967. Although
these cases are dependent on their facts and the relevant statutory provisions in-
volved, the following tentativepropositionsmay be suggested:

In. certain circumstances, the of to earn or receive income thatuse a company
would otherwise have been eamed or received by an individual shareholder

may be considered to lack a business purpose.
Where there are two or more ways of carrying out a transaction that has a busi-
ness purpose, the taxpayer is not obliged to select the way that maximizes the
amount of tax payable.
Saving for retirement, estate freezing, establishing captive foreign insurancea

company, supplying working capital to a subsidiary on an interest-free basis,
and securing limited liabilityhave all been found to be bona fide purposes.
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non-tax purposes. The series of transactions as a whole need.not be jus-
tifiedby a non-tax purpose, and.there is no attempt to reorder the series or

to-determine its.true character.

The meaning of the term series of transactionshas not been the sub-

ject ofny judicial interpretation in Canada.3 Subsection 248(10) of the
Act provides that a series of transactions is deemed to include any re-

lated transactions or events completed in contemplation of the series.
The precise meaningf this extension of the meaning ofa series of trans-

actions is unclear. Potentially, however, it makes the concept of a series

very broad. At a minimum, it includes a.transactionplanned in advance
as part of a series. It may also include an alternative transaction carried
out pursuant to a contingencyplan on the failure of the original plan. A
transactioncarried out in contemplationof a series will likely be included
as part of the. series without the necessity of satisfying any additional re-

quirement concerning the relationship between the transaction and, the
series.

Subsection 245(4) provides an exception to the charging provision in
s. 245(2) for transactions that do not result directly or indirectly in a

misuse of the provisions of this Act or an abuse having regard to the pro-
visions of this Act, other than this section, read as a whole. To put it

positively, s. 245(2) applies only to transactions that lack a bona fide
business or non-tax purpose and that result, directly or indirectly, in a

misuse or an abuse ofthe provisions ofthe Act.31

The major difficultywith s. 245(4,) is that it does not disclose what cri,
teria the tax authorities or the courts are to apply in deciding whether a

transaction results in a misuse or an abuse Of the provisions of the Act.
The explanatory notes indicate that [s]ubsection 245(4) draws on the
doctrine of 'abuse of rights' which applies in some jurisdictions to defeat
schemes intended to abuse the tax legislation.32 But the notes also state

that [t]ransactions that comply with the object and spirit of other provi-
sions of the Act read as a whole will not be affectedby the applicationof

30 It was, however, explored in a trilogy ofU.K. cases that may be persuasive in Can-
ada. According to the House,ofLrds,although it is not necessary that there be a

contractual obligation,to take the subsequent steps in the series, there must be no

practical likelihood that such-subsquentsteps will not be taken. Craven v. White;
IRC v: Bowater Property Developments Linlited; Baylis v. Gregory [1988] STC
476 (House ofLords).

31 Paragraph 76(3)(b) of the Irish general anti-avoidancerule is strikingly-similar.
32 See DepartmentofFinance, supra note 22.
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this generral anti--avoidancerule and that [i]t isisnot intended that section

245245will apply too deny the taxtaxbenefits that result from thesetheesseetransactions

asas longong asas theey areare carriedcarrreedoutoutwithin the objeect and spirit ofofthe provi-
sionssonssof the Act read asas aawhole..33 The reference to the civil law concept
ofofabuse of rights isisunfortunate since that concept isisnot aapart of Cana-

dian legal traditions.

According toto the explanatory notes, s. 245 is intended toto apply asas aa

provision of lastaastt reessort; aaccccordingly, aa transaction must ssatissfy the other

provisions of the Act before any queestion concerning the aappliccatioon ofof
s. 245245 arises. Under the modeer ruleruee ofof interpretation eespousseed in the

Stubart ccaasse, the provisions ofofthe Act must bebe interpreteed andandapplieed inn

accordancewith their object and sspirit. Therreforre, if aatransaction isis not

in accordancewith the object and spirit ofthe other prrovissions ofthe Act,
it isss unneecceessssaary for the general anti--avoidancerule too be aapplieed toto in-

validate the transaction for income taxaax purpoossees. On the other haand, ififaa

transaction isss within the objeect andandsspirit ofofthe other provisions ofofthe

Act, s. 245(2) poteentially aappliees if the transaction isss ananavoidancevoidaancceetrans-

action. It must then be determined whether the transaction constitutes aa

misuse oror an abuse of the Act under s. 245(4). If s. 245(4) isis nothing
more thanthaan anan objeect andand spirit testtest (as(as the eexplaanatory notesnoessofofthe De-

partmeentofofFinaance ssuggeest), it isisdifficult too seeseehow aatransactionthat is

in accordancewith the objeect and spirit ofofthe other provisions of the Act

could be considered too be aa misuse oror abuse of those provisions. This

interprrettation makes s. 245 meaninglesss. IfIfthe courts areare perrssuaded toto

avoid this rressult, there appear totobe two posssibilities.
First, the courts might treat s. 245(4) asas aa rule of construction rather

than an eexcception too the general anti--avoidancerule. The Deepartmeent ofof
Finance has arguedrgueedthis position on the groundsgroundsofofthe words for greater
ccertainty34 andand thethee fact thatthatt s. 245(4)245(4) isss anan eexcception too the charging
prrovission in s. 245(2) rather than anan exception toto the definition ofof
avoidance transaction in s. 245(3)..35 If s. 245(4) isis aa rulerule of construc-

tioon, it will operateopeerrae primarily toto assistassssstt in resolving situations where aa

3333Id.
3434 TheTheeexpresssioon for greatercertainty isssusedusedbybydrafters too excludethexccudee theeooperatioon ofof

the principleprrnccpeeexpresssio zttTits estsstexclusioexcusio alterius. InInthe contextcooneextofofs. 245, the in-

tendedeendeedeffect oftheof theewords isistoooexcludeexccudeeanyanyimpliccatioon thatthatttransactions coveredbyby
s. 245(4)245(4)areareneeccesssarily cauught bybys. 2455(2). InInmy view, thetheeexpression is usedused

innapproopriately.
3535 SeeSeeDA Dooddge, A New And More Coherent Approoach To Tax Avoidance (1988)(1988)

3636Canadian Tax Journal 1,1,at21.
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transaction is subject to both s. 245 and other provisions of the Act.

Thus, it would be possible for s. 245 to override the specific provisions of
the Act in appropriate circumstances. However, it seems clear that
s. 245(4) is an exception to the general anti-avoidancerule and not a rule
ofconstruction; it represents another test that must be met before a trans-

actioncanbedisregardedpursuant to the rule.

Second, the courts might interpret s. 245(4) as an exemption for trans-

actions that are not abusive. Such an approach could be workable as long
as it is supplementaryto the fundamentalnon-tax purpose test. There is a

real danger, however, that this approach will degenerte into an unprin-
cipled, conclusory approach based on judges' views of the substance or

economicreality oftransactions.

Subsection245(4) refers to a misuse ofthe provisions ofthisAct and
an abuse having regard to the provisions of this Act, other than this sec-

tion, read as a whole.36 The concept of a misuse of the provisions of the
Act is relatively straightforward. It would presumably apply to transac-

tions that, although complying technicallywith the provisions of the Act,
are not within the policy, purpose, or object and spirit ofthose provisions.
A provision of the Act that applies to a transactionmay apply improperly
or be misused; a provision that does not apply cannot be misused. A
transactionthat avoids certain provisions might, however, be found to be
an abuse of the Act as a whole.

The serious difficulties concerning the interpretation of s. 245(4) raise
the question whether the provision is necessary. The purpose of s. 245(4)
is to exclude from the application of the rule transactions that are carried
out primarily for tax purposes but are neverthelessi accordancewith the

policy of the Act. It has been suggested that, under the modem approach
to statutory interpretation, s. 245 would not apply to such transactions
even in the absence ofs. 245(4).

There are two types of transactions that must be examined in this re-

gard: avoidance transactions that are specifically authorized by the pro-

36 The ExplanatoryNotes.explainthe meaningof these two concepts as follows:
For instance, a transaction structured to take advantage of technical provisions of
the Act but which would be inconsistentwith the overall purpose of these provi-
sions would be seen as a misuse of these provisions.. On the other hand, a trans-

action may be abusive having regard to the Act read as a whole even where it

might be argued, on a narrow interpretation, that it does not constitute a misuse of
a specificprovision.

DepartmentofFinance,supra not 22.
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visions of the Act and avoidance transactions that are not so authorized
but may be regarded as inoffensive or acceptable in tax policy terms.

With respect to the first type oftransaction,the issue ofstatutory interpre-
tation is whether s. 245 overrides the specific provisions of the Act.
Since s. 245 does not provide explicitly that it overrides, the courts are

entitled to decide in any particular case whether or not s. 245 should
override. In each case, the courts must exercisejudgmentby reference to

the purposes of the general anti-avoidancerule and the specific statutory
provisions involved and to the nature oftheparticulartransaction.37

The second type oftransaction is more difficult to analyze. Subsection

245(4) excludes such transactions on the ground that they do not consti-
tute an abuse oftheprovisions of the Act read as a whole. In the absence
of s. 245(4), it would be difficult for a court to justify.the conclusion that
an avoidance transaction is not subject to s. 245; there would be no obvi-
ous basis for the court to limit the application of the section. Therefore,
in such situations, a court might attempt to avoid applying the general
anti-avoidance rule by fnding that the transaction is not an avoidance
transaction.

37 A recent tax avoidance case decided by the Federal Court ofAppeal (The Queen v.

Fording Coal Limited (1995) 95 DTC 5672, [1996] 1 CTC 230) may provide some

clues as to how the courts might approach the general anti-avoidancerule with re-

spect to these situations. The case involved a conflict between a detailed technical
rule and former s. 245(1), which denied the deduction of expenses that artificially
or unduly reduced income. All three judges found that the expenses in question
were deductible in accordance with the plain meaning of the specific provision.
Two judges held that the deductions artificially reduced income because there was

no rational legislative purpose to justify them. Therefore, the deductions were

contrary to the object and spirit of the sections which nevertheless permit them
and may be considered to artificially reduce income. The dissentingjudge, on the
other hand, found the deductions to be in accordance with both the plain meaning
and the object and spirit ofthe specificprovisions. Having reached this conclusion,
the transaction could not, in his view, be considered artificial under ,former s.

245(1):
If a section creates a complex,means by which a taxpayer can receive a specific
benefit, and ifthe taxpayer's actions in so doing have been found to be in keeping
with both the plain meaning and the object and spirit ofthe relevant sections, then
subsection245(1) cannot operate to disallow the deductionswhich arose.

In effect, the dissenting judge's interpretation renders former s. 245(1) largely
meaningless. It applies only to transactions that are not within the object and spirit
of the other provisions of the Income Tax Act. However, such transactions would
not be effective under the specific provisions and there would not be any need to
resort to former s. 245(1).
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Unlike judicial anti-avoidance doctrines, s. 245 specifies how the tax

consequences are to be determined where a transaction is subject to the

general anti-avoidance rule.38 Section 245 requires only that the tax con-

sequences must be determined on a basis that is reasonable in the cir-
cumstances and in a manner that denies the tax benefit that would
otherwise result from the transaction. As the explanatorynotes indicate,
this approach was adopted because it is not possible to prescribe ex-

haustively the appropriate tax consequences for the range of avoidance
transactionsto which the rule might apply.39

Subsection 245(5) supplements the reasonable basis approach without

restricting its generality. Thus, in determining the tax consequences to a

taxpayer that are reasonable in the circumstances,Revenue Canada is
authorizedto:

1. allow or disallowany deductions or tax credits;
2. allocate any deduction, income, loss, or other amount;

3. recharacterizeany paymentor other amount; and

4. ignore the tax effects that would otherwise result from the applica-
tion ofother provisions ofthe Act.

The scope of these potential adjustments is extremely broad. There
seem to be no restrictions on the aspects of the computation of a tax-

payer's current and future tax liability that may be adjustedunder the rea-

sonable basis approach. Further, the reasonable basis approach applies to

any taxpayer, including one who is an indirect or even marginal partici-
pant in the avoidancearrangement.

The impact of s. 245 on future, and perhaps indeterminate, taxation

years of a taxpayer, or on taxpayers other than the one whose tax benefit
is to be denied, is dealt with under special provisions of the rule. The
thrust of these provisions is to facilitate relieving adjustments with re-

spect to persons other than the taxpayer assessed under s. 245(2) and

thereby to prevent double taxation in the broadest sense.40

Where an avoidance transaction results in an increase in an amount that
is relevant in computing a taxpayer's income in a subsequent taxation

year, such as..a loss carryover, the Minister is entitled to make, or obliged

38 Subsections245(2) and 245(5) (8).-

39 DepartmentofFinance,supra note 22.
40 For a detailed description of the administrative aspects of the general

anti-avoidancerule, see Arnold & Wilson, supra note 2, Part II, at 1170-76.
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to make if a taxpayer so requests, a determinationof the amount.41 Any
determinationmay be appealed by the taxpayer under the normal objec-
tion and appeal rules. The apparent intention of the determinationpro-
cedure is to allow the Minister to determine the tax consequences
immediatelyrather than wait until the issue arises in a subsequentyear.

Finally, it should be noted that all aspects of s. 245, the application of
the section, the determination of the tax consequences, and any adjust-
ments made by the tax authorities can be contested by a taxpayer pursu-
ant to the ordinary objection and appealprocess.

Practical Experience with the Canadian General Anti-Avoidance
Rule

Shortly after the adoption of s. 245, Revenue Canada issued an infor-
mation circular that provided guidance concerning its approach to the

application of the general anti-avoidancerule in specific circumstances.42
The circular confirmedthat the rule was intended to apply only to abusive
tax avoidance. To ensure consistency in the application of the rule, the

information circular indicated that any assessments involving the appli-
cation of the rule would be reviewed by the head office ofRevenue Can-
ada. A GAAR committee was established, composed of senior
officials ofthe Departmentof Justice, the DepartmentofFinance, and the
various departments ofRevenueCanada, to reviewall ruling requests and

proposed assessments involving the general anti-avoidance .rule.43 The
information circular sets out 12 examples in which Revenue Canada
considered s. 245 to apply and 11 examples in which it was considered
not to apply. A supplement to the information circular was issued 'by
Revenue Canada on July 13, 1990.44 In this supplement, an additional 7

examples were discussed, 6 of which were considered by Revenue Can-
ada not to be offensive.

The information circular and supplement are of limited usefulness to

tax planners, since the examples used in the circular are stark in their

41 Subsection 152(1.11).
42 Revenue Canada, Taxation, InformationCircular 88-2, October21, 1988.
43 Until recently, the membership and operation of the GAAR Committee were care-

fully guarded secrets. In 1995 Revenue Canada became more open. See W Adams,
The General Anti-AvoidanceRule (GAAR) Committee, in Report ofProceedings
ofthe Forty-SeventhTax Conference, 1995 ConferenceReport (Toronto, Canadian
Tax Foundation, 1996) 54:1.

44'Revenue Canada, Taxation, Information Circular 88-2, Supplement 1, July 13,
1990.
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simplicity. Indeed, the circular assumes that all of the transactions in the

examples are avoidancetransactions (i.e., the transactionhas been carried
out primarily for tax reasons) and therefore the only issue is whether the
transaction constitutes a misuse or an abuse. However, Revenue Canada
has an accessible advance income tax rulings process whereby taxpayers
can request a binding opinion from Revenue Canada concerning the tax

consequences, including the possible application of the general
anti-avoidance rule, of a proposed transaction. This rulings process en-

ablestaxpayersto determinewith certainty whether s. 245 will apply to a

transaction in advance of carrying out the transaction. Therefore, Reve-
nue Canada has taken several actions to minimize the uncertainty caused

by the introductionofthe general anti-avoidancerule.

As of October 31, 1995, the GAAR Committee had considered 156
cases where the application of s. 245 was a serious issue.45 In 98 cases,
the Committee recommendedthat s. 245 be applied to the transaction. In

12 cases, the Committee recommendedagainst applying the general anti-
avoidance rule but suggested an alternative basis of assessment. The re-

maining46 cases were abandoned.

As of the end of 1995, Revenue Canada had issued assessments under
s. 245 in over 25 cases. Many more assessments are likely in the near

future in lightofthenumber of cases in which theGAARCommitteehas
recommendedthe application of the rule. The length of time (8 years)
between the introduction of the general anti-avoidance rule and the first
assessments is not surprising, since Revenue Canada began to audit the
taxation years for which the general anti-avoidancerule first became ef-
fective only in 1993. In addition, Revenue Canada has taken a very cau-

tious approach, at least initially, to the application of the general
anti-avoidancerule.

As of October, 1995, there were six cases involving the general
anti-avoidance rule before the courts.46 The only decision rendered to

date is one by the Canadian InternationalTrade Tribunal in a case involv-

ing the Goods and Services Tax, which also contains a similar general
anti-avoidance rule.47 The transactions involved in the cases currently

45 Id, at 54:3.
46 R Taylor, Current Tax Avoidance Cases, in Report of Proceedings of the

Forty-SeventhTax Conference, 1995 ConferenceReport (Toronto, Canadian Tax

Foundation, 1996) 12:1, at 12:12.
47 Michelin Tyres (Canada) Ltd. v. The Queen (1995) CITT No. 20, on appeal to the

Federal Court Trial Division.
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before the courts, are quite varied, and include surplus stripping, loss

creation, income splitting, and weak currencyborrowing.
In at least two of the cases currently before the courts,48 the general

anti-avoidance rule is being challenged as unconstitutional. This consti-

tutional argument is that the rule is so vague that the courts must declare

it to be unconstitutional.49 Canadian courts have indicated that a statute

may be considered void under s. 7 of the Charter ofRights and Free-

doms, which guarantees life, liberty, and security of the person, if the

provision does not give sufficient guidance for legal debate.''50 How-

ever, the general anti-avoidancerule, and tax issues in general, normally
do not involve life, liberty, or personal security. Consequently, in tax

cases, the constitutional argument is that the rule is so vague that it con-

travenes the rule of law. In a paper in this volume, Malcolm Gammie
concludes that in the United Kingdom,Parliament'sability to legislate is

unfettered by the Rule ofLaw. The rule of law means that government
must itself act in accordance with the law; therefore, the rule of law is

directed at administrativeactions of officials rather than at legislative ac-

tions:'

I suspect that the same analysis is applicable in Canada. The courts

should not usurp Parliament'spower to frame legislation in general terms

because such legislation is often more appropriate than precise detailed

rules in dealing with certain problems. Canadian tax legislation is replete
with vague general provisions that, for example, prohibit the deduction of

expenses unless they are reasonable or are incurred for the purpose of

earning income.52 These provisions have been interpreted and applied by
the courts over many years without any suggestion that they were unac-

ceptably vague. Although courts have complained on several occasions

about the complexityof tax legislation and the incomprehensibilityof the

statutory language, they have never declared a tax provision to be void for

vagueness. Consequently, in my opinion, Canadian courts are likely to

dismiss rather easily the void-for-vagueness argument concerning the

general anti-avoidancerule and to get on with the difficult task ofapply-
ing the rule to control abusive tax avoidance.

48 Blairv. The Queen; Oven HoldingsLtd. v. The Queen.(on appeal).
49 See J Nitikman, Is GAAR Void for Vagueness (1989) 37 Canadian Tax Journal

1409.
50 The Queen v. PharmaceuticalSociety (Nova Scotia) [1992] 2 SCR 606 (SCC).
51 M Gammie, Tax Avoidance and the Rule of Law: A Perspective from the United

Kingdom, in this volume.
52 See, for example, para. 18(1)(a) and s. 67.
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For ttaxpayerrs and their adviserrs, the generral anti--avoidancerule has not

been as disastrous as ttax prractitiionerrs prediictted it would be in 1987.

When the rule was initiallly prropossed in the 11987 white paper on ttax re-

form, tax prractitionerrsmade claims that the rule would brring commeerrciai

activity toto aastandsstill; that taxpayerrs would not be able to carrry out even

simplle, sttrraightforwardtransactionswithout advance rulings; and that tax

llawyers would be unablle to give unqualliified llegal opiniions on ssimplle,
sttraiighttforwardtransacttiions..53 Although tax advisers now routtinely con-

ssiider the applliicattiionof the generral anti-avoiidancerule to propossed trans-

actions, in my opinion, very few transactions that would have been

carried out before the intrroduction of the rrule have not been carried out

since its introduction. IIf the rulerulehad any in terrorem effect, it was very
sshort--llivedasas a result of the comfort given to ttaxpayerrs and their advisers

by the expllanattory notes of the Departtment of Finance and by Revenue

Canada''s possittiion witth rresspect to the applliicattiion of the rule. Morreover,
therre isis no penalty even if the generral anti--avoidance rule applliies to a

transaction. In other worrds, if aa tax avoidance transaction fails, the tax-

payer will simply have to pay the tax that would otherwise have been

payablle, plus interest (whiich isis non--deductiblle) plus any transaction

cosstts. In my opinion, a ,general anti--avoidancerule that applies only to

clearly abusive tax avoiidance schemes shoulld be ssubject tto a penalty..55
Abussive tax avoidance imposses ssiignifiicant costts on a country''s tax sys-
ttem and should be discouraged. A reasonablle penalty would constitute a

ssignal to the tax authorities and the courts that the rule should be appliied
only in clearclearcasescasesof abusse. II rrecognize, however, that the impossition of
a penalty isisa very controversialsubjectt.S5

53 See thethee sourcessourcesquoted in Arnold, ssupra note 110, at 10:22. SeeSee similarly outra-

geous comments aboutaboutthe Caanadian rule in C Maasters, Is There aaNeed for General
Anti-Avoidance Legisllatioon inn the United Kingdom [11994] British Tax Review

647, atat670:
Such llegisllation asas thiis isss little short ofofaa diissgrrace. Where isis the ccerttainty that aa

taxpayer isis entitled to expect How can ttaaxpayerrs and their advisers legitimately
and properly plan genuine business transactions not knowing how such woolly
and imprreciisse legisllationwill be construedbyjudges brrought up onon common law

cconccepts, rather than the alieen pnciples importeed into this section
54 For aamore detailed discussion ofofthe proprieety of aapenalty, seeseeArnold & Wilsson,

ssupra notenooee2, Part II, atat 111152-53.
ss SeeSeefor exaample, Nathaanssoon,ssupra note 9, atat9:27.
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Conclusion

Revenue Canada's application of the general anti-avoidance rule has
been cautious and responsible. It is difficult to predicthow the Canadian
courts will deal with the general anti-avoidancerule. It is certainly pos-
sible for them to render the rule virtually meaningless, as the Australian
courts did with respect to the original Australian general anti-avoidance
rule. At the other extreme, the courts could make the rule into an overly
broad weaponthat discourages legitimatecommercialactivity. It is likely
to be several more years before there is any significantjurisprudence on

which to base an assessment of the attitude of Canadian courts to the

general anti-avoidancerule.

In the meantime, however, the courts have not been powerless to deal
with abusive tax avoidance arrangements. In several recent cases, the
courts have struck down tax avoidance transactions on the basis ofjudi-
cial anti-avoidance doctrines, the new purposive approach to statutory
interpretation, and in other ways.56 However, in another recent case, the
Federal Court of Appeal refused to strike down a tax avoidance arrange-
ment and took a very formalistic approach:

In tax law, form matters. A mere subjective intention, here as else-
where in the tax field, is not by itself sufficient to alter the characteri-
zation of a transaction for tax purposes. If a taxpayer arranges his
affairs in certain formal ways, enormous tax advantages can be ob-

tained, even though the main reason for these arrangements may be
to save tax ...57

Therefore, the attitude of the lower courts to tax avoidance is inconsis-
tent. Despite a couple of opportunities,58 the Supreme Court of Canada

56 See The Queen v. Fording Coal Limited (1995) 95 DTC 5672, [1996] 1 CTC 230

(FCA); The Queen v. ContinentalBank Leasing Corporation (1996) 96 DTC 6355,
[1996] FCJ no. 710; Canwest Broadcasting Ltd. v. The Queen (1996) 96 DTC
1375, [1995] 2 CTC 2780 (TCC). See generally P Barsalou, Review of Judicial
Anti-Avoidancedoctrines in Selected Foreign Jurisdictions and Supreme Court of
Canada Decisions on Tax Avoidanceand Statutory Interpretation, in Report ofPro-

ceedings of the Forty-Seventh Tax Conference, 1995 ConferenceReport (Toronto,
CanadianTax Foundation, 1996) 11:1.

57 The Queen v. Friedberg [1992] 1 CTC 1 (FCA), affirmed [1993] 2 CTC 306
(SCC).

58 In The Queen v. Bronfman Trust [1987] 1 CTC 117, the Supreme Court endorsed,
without any analysis the movement away from tests based on the form of transac-
tions and towards test based on... a common sense appreciationof all the guiding
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has not dealt with tax avoidance seriously since the Stubart case in 1984.
The composition of the court has changed significantly since that time
and Parliamenthas added a general anti-avoidancerule to the Income Tax
Act. Therefore, it is impossible to predict whether the Supreme Court
would be willing to decide a tax avoidance case, although it seems un-

likely that the Court would refuse to speak on such an important issue,
and whether it would interpret the rule broadly or narrowly.

The introduction of a general anti-avoidancerule in any country is in-

evitably the occasion for an emotionaldebate. The issue of tax avoidance
raises fundamental questions about the relationship between a taxpayer
and the state. Does each taxpayer have the right to arrange his or her af-
fairs to minimize tax, which is the conventional wisdom based on the
Duke of Westminster case, or does each taxpayer have an obligation to

pay his or her fair share of the total tax burden Therefore, it .is not sur-

prising that the debate concerninga general anti-avoidancerule stirs great
interest and strong feelings. The issues raised by a general anti-avoidance
rule go to the foundations of a country's tax system; they should be de-
bated rationally and on an ongoingbasis.

Appendix- Section 245 Income Tax Act (Canada)
Section 245. Definitions.

(1) In this section and in subsection 152(1.11),
tax benefit. A tax benefit means a reduction, avoidance or defer-

ral of tax or other amount payable under this Act or an increase in a re-

fund oftax or other amount under this Act;
tax consequences. A tax consequences to a person means the

amount of income, taxable income, or taxable income earned in Canada

of, tax or other amount payable by, or refundableto the person under this

features of the events in question. Revenue Canada has become fond of referring
to the followingexcerpt from the reasons for judgment:

Assessment of taxpayers' transactions with an eye to commercial and economic

realities, rather than juristic classificationof form, may help to avoid the inequity
of tax liabilitybeing dependentupon a taxpayer's sophisticationat manipulatinga

sequence of events to achieve a patina of compliancewith the apparent prerequi-
sites for a tax deduction.

In contrast, in Friedberg v. The Queen, [1993] 2 CTC 306, the Court endorsed the
Federal Court ofAppeal's statementthat [I]n tax law, form matters.
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Act, or any other amount that is relevant for the purposes Of computing
that amount;

transaction.A transactionincludes an arrangementor event.

(2) General anti-avoidance provision. Where a transaction is an

avoidance transaction, the tax consequences to a person shall be deter-
mined as is reasonable in the circumstances in order to deny a tax benefit

that, but for this section, would result, directly or indirectly, from that
transactionor from a series oftransactionsthat includesthat transaction.

(3) Avoidance transaction. An avoidance transaction means any
transaction:

(a) that, but for this section, would result, directly or indirectly, in a tax

benefit unless the transaction may reasonably be considered to have
been undertaken or arranged primarily for bona fide purposes other
than to obtain the tax benefit; or

(b) that is part of a series of transactions, which series, but for this sec-

tion, would result, directly or indirectly, in a tax benefit, unless the
transactionmay reasonably be considered to have been undertaken or

arranged primarily for bona fide purposes other than to obtain the tax

benefit.

(4) Provision not applicable. For greater certainty, subsection (2)
does not apply to a transaction where it may reasonably be considered
that the transaction would not result directly or indirectly in a misuse of
the provisions of this Act or an abuse having regard to the provisions of
this Act, other than this section, read as a whole.

(5) Determination of tax consequences. Without restricting the gen-
erality ofsubsection (2),

(a) any deduction in computing income, taxable income, taxable income
earned in Canada or tax payable or any part thereofmay be allowed or

disallowedin whole or in part,

(b) any such deduction, any income, loss or other amount or part thereof

may be allocated to any person,

(c) the nature of any payment or other amount may be recharacterized,
and

(d)the tax effects that would otherwise result. from the application of
other provisions ofthis Act may be ignored,
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in detterrmining the tax consequences to a perrson as isis reasonable in the

circumstances in order to deny a tax benefit that would, but for this sec-

tion, rressult, dirrectly ororindirrectly, from ananavoidancetransaction.

(6)(6)Requesst for adjussttmentts. Wherewith rresspect totoaatransaction

(a)(a)a notice of assssessssment, reassessment oror additional assessment involv-

ing the applicationofsubsection (2) with rresspect to the transactionhas

been sent to a perrson, or

(b) a notice of determination purrssuant toto subsection 1152(11..1111) has been
sent to a perrsson with rresspect to the transaction

any perrsson (other than aa perrsson referred toto in parragrraph (a)(a) or (b)) shall

be entitled, within i80 days afterafterrthe day of mailing of the notice, toto re-

quesst in writing that the Minister make anan assssessssment, reassessment oror

additional assessmentapplying subsection (2) or to make a determination

applying subsection 1152(11..1111) with rresspectttto that transaction.

(7) Excepttiion. Notwithstandingany other prrovisionof this Act, the tax

conssequences to any perrsson, folllowing the application ofof this ssection,
shall only be determined thrrough aa notice of assssessssment, rreassssessssment,
additional assessment oror determinationpurrssuant to subsection 1152(11..111)
involving the applliicatiionofthis section.

(8) Duties of Minister. Upon rreceipt of a rrequesst by a perrson under

subsection (6), the Minister sshall, with all due diisspattch, consider the re-re¬

quest and notwithsstandingsubsection 11552(4), assess,assess,reassessreassessorormake an

additional assessment oror determinationpurrssuant to subsection 1152(11..1111)
with rresspect to that perrsson, except that an assssessssment, reassssessssment, ad-

ditional assessment or determinationmay be made under this subsection

only to the extent that it may rreassonably be regarrded asas rrellatting to the

transactionreferred toto in subsectiion (6).
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CHAPTER88

THE AUSTRALIANTAX AVOIDANCE

EXPERIIENCEAND RESPONSES:
A CRITICALREVIEW

Jeffrey Waincymer

Introduction

The nature, scopescopeandandresponses to tax avoidance are important issues

for research andnndanalysis yet they are often overlooked by tax scholars.

They are important because the efficacy ofofanyanysystem ofoftaxation laws,
is aaproduct ofofthe substantivepolicy content ofofthe rules, the design andand

drafting ofofthose rules andandultimately, the attitudes to andnndimplementatio
ofthe rules by taxpayers, administratorsandnndadjudicators.Liberal democ-

racies tend to allow scopescopefor aasignificant degree ofoftax planning andnnd
minimisation by taxpayers. Community andnndgovernmental attitudes will

commonly call for anti-avoidance activities. These cancancomprise legisla-
tive, administrativeor judicial responses, either ofofaageneral nature or ofofaa

specific nature pertainingto the substantiveactivity ininissue.

AAcomprehensivestudy ofoftax avoidancewouldouuldconsider the nature andand
extent ofofthe problem andnndevaluate the various responses from both aa

philosophical andnnd economic perspective. For example, suchucch aa study
wouldouuldinevitably highlight the central jurisprudential aspects ofofthe judi-
cial function in the tax arena, the proper approach to legislative design
andanddrafting, the administrative responsibilities ofofthe Commissioner inin

seeking to maximise compliance levels andnndthe ethical responsibilitiesofof
the profession ininthe waywayit deals with its clients. In this way, suchucchaastudy
wouldouuldsit alongside anan examination ofofpublic finance theory as aa key
theoretical foundation uponuponwhich to analyse substantive tax provisions
andnndtax reform issues.

The importance ofofavoidance ininthe history ofofAustralian taxation law

cannot be over estimated. More than anyanyother western democraticjuris-
diction, Australia has placed the greatest reliance onon general anti-

avoidance provisions contained within the taxation legislation. Again,
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more than any other western democratic jurisdiction, Australian courts
have seen the development of judicial doctrines and precedents which
have at times encouraged tremendous resources to be devoted to avoid-
ance exercises. Basic design issues such as the failure to tax capital gains
until 1985, and at best equivocalprovisions dealing with income splitting,
encouraged a significant degree of avoidance activity. Furthermore, the
Bottom ofthe Harbour scandal in the 1970's was unique in its degree and

impact and led a significant group in society to believe that paying tax

was only for the foolish.

These developments and the responses to them make the Australian ex-

perience a particularly valuable case study for the purposes of analysis.
While many would argue that the Australian approach has been one

which placed undue reliance on general anti-avoidance rules (GAARs),
which in turn was to the detriment ofmore fundamental taxation reform,
it is none the less true that all taxation systems must have mechanisms to

deal with unacceptable tax practices. Regardless of the social desirability
or otherwise of any deviation from economic norms, such deviations in-
duce others to arrange their affairs so as to utilise the provisions for their
own ends. Progressive rates of taxation encourage income-splittingtech-

niques; tax expenditures in favour of activities deemed worthy of encour-

agement, lead to the creation of tax-inspired shelters; preferential or tax-

free status to capital gains, encourages commercial gains to be described
as such; administrativenecessities such as limiting the taxing exercise to
a particularperiod, encourages manipulationsof the timing of deductions
and receipts of income streams; those jurisdictions which prefer to tax

beneficiariesrather than controllers of income streams, encourage the use

of discretionary trusts and other partial alienations. Notwithstandingthe
recent major reform exercises in Australia, all of these are still live is-
sues.

This paper identifies and evaluates some of the key Australian devel-

opments including the short history of the revised general anti-avoidance

provision, but seeks to do so in the context of the key conceptual issues
that are common to the field regardless ofjurisdiction.
What is TaxAvoidance

We should begin in this fashion by addressing a definitional question.
Before identifying and evaluating the history of anti avoidance responses
by government, the bureaucracy and the judiciary in Australia, it is first

necessary to considerjust what we mean by tax avoidance. The first rea-

son is because the debate can easily be confused through using the term

248



to cover different phenomena. For example, many public fnance schol-
ars either use the term interchangeablywith tax evasion, on the basis that
a dollar of lost revenue through evasion is the same as a dollar of lost
revenue through avoidance, or use it to describe the mere utilisation of

tax shelters, on the basis that deviations from a comprehensive tax base
are an avoidance of the proper amount of tax from the perspective of
horizontal equity. A more fundamental reason to analyse the concept is
that it would be difficult if not impossible to devise or critically evaluate

anti-avoidance responses without having an understanding of the phe-
nomenon that we are concerned with and some articulated philosophy
why anti avoidanceresponses are desirable.

The process of seeking to devise a definition may also tell us much
about the validity of the concept. If a workable, efficient and equitable
definition can be devised, this can help direct the form of legislative
draftingand perhapsjudicial responses. On the other hand ifno workable

definition seems possible, we must at least consider the hypothesis that.
the concept has no certainty of meaning and therefore GAARs may be
either misguided in their focus or inherently indeterminate. The indeter-

minacy thesis has been articulated by a number of scholars and judges.1,

The latter view needs particular attention in jurisdictions that rely on, or

are considering implementingGAARs.

One way to attempt some definition is to consider the phrase in contra-

distinction to other expressions relevant to the field of tax practice.
Minimisationactivities can be given labels ranging from those connoting
opprobrium to ones which almost suggest positive prescriptions of famil-
ial duty. The labels chosen often depend upon one's role and perspective
in the tax arena. We speak of tax evasion, tax avoidance, tax minimisa-

tion, tax planning or alternatively,commercialdecision-makingexercises.
Exact meanings ofthese terms are elusive.

When speakingoftax evasion, all seem to agree that we are speaking of
an inherently illegal activity. Either the transactionwhich gives rise to the

tax being unpaid is inherently illegal, for example, smuggling money off-

shore, or illegality simply arises through the failure to properly declare

the appropriate amount of assessable income derived in a legal transac-

tion. At times, both forms of illegality co-exist.

1 The leading academicproponentof this view is A Gunn, Tax Avoidance (1978) 76

Michigan Law Review 733. An illustrativejudicial approach is that of Barwick CJ
in FCTv WestradersPty Ltd (1979) 11 ATR 24.
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Tax avoidance, on the other hand, is seen as involving a legal activity
but not necessarily one which is effective for tax purposes. The main dif-
ference with tax evasion, however, is that the underlying transaction is
not illegal and there is no suggestion of fraudulent misdescription or

fraudulent failure to declare. Whether a tax avoidance transactionwill be
effective for tax purposes or not will depend on the particular statutory
provisions in issue and the way the Commissionerand the courts choose
to interpret both the facts and the law.

It is more difficult to distinguish tax avoidance from tax planning, al-

though the ordinary implications of the two terms suggest some differ-
ence between acceptable and non-acceptable practices either from a

moral, legal, ethical and/or political perspective. A number of factors
have been considered relevant in distinguishing between these two con-

cepts. Academic writers and statutory provisions look at factors such as

motive, intent, purpose, artificiality, commerciality and commercial ef-
fects to try and make those distinctions. The first point to note is that
there is no common meaning of either expression adopted by all or most

commentators.

The Asprey Committee in Australia consideredthat tax avoidance gen-
erally referred to acts within the law not based on bona fide and adequate
consideration. The Committee acknowledgedthat there is a fine line be-
tween acceptable and non-acceptable transactions.2 The Carter Commis-
sion report from Canadahas a lengthy appendix entitled Problems ofTax

Avoidance which describes various supposed techniques. It defined the
term as follows:

For our purposes... the expression tax avoidance will be used to de-
scribe every attempt by legal means to prevent or reduce tax liability
which would be otherwise incurred, by taking advantage of some pro-
vision or lack of provision in the law... It presupposes the existence of

alternatives, one of which would result in less tax than the other.

Moreover, motive would seem to be an. essential element of tax avoid-
ance. A person who adopts one ofseveral possible courses because that
one will save ,him the most tax must be distinguished from a taxpayer
who adopts the same course for bsiness or personal reasons.3

2 Taxation Review Committee, Full Report (KW Asprey, Chairman) (AGPS, Can-

berra, 1975) paras 11.1 and 11.6.
3 Canada, Report of the Royal Commission on Taxation (KL Carter, Chairman)

(Queens Printer, Ottawa, 1966) Volume 3, AppendixA, 538
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The OECD Committee on Fiscal Affairs in its paper on International

Tax Avoidance and Evasion4 considereed thatthattwhile aadistinction was fre-

quently made between evasion and avoidaancce, it could notnotbebemade con-

sistentlyssteentty asas between countries. This isis particularly soso becausebecause inin some

countries, to seek to frustrate the intention of the law isis already aabreach

ofan exprresss legal principle.
The Committeeconssiderred,however, that it was possssible toto identify the

kind ofofavoidance schemes thatthatt should bebe combated. Thus ratherrattherr thanthaan

deefining taxtax avoidance brroaadly andand drraafting leegislation consistentconsistentwith

that definition, another aapproaach isis toto ideentify those practices that areareof

concern and either write sspecific legislation to deal with them or induc-

tively develop aa generral prrovision that would cover each without atat the

same time, covering other uninttended transactions. Nevertheless the

Committee went on and atteempteed anan indirect deefinition by saying that

the particcularschemes that shouldbe combatedarearethose where the main

feature isis that there isis ananatteempt to reduce tax liaability toto aa level below

that which the leegislature intendediteendedshould aapply to that particcular income
in those particularcircumstances...5

Some scholars have alsoalsoconcentrattedonon legisslative intent asas the key toto

the cconcceept. Rosseenberg has stated that, there cancanbe taxaax avoidance only
when (1)(1) some Code provision mismeasures economic income: (2) that

mismeasurremeent aaccccompaanies behavior that fails toto impleemeent the con-

grreesssionalpurposseunderlyingthat Code provision.''6

The latter should be the prreferrredview from aaconceptual basis. A care-

ful examinationof ach ofofthe factors considered relevant toto aa definition,
ssupports aaconclusion that the essential feature of tax avoidance involves
aatransaction which somehow avoids parliaameent's intendednteendeedtaxtax incidence

for aaparticcular taaxpaayer. A transaction which would savesave taxax inin aa waay

ccoonteemplateed and ssupporteed by parliaameent should never bebe described asas

avoidance of tax in the context of a legal perrsspective or in the context of

the mischieftotobe addressedby a GAAR, although it may weil be ofcon-

cern from an efficiency persspective and may even be aa linguistically ac-

curatecurate statement. Thus inin Australia we havehave aa parliaameentary mandated

deduction for ccaapital investments inn the Australian film industry. The fact

44 Publication ofofthe InternationalBureau ofofFiscal Documeentatioon,No 31,31,Collooquy
ofof5-75--7March 1980.

55 Id.
66 J.D. Roosenbberg,Tax AvoidanceandandIncome Measurement(1988)(1988)8787MichigaanLaw

Review 33665, at 445.
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that a particulartaxpayer is motivatedby the desire to minimisehis or her
tax in making ,such an investment, should not be relevant in determining
the tax treatment, because the Government must have contemplated ap-

pealing to such motives in enacting the specific tax expenditure. Tax

analysts may criticise the policy but not the legal entitlementof individual

taxpayers.

On the other hand many such shelters are abused. For example, under
an earlier and less regulated version of the Australian film deduction

provisions, a number of schemes developed whereby film promoters lent

taxpayers extra funds to invest back into the film to multiply the level of
deduction. The obligationto repay the loan was swapped for some other

right, for example, a percentage of profits from the film. Such behaviour
can already be described as tax avoidance on this definition as parliament
would have intended new equity to be invested in Australian films but
would not have intendedpromoters existing funds to be loaned in a circle
over and over again with tax deductions being created at each turn of the

loop. Either.parliament or the judiciary could respond by requiring inde-

pendence offunds or some at risk elementbefore allowing a deduction.
Australian courts adopted mixed responses to such transactions, although
the dominant preliminary finding was generally that a round robin
should be treated as two independentand legitimatepayments.7

'While it is possible to criticise some of the definitions for going beyond
an analysis of Parliament's purpose and including taxpayer motives and

purposes, the proponents of those definitions were not necessarily advo-

cating that the legislation should use those factors as determinative con-

trol mechanisms. For example, the fact that the Carter Commission says
that motive would seem. to be an essential element of tax avoidance,
could merely be identifying one necessary element in any conscious tax

avoidance activity. Where a taxpayer inadvertently avoids paying tax by
misunderstanding the law, this is quite a different situation calling for
different responses. We have the developmentof self assessmentsystems
throughout much of the developed world with significant penalties for

even innocent error, to encourage greater concern by taxpayers with cor-

rectly identifying the true tax position and encouraging them, where nec-

essary, to consultprofessionals in the field.

7 In rare cases, such events have been described as shams e.g. Case V160 (1998) 88
ATC 1058.
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While it is right to say, as many have suggested, that taxpayer motives
cannot of themselves be a ground for negating a tax effective transaction,
this is complicated by the fact that Parliament and the courts do make a

taxpayer's purpose relevant as a distinguishing feature in many key in-
stances. For example, because capital gains provisions in Australiahave a

residual operation compared to the general income provisions and be-
cause the current approach of the courts is to see a profit as giving rise to

ordinary assessable income where transactions occur with a dominant

profit-making purpose, purpose remains a key basis for distinguishing
between income and capital gains. Purpose is also utilised to distinguish
betweenprivate and business expenses where s. 51 is concerned. It is also
used in specific and general anti-avoidanceprovisions and some judicial
doctrines. Where this occurs, many more questions need to be answered.

Unfortunately, in Australian tax history, the norm has been to ignore
many of these issues and leave the resolution to judicial invention. For

example, under the earlier general anti avoidance provision in Australia,
s. 260, no indicationwas given whether the relevantpurposeneeded to be
a dominantor sole purpose or som lesser purpose.

Other questions include whether we are solely concernedwith the pur-
pose of the legislation or the taxpayer or both How are the administra-
tion and the courts to determine the purpose of legislation How do we

determine the purpose of the taxpayer, subjectively or objectively Are
we interested in a taxpayer's indirect or direct purposesIf a taxpayerhas
a number ofpurposes, are we concerned at looking at dominant purpose,
significantpurpose or any purpose Some scholars have attempted to dis-

tinguish between purpose, intent and motive in identifying taxpayer be-

haviour, which may also complicate matters. Finally and most

importantly, is a purpose based test likely to be equitable and efficient A

purpose test for identifyingtax avoidance might simply be bad policy and
a misallocationof legislative resources.

A number ofproblems become apparent once we analyse the likely ef-

ficiency of a purposebased test. A predicationor purposive test can either
look at the features of the transaction or the purpose of the transaction as

the ultimate test for distinguishingbetween ordinary transactions and tax

motivated transactions. This is not to say that both of these features my
be relevant in all circumstances.A purposive test is better able to ignore
transactions where some commercial features are merely thrown in for

camouflagepurposes. On the other hand it is far more difficult to employ
with any certainty or consistency. It is a test which must either rely pri-
marily on subjective considerations, or altematively look at objective
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features asas aameans to deduce what the subjective purposepurposewas likely to

be. In thethee latter event, oneone is againagaan ccoonsiddering thethee features themselves.

Coonccepts suchsuch asas anan ordinary businessbussinessss oror family dealing tendeend tooo bebe
made central tooo the praacticcal appliccatioon ofofGAARs. Questioons ofofform

versusversussubstance also ariseariseififtaxpayers designdessgn their schemes tooo havehavethethee

appearanceofofordinary deealings.
At this stage we needneedtoooacknowledgethatthattififwe areareutilising terms suchsuch

asas foorm, subbstancce, purpose andandParliament's intentiteenttwe areare usingssing very

grey ccoonccepts which cancan leadleadtooo quite diverse views aamoong administra-

tors, praactitiooners andandjudges. Coonsseequently, reegardlesss ofofanyany poosssible
agreeement ononaadefinition, what oneoneperssoon would describe asastaxtaxavoid-

anceance under anyany particular defnition would notnot neecesssarily bebe soso de-

scribed byby others. This might thenthen addaddweight tooo thethee hypothesis thatthatt aa

general anti avoidancevooidancceeproovisioon would offend againstagaaisttthetheeruleueeofoflaw byby
deleegating significcant politiccal choiceschooccesstooo judgesjudges inin making decisions in

thesethesseecontentious areas.

The next pointpooitt is thethee most cconcceptuually chhallenngiing hypothesis that

flows from thetheeassertion that taxax avoidancevooidancceemeans avoiding parliameent's
intent andandthatthattpurposivepurppoossveeinterrpretatioon is at times mandated. To thethee ex-

tent thatthattthe spirit oror purposepurposeofofthethee leegislatioon becomes relevanteeevaantt inin its

interrpretatioon andandappliccatioon, this definition ofoftaxtaxavoidancevoidaancceeisss tooo some

degree tautoloogoous ororevenevenselfeelfddefeatinng. IfIflegislatioon is onlyonyytooo bebe in-

terpreteed ininthetheecontextcoonextofofits purrpoosse, thenthen transactionswhich offend that

purpose shouldshoouldnotnot succeedsucceedinin gaininggaaninggthethee taxax aaddvantaages ssoought. Thus

thetheegreeater thetheepurposivepurppoossveeanalysis bybythetheeccoourts, thethee lesser thetheenumber ofof
transactions which will bebeheldheeldtooo havehavesucceeded inn ssatissfying thethee sub-

stantive law butbut inin aaway which is ccoontrary to its spirit. The hypothesis
might thenthennbebethatthattaaprovisioon suchucchas s. 15AA ofofthe Acts Inteepretatioon
Act is thetheeonlyony appropriate generalgeneralanti-avoidanceprovisioon. The Austra-

lian experience is simply thatthattthesethesseeissues are rarely ififever debated.

What arearethetheeMain Forms ofofTax Avoidance

It would bebewroonng tooo consider the conceptooncepptofoftax avoidance inin aavac-

uum, particularly asas oneoneofofthe stroongest critiques ofofanti avoidancevooidancceeac-

tivities is thethee thesis that offensive transactions shouldshoould bebe consideredcoonssidereed
individuually andand speecific responsesresponsesadoptedadoopteedfor each. InIn thethee Australian

context this was articulated most stroongly byby Sir Garfield Barwicck, both

asas ananadvocate andand as Chief Justice ofofthe High Court. For exxample, ifif
policy aannalysts seeseethetheeaability tooo divest receiptecceepttofofincome without divest-

inging control ofofits dispoositioon asas aaproobleem, ananapproopriate responseresponsecouldcoould
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merely be to adopt a control test for derivation of income. It is not the

purpose of this paper to examine individual substantive situations and

identify an appropriate policy response. This would involve a separate
and significant debate. For example, where control versus benefit is con-

cerned, there is no consensus among scholars as to which is most appro-
priate under a Henry Simons-style income tax system. Nevertheless, to

give some framework to the debate, it is important to be aware of the
broad forms that tax avoidancetechniques take.

The main types of tax avoidance techniques are the conversion of tax-

able gains to non taxable gains, the deferral of taxable gains, the utilisa-
tion of tax shelters, the prepayment of expenses, the use of intermediary
entities that are taxed at differential rates, income splitting and offshore
transactions. These could be further reduced to three broad categories as

identifiedby Stiglitz, namely income shifting, postponementof taxes and

arbitrage among the different rates at which the returns to capital are

taxed.8

Is Tax Avoidancea Problem

Before elaborate anti-avoidanceprinciples and practices should be em-

ployed, it is also necessary to demonstrate that avoidance is a significant
problem. In analysing that significance, one can utilise both equity and

efficiency perspectives. These two criteria will often suggest contrary
responses. For example, a system that catches the majority of schemes
but allows the most sophisticated to escape is arguably inequitable be-
cause it favours the rich or strong. It may however be relatively efficient
in that the absolute level ofavoidance is low. t may also be that the level
that remains may be the necessary price to encourage the rich or strong
not to evade the system completely. This paper does not assert that this is
so or that it is desirable but merely desirable seeks to use it as an analyti-
cal example.

A preliminarypoint to again note is that a number of economists lump
avoidance and evasion togetherwhen analysing the problem.9 They argue
that there is no economic difference between evasion and avoidance be-
cause in each case Parliament's intended revenue is interferedwith. This

s JE Stiglitz, Student's Guide to Tax Avoidance, in JE Stiglitz, Economics of the
PublicSector (2nd ed) (New York, WW Norton, 1988) at 592.

9 Id. See also PD Groenewegen, Distributional and Allocational Effects of Tax

Avoidance, paper presented at NSW branch of the Economic Society of Australia

Conference, Tax Avoidanceand Economy, 4 March 1983.
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is perhaps an unduly static way of looking at the situation. It is true that in

the immediate sense, one dollar of tax evaded equals one dollar of tax

avoided in terms ofGovernment spending power. On the other hand, the

potential nature of the problem and the appropriate responses to each on

both cost benefit and equity bases may well differ.

One intuitive lesson to learn from the Australian experience is that
when tax avoidance became virtually sanctionedby the High Court in the

1970's, supermarket style off-the-shelftax avoidance packages reached

epidemic proportions. Having the Chief Justice of the High Court pro-

pound taxpayer rights would surely be a powerful rationalisingfactor for

taxpayers and advisers. The same is never likely to be true for tax evasion
where quite differentmoral choices are made and the tax profession is far
less involved. More rigorous microeconomicanalysis ofboth phenomena
is also undertaken by some scholars but builds on challengeablepsycho-
logical assumptions about risk aversion as a guiding decision making
factor.

Tax avoidance can be a problem for a number of reasons. The most

immediate is the amount of intended revenue that is not obtained by the

Government. Because a budget adopts a particular spending program
based on anticipated revenue raising, an unintended shortfall will arise if
tax avoidance is significant. Other economic consequences of tax avoid-

ance are the reallocation of resources to the tax preferred activities and

the costs of engaging in those activities. The administration must also

allocate resources to combat the activities. Because tax avoidance oppor-
tunities are not equally available to those on different levels of income or

even to those with different sources of income, there are obvious adverse
distributional results from avoidance activities,1 Given that governments
spend much of their revenue providing public goods, tax avoidance is a

particularaspect of the free rider problem.

Stiglitz also points out that the economic effects of an anti-avoidance

activity may be different to what is intended, a reminder of the economic

theory of second best. An example is leveraged leasing whereby a low
income taxpayer who needs equipment but has no benefit from deprecia-
tion and investment allowances might be teamed up with a high income

taxpayer who will purchase the equipment, claim the allowances and
lease it to the first taxpayer. A tax law that makes this less advantageous
might not necessarilyhurt the high income taxpayer. If the tax law leads

10 Id.
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to a lesser number ofpersons willing to engage in those transactions, the
low income taxpayer may have to pay a higher rent to induce the deal.
This of course is not an argumentagainst the closing ofsuch tax expendi-
tures as the ultimate tax question is the proper relative contributions to

government revenue and not the appropriate after tax returns to individu-
als. The latter should balance out by normal market forces in any event.

Tax avoidance also has equity concerns given that different persons .

will contribute to different degrees regardless of their respective abilities
to pay. When tax avoidance reaches significant ongoing proportions, it
can also perversely be used to encourage political changes in basic tax

structure which can also have equity effects. For example, an analysis of
tax incidence over the years tends to show that regardless of the basic

political choice of progressivity in most tax systems, wealthier individu-
als simply do not tend to pay the expected high marginal rates. After ini-

tially attempting to fix the law to overcome this, some commentators

ultimately assert that on a cost benefit basis it would be better to move to

a flatter rate tax system, in part to accept the inevitable outcome at a

lower transactioncost.

Other results of tax avoidance suggested in the- Australian context in-
clude discouraging govemments from making desirable tax reforms.
Lehmann suggests that the govemment delayed indexing tax brackets in
the progressive system because of the revenue shortfall from avoidance.

Legislative responses to avoidance also increase the complexity of the
Act. He also asserted that the tax avoidance boom led to a lowering of
standards of commercialmorality.

The Causes ofTax Avoidance

In consideringwhat ought to be the appropriate responses to tax avoid-
ance activities, we may benefit by .considering what causes this phe-
nomenon. Causes suggest possible solutions. No simple solution is

apparent in the tax avoidance area, hence we need to evaluate competing
solutions on a cost benefit basis. This section merely seeks to identify
potential causes without attempting any conclusiveanalysis.

There are a number of ways that we can look at causes. At a simple
level we may wish to identify those features of the law that allow for dif-
ferential tax treatment of similar economic transactions. An example in

G Lehmann, The-Income Tax Judgements of Sir Garfield Barwick: A Study in the
Failure ofthe New Legalism(1983) 9 Monash UniversityLawReview 115.
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Australia is the lower tax rate on corporations and the consequent in-

ducement for people to make investments through a corporate form. Be-

cause trusts are also an acceptable method of income splitting in

Australia, taxpayers have ensured that private family companies are po-
tential family trust beneficiaries as a parking space for income that
would otherwise be taxed at a higher marginal rate. After having intro-
duced a comprehensive imputation system of company tax and then un-

dermining it with a lower company tax rate, we now hear calls for the

reintroductionofundistributedprofits tax.

At a more fundamental level we might look at psychological factors to

determine causes of tax avoidance. What motivates people to behave in

this way Here the work of compliance theorists, whether in the psychol-
ogy or criminology area, asks us to consider factors such as the respect
that the taxpayer has for the law and the level of taxation, the individual

morality ofthe taxpayer and the general likelihoodofdetection.

Judicial responses are also important. It is easy to say, as some do, that
it is only when the Act is drafted in a careful and comprehensive fashion
that tax avoidance can be appropriatelydealt with. In this regard there is a

somewhat loose alliance between Sir GarfieldBarwick and certain public
finance scholars. While one can readily acknowledge that it would be

easier for judges if the Act was simple and comprehensive, the fact re-

- mains that the role ofjudges is always to give effect to whateverpiece of

legislation is before them. Because legislation is built on language, with
all its vagaries and ambiguities, there are fundamental questions ofjudi-
cial interpretation that need to be addressed no matter how strongly one

supports principles ofseparation ofpowers.
Other possible causes are the style ofstatutory drafting and the organi-

sation and approach of the administration. For example, in Australia, the

very detailed style of statutory drafting may invite judges to adopt inter-

pretive presumptions to the effect that matters not specifically mentioned
were not intended to be covered. In turn, this may encourage resources to

shift to those overlooked areas. Limited bureaucratic resources or ineffi-
cient resource allocationwithin bureaucraciesmay also be a problem.

Each of these issues is addressedseparatelybelow.

The JudicialFunctionand TaxAvoidance

Wherejudicial roles are concerned, the Australian experience is worthy
ofparticularattention given the markedly different attitudes of the courts

to s. 260, the previous GAAR, over a number of years. In addition, tax
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was one area where High Court judges were found to debate philosophi-
cal positions openly in judgments, albeit rarely.

As indicated above, somejudicial role is unavoidable.Ifthe form oftax
avoidance is typically to exploit a loophole or drafting ambiguity in the

legislation or utilise a provision in an unintended manner, the success or

otherwise of the transaction will depend on the judges approaches to

statutory interpretation. While broadly different approaches can be dis-
cerned in various jurisdictions, the fact remains that within each, cases

can be found where some judges have adopted a purposive approach to

interpretation to attack schemes while others have adopted a more strict
and libertarian approach to their task. We all have our political prefer-
ences and tend to. like one broad group of decision makers over the other,
but we should all acknowledge the negative aspects of the very presence
of such choices.

This is not to say that judges should not make such choices. The inher-
ent choices available in the judicial process require all judges to have
some legal philosophy about their role and processes. Most would also

acknowledge that there are some inevitable limits in which judges can

validly make law. We are used to judges seeking to balance conflicting
values and goals in contentious areas such as constitutional law, criminal
law and administrative law. An important hypothesis might then be
whether tax avoidance can only be adequately combated by requiring or

accepting thatjudges adopt a purposive approach to interpretation.
Parliamentmay seek to limit such choices by directing a particular ap-

proach to statutory interpretation.As indicated above, this has occurred in
Australia through s. 15AA ofthe Acts InterpretationAct which calls for a

purposive approach to interpretation when there is an. ambiguity and s.

15AB ofthe same Act which directs attention to extrinsicaids to interpre-
tation to support that process. Experience shows that the old choices in-

evitably surface, however. Some judges find the necessary ambiguity to

justify a purposive analysis, others do not. A directive such as s. 15AA
does not clearly resolve how one is to discern the purpose of a Tax Act.
Practitionershave even pointed to the fact that s. 15AA refers to the pur-
pose of the Act itself as opposed to the provision in issue. This is of
course a tenable but casuistic distinction. The purpose of the entire Act
can be made up of the various purposes of each of the provisions and it
must surely be open for a judge to consider the purpose of the particular
provision before him or her. Nevertheless, there is still the common ar-
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gument that the only purpose of a Tax Act is to take such tax as the stat-

ute imposes.12
It is submitted that the proper approach to a purposive analysis of the

Income Tax AssessmentAct is to consider the purpose of the particular
provision under examination. To do so will ordinarily require a consid-
eration of the purpose of the generic type ofprovision as opposed to the

purpose of the Act as a whole. It is certainly meaningless to talk about a

particularpurposeofa piece of legislationof the size and complexityand

history of the Income Tax AssessmentAct. On the other hand it is fair to

say that the core provisions have discerniblepurposes. For example s. 51

has the purpose of denying deductions to private expenses, domestic ex-

penses and capital expenses. Other expenses in an earning setting should
be deductible. Section 25, the general assessability provision, seeks to

bring into taxable income, gross receipts in an earning setting that are not

ofa capital nature. Capital receipts are to be taxed under the capital gains
provisions.

Against this backdrop there is the realisation that many tax avoidance
schemes result from the manipulation of a principle from a reported de-
cision. This is not to say that the manipulation is unfair but merely that
the precedent has been stretched to cover a different situation. It is the
role of the courts to determinewhether the precedent adequatelyprotects
the newly constructed situation. In most instances the central question is

factual. Here we may need to acknowledge that there can not be any ob-

jective principle that limits the way judges can determine the facts in a

particularcase, thus choices are inevitablymade.

Whatever the choices made, we ought to concede that there is no sim-

ple, incontrovertible or tax specific principle that we could promote in
order to maximise the equity and efficiency ofjudicial decision-making.
Differentpeople will have different philosophicalviews about the proper
role ofjudges in the legal system. Some assert that under the principle of

separatio of powers, it is for Parliamnt to make law and for judges to

merely interpretthat law. Thus, judges shouldtakea restrainedrole in the

interpretative function and be apolitical-. The suggested corollary is the

adoption ofthe literal approach to statutory interpretation.13Others assert

12 Lord Halsbury in Tennant v Smith [1892] AC 150, 154. This narrow argument was

accepted by Turner J in CommissionerofInland Revenue v. InternationalImport-
ingLtd [1972] NZLR 1095.

13 Higgins J in AmalgamatedSociety of Engineers v Adelaide Steamshi Co. Ltd.

(1920) 28 CLR 129, at 161 consideredthat the intent ofParliament is found by ex-
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that any realistic asssessment ofofthe way the legal system develops must

aaccknoowleedge that judgesjudgesmake law whatever approachpprooaacchtooo interpretatioon
they take. Those in this ccaamp would assertsssserrtthat aaconservativeapproach
too inteerpretation isss just asas much an eexaample ofofjudgees usingussng their own

views and philossophies too decide the law, asas isis suggested by aa soso called

more activist aapproaacch.
Whichever view is preeferreed, thethee argument that aa literal approachpprooaacchto

interpretatioon is ann apoliticcal stancce, cancan eeasily bebecriticised. Given that

all judgesjudgeshavehavethe power totoadoptadopteither aa literal ororaapurposive aapproaacch
toto interpretation, orortoto find that aa geeneral inteerpretativeprovision aappliees
oror not, they all make choices. Whichever way the choices areare maade,
judgees areare activist too that extentexeent atat least. Furthermore, ifif aa judge can

cleearly discern a difference between thethee likely purpose ofofthethee legislatioon
andndits ordinary meeaning, toooselectseeeecttthetheelatter is aaconsciouscoonssccooussdecision notnottooo

uphold the statute's purposse. On this scenarioscceenarro it isss atat leastleastarguaable that

the literal judge isis particcularly politiccal. It isss onlyony when aajudge can say
that he ororsheshecan discern nonopurpoosse otherttherrthan the ordinary meeaaning of
the words usseed, that aa literal approaach is both restrained andandaappropriate.
Even here, hoowever, ififaajudgejudgeisssfaacceed with aapurposive argumentbybyoneone

ofofthethee litigants andandconcludescoonccludessthat there is notnotsufficient evidencevidencceetoo dis-

cern that purposse, aa consciousconsciousand active decision has nonetheless been

made. Furtheermore, the judge can make choices by looking atat the ordi-

naary meeaaning ofofwords within aapaarticcular ssub-sseection, words in the con-

text oftheoftheeentire sseection; ororwords in thetheecontext ofofthe entire leegislation.
Thus choiceschooccessare made andandpolitics andandphiloosoophy are hard tooo keeep at

bay. This does not mean thatthattjudges simply paander tooo their own politiccal
prejudiccees. A judge's preefereenccees asas aajudge arearenot neeccessssarily the same

asas the personalpersonalpoliticcal prreefereencces that hehe oror she would choose. The

judicial politiccal philossophy cancanbebequite different too aapersonalpersonalone. An

example inn thetheeAustralian context would bebeDeane JJwho ccoommoonly ad-

vocated anti-tax avoidancevoidaancceeperspeectives ononthetheeFederal Court but hashasheld

the otherttherrway in atat leastleastoneonecasecase in the High Court where he felt bound

by pastpastHigh Court preecceedent ononthe basis thatthatthe thought it more impor-

amininng the languageannguuageeusedused innn the statute as aawhole which should bbeexamined
innnits ordinary andnndnatural sensesenseeven ififthe result seems inconvenient, impolitic
oror improobbable.. Rowlatt J, aa highly respected Ennglish tax judgejudge said inn Cape
Braanndy Synndicate v. Inland Revente Commissioner [1921][1921] 11 K.B. 664, 'at 7171 there

is nonopresuumptioon asas tooo aa tax. Nothinng isss tooo bebereadeeaad in. Nothinng isss tooo bebe implieed.
One cancanonlyonnyylookooookfairly atatthetheelanguageaannguuaggeeused.
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tant that a clear line of authority be maintained.14The judges' preferences
might thus more commonlybe the necessarycorollary ofa thoughtful and
consistent approach to the judicial function.

We also need to distinguish between plain meaning and literalism. The
difference between these terms is that the latter may allow a word to be
taken out ofcontext by looking at its dictionarymeaningwhile the former
is a more contextualprocess.15The difference between a contextual and a

literal approach is suggested by Sir Ivor Richardson to be that the former
is discemed from the twin pillars of scheme and purpose and is
thus to be preferred on the basis ofgiving effect to parliament's intent.16

If literalism is allowed to flourish this may also have an undesirable ef-
fect on statutory drafting. In FCT v Westraders Pty Ltd, Murphy J said
the nature of language is such that it is impossible to express without

bewildering complexity provisions which preclude the abuse of a strict
literalistic approach.'7 The irony is that if drafters respond with ever

more detailed and complex provisions, such complexity may perversely
then encourage greater literalism under the principle of expressio unius

est exclusio alterius.

Regardless of how many agree that proper parliamentary attention to

policy and drafting should be the dominant response to avoidance, some

realities of tax law must be accepted which in turn place great pressures
on the judiciary. We need to remember that there is a great conceptual
difference between the economic concept of income and the approach
taken in virtually all income tax statutes. Because we choose for political
and other reasons not to adopt an accruals basis of taxation, we adopt a

transactional approach. Income is that which flows from certain concrete

events. In jurisdictionssuch as the United Kingdom and Australia it must

also flow from certain forms of activity. Often some description of the
relevant types of transactions is adopted, either by parliament or the
courts. In Australia, income has been seen as that which flows from an

earning activity. In the commercial field, it must be a business or trading
transaction. Where judicial decisions are concerned, there is an obvious

difficulty in coming up with a yes/no answer to such a question where

14 FCTv Gdland; Watson vFCT(1985) 17 ATR 1, at 23.
15 ED Popkin, The CollaborativeModel of Statutory Interpretation (1988) 61 South-

ern CalforniaLaw Review 541.
16 Sir Ivor Richardson,Appellate Court Responsibilitiesand Tax Avoidance (1985) 2

AustralianTax Forum3, at 8.
17 FCTv WestradersLtd (1980) 80 ATC 4357, at 4370.
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there are aawhole groouup ofofrelevant factors that themselves dodonotnotreaadily
support suchsuchananall orornnothing decision)8 Furthhermore, taxpayers are en-

ccoourageed tooo manipulate thosethoseecriteria tooo maximise their after tax profit.
This makes fact finding aaparticcularly importantelement ofofthetheeprocessprocessofof
taxtaxdecision maaking. The folloowing section looks at this issue ininthetheecon-

text oftheof juudicial function.

FactFindingattd the JudicialFunction

University law coursescoursestendtendtooo underplayunderppay thethee importancce ofoffacts. Stu-

dents areareusually encouragedencouragedtooo concentrate ononappellate court decisions

andanddiscern principles from tfiem. However the nature ofoflegal praacticce inin

general andandthetheetaxax avoidancevvooidaanceearea inn particular show how fundamental

fact finding is tooo thetheejuudicial function. Practitioners commonly examinexxamiee

leading decisions andandseekseektooo devise commercial strateegies which maxi-

mise aa client's chanceschances ofof fitting within favourable preecceeddents whilst

minimisingchances ofbeingofbeeinggcauught bybyunfavourableones. A key element

ofofmany ofofthetheesoso called leeadiing authorities ininAustralia andandthetheeUnited

Kiingdoom cancanbeberelated back tooo aakey factual ddetermiination, which be-

causecauseofofthetheenature ofofthetheeappellate prooccesss, was invariably determined atat

thetheefirst instancenstancceestaage...An example waswasPhilliis ccasse,9 which dealt with

deductions bybyananaccccoounting firm for'payments to aarelated service entity
that led to the splittiing ofofincome. The trial judgejudgeheld that the marked upup
expennditure was coommercially reasonable. The Commissioner's appealppeeaal
was unsuccessful. After suchsuchaa finding atat first instance thethee endendresult is

notnotsurprissing. The judgejudgehadhadccoompareedthetheepaymeents tooocommerciairatesaaess

andandfound them to bebereasonable. Whilst that ccoomparisoon is aareasonable

way to elicit relevanteeevanttevidencce, it was surely evenevenmoremorerelevant thatthattthe

arranngementhadhadddelibberately ensured that there was aamark upup over the

historical costs paidpaaidfor independentindeppendenttservices. Inn this context it wouldoouldbebe

easyeasytoooarguearguethatthattthe whole ofofthetheepayment couldcoouldnotnotbebeexplainedxpaaineedasasanan

ordiinary commercial deealiing. Factual issues suchsuch asas this pervade thethee

leeadiing cases. IftheIf Australian courts inincases suchsuchasasEsquire Nominees

Ltd vVFCTo hadhadtaken aasimilar approachppprooacchto Unit Construction Co Ltd vv

Bullock2! onon thethee quuestioon ofofthethee central manaagement andand control andand
hencehencestattutory residenceessidencceeofofoffshore ccoompanies, off-shore taxax avoidancevooidanccee
andand anti-avoidance proovisioons inn Australia might notnot bebe at thethee heealthy

is18Rosenberg,supra note 6, at 367.supra
9 FCTvFCTvvPhillips (1199778) 7878ATCATC4361.
20 (1973)(1973)129129CLR 177.
21 [119559] 33All ERER831.

263263



levels that they are currently at. A controlled foreign corporation regime
would be largely unnecessary unless there were problems in extracting
the tax from offshore subsidiaries. Even here a practical solution could
have been introduced in a somewhatsimple form.

In order to highlight the fact that judges have a real role to play in this
regard, it is useful to contrast the New Zealand courts response to a num-

ber of key substantive questions. Thus one might contrast Phillps case

with the contrary decision in Wisheart v CIR22 This is just one of a num-

ber of examples where New Zealand courts adopted a more policy ori-
ented approach. The Acts Interpretation Act in New Zealand has long
required a purposive approach to interpretation and while New Zealand
common law developments have often shown significant deference to

English and Australian authorities, in the tax area at least, some key de-
cisions,saw a very different approach taken which presumablyprovided a

strong disincentiveto tax avoidance.

One particular fault in the Australian experience has been the undue
deference to non-tax principles in deciding tax cases. Many taxation dis-
putes depend upon the application of tax laws to complex commercial
and interpersonal transactions. The ultimate conclusion in the taxation

dispute may depend upon legal conclusions about those areas of law. For

example, the nature of property transactions depends upon property law.
Gains from employment may depend upon employer/employee law.
Trust law, company law, contract law andthe like all become relevant in

many taxation disputes. At times, tax schemes will be developed which
depend upon those non tax law principles being determinativeof the tax

question. ..

An example of the utilisation ofnon-tax principles to decide tax cases,
was FCT v Everett.23 While the court acknowledgedthe general rule that

personal exertion income wasnot assignable, Everett's case was distin-
guished because it was a legal partnership and the view was adopted that

partnership profits arise from the proprietary right rather than personal
exertion'. This result is merely a preference for one relevant fact over an-

other. One might wonder what Mr Everett's partners would have said if
he asserted that he did not need to come to work to earn his partnership
share.

22 (1971) 71 ATC 6001.
23 (1980) 143 CLR 440.
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Another particular problem in the area of tax avoidance is that judicial
statements made in key cases are looked at very carefully to see if they
allow some opening for construction of favourable schemes. Invariably,
the judges in the leading cases were not consideringthe potential schemes
when articulating their reasons for decision. The question then becomes
how a later court will modify or adapt the earlier statement or alterna-

tively, whether the later court will see that statementas binding precedent
in most ifnot all cases.

A simple example is thrown up in the area of income from employment
and fringe benefits. In Tennantv Smith,24 the court said that to be income,
a receipt must be money or money's worth. A non-monetary receipt
would have to be convertible into money to be money's worth. In Daw-
son v CIR (NZ),25 the tax scheme manipulated that statement by inten-

tionally making the benefit non-transferable.The court in Dawson could
have qualified the earlier comments and asserted that they only apply to

receipts that were independentlynon transferableand not receipts that the

taxpayers themselves made non-transferablefor tax purposes. This is not

to say that the judge should hold in that way, but merely that the approach
to judicial interpretation and refinement of key concepts in the tax arena

has much to do with the developmentofavoidance activities. This in turn

led to a massive fringe benefits industry in Australia and ultimately a

costly and complex fringe benefits tax that still provides undue prefer-
ences, a result readily explicable if a public choice analysis is applied to

the motor vehicle industry and the politicalprocess.

GeneralApproachesto Interpretationby Judges
It is fair to conclude therefore that there have been major ramifications

from the more literal style of interpretation adopted in Australia and the
United Kingdom from time to time, although by no means uniformly so

adopted. A wider question is why that style was as influential as it was

for many years. Popkin utilises the general analysis of Atiyah and Sum-
mers to suggest the following differences in approach between US and

English jdges. While it would be simplistic and' insulting to broadly
categorise all judges into a singular national approach, it is still arguable
that many Australianjudges, particularly at the time of the BarwickHigh
Court, could be accurately described as coming closer to following the

English model in tax cases at least. The suggested-differencesare:

24 [1892] AC 150.
25 (1978) 78 ATC 6012.
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The presence of a written constitution in the US (which is the same for

Australia).
The greater detail in English statutes, which Popkin asserts has the ten-

dency to dampen any judicial tendency to look for the underlyingpur-
pose ofthe document.

The British Parliament has the power to correct statutes because the

party in power controls legislation. This is true, in Australia but is not

the case with the complete separation of powers in the US and the re-

sultant difficultyofhaving Congress make necessarychanges.
The unequivocalparliamentarysovereignty in England. (Again Austra-

lia here is like the US with constitutionalbasedjudicial authority).

English judges have not tended to look for legislative history.
(Australian judges are now entitled to do so through ss 15AA and
15AB ofthe Acts InterpretationAct).

Legal certainty is considered important in the English traditionmore

and is argued to be promoted by a literal interpretation.
Academicswho tendto advocate a more principle based interpretation,
have less influence in England than in the US.

Such comments are best seen as identifying issues and influences rather

than being predictors of individual behaviour. Exceptions to the model

would be easily found. English judges have often commented about the

role that they perform and have at times made it clear that a purposive
approach to interpretation is appropriate. English approaches to statutory
interpretation may also have recently been influenced by Britain's entry
into the European Community. The civil law tradition of a more pur-

posive interpretation is thought to have had clear influence as has the

central European Court ofJustice.

The modern approach to statutory interpretation in Australia is proba-
bly best reflected in the case of Cooper Brooks (Wollongong) Pty Ltd v

FCT.26 The case concerneda complicatedtax scheme based on a loophole
in the legislation. The loophole only arose because Parliament, in specifi-
cally modifying legislation to catch the scheme, forgot that a particular
definition also needed to be amended to make it,work. The court looked

at the history of the provisions and noted the inadvertent failure to make
the necessary amendment. The court found for the Commissioner. Two

26 (1981) 147 CLR 297.
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High Court Justices commented that the literal rule of construction had
been applied too rigidly in the past. In theirview, the fundamentalobject
ofstatutory constructionin every case is to ascertain the legislative inten-
tion by reference to the language of the instrumentviewed as a whole.A
literal interpretation is to be departed from wheneverthe operationof the
statute on a literal reading does not conform to the legislative intent as

ascertained from the provisions of the statute, including the policy which

may be discerned from those provisions... The Court also criticised the
historical presumptionthat revenue statutes were to be interpretedstrictly
in favour ofthe taxpayer.

In the tax arena, judges are not only forced to think about the approach
to interpretation in general, but must also think about the way tax avoid-
ance and tax planning activities affect their own obligations. The next

question is what role, if any, should judges employ, in seeking to ensure

that tax avoidance activities do not proliferate. Most would concede that

judicial approaches to interpretationwill have a considerableeffect on the
amount of tax avoidance activity.. If tax schemes are accepted by the

courts, they.are.morelikely to be promoted.
To say that judicial responses have an impact upon tax avoidance is not

the same as saying that judges ought to be concerned about this. Once

again, the fundamental issue in any legal system is what is the proper role
of the judiciary in relation to the legislature. Nevertheless, while all

judges would-wishto approach the task ofstatutory interpretationwithout

being coloured by their sympathy or lack of sympathy with a particular
litigant, it is almost impossible to decide on the merits of a purposive ap-
proach to interpretation,without having a view about the role of'tax legis-
lation in combating avoidance. For example, a judge who sees the role.of
tax legislation in some areas as stopping avoidance activities,, might be
more likely to adopt a broad purposive approach to interpretationto make
sure that a technical scheme that arguably found a loophole, would not

succeed. On the other hand, a judge who believes.thatParliamentmust be

very specific in indicatingwho should pay tax and in what circumstances,
might adopt a more restrainedapproach.

There ,is certainly no .shortage of,political statements by judges in tax

cases. Whatever the final view about the application of a particular pro-
vision to a particular scheme, the almost uniform approach ofjudges in
western democratic societies has been that taxpayers clearly have a right
to try and minimise their tax as long as they -use legal means and do not

seek to conceal or misrepresentthe true situation.
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The Crown .... must make out its right to the duty and if there be a

means of evading the duty, so much the better for those who can evade
it. It is no fraud upon the Crown, it is a thing which they are perfectly
entitled to do.27

Every man is entitled, if he can, to order his affairs so that the tax at-

taching under the appropriateAct is less than otherwisewould be.28

The legal right ofthe taxpayer to decreasethe amount ofwhat ever oth-
erwise would be his taxes, or all together avoid them, by means which
the law permits, cannotbe doubted.29

' Over and over again courts have said that there is nothing sinister in so

arranging one's affairs as to keep taxes as low as possible. Everybody
does so, rich or poor, and all do right, for nobody owes any duty to pay
more than law demands. Taxes are enforced exactions, not voluntary
contributions.To demand more in the name ofmorals is ,mere cant.30

There is nothingwrong in companies and shareholders entering, if they
can, into transactions for the purpose of avoiding, or relieving them of
taxation .... and it depends wholly upon the construction of the taxing
Act whetherthey have succeeded.31

Manyjudges then went a further step and assertedthat the logical corol-

lary of this right was for them to adopt a literal approach to interpretation
and at times raise a presumption against the Crown in unclear cases. One
of the most commonly cited authorities in Australia is the Duke of West-
minster case.32 To many observers, the libertarianphilosophy espoused in
that case is unassailable. It is correct to say in England and Australia that

every person does have that right to read legislation and to cast their
transactions in the most favourable way in the light of what they have
read. This point was also reiterated in the United States in Gregory v

Helvering.33 The misreading of the Duke of Westminster case by some

subsequentjudges was to allow themselves to become preoccupiedwith
that statementof the rights of the individual.taxpayerand ignore the sepa-

27 Lord Esher in Commissioner of Inland Revenue v Angas and Co. (1889) 23 QB
579, at 593.

28 Lord Tomlin in IRC v Duke ofWestminster [1936] AC 1.
29 Sutherland J in Gregory v Helvering(1935) 293 US 465.
30 Hand J in CommissionervNewman 1947 159 F. 2d 848, at 850-851.
31 Starke J in Jaques v FCT(1923-24) 34 CLR 328.
32 IRC v Duke ofWestminster [1936] AC 1.
33 (1935) 293 US 465.
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rate question asasto the obligations imposed ononaajuudge. In the Australian

context it waswas disappointing that the Duke of Westminster principle is

ccontiinuually citeed asas thethee original source ofofthat philosophhy. The earlier

formulationbybyStarke JJininJacques both pre-empteedthe comment ininDuke

of Westminster byyysomesome1212years andandmore importantly placed it inin its

proper perspectivebybyadding the rider thatwhile the taxpayerhas suchsuchanan

inalienable right, it depennds ononthe particular legislatioon whether thetheetax-

payer hashassucceededorornot.

A number ofjudgesof ininthe tax arena havehavemore directly addressed the

social role oftheof courts ininrelation to tax avoidance. Dixon CJCJwas notnotasas

confident ininthetheeability ofofParliamentto develop aasimple andandunassailable

taxaxxsystemyssem when inn HancockvvFC,34 he said that thettheeresource ofofiingen-
iousooussminds toooavoidvooidrevenuerevenuelaws has alwaysawayssprovedroveedinexhaustible......

In Leary vvFCT,35 BowenBowenCJCJpointed to the likely revenuerevenueloss ififthe

scheme waswassuccessful andandacknowledged that this short-fall would bebee
made goodgoodbybythetheegeneral bodybodyofoftaxxpayers..Brennan JJcautioned law-

yers andandaccountantswhowhodonnedthemantle ofofentreprenneurs..Mason JJ

(as hehethen was) made aasignificaant comment ininFCT vvStudents World

(Austt Py Ltd when he said:

Althhoouugh thetheetraditional ruleuueehashasbeenbeenthat clear words are reequireed to

impose aatax, sosothat thetheetaxpayer has thetheebenefit ofofanyanydoubts ororam-

biguities, aaprovision introduced bybywaywayofofananattack onontax avoidance

should be given the wide meaning evidently intended, it should notnotbe

cut down ininthe interests ofofprecision.36

Some judgesjudgeshavehavebeenbeenprepareed to speakppeeaakononthese issues ororwrite aboutabout
them outside ofofthetheecourt environment. TheTheHonourable Sir Anthhonny Ma-

soon, the recently retired ChiefJustice ofofthe High Court has said:

the recent judicial decisions ininthose countries which have general anti

avoidancevvooidanncceeprovisions, along with the adooptioon ofofthe fiscal nnullitty doe-

trine ininthetheeUnited Kiingddoom, clearly indicate that the courts are con-

sciousccoouss andand take acccoount, ofof thethee object andand purposepurpose ofof revenuerevenue

legislation. IfIfthe courts fail to do this, there is aarisk that wide ranginganggnngg
discretion will bebe conferred uponuponthe revenuerevenueauthorities simply be-

34 (1962) 108108CLRCLR2558, at 281.
35 (1980) 8080ATC 4438.
36 (1978) 138138CLRCLR2551, at 265.
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cause it would be impractical to enact fail-safe specific and detailed
anti-avoidanceprovisions that would cover all possible eventualities.37

The following conclusions are therefore apposite. An Act ofParliament
that makes such policy choices as the Income Tax AssessmentAct, must
be given effect to in terms of the discernible intent ofParliament. Given
that the'governmenthas made certain redistributivecommitmentsthrough
its choice of tax provisions, and given that in most ofthose cases the gov-
ernment does not intend the provision to found illusory tax avoidance

schemes, there remains a vital role for the judiciary to interpret and apply
the legislation in terms ofthat intent.

If this is an inevitable corollary of the basic structure of our income tax

legislation, then we need some anti avoidance responses at the judicial
stage. The complexities and ambiguities of language ensure that there are

often competing views as to the meaning of legislation. Complexities of
life and the various ways that transactions can occur also imply that there
are a number ofways ofanalysing facts. A court in each case is trying to

identify the essential facts of a case and identify what they truly are. Be-
cause tax planning is commonly about characterising transactions in one

way while the Commissionerwould seek to characterise them in another

way, the judicial process is quite an active one. This raises both the im-

portance and the key problem with the judicial role. If there is no clear

way to interpret statutes or to determine essential facts, there is also little

guarantee of consistency between different judges. Without a unifying
judicial philosophy and methodology, therefore, complete reliance on

judges on the one hand or a broad critique ofjudges on the other is not

sustainable.

A PhilosophicalDigression
If the previous assertion is accepted, we might then explore whether

some unifying judicial philosophy can be propounded. Here we should

acknowledge the failure of tax analysts to fully address this challenge.
Tax policy has been dominatedby public finance theorists for many years
and for good reason. Lawyers are simply not trained to evaluate the very
rules and processes we work with. Such evaluation requires attention to

be given to other disciplines such as economics, philosophy and sociol-

ogy. What is surprising is the relative paucity of attention by legal phi-
losophers to the issues arising in the tax arena. Certainly the rationale for

37 Sir Anthony Mason, Taxation Policy and the Courts [1990] CCHJournal ofAus-
tralian Taxation 40, at 43.
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government and distributionalgoals are considredby philosophers such
as Rawls38 and Nozick.39But little attention is given to the equity issues in
the behaviour of the various participants in the process. An example of

just one potential field for philosophicaldebate would be the possible use

of retrospective legislation where tax avoidance is concerned. Most have

strong views on this question and the professions are particularly scathing
but are each of us aware of a philosophicaljustification for our position
and is it consistent with our general jurisprudential perspective For ex-

ample, a legal positivist would not be concerned about the moral per-
spective. A utilitarian might support such legislation on social utility
grounds. Rawls would adopt a maximin principle and advocateproper tax

collection from the wealthy. Natural lawyers and deontologists might
support such approaches on the grounds ofmoral laws and duties respec-
tively. It might only be a libertarian such as Nozick who would hold such
laws to be illegitimate confiscation of property without just compensa-
tion, although to some libertarians, the negative externalities of tax avoid-
ance are themselves an invasion of the liberty of others. These comments

are not presented as an argument in favour of such laws, but rather, a plea
for the philosophers to stop lagging so. far behind the economists in the
tax field.

This is particularly important when considering the judicial function.
For example, how much difference is there between judges who develop
doctrines such as fiscal nullity because they believe in promoting equita-
ble tax contributions, and judges who uphold' a libertarian right to avoid
tax in the face of a voraciousLeviathanAre we aware that the consistent
assertion by judges that taxpayers have a right to organise their affairs to

pay the minimum amount of tax merely supports a libertarian philoso-
phy Some moral philosopherswould assert a differentproposition, argu-
ing that we owe a duty to fellow members of our society to try and pay
the amount that the society intended us to pay. The two views may not be

inconsistent, as the duty of the judge and taxpayer may be very different,
but there is little excuse for making ill considered philosophical asser-

tions.

If we wish to pursue these issues we might ask what are judges doing
when they develop doctrines such as the business purpose test, fiscal

nullity or the principle that personal exertion income cannot be assigned
for tax purposes But these questions are merely subsets of the general

38 J Rawls,A Theory ofJustice (Oxford, OxfordUniversityPress, 1972).
39 R Nozick,Anarchy, State and Utopia (Oxford,Basil Blackwell, 1974).
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question of what judges do. and should do when deciding cases. Here
there are some quite diverse schools of thought. Legal positivists assert

that judicial decision making can be based on logical analysis rather than
considerations of policy. Modern positivists have accepted that there are

hard cases where there is no obvious result. HLA Hart has said: the open
texture of law means that there are, indeed, areas ofconduct where much
must be left to be developed by courts or officials striking a balance, in
the light of circumstances, between competing interests which vary in

weight from case to case.40

Dworkin has challengedHart's assertion of a discretionary law making
function in the hard cases by asserting that there is a distinction between

principles and policies and even that in the hardest cases, there are

enough principles available in our system of law to determine which

party has a right to win. Dworkin's views have received much criticism
and have been the centre ofrecentjurisprudentialdebates.41

Another school of thought emanates from the field of sociology. Under
this theory judges are involved in balancing competing social interests.

Judges themselves will at time acknowledge this. A present member of
the Australian High Court, the Hon Mr Justice M McHugh in his survey
of legal theory argued that sociologicaljurisprudencehad important les-
sons for the Austrlian judiciary in so far as judges are properly called

upon to resolve competingsocial interests.42

Perhaps an example that a little bit of philosophical knowledge is a

dangerous thing is the statementby a number ofjudges that an increased

judicial. function is appropriate based on the lessons of political science,
namely, that the so-called democratic process is not truly democratic.
Thus judges, so the argument goes, must shoulder the responsibility of

protecting fundamentalcommon law democraticvalues. Yet those judges
rarely address the proper place of judge made law in the .context of the
essential nature of democracy. Why the judges do not advocate political
reform along the lines suggested by Buchanan, Tullock and others rather
than increasedjudicialpowers is not articulated.

40 HLAHart, The Concept ofLaw (Oxford, ClarendonPress, 1961) at 132.
41 Useful expositions and critiques of his thories include, A Hutchison & J Wake-

field, A Hard Look at Hard Cases: The Nightmare of a Noble Dreamer (1982) 2

OxfordJournal ofLegal Studies 86; J Raz, ProfessorDworkin's Theory of Rights
(1978) 26 PoliticalStudies 123.

42 M McHugh, Tlie Law Making Function of the Judicial Process (1988) 62 Austra-
lian Lmv Journal 15, at 28.
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Questions suchas these permeate the areas ofjurisprudenceand consti-
tutional theory and law. There is no easy resolution of these issues and

certainly none could be sought within, the confines ofthis ,paper. Never-

theless, the issues are of central importance to the fundamentalthesis we

are currently examining, namely, whether judges have responded appro-
priately to tax avoidanceactivities.

JudicialAnti-avoidanceDoctrines

An examination of the various doctrines developed throughout the
world could be looked at to identify core criteria by which judges have
attacked certain tax avoidance activities. While most ifnot all relate to the
central concept ofpurpose, most were also unclear and ill defined in not

addressing questions such as how purpose is to be determined and what
level ofpurpose is required. In one respect, the AustralianParliamenthas
entered the debate through s. 15AA of the Acts InterpretationAct which
directs that judges look for the purpose behind legislation, at least where
there is an ambiguity, although again there is no stated methodology for

doing so other than the related right to look at extrinsic aides to interpre-
tation contained in s. 15AB.

The next point that can be made about the various judicial doctrines is
that they are too often used in quite inconsistentways, and too often used
without supporting reasoning. This heightens the political nature of the

process of utilising such criteria. Furthermore, if they can mean different

things to different judges, enshrining them in legislative form will not

necessarily lead to a more objective result.

Some authors would assert that tax avoidance is an indeterminatecon-

cept and cannot be adequately dealt with through judicially developed
anti-avoidance doctrines. For example Gunn43 suggests that there is no

logical justification for deciding tax cases by reference to a taxpayer's
state ofmind or by invoking some need tooprevent tax avoidance as.a jus-
tification for a particular rule. He asserts that there is no consistency in
cases dealing with these issues and that cases where it is thought that the

taxpayer should not be entitled to succeed can. be justified on more logi-
cal grounds.

For example, Gunn would say that rather than ask whether a person
who assigns income for tax avoidance purposes should be allowed to do

so, the primary policy question is whether the controller of an income

43 A Gunn, Tax Avoidance(1978) 76 MichiganLaw Review 733.
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stream should be taxed or whether the beneficiaryshould be taxed. Gunn
seeks to argue that judges who deny being influenced by taxpayer mo-

tives, are inherently contradictingthemselveswhen they apply a business

purpose test. Those judges can only hold that there is no business purpose
when they find that the sole purpose was tax reduction, in which case

they are deciding against the taxpayer because ofthe latter's purpose.

Gunn never addresses the central question directly, however, namely,
are judges able to adopt a business purpose test by justifiablyholding that

the section being interpretedwas only intendedfor taxpayers who utilise
it for a specific business purpose For example, where a tax expenditure
such as.a shelter is concerned, th investment itselfconstitutes a business

activity, albeit one which could be motivatedsolely by tax considerations.
Thus a normal investment in a legitimate shelter should satisfy the test

and be granted deductibility. If however a tax shelter scheme was ar-

ranged whereby the shelter was merely a conduit for a paper investment
to ultimately be effectively returned to the taxpayer, then it ought to be

proper to say that either the sham transactiondoctrine, the business test or

a purposive interpretation applies to deny deductibility to that part of the
initial investmentwhich was never intended to remain within the shelter.

One particularproblem is that it is difficult ifnot impossible to have all

judges follow an identical approach to statutory interpretation no matter

what legislative guidance is given. Each judge makes his or her own

findings of fact. Differentjudges can view the same situation in different

ways. They may see different levels of ambiguity and shades ofmeaning
in statutory provisions. They are also likely to have differentviews about
the role of judges and the degree to which judges should develop doc-
trines to minimise tax avoidance activities. Consequently, we would not

expect a uniform, coherent and consistent approach from judges in rela-
tion to this issue. Because some ofthe criteria by which we would test the
merits of any anti-avoidance activity would be uniformity and consis-

tency, this suggests that undue reliance should not be placed upon judges.
On the other hand, many disputes end up before the courts and tax plan-
ning endeavours are usually going to lead to disputes. Thus judges will

always have an importantrole.

An important related hypothesis is whether each and every one ofthese
doctrines is an inherent part of the judicial process in any event. For ex-

ample, in its most limited form, the sham doctrine merely says thatjudges
will make decisions based on the real facts, not on any camouflage. The
substance versus form doctrine asks a judge to look at both aspects of
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what the taxpayer has done. The step transactiondoctrine asks the judge
to look at the facts in their wider context. The businesspurpose test asks
a judge to consider what was the purpose of a particular tax expenditure
and how widely it was intended to apply. The fiscal nullity doctrine is
less certain, but might best be described as a limited subset of the narrow

version of the business purpose test. Most commentators agree that the

majority in Craven v White44 have stepped back from the potentially open
ended judicial doctrine in Furniss v Dawson45 and returned to the ambit
of Ramsay's case. In so doing they have arguably denied that there is in
fact a distinct principle, whether that of fiscal nullity or otherwise. Ram-

say's case,46 being the first of the trilogy, can simply be seen as a case

which sets out what should always have been the proper approach of the
courts to the facts, namely that the entire circumstances can be examined
to determine what has really occurred in a particular situation. That the
loss was not seen as such in that case, is arguably the same as the Fed-
eral Court saying the gift was no gift in Leary. In addition, Ramsay put
the Duke of Westminster doctrine in its perspective in saying that whilst
the individual taxpayer can as always seek to minimise his or her tax, it is
for the courts to determine whether in a particular situation the taxpayer
has been successful or not.

LegislativeResponses
Because of the inherent problems in the judicial function, it is common

to hear some commentators and judges call for the legislature to take the

primary role in preventing tax schemes. Legislative provisions can deal
with tax avoidance in a number of ways. Specific provisions could be

developed to attack particular schemes as and when they become preva-
lent. Secondly, a general anti-avoidanceprovision could be incorporated
which sets out broad and more general criteria that would operate in a

prospective fashion in -relation to future schemes that may never have
been contemplatedby the draftsperson.Thirdly, the legislature could seek

to give broad powers and discretions to the administratorsto help identify
tax schemes and impose penalties as a deterrence to such activity. Finally,
the legislature could address the particular policy choices that led to

avoidance in the first place, such as different tax rates for different enti-
ties or various tax shelters.

44 (1988) 3 WLR 423.
45 [1984] AC 473.
46 Ramsay v IRC [1982] AC 300.
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A number of arguments can be identified in relation to the use of spe-
cific anti-avoidanceprovisions. First, many of the specific anti-avoidance

provisions were only introduced because of particularjudicial decisions.
If those decisions had gone the other way, the specific provision would
not have been necessary. This is not to say that the case should have been
decided differently but this may be so in some circumstances. Secondly,
many ofthe specific provisionswould not be needed if the Act addressed
a key policy issue in a more direct manner. A more direct draft of a spe-
cific provisionshould always be preferred to anti-avoidanceprovisions.

Some argue that these are an important tool because in each case, they
are targeted at the particular mischief that Parliament sought to redress
and are thus fairer and require less intervention by the judiciary. On the
other hand, such.provisions,being essentiallyreactive, tend .to be ineffec-
tive in many instances. It will often take the Commissioner a number of

years to find out about a new scheme. There will often be.a need for liti-

gation,to determinewhetherthe scheme is successfulunder existing legis-
lation. If the Commissioner is ultimately unsuccessful,he must then seek
to convince the Governmentt make an appropriate specific amendment.

By the time that process is completed, tax planners are looking for other
schemes. If specific provisions are made retrospective in order to over-

come these problems, they are more effective but are seen by most as

particularlyunfair.

Such provisions,also tend. to add much cumbersomedetail to the legis-
lation and can even adversely affect the extent to which judges adopt a

purposive approach to interpretation. For example, the complex style of

legislative drafting generally adopted in Australia has been described by
Sir Ivor Richardson as leading to a reversal of roles between Parliament
and the Courts, with Parliament preoccupied with detail and the courts

trying to sift purposes and principles from out of the legislative fog.47
That is a consistent-andaccurate criticism ofthe Australianandobviously
New Zealand drafting style but it. should be remembered that Australia's

judges.dealingwith very simple phraseologysuch as source,or central

management and control also used very narrow and literalistic reason-

ing.

47 Sir Ivor Richardson^ Reducing Tax Avoidance by Changing Structures, Processes
and Drafting in this volume.
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GeneralAnti-avoidanceProvisions

Becaus of the above criticisms, som countries have resorted to the
se of general anti-avoidanceprovisions that incorporate some broad cri-
teria by which to make distinctions between acceptable nd non-

acceptable tax planaing and avoidance. Because of their generality, they
aimt be fully prospective and able to be applied to any scheme whether
known or unknown at the time ofthe drftingofthe provision.

General anti-avoidance provisions raise their own difficult policy and

design issues. From a policy perspective, some argue that they are too

uncertain in their operation. Some assert that.they rely too heavily on the

judiciary to give thm a expansive meaning to make them effective.
Others rgue that th criteria selected are 'inappropriate and either allow
too much avoidance or interfere unduly with ordinary commercial deal-

ings.
Here it is worth making brief comments about the experience in Aus-

tralia with the previous and troubled general anti-avoidanceprovision, s.

260, and then address the makeup and experience under the .present re-

gime contained in Part IVA ofthe legislation.
Section 260 operated-ontransactionsentered into prior to 27 May 1981.

Before looking at its ,specific requirements, we should' acknowledge that

any general anti-avoidanceprovision must aim.t set out clear andidnti-
fiable :criteria by which to distinguish between acceptable and' nor/-

acceptable tax minimisation transactions: In addition, the, provision must

indicate what the ramifications are to be where particular schemes are

underminedby the provisions.
Section 260provided that arrangements that have the purpose or effect

of in any way altering the incidenceofany income tax shall be absolutely
void as against the Commissioner. Most judges-sw this teninology as

unclear and potentially unduly wide. Three .tests -were developed by the
Courts. These have beii described by leading commntatrs.as theprdi-
cation test, the choice principle and the antecedent,transaction'doctrine.
While the Courts did not always use those terms, in.:the judgments, vari-
ous cases can.be allocated to thes three alternative approaches.

These tests also have relevance for the new GAAR, Part IVA. First, the
stated aim behind Part IVA is to encapsulate the predication test. Sec-
ondly, the choice principle and the antecedenttransaction doctrine effec-

tively undermined s. 260 and rendered it unable to deal with all but the
most .blatant and poorly constructed schemes. While those principles can
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be criticised from a political perspective for that reason alone, they were

based on tenable propositions which were particularly influential in the
1970s. These included libertarianism, the proper relationship between

general and specific provisions and the proper role ofjudges vis--vis the

legislature. Those same propositionswill inevitably be raised in the con-

text of Part IVA and it is important to consider how Part IVA itself has
been drafted to respond to these attacks and furthermore, how judges
would be likely to deal with them to the extent that Part IVA does not

fully resolve the issue. In addition, these questions are inherentlyrelevant
to any GAAR.

The predication test was developed by Lord Denning in Newton v

FCT.4S In his view, s. 260:

is not concerned with [the taxpayers] desire to-avoid'tax, but only with
the means which they employ to do it .... In order to bring the arrange-
ment within the section, you must be able to predicate- by looking at

the overt acts by which it was implemented- that is was implemented
in that particularway so as to avoid tax. Ifyou cannot so predicate, but
have to acknowledgethat the transactions are capable ofexplanationby
reference to ordinary business or family dealing, without necessarily
being labelled as a means to avoid tax, then the arrangement does not

come within the section... The section can still work if one of the pur-
poses or effects was to .avoid liability for tax. The section distinctly
says so far as it has the purpose or effect. This seems to their Lord-

ships to import that it need not be the sole purpose.49
The courts did not stay with this formulation although they did not re-

ject it for all cases. Instead they developed the choice principle which

changed significantly over time. Initially it merely stated that if the Act

gives two express .choices to taxpayers, then if they exercise such a

choice even for tax purposes, their actions cannot fall foul of s. 260. For

example, if the Act allows a taxpayer to choose either a trust or corporate
form under which to run a business, then s. 260 should have no applica-
tion to such a choice.

At the other extreme, some judges used the notion of choice to indicate
that taxpayers have a fundamentalchoice to avoid the Act entirely as long
as they do so by legal means. By Slutzkin's case,50 Barwick CJ brought

48 (1958) 98 CLR 2.
49 (1958) 98 CLR 2, at 8.
50 (1978) 7 ATR 166.
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the politics and policy issues right out into the open. The ttaxpayer sold aa

ccompaany whicch had largeargeeaccumulatedprrofits in return for aanonnontaxable

gaain. IfIfthethee ccoompaany hadhad beenbeeen liquidateed, thethee profits would have beenbeen
deemed aataxable dividend. Barwicck CJ refusedeeusseedtoto aapply s. 260260 and held

that the taaxpayerr.haad aa fundamental right too make the choice toto sell the

company rather than liquidate it. There isis certainly a lotlotof merit in the

arrgument that aa ttaxpayer who has aa company with accumulated prrofits
who leegitimately doesdoesnotnotwish too have thethee ccompaany anyanymore and who

knows hehororshe isis offered aabetter after taxaax dealdealfor sselling thetheeccompaany
than for liquidating it, ought too be able toto exercise that choice without

fear ofofs. 260. Certaainly the taaxpayer isisoffered aahigherprice than normal

because the purchasser feels confident that he or she can somehow avoid

the full taxtax liability which would otherwise be impossed ififthe company

prrofits were ssought toto bebe distributeed. Any departuredeepaaturee from taxtax policcy,
howeever, occurs atat thethee time the purcchaasser avoidsvoidss taxaax liaability andnd notnot

when Mr Slutzkin sells his unwanted ccompaany. There isis thus aa highly
tenable argumeent that in the Slutzkin casecase itself s. 260 should not have

appllied. Barwick CJ''s judgmenthowever isisrellatively short on analysis in

this rregarrd and concentrates insstead, onon references toto the Duke of West-

minste5 andandthe Europa Oil5 decisions soso asas totopresent thethee twin propo-rropo-¬
sitions that taxpayers areare entitled toto try and minimise taxtax and sseeccondly
that it isisthe legal arraangeemeents theey enterenterinto that must be looked atat for

tax purposespurposesand not anyanyalternativemethods they maay have chosen.

Remarrkably, Barwick CJ did not refer toto any of the prrevious s. 260

casescasesrrelatting to dividend stripping in which the Commissionerwas often

successful23At the very leeaast, he should have ssought toto distinguissh those

preecceedeents in relation toto the casecasebefore him. Aickin J, who had been aa

leader ofofthetheetaxax bar before aacccceepting ananaappointmeenttoo thetheeHigh Court,
alsoasso failed too refer too these cases. He statedtattedthat the choice principle
applies equally toto rreceiptts with which the Act does not deal. In his view

s. 260 was not aimed atatcatching a transactionwhich avoids the sscope of

the Act eentirely even where it was donedoneewith aaconscious intention that

the proceeds should notnotfall within the operration oftheof Act.''54

si Duke ofWestminstervvIRC (1936)(1936)1919TC 490.
5 Europa Oil (NZ) Ltd (No 2) v IRC (NZ) (1976) 55ATR744.v
53 See e.g., Bell v FCT(11995533) 55AITR 462462andandNewton v FCT (1958) 9898CLR 2.
4 (1978)(1978)77ATR 11666, at 174.
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The next key case was Cridlandv CommissionerofTaxation55 which
held that s. 260 did not apply to a scheme aimed at allowing persons' to

average their income as :primary producers where,theywere beneficiaries
in' a primary production trust. Because of fluctuations in farm incomes
and the progressive nature of the Australian tax system, averaging of in-
comes was allowed. In a poor piece of drafting, the then operative provi-
sion allowed for an argument. that a beneficiary in a trust was to be
deemed a primary producer over all their income. In response, ,the pro-
moters of the scheme in Cridland's case set up a unit trust and sold units
for one dollar each, primarily to university students. They were then able
to average their next four years income. Mason J acknowledged that the

acquisition by the students of income units in the trust fund could not be
considered ordinary family or business dealings but were instead pro-
tected by the choice principle as it extended to the choice whetherthe Act
is to apply or not.

There would be nothing wrongwith this comment if it is seen simply as

being aa re-iteration of the libertarianphilosophyof the Duke of Westmin-
ster and is solely related to the rights of the individual taxpayer. The

problem with Mason J's judgment was that he made the comment in re-

lation to the choice principle.- This improperly mixes the two separate
issues oftaxpayerrights and judges' interpretativeresponsibilities.Decid-

ing a case on the basis of choice should only follow from a finding that
parliament's intent was to offer that,choice.

The choice principie-.raises another particular difficulty where general
anti-.avoidanceprovisions are concerned. If a taxpayer's transaction falls
foul of a specific provision, there is no need for a general anti-avoidance

provision. If on the other hand their transaction is perfectly legal and ac-

ceptable under the specific provisions of the Act, why should a general
anti-avoidanceprovisionbe allowed to interfere

Once',the choice principle.had.gotto ,the level it had in Cridland's case

and Slutzkin 's..case; it left little room for the operation of s. 260. The
Court, obviouslyhad to find some ambit of operation for the provisions
otherwise it .would be, accused,of defining the'section to be wholly inop-
erative. At bout this time, the Court developed'whatbecame known as

the antecedent transaction doctrine. Based on the words alter the inci-
dence of tax, Barwick CJ argued that these words are only satisfied

55 (1977) 140 CLR 330.
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where-there is an antecedent transaction that is then, changed for tax pur-
poses.56 .

In his viewthe Sectio would apply to a taxpyerwho had already em-

barked on a , particular transaction which would have given rise to a par-
ticular tax liability but then changed his r her method f effecting the
result where that change was obviously mtivatd by tax considerations
and'not commercialones.

Finding some scope for its operation, however, does not of itselfjustify
the reasoning employed to this end:. A number Of-criticisms can be made
of the antecedent transaction doctrine. First it would mean that s. 260
does not apply generally to support the policy behind the substantive

provisions. It only imposes a penalty on those foolish enough notto think
about tax issues before embarking upon transactions. Furthermore, over

time sme judges took as restrictive an attitude 'to the factual questionf
when something actually had an antecedent transaction as they had'done
to the legal principles themselves. Whilst they could have held that sole

practitioers or business persons entering partnerships to split income
were merely changing the transaction for tax purposes, they held instead
that the newlegal arrangementwas also to 'be describedas a,nw business
venture. Again one cannot say that they are clearly wrongin having done

so; as'in most cases, there would be'otherobjective changes beydmere

tax'benefits which could justify .the argument that there is i fact new

commercial arrangement. Such decisions did, however, reduce the scope
f s. 260evefi furthr.

'

Barwick CJ's argument'is based on a:superficially literal,readingofthe
words alter, the incidence of tax. Yet. in reality, it is not :a, consistently
literal .approach to interpretation. If there is no tax ,liability as yet but

merely a change ofwhat was anticipatedto be the,tax.liability,itcould be

argued to be altering the anticipated incidence of tax rather than.the inci¬.
dence itself. This is not to suggest that the section should have such a lit-
eral interpretation,but.merely that, as was at times the case, decisions.by
Barwick CJ that purported.to be based on conservative approaches,to ,in-

terpretation did in fact have elements of reasoning that were quite differ-
ent. Furthermore, :given that Barwick CJ thought the wording of s. 260
was too wide andneeded to be read down, that view .is not entirely ,con-

sistent with a literal approachto the actual provisions themselves.

56 MullensvFCT (1976) 6 ATR 504.
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The importanceofthe role ofjudges in the interpretationof a GAAR is
best shown by the change in attitude to s. 260 some time after Part IVA
was introduced.At the time the High Court handed down the decisions in
Gulland Watson and Pincus,51 leading practitioners were heard to criti-
cise the decision on the basis that it went wholly against the pre-existing
authorities on s. 260. That view was of course not only held by practitio-
ners. Deane J based his dissent on that very proposition. In a practical
sense it is obvious that these cases constituted a major shift in the nature

and effect of s. 260. It is wrong however to see those cases as going
against a clearly definable and consistent line of authority applicable to s.

260. It is simply not possible to reconcile with any logical consistency,
the decisions made under s. 260. It was therefore quite proper for the

High Court as late as 1985, to seek to determine once and for all the
ambit of the section and the relative positions of the choice principle and
the predication test. That their conclusion reversed a discernible trend as

to the applicabilityof s. 260 throughoutthe 1970's can surely be no more

disturbing than that such trend reversed the earlier position where s. 260
was successfullyapplied against many middle ofthe road transactions.

In Gulland Watson and Pincus the Court considered the relationship
between general and specific provisions and the implications this has for
the choice principle. It is sensible to respect a prima facie rule that a gen-
eral provision is not intended to interfere with the operation of a specific
provision. This cannot be said of a general anti-avoidanceprovision such
as s. 260. If it cannot have any effect at all over and above the specific
provisions ofthe Act, it must surely be otiose. On the other hand it is cor-

rect to say that it should not be inflated in importance to deny a particular
tax treatment to transactions which are clearly intended to be covered by
specific provisions of the Act. The difficult question, which cannot be
avoided by simply referring to one maxim over another, is to determine
when and to what extent s. 260 or any GAAR ought to apply to situations
which at first sight seem to gain the benefit of the express wording in
some specific provision. This was what Lord Denning correctly identified
as the real question when he developed the predication test in Newton's
case. Some may disagree that the test chosen by him is an appropriate one

or even that it was proper for the legislature to leave s. 260 so general as

to require the judiciary to attempt such an exercise. It does not alter the
fact that Lord Denning correctly identifiedthe central issues.

57 (1984) 15 ATR 422.
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Where Part IVA is cconccerneed, the lesson has atat leasteeasttbeen learnt inn that

geeneeralia speecialibbus andnd expressio uniusnnuss havehavvee beenbeen speecificcally over-

ruled andand anan approoximatioon ofofthetheepreediccatioon testessthas beenbeen includednccudeedinn

the statutory laanguaage.
Gibbs CJ''s reasoning in these casescasesaddresses aapurposehe discerns (or(or

more correctly aalack ofofsuch purposse) ininthat ininhis view it isissimply not

right tooosaysaythat thetheeAct allows aataxpayer thetheeoopportuunitytooohavehavehis own

income from perssoonal exertion taxedaxeedasasthoughthoougghit were income derived byby
aa trust andand held for thethee benefit ofofaa number ofofbeeneficiary'ss. This re-

minds usus ofofthe probleems with aa GAAR. Inn casescases such asas Eveerettt the

principle thatthattpersonal exertion income cannot be assigned was not tied toto

s. 260. It was seen asas being aa generalgeneralprinciplerrinccpeeofoftaxtax interpretation al-

thoughthooughthetheebasis andndjustificcatioonwas never made clear. IfIfhowever it is aa

general principlerrinccpeeofofthetheecommon meeaaning ofofincome andandderivatioon,
then the reason for denying the transactions in these casses, would bebe
found within s. 25, the main income provision of the Act rather than s.

260. InInthetheeprracticcal andandpoliticcal sseensse, it probaably matters little whether

the ssaanctity ofofthe Act isis protectedrroteecteedthrroough thethee operatioon ofofs. 25,25, s. 260260
ororsome indefinable combinationofofthetheetwo. But from bothbotththetheeacademic

and judicial perspeective, perhaps thetheeconclusionconccussoonthatthattcould bebedrawn from
this inability too divide'and distinguissh the reasoning appropriate too s. 260
from the reasoning appropriate toto the substantiveprovisions of the Act isis
that the central taautology ofofaageeneral anti-avoidanceprovision is atatwork.

Something which was otherwise leegally valid was tainted bybyaa.particcular
purpoosse. The presencepresenceofofsuchsuchpurrpoosse couldcoouldinn turn groound,the argument
that for taxax purposes thetheetransaction shouldshoouldnotnotevenevenbebeseenseenasastaxax effec-

tive in the substantive areaareaofofthe Act. The conclusion might therefore be

that it isis imposssible too make aa logical distinction beetweeeen aa purposivepurpoossvee
approaacch totothe interpretationofofthe substantiveprovisions andandthe properproper
appliccationofofaageneral anti-avoidaancceprovisionrovsson itself.

This doesdoesnotnotneeccessssarily mean however thatthattaa general anti-avoidaancce

provision should not bebe included in the Act asas aassaafety preeccaaution ororasas aa

direction for thetheejudges too applyappy aapurposiveanalysisanaayssssatateacheachstaage.

InIn latelate 19871987 the full Federal Court (Fisher, Locckhart andand SpenderSpenderJJ)
handed down aamost important decision Gregrhon Investments Pry. Ltd.
& Others v. FCT,5S which showeed clearly the extent tooo which the courts

are now preparedrepareedtooo gogotooo make anti--avoidanceooperable. The great fault

58 (1987)(1987)8787ATC 4988.
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in the professionalresponse to Slutzkin'scase was to ignore the trite legal
observation that slight changes in facts between the reported judgment
and one's clients positionneed to be addressed to determinewhether they
constitute grounds for a new decision. The great fault on the part of the
Commissionerwas that until Gregrhon he did not ask the courts to make
such a finding. The most obvious distinction that may or may not have

given rise to a different decision is that Mr. Slutzkin happenedto have a

company with nothing but accumulated profits which he no longer re-

quired and for which he was able to find a,purchaser:This is to be distin-

guished from the bulk of the so called bottom of the harbour
transactions as evidenced by Gregrhon. Most comm,only, persons who
had an existing company with assets comprising real estate and a busi-
ness, incorporatedanew company, and then transferredthe business,and
the assets from the old..company to the new company so that they inten-

tionally created a Slutzkin: type, company. They then disposed .of this
'shell' within a very short space of time. The Federal Court found in fa-
vour of the Commissioner and saw these additional factors s leading to

an integrated interdependent series f transactions, the intent of which
was to keep the existing business but derive a tax^benefit as well. This
could not be described as aa mere sale of shares as was the case with Mr
Slutzkin and had sufficientobjectivefeatures to bring,s. 260 into play.

We have stated at the outset that 'the two main, reasons to examine s.

260 are first, to identify the nature of the predication test which was iti¬
tended to be encapsulated in the newPart IVA ad secondly to see what

drafting problems or interpretation.problemsarse and which should'be

prevented in anywell,draftedgeneral anti-avoidanceprovision'.
Where drafting was concerned, one of the main problems,with s. ,260

was its use of the word avoidancewithout giving any particular criteria
for determining where this occurs. The second major drafting problem
was the failure to allow,any reconstructionpower for the Commissioner.
Prior to its resurrection,many judges saw it as inadequateas it merely
treated the relevant transaction as void, but did not allow the Commis-
sioner to reconstruct or tax any hypothetical alternatives. Thus if a tax

scheme inappropriatelymoved income through various trust vehicles and

eventually into a tax haven country, to void the entire transaction still ar-

guably left .the .real money sitting somewhere offshore. In many cases,
this lead to him losing even though the Court considered that the relevant
transaction should,be struck down. In other cases, judges were prepared
to reconstructeven though the section did not give them any direct power
to do so.
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I

Attentionthen.needs to be given to.the,criteriaby which acceptable and'

non-acceptable transactions will be delineated. If the core test is a ,pur-
pose test, then direction needs to be given ,as to whose or what purpose is

relevant, whether this is sole purpose, dominant purpose or any purpose,
whetherpurpose is found by subjective or,objectiveevidence or both, and
whether indirectpurposes.arerelevantalong with direct purposes.

Judge-madeproblems arose from the establishmentof a choice princi-
ple and antecedent transaction doctrine. The lesson here is the need to

determine how the general provision will interrelate with specific provi-
sions.

.

Part IVA

Prior to the resurrectionof s 260, a new GAAR was incorporated in
Part IVA of the Act in 1981.59 The Australian High Court has recently
considered Part IVA. This legislation requires that there be a tax bene-
fit in relation to a scheme to which the Part applies. Such a scheme is
one where any person who entered into the scheme or any part of it
would be said, based on an examination of all relevant factors, to have
done so for the dominant purpose of giving the relevant taxpayer a

benefit. Where this is so, the Federal Commissionerof Taxation has the

power to amend assessments and reconstruct the tax position of any par-
ties involved.

The High Court considered these provisions in the case of FCT v Pe-

abody. The case is examined in detail as a case study in the operationof
the new provisions. While international readers would not be concerned
with the fine detail ofAustralian cases, it remains the fact that this case is
one of the few superior court decisions on a current GAAR. It squarely
raises some of the most difficult design issues where GAARs are con-

cerned, most ofwhich would be key issues in any other countries legisla-
tion and litigation.

The facts were as follows. Stated simply, it involved a value shifting
exercise -from a high taxed asset to a non-taxed asset, although the entire

arrangement was somewhat more complicated and combined tax plan-
ning and commercial considerations. In 1963 Mr Peabody with his father
and another partner established a fly ash business. This was a by product
of the burning of coal which was blended with cement to improve the

59 Income Tax AssessmentAct 1936 (Australia) ss. 177A 177G.-

60 FCTv Peabody(1994) 94 ATC 4663.
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properties of the concrete. In 1985 the Peabody interests owned 62% of
the business. 38% were owned by a Mr Kleinschmidt or his associated
interests. The business comprised four main companies. The shares in the

group which were owned by Peabody interests were held in the name of a

corporate trustee, TEP Holdings Pty Ltd (TEP) That company held the
shares as trustee of a discretionarytrust. Discretionarytrusts are accepted
tax planning vehicles in the Australian system. They can be used to split
income, particularly with family members, although there are now pro-
hibitive tax rates when under-aged children are allocated more than a

modest amount. Mrs Peabody and her two children were beneficiaries
under the trust. Mr and Mrs Peabodywere the directors ofTEP.

In 1985 Mr Peabody decided to have TEP acquire Mr Kleinschmidt's
interest in the group and publicly float it. He wished to float 50% and
retain control of the remainder. An agreement was reached between Mr

Peabody and Mr Kleinschmidtthat the latter would sell his interestto the

Peabody interests. Neither Mr Kleinschmidtnor Mr Peabody wanted the

price of the shares to be disclosed publicly. Mr Peabody believedthat the

public float would be capitalised at a figure well in excess of the value

agreed upon as the basis of the purchase from Mr Kleinschmidt.He con-

sidered that difficulties might arise if it was necessary to disclose in the

prospectus that the shares had been acquired from Mr Kleinschmidt be-
forehand at a substantially lower price than that at which they would be
offered to the public. A senior barrister gave advice that disclosure was

not requiredbut this advice was qualified.
Mr Peabody then had discussions with his advisers where it was sug-

gested that the Kleinschmidtshares could be convertedto a. different class
with restricted rights that would render them worthless. This would ,then
have the effect that the other shares held by TEP Holdings would effec-

tively be the sole valuable shares and would hence have increased in
value. From a tax point of view this would have benefited the Peabody
interests because a then operative provision, s. 26AAA, indicated that if

property was acquired and disposed of within a 12 month period the

profit would be deemed to be assessable income. If instead, the
Kleinschmidtshares were devalued, the TEP shares which had been held
for much longer than 12 months would have given rise to a capital gain
only. (Taxation of capital gains as ordinary income was only introduced
into Australia on 20 September 1985. Before that time they escaped the
tax net ifthey avoided s 26 AAA.)
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Discussionswere then held about methods of'financingthe purrchasse of

the Klinschmidtshares. A decision was made too use redeemable preefer-
enceencesharees for finance rather than aadirect boorrowing. Australian taxaax law

has allowed this devicedeevccee too createreeaee aa substantive debt in anan eequity form.

Under the then existing Australian prrovissions, a financier rreceiving divi-

dends on such shares would have received aa rebate of 100% of the tax in

rresspect of the dividends under s. 46. InInmm this meant that the financier
could offer the funds for an agrreed dividend rateratethat was lower than the

then current interest rate. After the dividendshad beenbeendeeclareed, the preef-
erence shares could be redeemed soso that the financier would have effec-

tively received the amount that was equivalentto a loan principle.
A decision was made for TEP toto acquirre aashelfcompany,LoftwayPty

Ltd. The latter company would purrchasse the Kleinschmidt shares ussing
redeemable prreferrence share financing obtained from anan independent
bank. Once the Kleinschmidt shares were aaccquireed, the ccoompaaniees and

the group declared dividends in favour ofofLoftwaywhich inintumum declared

dividends inin favour ofof the banker. The ccoompaaniees in the group thentheen

passssed sspecial resolutions converting the shares which Loftway had ac-ac¬

quirred in them into Z classclass prreferrence shares which carried restricted

rightts. This reduced their value from apprroximately $8.6 million to lessless
than $500. TEP then agrreed to sell all of the orrdinary shares in the grroup
totoaaccompaany,which was the float vehicle and eeveentually became Pozzo-

laniclanic Industries Ltd, for $30$30 million. This waas paid partly inin cash and

partly in shares soso that TEP eventually held 50% ofofthe sharessharess in Pozzo-

lanicanicIndustries. The remainderwas floated toto the public. The prrospectus
did not disclose the price paid for the Kleinschmidtshares.

TEP then used the salesaleprroceeds to loan money to Lofttway to enable it

toto redeem the preefereencce shares from the banker. Loftway eveentually
transferredthe Z classclasssharessharestoo TEP which then transferredthem too Poz-

zolanic Industries. TEP then forgave the debt owed too it from Loftway.
Thus the potentiial prrofit on the acquissition and dissposition of the

Kleinschmiidtshares was rreplaced with an identical prrofit on the disspossal
oftheof long held shares by TEP.

The Commissionerassessed the prrofit made by the trust in the hands ofof
the beneficiariees on thethe basisbasisthat the trustee hadhadalreeaady resolved to split
the income oftheof trust eequally between Mrs Peeaaboody andandher two chil-

dren. The Commissioner asserted that the devaluation of the shares and

related transactions constituted aa scheme toto give Mrs Peabody aa tax
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benefit and that Mr Peabody's dominant purpose in entering into the
scheme or any part of it was.to give her that benefit.

In reviewing the High Court decision in Peabody, we need to consider
how the court treated the three key elements ofPart IVA, namely what is
a scheme, what is a tax benefit and when the relevant dominant purpose
can be said to have been found.

These are not three separate elements. They are identified from the core

provision namely s. 177D. That section indicates that a scheme is subject
to Part IVA if it is one where a taxpayer receives a tax benefit and in the
circumstances it would be concluded that a person who entered the
scheme or any part of it did so for the relevant dominant purpose. A
schemeis defined in a broad way in s. 177A(1) to mean:

any agreement, arrangement, understanding, promise or undertaking,
whether express or implied and whether or not enforceable, or intended
to be enforceableby legal proceeding;

(a) any scheme, plan, proposal, action, course of action or course of
conduct.

Section 177A(3) indicates that the scheme may be unilateral.

Section 177C(1)(a)defines a tax benefit to include:

an amount not being included in the assessable income of the taxpayer
of a year of income where that amount would have been included, or

might reasonably be expected to have been included, in the assessable
income of the taxpayer of that year of income if the scheme had not

been entered into or carried out.61

Section 177D indicates that a taxpayer has obtained a tax benefit in
connection with the scheme if, having regard to eight stipulated matters,
which are essentially the objective features ofthe arrangement, it would
be concluded,the person, or one of the persons, who entered into or car-

ried out the scheme or any' part of the scheme did so for the purpose of

enabling the relevant taxpayer to obtain a tax benefit in connection with
the scheme or enabling the relevant taxpayer and another taxpayer or

other taxpayers each to obtain a tax benefit in connectionwith the scheme
.... whether or not that person is one of the taxpayers.

61 There is a correspondingpart dealing with deductions that was not relevant for the
case.
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Where a tax benefit has been obtained in connection with such a

scheme, the Commissioner may make an assessment and relevant ad-

justments to other returns under s. 177F.

The notion of tax benefit is merely the idea of avoidance of tax in a

strict numerical sense, regardless of the motivation for that to be so.

However given the way the legislation is drafted it involves some com-

parison of the actual tax position with a likely tax position if the scheme
.

had not been entered into. All tax planning involves some likelihoodof a

tax benefit. For example the decision to lease a company car rather than

buy it outright leads to higher allowable deductions through the lease

payments than would likely be the case under the depreciationprovisions.
A general anti-avoidanceprovision is not seeking to attack every transac-

tion whereby some lower tax is obtained. Instead such provisions seek to

have a triggering test to differentiate between acceptable and non-

acceptable tax benefits. In the Australian legislation it is the dominant

purpose test that performs this function.

The notion of a scheme is merely there to provide the framework
within which to consider the presence of a tax benefit and relevant pur-
pose. Hence the definition is a wide one and does not itselfseek to distin-

guish between tax motivated schemes and general commercial schemes.
It includes all forms ofconductwhether legal or otherwise and regardless
of the number of parties involved. Each element will now be addressed

using the facts and judgment in Peabody as illustrations.

Scheme

In spite of its width, important questions need to be asked about the
nature of the concept of scheme for Part IVA purposes which were dis-
cussed in Peabody. Because the relevant dominantpurpose must relate to

the person entering the scheme, consideration must be given as to why
they entered that scheme rather than engaged in any other conduct. Simi-

larly when determining the likely presence of a tax benefit, a comparison
is made between the tax position under the scheme and the tax position
that would reasonablybe expected to have occurred inthe absence ofthat
scheme. Thus the mental processes needed for determining tax benefit
and dominant purpose cannot ensue without a consideration of what the
scheme is.

This raises two conceptual issues. First, are there any limitations on the
Commissioner'spower to identify the scheme or is the definition so wide
that he has an entirely free hand Secondly, what are the ramifications if
the Commissionerwrongly identifies the scheme in the eyes ofthe court
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Can the court rectify the situation, can the Commissioner seek an

amendment or is the provision discretionary so that the discretion is viti-

ated if the Commissionerwrongly identifies the scheme The High Court

addressed both of these issues in Peabody giving a clear answer as to the

first and a somewhatmore ambiguous response to the second.

The High Court rejected the Full Federal Court's view that it is for the

Commissionerto identify the scheme and if he is wrong then the rest of
his decision is fatally flawed. The case became complex because in the

Federal Court proceedingsthe Commissionerparticularisedthe scheme as

being 10 steps. The drafting of some of those steps was less than fully
clear and did not readily indicate what ambit the Commissioner had in-
tended. These particulars were ambiguous because expressionswere used
which might have been taken to imply that the acquisition from Mr
Kleinschmidtand the ultimate float were all included in the scheme. Be-
cause those features were clearly commercial in nature and were not mo-

tivated by tax avoidance, it would decrease the Commissioner's chances
of success to include all ofthese in the scheme given that there is a domi-
nant purpose test applied to the scheme.

The court considered that the scheme as originally identified by the

Commissionerextended to the conversionof[Kleinschmidtshares] to Z

class shares; with the result being that same were not subsequentlysold to

the newly formed public companyPozzolanicIndustriesLtd.

The court pointed out that the existence of the discretion is not depend-
ent upon the Commissioner's opinion or satisfaction of any facts. The

presence of a tax benefit and the question of whether it was obtained in
connectionwith a Part IVA scheme are posited as objective facts. Under
the Australian legislation the onus on any appeal is on the taxpayer. The

taxpayermust show that the assessmentwas excessive. In a case like Part

IVA where it is not fundamentallya discretionaryprovision, the taxpayer
must address those objective features and not merely attack the method-

ology ofthe Commissioner.

This conclusionby the court is certainly right as a matter of interpreta-
tion although from a policy point ofview there is still room for debate as

to how strong an onus there ought to be on a taxpayer in respondingto a

Part IVA assessment. Where Part IVA is concerned, the Commissioner
has made a determinationbased on his presumed analysis of the situation.
This raises more difficult questions as to whether there should be some

stronger obligation on the Commissioner to get his analysis right at the
outset or whether he is instead entitled to render Part IVA assessments
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under a particular line of reasoning knowing that he is entitled to amend
his reasoning at any stage and justify a flawed process as long as the end
result was proper.

The Court went on to hold that if the Commissionererred in identifying
the scheme, that would only be fatal if that led to a fundamental error

such as one where he identified the wrong taxpayer. The Commissioner
could be asked to particularise the scheme as had occurred in Peabody
but may put his case in alternative ways. Ifwithin a wider scheme identi-
fied he seeks also to rely on a narrower scheme then he should be permit-
ted to do so subject to the possibility that there may need to be an

amendment or other limitation on this power to serve the interests ofjus-
tice. The court then indicated that the Commissionersought to rely upon
the narrowerscheme before the High Court and was entitled to do so. It is
not clear from this statement whether the court is saying that the Com-
missioner was entitled to attempt to narrowly define the scheme or

whetherthe court is going further and saying the narrow identificationdid
itselfconstitutea scheme. The court noted that the Full Federal Court saw

the only scheme being the whole scheme embraced by the particulars.
Once again, because of the ambiguous way in which they were drafted it
is not clear whether this was seen by either the Full Federal Court or the

High Court as including the acquisition from Mr Kleinschmidt and ulti-
mate floating ofthe company. Looking at the wider scheme, the Full Fed-
eral Court considered that Mr Peabody's dominant purpose was a

commercialone.

The court did not indicate whether the converse was also true. If the
Commissionerhad originally identified a narrower scheme which turned

out to be unduly narrow could he argue in the alternative that a broader
set of transactions constituted the scheme.Whilethe court did.not give a

specific answer to this question it is more likely than not that the court

would answer this in the affirmative. It is consistentwith the court's view
that the presence of a scheme is not a set of features identified by the
Commissionerwhich form the foundation of some discretion on his part.
Instead they are objective facts that either do or do not support the tax

benefit which he has sought to cancel. The court's comments that in most

circumstances any surprise could be cured by amendment would be

similarly apposite. It is true to say, however, that the judgment implies
that in an extreme case at least the court might consider that it would be
so unjust to a particular taxpayer to allow the Commissioner to change
the nature of his argument that he might be prevented from doing so.
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What isis less cllear is the basis upon whiich the court would be entitlled to

do so.

The court did however indicate that the wide definition of scheme does

not mean that sscheme includes parts of a scheme. The Commissionerhad

sought to arrgue before the High Court that s.s. 1177D, where it referrs either

to a person who entered into the scheme or part of scheme, allowedhim
to analysse Mr Peabody''s dominant purpose in relation to that part only
which related to tthe devaluation of the shares. The Hiigh Court rejectted
this argument and stated that Part IVA does not proviide that the

scheme asas defined includes part of a scheme. Desspitte the very wide

definition of sscheme, aasetsetof circumstancesmay constitute only part of aa

scheme and not a sscheme in ittselfwherrethe circumssttancesare incapable
of.standiing on theiir own without being ''rrobbed of ali prractiicalmeaning'
The court indicated howeverthat ifpart of the sschememaybe identified

as a scheme in ittsself tthe Commissioner isis allowed to rrely upon itt as well

as the wider scheme..62 Once again, no direct comment was made as to

whether the Commiissssiionerhad correctly identifiedit in this case.

These words will forrm the basis of an importanttest to be applied at the

outset in any Part IVA analysis. Has the Commissioner identified a

schemeor only part ofone It is submitted that another way to sttatte the

High Court''s test isis to ssay that a scheme isissomething which isis capable of

having aa prractiical meaning ssttanding on itts own. This does not fullly re-

solve the ambiiguity. There are two possssiblle meanings of this. Firrst it

could merrely mean that anything whiich has some objective purpose in

and of itself can be treated as a separate scheme no matter how intterre-
lated with other commercial ttransactiions. A second possssibility isis to assert

that a particular trranssaction, that isis preorrdained to be interrelated with

other transactiions and which would not have occurred without the latter

cannot be seen as a separratte scheme. Each of these intterprrettations will

have fundamentallydifferent conssequencesfor Part IVA. IIn the Peabody
examplle, the devaluationofthe Kleiinschmiidtshares can be said to have a

discrete objective, eitther being the avoiidance of s.s. 26AAA, the preven-
tion of diissclossurre of the acquiissitiion priice in the prrosspectus or both. On

this view the Commisssionerwas quite prroper toto identify this asas aascheme

before the High Court. The alternate view isis toto ssay that in and of itself
devaluation of sharres has no meaning without llooking at the rest of the

transactionwhere the value shifted tto the TEP shares and was realiised in
the publliic flloat. On this basis the mere devaluation of the Kleinschmidt

62 FCTv Peabody((11994) 94 ATC 4663, atat4670.V
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shares could not consttittutte a scheme. The scheme would have to be the

wiider set of ciircumsttanceswhich in turn woulld make it much more llikely
that the taxpayer would ssucceeed, asas the dominant purposse in the entire

arrrrangementwas certainlymore commerrciialthan tax ssaving.

Unfortunattely the High Court has simply not given any clearclearguidance
as to which approach it prefers. By impllicatiion it seems more reasonablle
to conclude that the courtpreferrred the first approach which would give a

wiider ambit to Part IVA. When the court saiid the Commissioner rellied

upon ''the narrower sscheme identifiedby the judge at first inssttance'', ussing
the word scheme in that context and ssaying he was entitled too do soso im-

plies that they agrree that that was aascheme. Secondly they referred to the
''scheme for cheaper finance' which itself was less than the entire trans-

action. Thirrdly, when they looked for the ttax benefit, they looked atatwhat

Loftwaymight have 'been expectted to have done if it made a profit, whiich

presumes that the narrower Loftway transactions could prroperly consti-

ttutte a scheme. This isis not an unassailable prropossittiion because the Hiigh
Court dealt with the differrence between sscheme and part of a scheme af-
tererr criticising the Commissssioner''s arrgument that if Mr Peabody''s domi-

nant purposse in carrrrying out part only of the scheme being a devaluatiion
of Klleinschmiidt shares was to obtain a ttax benefit then the tax benefit

obttaiined as a consequence could be said tto have been obtained iin con-

necttiion with a scheme within the meaning ofPart IVA. Certainly there isis
no way to support an arrgument that s.s. 1177D somehow makes ssomething
lesss than aa scheme intto a scheme. All it could arrguably do in Mr Pe-

abody''s casecase isis to alllow the dominant purposse to be analyssed in the con-

ttext of only part of the total scheme that he entered into. Thus the

assssertiionwould be that, even if the scheme was the wider one it might be

possssiblle because s.s. 177D sspeaks in the alternative of a perrson who en-

ttered into or carried out the scheme or anypartofthe scheme ((emphassiis
added), one could look at Mr Peabody''s purposse for the entire scheme

((whiich would be commerciial) or look at hiis purposse for entterring the part
that relates to the devaluation ofthe shares (whiich O''LoughllinJ, thought
was for the purposses ofavoiding s. 26AAA). While this argument isisopen
on the plain meaning of the worrds, the bettter rreading and the more sen-

sible one from aa policcy point of view isis to seeseethe alternative in s. 1177D

conttempllattingtwo diisstinct types ofpeople, the first cattegory being those

who entered into the entirre scheme and the second cattegorry bing those

who merrely entered part of it. If one entered the entire scheme then the

dominant purposse must be found in relatiion tto that entire arrrangement.
Converrssely if aa perrsson entered only part of a sscheme, the alternative al-
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lows them still to be considered for Part IVA purposes and the dominant

purpose test would be applied to that part which they entered into. Any
other reading would allow the Commissioner to take perfectly commer-

cial transactions comprising a complete scheme, albeit with some tax

minimisation involved, identify the entirety as the scheme but look at the
dominant purpose in relation to' the tax minimisation step in isolation.
This would effectivelymean that no tax planning is ever allowable except
where it arises from an express choice offered by the legislation and
which is sanctionedby s. 177C(2).

The ambiguity remains because the High Court could have disposed of
this point by reading the latter words of s. 177D in this way and did not

need to make any comments at all about schemes incorporatingparts of
schemes. If the High Court thought the narrower transaction was a

scheme, then there is no question of a part being seen as a scheme. If the

High Court felt the wider arrangementwas the scheme, it is still possible
to run the dominantpurpose argument as outlined above without needing
to say that part ofthe scheme consequentlybecomes a scheme.

One way of arguing about the High Court by implication accepting the
narrowest scheme of the Commissioner is to look at its suggestion that

Loftway almost certainly received a tax benefit. To determine that a par-
ticular person has received a tax benefit involves looking at what did

happen and comparing that to what would be excepted to have happened
but for the scheme.If the scheme was the wider the one as identifiedby
the Federal Court, but for the scheme, Loftway simply would not have
existed and would not have derived any income whatever. But for the
entire scheme, the shares would have remained in Mr Kleinschmidt's
hands and he would have received assessable income by way of divi-
dends. He would have a tax benefit as part of that wider scheme but no

one would have entered it for the dominant purpose of giving him that
benefit. To. say that Loftway would have made the profit but for the
scheme therefore implies that the scheme is those steps that devalue the
shares so that Loftwaynever made a s. 26AAAprofit.

The High Court's quote about the difference between a scheme and a

part of a scheme was from Brebner's case.63 Unfortunately the quote is

slightly out of context. The English legislation had a provision which in-.
dicated that if in consequence of a transaction in securities or the com-

bined effect of two or more such transactions a person obtains a tax

63 IRC v Brebner [1967] 2 AC 18, at 27.
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benefit then unless he or she shows that the transaction or transactions
were carried outouteither for bonabonafide commercial reasons or innnthe ordi-

nnary course ofofmaking orormanagingmannaggingginvestments andandthat nonenoneofofthem

had as their mainaainobject or oneoneofofthe mainaainobjects to enable tax advan-

tages to be obtained, then the section applies to cancelcancelthe tax benefit.

The English Commissionerattacked aaparticular transactionthat was part
ofofanan interrelated series ofofevents. The court held inin the circumstances

that he couldouuldnot do so. The case involved sixsxxshareholders bidding for aa

companycompanyto protect it from aatakeover which wouldouuldhave adversely af-

fected their commercial interests. They obviously had commercial rea-

sonssons to bid for the companycompany andand borrowed inin.order tooo do so. After

successfully taking over the company, they arranged for the company'soompanyyss
capital totobe reduced to givegveethem the funds to repay the bank. That re-

payment ofofcapital was non-taxable under the substantive provisions andand
the issue waswaswhether this anti-avoidanceprovision applied. Lord Pearce

indicated that the frst part ofofthe transaction committed them to the latter

part unless they abandoned it. He indicated that the sub-sedtionwouldouuldbe

robbed ofofall practical meaningeannnggififthe Commissionerwas entitled to break

upupthe transaction in this way. Thus Lord Pearce's commentcommentwas innnthe

guise ofofinterpretation ofofthe Ennglish provision. In andandofofitself it has

nothing to saysayabout the waywayto interpretPart IVAIVAalthough it is conceded

that there are goodgoodreasons for holding that there maymaystill be transactions

that are less than schemes.

The reference to Brebner further complicates the matter as Lord Pearce

consideredthe transactions should be treated asasone. He sawsawthe elements

attacked by the Commissioneras being oneonepart ofofaawhole dominated by
other considerations.The section obliged the Commissionerto look at the

object ofofeacheachinterrelated transaction ininits actualctuaalcontext andandnotnotininiso-

lation. These statements allow for competing arguments about the ambit

ofofscheme ininPart IVA. Taking the first part which sees the transaction as

oneonepartaartofofthe whole, dominated by other considerations, couldouuldbe cited

inin favour ofofthe Peabboodys to saysay that the devaluation waswas part ofofthe

wider commercial aim. The secondsecondpart ofofthe statement indicating that

the object ofofeachacchinterrelated transaction must be looked at ininits actual

context cancanallow for competing views. It does not saysaythat the object ofof
anan interrelated transaction mustusstbe seenseenasasthe object ofofthe entire trans-

action, merely that it needs to be looked at innncontext. This couldouuldlead to

competingconclusions ininthe Peabody facts.
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TaxBeneit

While comments about the nature of scheme in Peabody were equivo-
cal, the court was very clear in holding that there was no tax benefit to
Mrs Peabody in that year and largely adopted the reasoning of the Full
Federal Court. The Commissioner had contended that there was a tax

benefit to Mrs Peabody on the basis that but for the scheme, the money
would have ended up in the TEP trust one way or another. Either it would
have acquired the shares itselfor ifLoftway had acquired the shares and
made a profit it would have distributed dividends to TEP. In turn, because
the trustees had determined to divide the income equally between Mrs

Peabody and her two children, the Commissionerassessed her as to one-

third of the tax which would otherwise have been payable under s.

26AAA.

As indicated above, the notion of a tax .benefit is merely a reference to
the core fact of tax avoidancehaving occurred. There can be no basis for
an anti-avoidanceprovision if there has been no avoidance. Section 260,
the precursor to Part IVA, spoke about altering the incidence of taxation.
The High Court in a number of cases had been favourablydisposed to an

argument that a taxpayer could not be said to have altered the incidence
of taxation if there was not an impending liability clearly discerniblethat
was avoided through a transaction that could not be explained on any
other basis. This became known as the antecedent transaction doctrine,
best identified in Mullens.64 It is clear from the Explanatory Memoran-
dum and the Second Reading Speech that the intention ofParliamentwas

to provide an easier test to satisfy and prevent such a doctrine from un-

dermining Part IVA. It was presumably for this reason that s. 177C de-
fines a tax benefit to mean more of an allowable deduction or less
assessable income as the case may be than would have been included if
the scheme had not been entered into or carried out or might reasonably
be expected to have been included or not have been allowable as the
case may be if the scheme had not been entered into or carried out. The
intent was to allow the Commissionerto make a reasonableassessmentof
what would have been likely but for the scheme.

A number of issues arise in this context. First the Australian provision
speaks of a tax benefit being obtained by a taxpayer. Thus there is the
need to identify the tax benefit for the particular taxpayer being assessed.
This is to be contrastedwith overseas models. This does raise one policy

64 (1976) 6 ATR 504.
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question which was of the essence in Peabody's case, namely if in a

group of related entities there is a clear tax benefit to someone or other
but it is not clear exactly who, what limitations does this place on the
Commissioner'spowers

The second key issue is the basis upon which the Commissionermakes
the reasonable hypothesis. The expression used is might reasonably be

expected to have been included. This forces the judges to consider how

likely the expectation must be before the Commissioner has properly
identified a tax benefit. The phrase is an awkward form of drafting be-
cause it uses two different words that suggest quite different levels of
likelihood. The use of the word might is a word implying less than a

strong possibility. On the other hand, the use of the word expected
implies that it must be more than a mere statistical possibility. In Pe-

abody, the High Court emphaticallyexpressedthe latterview.

A reasonable expectatiohrequires more than a possibility. It involves a

prediction as to events which would have taken place if the ,relevant

scheme had not been entered into or carried out and the prediction must

be sufficientlyreliable for it to be regarded as reasonable.65

The court pointed to the difficulty ofhaving TEP itself finance the ac-

quisition. Being a trustee rather than a company operating in its own

right, there are strong arguments that it would not have been able to issue
redeemablepreference shares or be entitled to a rebate for any dividends

paid. Any uncertainty as to TEP's ability to operate in this way would
have made it unlikely that it would have been chosen as purchaser of the

shares. Thus the High Court felt that the Full Court was correct in con-

cluding that there was no reasonable expectation that TEP would have

acquired the Kleinschmidt shares as part of the overall exercise. If TEP
had acquired the shares in its own right and not as trustee, there would
have been no present entitlementon Mrs Peabody's part to any portion of
the profit. The court concluded that it necessarily followedthat any profit
obtained from the sale of the shares if a devaluation had not taken place
would have been obtained by Loftway so that any tax benefit would have
been obtainedby that company.

The Commissioner also sought to argue that if Loftway had made the

profit it would have been likely to declare a dividend to TEP which

would have in turn made the distribution to Mrs Peabody so that ulti-

mately the persons who did derive the money would have derived the

65 FCTvPeabody (1994) 94 ATC 4663, at 4671.
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same amount ofmoney under the alternate arrangement. The High Court

did not address this issue in detail but merely said that there is no reason

to suppose and the Commissionerwas unable to-demonstratethat had the

devaluation not taken place and had that profit been made by Loftway it

would have flowed or could reasonably be expected to have flowed to

TEP Holdings and hence to Mrs Peabody in the year ended 30 June

1986.66 The court considered that there was no reasonable expectation
that Loftwaywould have declared dividends.

Importantly, under the imputation system operating in Australia, there

is no tax penalty for withholding profits. Such a penalty should not be

imposed in any well designed imputationsystem but Australia's company
tax system saw the company tax rate reduced significantlybelow the top
personal ,rate and hence it was already a legitimate tax minimisation de-

vise to hold profits in investmentcompanyvehicles.

In considering the Commissioner'svarious reasonable hypotheses, the

court said that the method adopted by Loftway apart from the devalua-
tion of the Kleinschmidtshares was found below to be entirely explica-
ble upon a commercial basis. The examples advanced by the

Commissioner even if commercially possible were not shown as ones

which would have been adopted in the absence of the devaluation as a

matter ofreasonable expectation.67

Again there are a number of difficulties in the High Court's comments.

First, in the latter quote they used the word would rather than the word

might as appears in the legislation. To this extent they may arguably
have made.the test a stronger one than that intendedby Parliament.

It is submitted that the High Court was right to determinethat a reason-

able expectation must be more than a mere possibility. What is not clear

is how likely a particular event must be before it could reasonablybe said

to be a reasonable expectation or prediction. For example if there are

three possible outcomes, (a) with 30% likelihood, (b) with 30% likeli-

hood and (c) with 40% likelihood, is (c) albeit less than 50% a reasonable

expectationCould (a) or (b) be a reasonable expectation given that they
have quite a significant likelihood of arising What if there are ten pos-
sibilities each with a likelihood of 10% thus none being more likely than

any other and all with relatively low possibility If this could not be a

66 FCTv Peabody (1994) 94 ATC 4663, at 4671-2.
67 FCTvPeabody (1994) 94 ATC 4663, at 4672
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reasonable expectation does this mean that in any scenario where a tax-

payer has many alternatives,Part IVAwill have no application
It would depend upon the circumstancesas to whether this will be a se-

rious issue in Part IVA cases. Where Peabody was concerned, the court

clearly implied that Loftway itself obtained a tax benefit by avoiding s.

26AAA profit through the devaluation of the shares. It was only at the
next level where the Commissionersought to assert that the money would
have been obtained by Mrs Peabody in various other ways that the court

thought he was raising many possibilities, none of which was a reason-

able expectation. One issue is how one determines what a reasonable ex-

pectation could be or what methodologythe Commissionermust utilise in

making the determination. In Peabody the Commissionercould have as-

serted that it is reasonable to expect that the person who obtained the

monetary benefit within the actual scheme would have been intended to

obtain the monetarybenefit but for the scheme. Thus because the money
ended up in TEP and was allocated to Mrs Peabody, it would be a rea-

sonable expectation that the same would have occurred under the hypo-
thetical alternative. Thus the Commissioner would assert that it is
reasonable to expect that if Loftway made the profit it would distribute
this profit to TEP who would in turn distribute the income to the three

beneficiaries in the same proportions. The only reason for arguing that

this would not be a reasonable expectation would be because this would
lead to more tax being paid in the relevant year. Because there is no obli-

gation to distributeprofits and because the company tax rate is lower than

the top personal rate, Loftway could easily have held on to the money in
the short term at least. Low interest loans from Loftway to the family
members would have been attacked under s. 108 but it may even have

been advantageous to borrow the money at commercial rates. This raises
a fundamental issue in relation to the notion of tax benefit. In determining
the reasonable alternative course of conduct, is that hypothesis to be un-

dertaken excluding tax considerations or can it include these as a matter

ofcourse

From a policy point of view there are difficulties either way. If tax

considerations are excluded, the so-called reasonable expectation be-
comes somewhat unreasonablegiven that all sensible people consider the

tax implications ofvarious commercial endeavours. On the other hand if
tax considerations are allowed for, significant problems may arise where

taxpayershave two or more clever ways ofavoiding tax. If a taxpayerhas
three ways of escaping tax under s. 26AAA in a case like Peabody and

one way of achieving the commercial end paying full tax, can the tax-
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payer argue that there is no tax benefit because the scheme was method 1

and but for the scheme, the taxpayer would merely have adopted scheme
2 There are two ways in which the Commissionercould attack such an

assertion. The first is to argue that the hypothetical alternative cannot

utilise tax considerations and therefore the fourth alternative is the rea-

sonable expectation but for tax, assuming it is the most simple and

straightforwardmethodology.Another approach would be to argue that if
the taxpayer has contemplated methods 1, 2 or 3 at the outset, even

though he or she has chosen one, the scheme could be broadened to en-

compass 1, 2 or 3 as alternatives and that the hypothetical alternative
should exclude all three for this reason. Such an argument stretches the

meaning of scheme and includes alternatives consideredbut not intended
to be undertaken as part of an actual scheme. From a practical point of

view, the greater efforts a taxpayer makes to provide objective evidence
that he or she would have undertaken alternatives 2 or 3 only to prove
that scenario 4 was never contemplated, the more evidence the Commis-
sioner has to say that they therefore become part ofthe overall scheme.

If this argument was able to be applied, would it effectively destroy
Part IVA For example, what if the taxpayer in Peabody's case argued
that but for the scheme, Loftway would have invested money in Austra-
lian films to gain a tax deduction to remove the taxable income This
would not be a good argument as it only asserts that a deduction would
have been sought and does not prove that more assessable income would
not have been made. Thus even ,if the taxpayer was believed, there is still
the argument that there is less assessable income than otherwise would
have been the case. Section 177C does not look at taxable income but
rather assessable income and allowable deductions separately. If the hy-
pothetical alternative was on the same side of the tax ledger as the actual

benefit, a taxpayer would lose this argument if he or she was not be-
lieved. The onus would be on the taxpayer to show that he or she really
would have been expected to adopt the alternate form of generating that

higher deduction or lower assessable income.

If it can be shown that distributingthe money to TEP and thence to Mrs

Peabody would leadto higher amounts of tax, this in turn can be used to

show that redeemable preference share financing was not the cheapest
methodology if the ultimate intention was to have the money in Mrs Pe-

abody's hands. If the latter was the case it would have been cheaper for
TEP to merely borrowmoney directly to acquire the Kleinschmidtshares.
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Thre needs to be somesomebalancing ininthe requirement for the making ofof
the hypothesis for the purposes ofofs. 177C. If the Commissioner has to

show withwithsomesomedegree ofofcertainty that inincomplex transactions aapar-
ticular taxpayerwouldouuldhave obtained the money, then this will onlynnyybe anan

inducement to make transactions more complex ininthe hope that he picks
the wrong person. While this was aacontemconcernininPeabody itself, it is un-

likely to be as serious aaproblem for the Commissioner as somesomemight
assert. First, Peabody does notnotmandate that people cancaninsert $2$2compa-
nies to pass tax liability andandgetgetout ofofaaPart IVAIVAassessment. Such aa

company wouldouuldonlynnyybe accepted as still existing but for the scheme ifif
there is aacommerciai reason for its use. The court accepted that Loftway
or aacompanycompanylike it was necessary to take advantage ofofthe preference
share financing. If there had been nonocommerciai basis for the introduc-

tion of the company its existence would be disregardedunder the s. 177C177C

hypothesis. Furthermore, ififaaliability is passed through aacompanycompanylike

Loftway, wewewill expectxpecctthat innnthe future the Commissionerwill render

assessmentsagainst suchucchcompanies.
Where ananassessment is raised against aa$2 company, evenevenififthe com-

panypanyhas nonofunds to pay, anyoneanyonewho chose notnotto organise paymentaymenntofof
suchucchananassessmentwouldouuldneed to carefully considerthe Crimes Taxation

OOfnces Act, s. 222AOB222AOBofofthe Companies Code andnndthe reparation
powers under s. 21B ofofthe Crimes Act. Each ofofthese provisions raises

legal arguments as to whether they couldouuldapply if the Peabodys refused to

put funds ininLoftway to pay anyanyassessment ononit although it wouldouuldbe aa

brave taxpayerwho sought to face such aaprosecution.
AAsecondsecondpotential concern with the notion ofoftax benefit has long been

asserted innnrelation to discretionarytrusts. Many practitionershave argued
that ininaafully discretionary trust where there is nonopattern ofofconsistent

distributions innnthe past, the Commissioner cancannever make the reason-

able expectation that aaparticular beneficiary wouldouuldhave receivedeceeveedthe

money. While Peabody's case did involve aadiscretionary trust, it does

not answer this question because the court held that the trustee itself

wouldouuldnotnothave receivedeceeveedanyanyassessable income. There was nononeedneedfor

the .further argument as to whether aaparticular beneficiary wouldouuldhave

received anyanysuchucchincome. Importantly ininPeabody the trustee had made aa

general determinationto divide assessable incomeicomeeequally. This occurs inin

manymanyinstances either in aageneral sense to catch anything overlooked or

indirectly through residuary provisions ininthe deed itself. Where there is

nonodirection either waywayas to the way discretionary income is to be dis-

tributed, taxpayers who interpose discretionary trusts ininali tax planning
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activities to try and avail themselves ofthis argumentwill force the court

to expand on the nature of the concept if it is to give any meaningful ef-
fect to Part IVA. There are a number of things the court could say. The
court could treat the trust as part of a scheme if it was separately in-
cluded. If it is a long-standingtrust as in Peabody's case, the court could

accept the Commissioner's argument that it is a reasonable expectation
that but for the scheme the trust would have been used to split income in
the most tax beneficial way as the parties can be presumed to have tax

minimisation as a key objective given the nature of the scheme itself.
This would be an example of allowing the Commissionerto take the end
result of the actual scheme as a relevant factor on which to build the rea-

sonable expectation. While this is the preferred view it did not seem to

impress the High Court in Peabody itselfso to that extent the court's atti-
tude is unclear. Another questionnot raised in Peabody itself is what ifhe

gets the right taxpayer but misjudges the amount of the tax benefit It is
more likely that s. 177F would be interpreted to allow the court to over-

turn that part of the Commissioner'sdeterminationthat wrongly included
a particularamount.

It is also not clear what rights the Commissioner has to render more

than one assessmentunder Part IVA to different people in relation .to the

same arguable benefit. That raises questions of administrative law and
whether two conflictingassessments can both be said to be valid.

Another way to consider the High Court's comment about the reason-

able expectation is to contrast it with the judgment in the Full Federal
Court. In that decision the court said reasonable is used in contradistinc-
tion to that which is irrational, absurd or ridiculous. The word

expectationrequires that the hypothesis be one which proceeds beyond
the level of a mere possibility to become that which is the expected out-

come. If it were necessary to substitute one ordinary English phrase for

another, it might be said that it requires consideration of the question
whether the hypothesised outcome is a reasonable probability. The
word probability invites us to think of percentages close to 50% if not

higher. The question can then be asked as to what inferences can be
drawn from the failure of the High Court to adopt this phrase in its own

judgment.
DominantPurpose

The Peabody decision said little about the notion of dominant purpose
and the way it is to be determined. Because the Full Federal Court con-

sidered that the wider scheme was involved, it was easy for them to say
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that Mr Peabody's dominant purpose was commercial. The High Court

merely made thepoint that looking at Mr Peabody's involvement in, part
only ofthe scheme does not itselfrender a scheme for Part IVA purposes.
As indicated above, that is justifiable on policy grounds. Many questions
still remain to be considered in this context. For example, what would the

purpose of the professionaladvisers have been if they were considered in

Peabody Was their dominant purpose to merely obtain professional
fees Can one look at indirect purposes as well as direct purposes What

was the purpose ofthe advisor who as director ofLoftway agreed to vote

to devalue the shares

Another question is whether the Commissionercould .look at a number

ofpeople as alternatives in considering the dominant purpose test. Again
by implicationbecause the court considered that the Commissionercould
look at a number of schemes in the alternativethe same reasoningshould

apply.
Another important question thrown up by implication is the relevance

of subjective purpose. When Part IVA was drafted, early commentators

asserted that the eight criteria in s. 177D are strongly objective in nature,
albeit most conceded that some subjective elements may still be consid-
ered. On the other hand, when looking at the litigation in Peabody, given
the evidence of the particular parties and their assertions as to what they
really intended at various stages, we can see how subjective and objective
evidence can blur at the margins. When a person gives evidence about

advice that was given at a particular time, they are stating the objective
facts about a particular conversation. On the other hand they are giving
subjectiveevidence about their particularviews.

Peabody did not consider the overall effect of s. 177D in the context of

Parliament's intent. There are two aspects to this question. First, Parlia-

ment has indicated that the overall.aimofPart IVA was to incorporate in
different words the predication test as adopted in Newton's case. Sec-

ondly, the Treasurer indicated that Part IVA would not apply to ordinary
family or commercial dealings but would apply instead to blatant arti-

ficial or contrivedtransactions.

There are a number of problems with this. First, it is not easy to com-

partmentalisethe facts in Peabody in this way. Are the categories of ordi-

nary dealing or blatant and contrivedmeant .to cover the entire array or is
there a grey area in the middle If these are the only two categories, com-

peting arguments can be raised in Peabody's case.

303



Secondly, if the predication test is to be adopted, there were ambigui-
ties in the language used by Lord Denning that do not make it clear how

strong a purpose was originally intended. Certainly Part IVA speaks of a

dominant purpose but s. 177D uses the words it would be concluded
rather than it might be concluded or might reasonablybe concluded. This
is stronger language and it at least allows an argument that a taxpayer
should be safe wherever there is any possible commercial explanation of
a particulartransaction. This is almost certainly what was intendedby the

legislature as it did not want to be involved in an actual subjective de-
terminationfor each individual taxpayer.

Tax Administrationand GAARs

Another major problem with general anti-avoidance provisions is the

ability to build an efficient and consistent administrativestructure around
them. Whilst overly specific legislation encourages avoidance activities

through loophole spotting, provisions that are too general pose greatest
problems in ensuring that bureaucratic decision makers consider only
relevant criteria when making determinationsand also that bureaucrats in
different parts of the country should reach similar decisions. Where ad-
ministrators are concerned, they can flesh out this detail through the rul-

ing system. On the other hand, undue reliance on this approach offends

against the separation of powers doctrine and the requirement that laws
be made by parliament not bureaucrats. There is also no guarantee that
the administrator will be impartial, fair or would appropriately balance
the interests oftaxpayers against the interests of revenue collection.

On the other hand, compliancetheory has motivatedmany governments
to move to self assessment regimes in revenue areas whereby taxpayers
are primarily obligated to indicate the amount of taxable income, have
record keeping requirements and the administration is encouraged to use

audit powers to verify the accuracy of the information. Strict liability
penalty provisions are incorporatedto provide a potential cost for taxpay-
ers who are inaccurate in their assessment.

One difficulty in combating tax avoidance, particularly through this ap-
proach, is that while avoidance is defined somehowthrough the notion of

purpose, the strict liability penalty provisions are not. A purposive pen-
alty provision has the difficulty of all criminal or quasi criminal provi-
sions in terms of problems of proof. The way out in the Australian tax

system is to provide an automaticpenalty that flows from the operationof
Part IVA itself.
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Ultimately, ,the .use .of administrative design- changes as a means to

combat tax avoidance is subsumed.intothe,wider debate.about,the-role of
the1 bureaucracy, in our.society and the checks ^balances, powers and du-
ties that are appropriate in that debate. For. this reason it is difficult to

form final conclusions from a study ofavoidancealone.

Conclusions

This paper has sought to raise some conceptual issues about judicial
'

behaviour, legislative, design and administrative structure, all in an area

where the central concepts, tax avoidanceandtax planning, are difficult if
not impossibleto clearly define and identify. It would be equally difficult
to attempt to assert with any degree of certainty the relative causes of ex-

cessive tax avoidance in Australia's history. It is simply not possible to

prove the cause or connection to any clear degree.. Nevertheless, any
analysis of tax avoidance and its likely causes helps us identify various

possible solutions. Because an avoidance activityoffendsagainst the un-

derlying policy of the Act, a first step should always be to critically
evaluate that policy. If the policy itself is flawed, 'that may, well explain
the avoidanc'eactivity.

In litigation, purpose is determined by judges. It is easy to discern the

purpose of legislation when the Act.displays pure horizontal equity. Un-
der such a system any departure from that concept would therefore sub¬
vert the purpose of the Act. If however the Act applies different
treatments to different forms of achieving the identical economic result,
can an anti-avoidanceprovision operate or must a court accept that one

purpose-ofthe legislation is to provide the very choice that the tax avoider
has made'It is true that there are certain design features ofthe legislation
that create such inequities without any justifiable policy ,basis. The ab-
sence of a capitalgainstax,till 1985 was the most glaring defect. The dif-
ference in .treatment.between capital expenses and revenue expenses
remains just such a problem. Whilst one can readily acknowledge that it
would be easier for judges if the Act was simple and comprehensive,the
fact ,remains .that the role of judges is always to give effect. to whatever

piece.of legislation is before them. An ct.ofParliament that makes such

policy choices as the Income Tax AssessmentAct,- mustbe given effect to

in terms ofthe discernible intent ofParliament.

Finally the -limited experiencewith Part IVA shows,that once again, in

spite of a fair amount of drafting effort, too many 'key policy ,questions
have,been left forjudges to answer. Ifwe.are concerned about the.philo-
sophical questions as to the rule of law in.a complex society and not just
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about revenue collection, we should as a result have concerns about the

present GAAR operative in Australia.
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CHAPTER9

THE SWEDISHEXPERIMENTWITHA
GENERALANTI-AVOIDANCERULE

LeifMutn

Introduction

This paper is an overview of the Swedish experience with a general
anti-avoidancerule (GAAR). There are many facets to this development.
For a long time, from the early 1950's when tax avoidance started gaining
the attention of the public as a problem, the courts, in the first place, were

trusted to look through the transactions and identify what were sham
transactions. Moreover, what in Sweden is called stop legislation,
specifically directed against tax avoidance schemes, was seen as a rem-

edy. Gradually, in some cases, this type of legislation was given a virtu-

ally prohibitive character. Yet, the prohibition against retroactive

legislation sometimes caused a feeling of frustration at the barn-door be-

ing closed behind the horse.

In 1980, opinion was ripe for a GAAR. Experience of the GAAR is
difficult to analyze. The paucity of cases where the GAAR has suc-

cessfully been referred to by the tax authorities may look disappointingto

those who hoped that the GAAR would solve the problem. The fact that
most cases in which the GAAR has been applied have later given rise to

stop legislation, has tended to diminish the perceived importance of the
GAAR. Nevertheless, the very existence of the GAAR may be seen as a

deterrent.

The GAAR was taken off the statute book by the non-socialistgovern-
ment, effective January 1, 1993. After a social-democratic government
took over, after the September 1994 elections, it hastened to reinstate the

GAAR, effective July 1, 1995. A committee has been given the task of

reviewing the text with the objective of rendering the GAARmore effec-
tive than before. Meanwhile, in a doctoral dissertationpresented in 1995

by Anders Hultqvist, the issue has been raised whether the GAAR is
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constitutional.1The argumentagainst is that the GAARin its present form
authorizes interpretationof the tax law by analogy, something that might
violate the constitutionalprovision, under which taxation can be imposed
by law only.

In the following, these developmentswill be dealt with in more detail,
with a view to illuminate the basic features of the legal, technical, and
constitutionalproblems raised by the efforts to control tax avoidance.

The Background
The Swedish experience of tax avoidance turning into a problem may

be said to emanate from the drastic increase in the tax burden during and,
in particular,just after WorldWar II. The attitude on the side ofthe legis-
lators remained for a long time relatively calm. It was felt that the more

egregious abuses could be stoppedby legislativemeasures, and the courts

were trusted to look through-tax schemes constituting what was usually
but imprecisely called sham transactions (in Swedish skentransak-

tioner).
It might be added that there.was at the time a certain discipline even on

the side of the professional tax consultants. It was regarded as a part of
the work ethics not to set up schemes that might help one client at the
cost ofmanymore beinghitby the legislativemeasures the scheme might
provoke. This type of inhibition is rarely observedthese days.

One might add, although there is not much writfen evidence to confirm
the impression, that the Swedish tax legislation already at an early stage
had tended .to encourage what was called tax planning. Already in

1938, the investment reserve system was introduced as a device to influ-
ence the timing of corporate investment. Obviously, a government that
used tax policy measures to encourage certain economicbehavior, had no

standing to criticize taxpayers who, of course within the bounds of the

law, tried to minimize their taxes. As a matter of fact, tax incentives
would be fruitless, if taxpayers disregardedthe tax factor in their business
decisions. In Sweden, tax interventionismwent rather far, particularly in
the first post-World War II period.2 It was stated, not without a certain

' A Hultqvist, Legalitetsprincienvid inkomstbeskattningen(The LegalityPrinciple
in Income Tax Law) (Juristfrlaget,Stockholm, 1995).

2 Illustrative for the times, although perhaps already a bit less enthusiastic than ear-

lier writings, is the report on Sweden by Karl-OlofFaxn and myselfin the Brook-

ings/NBER conference volume. See EG Keith ed, Foreign Tax Policies and
Economic Growth (NBER,NewYork, 1966).
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pride on the side ofthe Swedes, that Swedish enterprises took tx advice
before investing, whereas it was felt that in the UK, the tax' advisor Was
clled in only after the act, thus rendering incentives offered by the gov-
ernment leis effective than they would have been with more attention

given to tax ,planning.
One mightregard the Nordbckcase as a dividing line:3 The Supreme

Administrative Court had to take position in a dividend-strippingcas,
where the taxpayerhad used the well advertised services ofone chartered
accountant (Mr. Lndin), who promisedhis clients to arrange tax exempt
liquidation of losely-held companies with reserves they could in theory
not get rid ofwithout either'incometax on dividends or liquidationtx on
liquidation'proceeds. Ludin had 'let a company buy the shares, cashed in
the profits as a tax-exempt intercorporatedividend, ad then liquidated
the moribund company. The Court (in pleno) found-that iti could not set

aside this series oftransactions.4 '

Needless to say, there is now not only a capital gains tax ,to make this
kind of operation less ,profitable. There ar also strict limits on what will
constitute a tax exempt inter-corporte dividend; and a Lundin transac¬

tion, at least in the old, simple form, doesn.'twork any more.

Yet, with this case shaking .up the legislators, the discussion got lively
whether Sweden mightneed an anti-avoidanc:provis'ionor not. Opinion
was split.

One line, eloquently taken by Dag Helmers in his 1956 dissertation,5
was opposed to the GAAR, stating that normal principlesfor the interpre-
tation of laws, includingtax laws, in combinationwith effective tax ,legis¬
lafion could deal with the problem. Helmers did much to clear up the

terminology, stating thatsham transaction is a perfectly acepted legal
expression for a transaction intended not to be undertaken in reality but

just on paper. He saw no need for establishingsomeew tax law concept
under'.that name, although his study brought good deal of information
on how different, doctrines had emergd in countries like the United
States (the business purpose doctrin), in Germany (the wirtschatliche

3 RA i953 ref 10.
4 This decision differed from an earlier decision in a similar casethat seeminglyhad

meantapiercifigof the corporateveil. See R*1951'ref8. Ofcurse, the des'crip-
tion,above is simplified: '

...

s D;Helmers,Kringgendeav skattelag(TaxAvoidance)(Almqvist.&Wiksell,,Upp-
sala, 1956).
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Betrachtungsweise), in the UK (substance versus form) and in several
countries the,/raiis legis doctrine.

Against this stood a more politically inspired indignation against those

avoiding their fair tax burden. In the opinion of these critics, trusting leg-
islation alone would be a losing proposition- like the tortoise running
against the hare, the tax avoiders would always keep one step ahead of
the legislators, as long as there was no general clause constituting a deci-
sive and victoriousjump ofthe hare.

Certainly, the Supreme Administrative Court of Sweden was not al-

ways as prudent as in the Nordbckcase. In another case it ventured into

private law, establishingthat interest paid by a mother to her minor child
on a promissorynote the mother had given the child was not interest, af-
ter all, and hence not deductible, since even the interest payment was a

part of the gift.6 The discussion of that case illustrates the relationship
between tax law and private law. Critics of the decision tended to main-
tain that the Court had deviated from private law, categorizingthe interest

payments as part of the gift transaction for the purpose of stopping a tax
avoidance scheme. Others, including at least one prominent member of
the Court, felt that the decision rested firmly on the private law concept,
hence giving no basis for the assumptionthat tax law concepts were deve-

loped independentlyfrom private law.

In a series of cases from the same period, the court set aside partner-
ships formed by parents with their minor children, either altogether de-

claring the partnership void, since they did not emanate out of
contributions from all the partners, or declaring the distribution of the

profits to be a gift, to the extent that it exceeded more than a normal in-
terest for the capital contributed by the children. Again, this was done
with expressions in the judgment that clearly showed the learned judges
to form their opinions on the firm foundationofprivate law.

According to the legal doctrine of the time, the Court was not ready to

pronounce an interpretation principle that would take on the general
function ofa GAAR. The court at the time never quoted the ratio legis-
lagstitningensgrunder (the legislative purpose), as the Swedish expres-
sion goes- unless it was done in the taxpayer's favor.7

6 RA 1956 ref 11.
7 Helmers, supra note 5, at 223, shows this to hold for all cases from 1930 to 1949.

With the GAAR, times have, of course, changed. In this context, there is room for
doubt whether the distinction between intent and purposehas been clear to the
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It is illustrative for the attitude ofofthe Supreme Administrative Court

that evenevenas late asas inin 119987, ininaacase ononwhich the GAAR couldouuldhavehavee
been applied, theeCourt, rather than resorting to that rule, chose to restesstonon

aaprivate law concept. One suchucchcase concernedonceereedprepaid interest ononlong-'
term loans (the debtor using upup virtually the whole sumsumborrowed to

make aadeductible-once-and-for-allinterest payment). It was onlynnyyininthe

most egregious casecaseofofthe interest paymentpayymenntamounting tooo 9999percent ofof
the loan that the Court was ready to declare that the alleged interest pay-
ment was not aaaconsideration for a credit received.s In other cases ofof

large interest payments the tax authorities followed the letter ofofthe law,
sosothat legislation was needed to stop the abuse. More exxaaplls couldouuldbe

quoted.

Anti-abuseLegislation

While, innn spite ofofmuch discussion andandseveral .committee studies, it

waswasdifficult to fmdamnd aconvincingonvvinccinggform ofofaaGAAR, the legislative ambi-

tion to prevent avoidance took specific form ininseveral law provisions.
SomeSome have already been mentioned. One other, introduced innn 1976,
aimed at closely held companies. Amonng other proovisions, it made tax-

able asas incomeiccomeeofofthe shareholder the full amount spentpenntbybyhis companycompany
ononassets acquired for the purpose ofofaccommoodatinghis personal needs.

In other words, to prevent abuse it made certain transactionsprohibitively
expensive, rather than just establishing aa system under which the tax

avoidancemeasurewould bebeneutralized.

Meanwhile, the idea ofofaaGAARGAARwas kept ononthe back-burner.AApublic
study inin19631963took aakind ofofmiddle-groundpositionn. The committee felt

that careful legislative wording could innnmost cases do the trick. How-

ever, the committe admitted that there were special areas Offthe tax law

where aageneral formulawouldouuldhave to beresortedbe to.

The GAAR

After numerous studies, aasuccessful oneonewaswaspresentedbybythe commit-

tee ononbusiness .taxation (Fretagsskatteberedningen),,1followed upupby aa

legislators or the courts. Obviously, the former expression opens more roomroomfor

subjective interpretationthan tile latterusually does.
s8 RA 19871987ref78.
99 The Tax AvoidanceCommittee(SOU(SOU1963:52), referred to innnthe national reportepoortby

Bertil Wennergren to the 1965 IFAIFAcongress innnCahiers de Droit Fiscal Interna-

tionalVol. La, atat240.
lo10SOUSOU1975:77.
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ministrialmemo with a proposed legal draft. The time was finally felt
to be ripe. for legislation, oddly enough in 1980, during a short interreg-
num of the non-socialist.,prties in government.12The original version of
the GAAR, an act called the Tax AvoidanceAct, .unusual in as much as

it could be applied at the appeals.stageonly, set out, four criteria:
,

1. Th taxpayer must have performed a legal act which was part'ofa
tax, avoidanceprocedure.

2. The tax avoidance procedure must constitute a roundabout way in
relation to a normal and in economic terms essentially equivalent
alternative course ofaction.'

- 3. The.transactionsmust result in a substantial tax benefit which can

be.assumed to have been the decisive reason for the choice of the
course ofaction takn.

4. The.procduremust, finally, be in clear violation-of the purpose of
.the legislation.

After a change in government ih 1982 the law was strengthened in the

followingyer. The present criteria are three:
' '

' 2'

1.. The legal act to,be disregarded; taken for itself or in conjunction
with, another action, to which the .taxpayer (or the entity, on the in-
come of which .the taxpayer is assessed).is directly or indirectly a

.party,.ispartof.aprocedur implying not unimportant tax advan-

tqge to the taxpayer. ,
:-

2. Sch tax advantag according to.tlie circumstances be assumed

to.,have:b'enthe main-reasonfor the-ctionbeing taken.

3. An assessmenton the basis fthe action would be in violationofthe
ofthe legislation.purpose

11 DsB1978:6. ,

12 See the national reportbySture:Bergstrm-tothe 1983 IFA congress in Cahiers de
Droit Fiscal International, Vol. LXVIIIa, at 601, from whom the summary of the
1980 law is quoted:-Readers of Swedish are refe-rred to Hultqvist, supra note 1,
who explains;atlengthwhy,-inhis view,.te'1980,actwas unconstitutional.

13u In Swedish, Skatteflyktslagen, SFS 1980:865.-, The translation,of.the Jiame of the
act is not self-evident. The literal.translationis Tax Escape Act, a word that cer-

tainly includes tax avoidance but is normally seen as also including tax evasion,
both terms having well established Swedish, counterparts. Bergstrm uses Tax
Avoidance Act, and given the purpose of the statute, that translation should be

adequate.
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The main differences between the two versions are, first, that the action
need no longer be a roundaboutarrangement, second, that the tax ad-

vantage need not be the decisive reason but just the main reason for the

action, and, third, that the violation of thepurpose of the legislationneed
no longer be a clear violation.

A third revision ofthe law was proposedby a committee on tax evasion
and avoidance reporting in 1989.14 It had just two criteria, one, that a

substantial reason for the action can be assumed to be that the action
causes .the tax or social security contributions to be lower than would oth-
erwise have been the case), and, second,' that the action can be deemed to

be in conflictwith the purpose of the legislationunder which the tax base
is assessed. The committee, interestingly, took an exception to the rem-

edy establishedin the 1980 law, i.e. the settingaside of.th action, alter-

,natively an assessment as if the taxpayer had used a straightforward
action rather than a roundaboutone, or, if either method would lead to an

unreasonable result, an assessment based on a reasonable estimate. In-

stead, it recommended an assessment based on the disputed action, ac-

companiedby a supplementarytax aimed at eliminating the improper tax

advantage. This proposal did not lead to legislative action.

The 1980 law had a sunset rule, first to apply after five years, end 1985,
then, in the course of the 1983 revision, extended to end 1993. In 1992,
once again with a non-socialistgovernment in power, the law was abol-

ished, effective from 1993, but with the law still being applicable to ac-

tions taken up to December 31, 1992. Following, the social-democratic
takeover in the fall of 1994, a bill, adopted by parliament, reinstated the
law effective July 1, 1995. Also, a new committee study was initiated
with a view to proposing a new wording of the law. The committee
would also deal with methods to fight avoidance, evasion, and fraud.15

14 Skattelyktsutredningen,SOU 1989:81.
15 There is a curious twist to this procedure in the dealings with the EC merger direc-

tive (90/434/EEC).In Art. 11 (1) (a) the directive gives a member state the right to

refuse to apply benefits under the directive if the merger etc. has as its principal
objective or as one of its principal objectives tax evasion or tax avoidance and
mentions the absence of valid commercial reasons as constituting a presumption
that the operation falls under this description. The non-socialist government that
removed the GAAR surprised the public by including a,version of this provision in
the merger law proposed (enacted as SFS 1994:1854, s. 25). In translation, the
Swedish text says about this:
If a procedure indicated in ss. 3-6, alone or in connectionwith other transactions,
by the-applicationof ss. 7-24 would imply an undue tax benefit for the taxpayer,
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It is of interest to notice that the bill proposing the reinstatementofthe
GAAR did not mention the argumentby Anders Hultqvistthat the law in

its proposed wording should be regarded as unconstitutional.16The Law

Council, three Supreme Court justices normally responsible for pro-

nouncing on the compatibility of new legislation with the constitution,
were not asked for their opinion27 The official reason was that the law

had already once passed the scrutiny of the Council. Another feature that

might or might not have been intentional was that-the bill was named for

some other, innocuous proposals (concerning certain information re-

turns), with the controversialGAARmentionedjust as inter alia.

Case law

The Use ofthe AdvanceRulingProcedure

The number of cases in which the GAAR has been tested is rather lim-
ited. Some of them are of the advance ruling kind, although it is most

certainly not the intention of the legislators to make the advance-ruling
institute a means of risk-free testing of tax avoidance schemes. The

authority issuing advance rulings in the first instance is entitled to dismiss
an application without appeal, and according to preparatory works ex-

pected to do so if it feels that the question raised is one of intended tax

avoidance. In other words, the advance ruling system should not be

abused by taxpayers presenting ingenious tax avoidance schemes for safe

testing.

and this is not insignificant,and can it be assumed that the tax benefit was a major
reason for the procedure, the latter sections shall not be applied to such procedure.
In the bill, signed by the new government, it is stated that the criteria proposed

are somewhat less restrictivethan those ofthe GAAR. The provision can be applied
at the assessment stage already, and it may also be applied by reopening the case,
without the regular criterion allowing this only if the taxpayer has given wrong or

insufficient information. The reason why this seemed acceptable was that the sec-

tion at issue was to be applied in the context of a law with limited application, con-

ceived as conveying an advantage to the taxpayers concerned.
'

16 See Hultqvist,supra note 1.
17 As mentioned below, the Swedish constitutional tradition leaves little if any room

for courts testing the compatibilityof a law with the constitution. An explicit such

right for the courts was not introduced until, in 1979, it was included in the new,

1974 constitution.With respect to measures taken by the governmentor parliament,
in other words all legislation in the narrow sense, the criterion for a court throwing
out the law is that it is obviously violating the constitution. Normally, the very
fact that the Law Council has not objected should be sufficient to confirm that the
violation ofthe constitution, ifany, was at least not obvious.
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Yet, in a number of cases advance rulings have been given and after

appeal confirmed by the Supreme Administrative Court, although the
fiscal side has maintained that they should be thrown out on the basis of
the GAAR. And what is more remarkable in this context: to save taxpay-
ers from potential surprises, advance rulings, otherwise issued only ifof

particular importanceto the applicant, need only be of importance for
a ruling to be issued, if the matter concerns the GAAR. The intention
behind this liberalization of the criteria for advance rulings to be given
seems to be that taxpayers with other intentions than avoiding tax, par-
ticularly those whose actions would not render them .liable to tax under
the GAAR, should be given reassurance in this respect.

Hultqvist'scase studies

In this section, use will be made of the study presented by Anders

Hultqvist in his 1995 dissertation on The Legality Princple in Income
Tax Law. Hultqvisthas analyzed some 20 cases resolved by the Supreme
Administrative Court from 1985 and on, in which the Court has referred
to the GAAR.,S Far from all these cases were won by the tax authorities,
but in several cases, anti-avoidance legislationwas later resorted to with a

view to stop the abuse.

Some ofthe cases were resolved in the negative because ofthe decisive
reason test. In one of these,19 a capital loss was recognized on a father's
sale of real property (below the cost price but above the assessedvalue of
the property) to his children, reference being made to the purpose the fa-
ther could have had to enrich his offspring. The law has meanwhile been
clarified to tighten this loophole.

Others were lost by the revenue authority because there was no tax ad-

vantage identified (for example, where real property was sold in two

steps, first cheaply to a closely held corporation owned mainly by the

seller, then onward at the market price to an unrelatedbuyer).20
The legislative purpose test was not filled, in some cases of partner

leasing, where in one case a corporation, in another a partnershiphad ac-

quired from a finance company assets already under (operational) lease to

third persons, and used the assets as a basis for depreciation, thus reduc-

ing otherwise uncomfortably large taxable .profits.21 The court found that

18 Hultqvist,supra note 1, at 399 et seq.
19 RA 1985 1:69.
20 RA 1990 ref 11.
21 RA 1992 ref211 and'II'.
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the. tax advantage was considerable and obviously a main niotive -for the

action. Yet, given the many other opportunitiesf consolidation by st-

ting off tax-free reserves, 'letting the depreciation allwances on leased

property reduce the taxable profits in these cases could not be seen s

violating any 'legislative purpose. The tax uthority even ,tried; in vain, to

make the Court quash the traditional twelve-monthsconvention, allowing
the purchaser of machinery and plant 'to take a full year's depreciation
allowance, as if the asset had'been kept throughout the year of acquisi¬
tion, rather than reducing the first year's depreciationpro rata' temporis.

In another case, the tax authority failed the legislativepurpOse test in an

operation, the nature ofwhich as a tax avoidance scheme was quite obvi¬
ous. The scheme was set up in connectionwith the coming into force Of
the law limiting deduction for advance interest payments to one year. A
partnership- in fact, 240 of them- was set up with the intention of

taking a substantial interest deduction for an interest ,payment made on

the last day before the coming into force of the new iaw. The shares in

the partnerships were later on to be sold at a loss. The Court found that
there was no basis for applying the GAAR to the us of .the lng-
establishedrule that a.partnershiploss, deductible to the:partner, does not

reduce his basis .for purposes of capital gains .tax when selling the share.22

(The'rule has now .been changed by legislation.) With respect to .the ad-

vance interest,.however, the Court foundthat.theallegedinterestpayment
could not be accepted as suchuntil such day when the debt had been1s¬
tablished. At that time, the new law limiting advance interest payments
had gone into force, and the dduction could be'reduced-accordingly.23
Hence, there'wasno need for applying the GA:AR.24

22 R 1994.ref-52 I and II.
23 SFS 1987:1203. ,

24 It should.be added here that on June 30, 1995, the Supreme AdministrativeCourt
deliveredjudgment in a whole series .ofpilot cases of the partnership kind. It was a

common line in all these cases.that the Courtsaw fit to deal withthemwithoutap-

plying the GAAR. Instead, the schemes of the taxpayers were largely quashed on

other grounds. For instance,'the Court applied'as a test for interest to be deductible,
that a real debt rlation must first have been established: Thus, a'huge antiipatory
interest paymntwsnot sen as having this character until' suh day, when 'there
was,a'cleardebt (ntjust a lorelentby the borrower to the lender), a day that fell
after the:stop-legislation,limiting.interestdeductions to' interestfor the curret year
only. Also, the Court saw fit to set aside as irrelevant a totally uneven andunjusti-
fied distribution of the results of a partnership in favor of a pro rata sharing. The
whole series of cases indicated that the Court saw the GAAR as a last resort and the
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The GAARwas not quitettoothlesss,however. In one casecasethe combina-
tion ofofaataxtaxeexeempt ccapital injeection ininaaneewly aaccquireedssubsidiary and

the useuse ofofthat ccaapital too finance aa taxtax deductible contribution from the

ssubsidiary too the parent was regarded asasviolating the purpose ofofthe legallegal
rules governingcontributionpaymenttswithin corporrate grroups..25 The lossloss

carry-'-forwarrd'rruleshave,nowbeen tighttenedto prrevent this.

In another casecasethe issueissuewas one ofofthe rulesrules intended toto stop dividend

stripping.2.6 The taxpayers tried too cleanclean outout aa realreal estatessaaee gain from aa

clossely-held company theey plannedpanneed toto sell. Theey would first sell the

property atatbook value too aa ssubsidiary and then letletthe ssubsidiaary sell the

prroperty at market value to the ofthe parrent, who would then sellsellat to owners

their shares in the parrent corporration before the gain had been taxed in

the ssubssidiary. Thus, there would be no gain accruing toto the parrent cor-

porration,just in the ssubsidiary, and hence, the dividend--strippingrule in

the form it then had would not apply. Accccording toto that rule, the full
amount ofofthe salessalesproceeds t the slesaleofofthe shares was taxable asas aa

ccaapital gain of the shareeholder, if, atatthe time ofofthe ssale, there were un-

taxed prrofits in ,the corporration ssold, following from the alienation of the

whole ororthe main part ofofthe corporration''sassets. The SuprremeAdminis-
trative Court dissapprroved, rreferrring to the legisllative purposse of the divi-

dend strippingprovisioons.
With this, we enter anan area where the interpretation ofofthe law isss stili

underunder dispute. At issuessssuee isis the queestioon whether the GAAR could oror

should be used totossupplement incomplettedrraftting ofanti--avoidancerrules,
sso--cliedstop legisslation..The issue came to the fore in 1990 and 1994.

In the first case,27 the issue was a clear--cut tax avoidance sscheine, aiming
atat estaablishing on the oneonehand an interest item, on the other aa capittal
loss. This was needed sincesincceeaa law ofof19821982hadhadlimiteed the deduction for 'aa

netnetdeficit under (ccurrreent) income from ccapital toto the regularregularincome taxtax

(at(at aa maximum rate ofof5050 percent), dissallowing such deductions for the

purposse of the prrogrresssive surtax. A taxpayer, who had realized aa capittal
gain, in contrrasst, could use aacapital losslossininfull againsstssucha gain, and if

he received an interest income.too make up for the capital losss, the net re-

sult was likely too givegveehim aa taxax aadvantaage. In 119886, leegislative action

regular instrumentsofofthe law asasclearly adequate too deal with the schemes,ataatissue.
See RA 19951995rer32-35.ef

25 RA 19891989ref31.ref31.
26 RA 19891989rerref83.
27 RA 19901990rereef1011011I andandII.
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was taken against the use of so-called yield-funds, used to achieve this
desirable combinationof interest income and capital'loss. Holders of fund
certificates would not be allowed to book as capital loss the loss they in-
curred by buying certificatesjust before the yearly interest was paid and

selling them just after. In the 1990 cases, instead ofthe yield-funds, spe-
cifically defined in the 1986 law, certificates in so-called dividend funds
had been used. The Court, nevertheless, found that the cases were in fact
identical with the yield-fund cases envisaged in the stop legislation, and

applied the GAAR.

In a more recent case,28 a similar operation had been undertaken with
the help of a corporationthat had sold its assets and had been restructured
to facilitate a massive distribution of profits preceding a loss sale of the

shares. The Court found that this type of transaction was different from
the type it had rejected in 1990. Apart from the 1986 stop legislation, the

legislator, while certainly knowing that transactions in shares often took

place around dividend day to arrange capital losses, had not acted. Hence,
there was no violation of the legislative purpose, and the GAAR did not

apply. One member of the Court dissented, stating that the share trans-

action was, ifnot identical, so in substantial respects at least similar to the

yield-fundscheme.29

The cases raised the issue, whether, once stop legislation has been en-

acted, the GAAR can be applied to supplement it. In the 1990 case, it can

be argued that the Court was rather tolerant towards a sloppyjob of legal
drafting. The 1994 case is not formally a reversal of the former case, but
those of us who criticized the 1990 case rightly or wrongly feel encour-

aged by the 1994 case.30

28 RA 1994 ref56.
29 There are those who feel that both these transactions could have been quashed by a

more restrictive interpretation of what constituted interest and dividends, respec-
tively. Having resorted to the GAAR in the 1990 case, however, the Court could

hardly change its approach and redefine the dividend payment in the 1994 case.

Yet, the dissimilaritywas sufficiently important to make the GAAR inapplicable. In
other words, according to this theory, if there had been no GAAR, it is conceivable
that both cases had been decided against the taxpayer.

30 In L Mutn, Lagstiftningens Grunder (The Legislative Purpose) (1992) Svensk

Skattetidning279, I criticized not only the avoidance scheme that I felt could not

stand the good old smell test, but also the tendency of the Court to show too

much understanding with respect to errors and omissions committed by the legal
draftsmen. After all, specific anti-abuse laws should not be read as if their legal
definitionsofforbiddentransactionsended by an and the like.
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The difference between the two cases is hardly striking, and there is at

least some reason to believe that the Court will be reluctant to extend by
analogy legal provisions having the character of stop legislation. Obvi-

ously, however, there is no legal prohibition against applying the GAAR
with reference to the legislative purpose of such a law, and in the 1983
reformulationof the rule, there were statements in the preparatory works

rendering support to such use of the GAAR. Time will show whether the
idea will prevail that the GAAR may be used to patch up omissions in

stop legislation, or whether the situation is such that the tax legislatorhas
to choose which horse to ride.

The answer to the question will, ultimately, depend on subjective val-
ues. Those of us who regard the rule of law, in the sense of the individ-
ual's safety against unlawful deprivation of rights and property, as a

value that overrides the fiscal interest in efficient taxation, will tend to

feel that stop legislation is. a better instrumentthan a GAAR, and that stop
legislation, once used, should be exclusively used rather than be used in
combinationwith a GAAR.

In Sweden, this attitude has certainly not been uncontested. Indeed, the

very word rttsskerhet(the same as the GermanRechtssicherheit,imply-
ing the safety of the individual against intrusion on his legal rights, com-

monly translated into English as the rule of law) is used differently by
different people. It is an old and commonly used argument from the po-
litical left that, in the tax context, it should be understood to include not

just the safety of the individual against unlawful actions of the fiscal

authorities, but also the assurance of the loyal taxpayer that he is not

abused and taken for a ride, whereas smarter people get away with tax

avoidanceschemes.

It should not be interpreted as negligencevis--vis the problems raised

by tax avoidance and evasion, when this mixed-up use of the word is op-
posed. It is most certainly possible to defend taxpayers' rights while at

the same time urging firm measures against tax avoidanceand evasion.

Since the case studies seem to show, however, that most cases will

eventually be dealt with through stop legislation, arid that other cases can

be satisfactorily resolved by using normal rules for interpretation of the
law and the facts, it is difficult to see the necessity ofthe GAAR. There is
no clear indication that the existence of the GAAR has turned the gener-
ally applied interpretation rules more restrictive; at least it seems obvious
that the Supreme Administrative Court prefers solving cases without re-

sorting to the GAAR. The GAAR may have a positive value in making
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taxpayers a bit less audacious in their scheming, and' in stopping some

transactions more quickly than. stop legislation could. Against this stand
two big negatives: one that the GAAR violates the principle of nullum
tributum sine lege, the other that the GAAR by its very existence threat-
ens to lower the standards of precision applied by the legal draftsmen.I

In other words, the GAARmay not just raise the issue ofthe rule of law,
but.it may be counterproductiveas well.

The ConstitutionalIssue

In his recent dissertation, Anders Hultqvist analyzes the constitutional
provisions under which the government's right to tax is exercised. He
comes to the conclusion that the constitution requires written law to be
the. basis for taxation. An interpretation by analogy will bring the tax

outside the realm ofconstitutional legitimacy.
The interpretation Hultqvist gives to the GAAR is that the legislative

purpos criterion implies a mandate to interpret tax laws by analogy.
Thus, the legality principle is violated and the GAAR is unconstitutional.

Sweden has no long tradition of courts testing the constitutionality of
laws. There was for a long time up to the adoption of the 1974 constitu-
tion an ongoing discussion among law scholars, whether the courts had
such a right or not under the 1809 constitution. All the proponents of a

US style constitutional review had to show,, at least as far as taxes were

concerned, was a case where the Supreme Court had taken up a taxpay-
er's claim that the 1947 estate duty (introducedover and above the inheri-
tance and gift tax and soon abolished) was a confiscation and not a tax.

The taxpayer lost, leaving little room for the constitutionalitytest theory.
In 1979, however, an amendment .to the new constitution opened the

door for such a test. Certainly, the door is not wide open: when it comes

to legal provisions issued by the national government or the parliament,
they can be set aside only ,if found obviously in violation of the consti-
tution. While the Supreme Administrative Court has, indeed, been ready
to throw out regulations issued by the central tax administration as

31 The principle, in English no taxation without legislation, was formulated by the
Swedish tax law professor Seve Ljungman in his Skattefordran och skatterestitu-
tion (Tax Claim and Tax Refund) (Almqvist & Wiksell, Uppsala, 1947). While
never officiallymade a tenet of the courts, it has played a major part in the writings
ofHelmers,Hultqvist, and others, where the problemofhow to deal with avoidance
and evasion has been dealt with. Most certainly, the same idea has been of impor-
tance in other countries as well.
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usurping the parliament's prerogatives, it has been less than adventurous
in dealing with duly enacted laws.32 It is therefore a bet against extremely
high odds thatthe Court would be ready to dismiss a reenacted GAARas

being unconstitutional.

Malpractice
The existence of a GAAR raises the issue of responsibility on the side

of those, who advise the taxpayers and invent the avoidance schemes.
There has been a good deal of mass fabrication of this kind of schemes,
and advisors have not always taken care to get in writing from the tax-

payers that they have been duly warned against the risks and will never

ever make the tax advisorresponsible.
The dividend fund case described above gave rise to a couple of such

malpracticesuits.33 In the first one publicly known, the Bank was able to

impress on ,the lower court that the investor had been fully aware of the

vagaries of the GAAR, and the court accordingly found him more or

less having the status of consenting adult- to have no recourse to the
bank to cover his costs of the ill-fated operation.34

In another case, the client had more luck in the appeals court, but much

to,the reliefofthe banking and cohsultingcommunity, the Supreme Court

32 The clearest case in point is R 1992 ref 10, where the Court had to deal with a

temporary wealth tax levied in. 1986 on life and pension insurance institutions.
The background to the law was that government economists felt that the yield on

insurance capital had been excessive in 1986, and that, to cool down the market,
government should seize some ofthe excess. The constitutionalprohibition against
retroactivetaxation precluded the use of an income tax for the purpose. Instead, the
tax law, hastily.decided and enacted at Christmas time, got the form of a wealth
tax albeit differentiated so as to.make,it,lower on the, capital life insurance funds

(the ,yield of which was subject to some income tax) than on pension insurance
funds (on the yield, of which the tax Was nil). A very large amount in tax was at

stake. The Court'had three choices, one, to declare the law unconstitutionalon ret-

roactivitygrounds and order the tax refunded, another, to declare the law unconsti-

tutional; but not obviously so, thus escaping the awkward refund order, and,
third, to accept the description of the tax as a wealth tax, the due date ofwhich fell
after Christmas nd thus implied no retroactivity. That the Court chose the third

line has been seen by some observers (such as myself) as accepting an avoidance
trick on-the side of the legislators that, if practiced by a taxpayer, would have pro-
voked, the use of the GAAR. As Holberg, .the Danish playwright, put it: When

Daddy is drinking, it is right!
33 RA 1990 ref 101.
34NJA 1994 p. 598. Linkpings tingsrtt (a local court), verdict June 23, 1993, DT

397.
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took up the case and took the bank off the hook, mainly because it had
been shown that the taxpayer in another context had been organizing a

meeting with an entreprenerialclub, at which of all people a representa-
tive of the bank he now was suing had had an opportunity of talking
about the anti-avoidance rule and the risks it involved for any ingenious
scheme to be thrown out.35

An Evaluation

It would be an ostrich-like attitude to deny the existence of tax avoid-
ance as a problem. There have been those who have described tax avoid-
ance as a necessary safety valve preventing excessive tax laws from

taking their full, detrimental effect.36 Yet, trusting tax avoidance to im-

prove on the tax system is trusting the fox to keep up good order in the

chicken-pen.
There is greater room for differences of opinion when it comes to

methods to deal with the problem.

Ideally, tax laws should be consistent, clear, and unequivocal,so as not

to open any loopholes. If, exceptionally, a loophole should be found,
swift legislative action should be taken with a view to closing the loop-
hole while at the same time guarding the consistency, transparency, and

simplicityofthe tax law.

Regrettably, not all tax legislation lives up to these standards. In Swe-

den, however, one can at least note a considerable improvement through
the great tax reform in 1991 and its follow-up. Virtually all the cases so

far resolved by the Supreme AdministrativeCourt with applicationofthe
GAARwould not need a GAAR any more to be properly dealt with.

Ideally, the' courts should be sources ofwisdom and good judgment. In
the exercise ofthese characteristics,the courts should do two things. With

respect to the laws, they should interpret them with a clear understanding
for the legislative purpose, tampered by an equally clear respect for the

legality principle. With respect to the facts, they should disregard sham

transactions,set aside empty constructionswith no other purpose than tax

35 This and other related cases are dealt with by A Baekkevold, Skadestndp grund
av rakstam skattendgiming (Damages for Negligent Tax Advice) (1994) Svensk

Skattetidning662. Compare also L Mutn, Sweden's Supreme Court Frees Bank in

MalpracticeSuit (1994) 9 Tax Notes International 1677.
36 The discussion ofthe issue at the 1983 IFA congress gave ample room to this point

ofviewone that is certainlynot shared by this author.
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avoidance,37 and yet show due respect for the taxpayers' claim to pre-
dictability and respect for the words ofthe laws.

Most court systems will be found wanting, when tested on this basis.
The world has seen examples of courts, sabotaging the tax system by
making unrealistic claims on .legal draftsmen and tax officials. Some of
them have been shunted out of the system altogether, thus illustrating the

veracity ofthe old saying summum ius, summa iniuria. Other courts have
bent in the direction ofthe fiscal authorities, dutifully assisting in clarify-
ing obscure laws and supplementingincompleteones, at the risk ofviolat-

ing the civil rights of the taxpayers, who have the right to expect respect
for the rule of law.

Finally, the tax administrationshould pay due respect to the rule of law,
both in safeguardingthe revenue interest ofthe authorities and in assuring
the taxpayers fair and objective treatment. If the tax administrationtakes
too relaxed a view of the evagion and avoidance going on, the result will
be that only those stupid enough or idealistic enough will pay, whereas
the rest will cheat. Ifthe tax administrationtreats every taxpayer as a po-
tential cheater, it runs the risk of making this preconceived idea come

true.

No fax administrationis flawless, either.

There are shortcomingsamong each one ofthese three pillars ofthe tax

system, the law, the judiciary, and the administration. Countries tend to

make up for the failures of one by putting more weight on another.38 To
take the case in point: if the law is deficient and the courts apply it as if it
were a pattem ofperfection, there is a temptation to let a GAAR make up
for the shortcomings of the law, and turn the responsibility to the courts.

and the administration.If the administration is weak and auditors gullible,
tax laws might have to be Draconian,whereas, ifapplied by a more com-

37 Note the word empty.A taxpayer's sole purpose of avoiding tax does not by itself
make his action void for tax purposes, if there are consequences (other than tax

saving) from his actions. A taxpayer abstaining from making an income out of re-

luctance to pay tax, is not taxed on the income he could have made. A dog-lover,
leaving the pet shop with a cat rather than a dog, because he hates taxpaying even

more than he hates cats, is not made to pay dog tax because his sole purpose in ac-

quiring the cat is avoiding the dog tax. After all, once the cat scratches him, he has
suffered other consequencesfrom his action than just avoiding tax.

38 Tllis summarizesL Mutn, Tax Law, Tax Administration, and Courts: the Need for

Harmonization, in Festskri/t till Per OlofEkelf(Norstedts,Stockholm, 1972) at

519-526;
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petent audit service, the law can leave more room for administrative

judgment.
There is no general rule spelling out for all countries at all times

whether a GAAR is needed or not. If the three pillars function reasonably
well, a GAARcould be dispensedwith. If there are serious malfunctions,
a GAAR will not do the trick either, and it might, indeed, aggravate the
situation. General principles for the interpretationof tax laws- or, to be

precise in the common law context, for the analysis of facts as well as the

interpretationof statutes may with benefit play the role intended for a

GAAR. Yet, if these principles jeopardize the rule of law by being car-

ried too far, a properlyworded GAARmay be better.

Hence, there is no common prescription at the end of this paper, just a

statement of the simple fact that there are many ways of skinning a cat,
and ample room for criticism, whichever one is chosen.
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CHAPTER 10

REDUCINGTAXAVOIDANCEBY

CHANGINGSTRUCTURES,PROCESSES
AND DRAFTING

Rt Hon Sir Ivor Richardson

Baackgrroound

My inaugural lecture inin 19671967 folloowin,g appointment asas aa taxax proofes-
sional toto aa chair .in the law school atat Victoria University of Wellington
was ononattitudes toto income tax avoidance. At that time IIwas fairly confi-
dent ofofthetheeaability oftheoftheeleegislature, thetheerevenuerevenueandandthetheejudiciary to strike

thetheeright balancebaaaancceebetween aacccceptable andandunacccceptabletaxax planning. The

leegislature traaditioonally exerts control ofoftaxax avoidancevooidancceethroough specialpeeccaal
andand geeneral anti--avoidancce provisions; thethee revenuerevenueadministration con-

,tributes inn aadministeringthose provisions and exercising disscretions; and

thetheejudiciaary isss expectedexpeecteedtoto strike thethee right balance between aacccceeptaable
andandunaacccceptaable taxax planningpannng throough its interpretatioon andand appliccatioon
ofoftaxax leegislatioon. Thirty years ononIIam notnotsosoconfident aboutaboutthetheeuseuseofof
anti--avoidanceprovisionsroovssoonssasas aa gooverning mechanism andandam inclined tooo

favour greaterreeaaerrreliance ononother means ofofideentifying and ccontrrolling taxaax

avoidance.

Inn recentrecentyearsyears thethee eeccoonoomic, socialsocial andand politiccal landssccape inin New

Zealand andandAustralia hashaschangedchangedmarkeedly. This hashasbeenbeenparticularly
true inin thethee lastastt 1010 yeears. There havehavebeenbeenmassive institutional changes,
changes in proocceessssees, and changes inn the nature and deegreee ofofgoveern-
ment involvement ininthe eecconomy. Above all arearechanges inn attitudees, in

thetheeway ofoflooking at thetheeeecconomy, at thetheefunctioningofofgovernmeentandand
at ssoociety. Throogh0outthetheeworld, ccapitalist andandformer ccoommunist, there

hashas beenbeenconcernconcernoveroverthethee effectiveness ofofpublic sectorseeccorrbureeaucraacies,
over thethee leveleveelofoftaxation and. thetheeeffects ofofincome taxesaxessononeeffort, sav-

ings, and economic growth andandbehaviour, and overoverthe suspected effects

of the welfare statestateonon individual initiative andandselfseelfreliance. The reform

prooccesssses havehavee alreeaady hadhad aa marked impaact onon thethee administration ofof
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government. Inevitably they have led to a questioning of the traditional
reliance on the exercise of state power through the administration of the
tax system coupled with dispute resolution through the courts as the
means of striking the balance between citizen and the state in protecting
the tax base and controlling tax avoidance. Inevitably tax administration
and the decision making of courts are influenced by the changed public
policies which have so affected other institutionsofsociety.

AcceptablePlanning or UnacceptableAvoidance

Whether the effective rate of income tax is 30%, 40% or 50%, some

taxpayers will utilise the advantages of the system so as to minimise the
total tax paid in respect of their productive efforts. In turn, drafters of tax

legislation recognise that, to an extent not met with in other areas, entry
into commercial transactions and the shaping of commercial transactions
will be influenced by the detail of tax legislation. Given that the legisla-
tion cannot anticipate and provide for every situation that may arise and
that there are obvious limits to the length and complexity of any statute
that has to be applied day in day out, a modified approach has been

adopted in Australia in large areas of tax law, as it has in a great many
other countries. It is to draft in some detail so as to reflect the policy un-

derlying the provision in the treatment of obviously distinct situations
calling for separate recognition; to repose discretions in or otherwise
leave the application of the provision in other situations to an officer of
the revenue; and to add specific and general anti-avoidnce provisions
designed to protect the tax base against unacceptable depredations of tax

planners.

Legislators, judges and other mortals have found great difficulty in
drawing the line between acceptable tax planning and unacceptable tax
avoidance. Put broadly, tax avoidance refers to arrangements and trans-
actions designed to achieve tax benefits other than those specifically al-
lowed for in the legislation. The object of general anti-avoidance
provisions is to protect the tax base and the general body of taxpayers
from what are considered to be tax avoidance devices. The legislation
recognises that.the Commissionercannot rely on market forces to provide
adequate protection for the public interest. In intra-faiiiily transactions
and self-dealing transactions that is clearly so. And in some apparently
arm's length transactions the steps employed to achieve the commercial
result may represent an accommodationby one party to assist the other's
tax position. Tax is a highly significant factor in business decision-

making and family property planning, and specific anti-avoidanceprovi-
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sions necessarily have limited impact. Against that background it is not

surprising that the legislature should raise a general yardstick by which
the line between legitimate tax planning and improper tax avoidance is to

be drawn.

The original Australian and New Zealand general anti-avoidance pro-
visions had major interpretationdeficiencies. Some ofthose deficiencies
were noted by the Privy Council in Mangin v Commissioner of Inland
Revenue1 and Challenge Corporation v Commissioner of Inland Reve-
nue} Even in Part IVA ofthe Australian legislation and s. 99 ofthe 1976
New Zealand statute (now s. BB9 of the 1994 Act), .formidable uncer-

tainties remain. The function of these sections is to protect the liability
for income tax established under other provisions ofthe legislation. The
fundamental difficulty lies in the balancing of different and conflicting
objectives. Clearly the legislature could not have intended that s. 99
should over-ride all other.provisionsof the Act so as ,to deprive the tax-

paying community of structural choices, economic incentives, exemp-
tions and.allowancesprovided by the Act itself. Equally the general anti-
avoidance provision cannot be subordinated to all the specific provisions
of the tax legislation. It, too, is specific in the sense ofbeing specifically
directed against tax avoidance; and it is inherent in the section that, but
for its provisions, the.impugnedarrangementswould meet all the specific
requirementsofthe income tax legislation.

The general anti-avoidancesection thus ,lives in an uneasy compromise
with other specific provisions of the income tax legislation. In the end
the legal answer must turn on an overall assessment of the respective
roles of the particular provision and the general anti-avoidanceprovision
and of the relationship between them. That is a matter of statutoiy con-

struction; the twin pillars on which the approach to statutes mandated by
s. 5(j) of the New Zealand Acts Interpretation Act 1924 rests are the
scheme of the legislatio and the relevantobjectives ofthe legislation.

There are two obvious limitations to the scheme and purpose approach.
First, it is obviously fallacious to assume that revenue legislation has a

totally coherent scheme, that it follows a completely consistent pattern,
and that all its objectives are readily discernible. There is force in the
thesis that in many respects the tax base isso inconsistentand contains so

many structural inequities that a single general' anti-avoidance provision

1 [1971] NZLR 591.
2 [1986] 2 NZLR 513.
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such as s. 99 cannot be expected to provide an effective measure by
which to weigh the exercise oftax preferences.3

The second is the uncertainty arising from differing judicial perspec-
tives and differing administrativeapproaches. They reflect differing per-

ceptions of morality and reality. On one view taxes are enforced
exactions and everyone does right in so arranging one's affairs as to get
them as low as possible.4 Anotherview is that tax arrangements are often
sterile or unproductive in themselves (except perhaps in respect oftheir
tax advantages for the taxpayer concerned) and also have social conse-

quences that are contrary to the general public interest.5 There is a vast

literature concerned with the morality and fairness of taxation and tax

avoidance. Perceptions differ. But, if there is agreement on nothing else,
there is at least a widespreadrecognition,that the New Zealand.taxsystem
rests very substantially on voluntary compliance which in turn depends
on widespread agreement that the system operates fairly and efficiently
over the whole community.

JudicialApproaches

Arguing tax cases in the different climates of the New Zealand courts

and the Privy Council brought home to me years ago how much judges
are affected by their particular environment. So did preparing new tax

codes for other countries. Even within the same environment, traditional
attitudes and hence judicial approaches may change over time. Witness
the sea changes in the approach of the High Court of Australia to s. 260
in the pre-Barwick, Barwick and post-Barwickyears. The interpretation
approach taken inevitably depends on judicial attitudes and the percep-
tions judges have of communityvalues, as well as on any statutory direc-
tives.

Even with those limitations, trying to discern the scheme and purpose
of the legislation is likely to provide the legal answer to the relation be-
tween general anti-avoidance provisions and other provisions of the Act
that best reflects the intention ofParliamentas expressed in the statute. It

may also allow for the countering of what is perceived to be tax avoid-
ance without any resort to the general anti-avoidanceprovision. Hadlee v

3 See GJ Harley, Structural Inequities and Concepts of Tax Avoidance (1983) 13
Victoria UniversityofWellingtonLaw Review 38.

4 Judge Leamed Hand in CommissionerofInternal Revenue v Newman (1947) 159
F.2d 848.

5 Elmiger v CommissionerofInlandRevenue [1966] NZLR683, at 686.
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CommissionerofInlandRevenue6 is a striking example. Like the noted
Australian case of Federal CommissionerofTaxation v Everetf it con-

cerned dealings in interests in an accountancy partnership. In a narrow

sense it hinged on the meaning to be given the word derived. The legal
answer involved a wider approach which assessed the scheme and policy
of the legislation. The resulting conclusion was that income from per-
sonal services was derived by the person who performed the services
even though he had assigned the future income so that in property law
terms he never owned it.

In other jurisdictions courts have relied on other approaches in deter-

mining whether to recognise transactions as tax effective. In terms of the
business purpose requirement, well established in American jurispru-
dence, the absence of any legitimate commercial purpose for incorpora-
tion of the entity or for a particular transaction by an existing entity
requires refusal of recognition for income tax purposes. This concept is
not without its difficulties and the literature on the subject is enormous.

As Surrey explains:

Thus, in some areas the Code provisions themselves are understood to

establish new business norms though those norms are motivated by the
tax result. But other provisions, such as the interest deduction or the

provisions turning on the presence of 'debt' as opposed to 'equity' . . .

must be understood as written only for those transactions whose busi-
ness or economic norm or motivation is not derived from the tax law.
This combinationofthe existenceofa rule permittingtransactions to be

disregardedbut uncertaintyas to when the rule will be applied has an in

terrorem effect that dampens the enthusiasm of some would-be ma-

nipulators but prompts others to take a chance where little is at risk if
the scheme fails.8

The business purpose test reflects an attitude towards the rights of in-
dividuals that in civil law jurisdictions finds its expression in the doctrine
of abuse of rights. That doctrine limits an individual's rights over prop-
erty in order to protect the interests of his or her neighbour. In taxation
law the same principle provides a technique that may be used to subordi-
nate to the interest ofthe State as a tax collector the liberty ofthe individ-

6 [1991] 3 NZLR 517; [1993] 2 NZLR 385.
7 (1980) 143 CLR440.
8 S Surrey, Federal Income Taxation Cases and Materials, 2nd ed. vol. II (1980)--

at 675-76.
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ual to choose otherwise effective legal forms through which to channel

income-earningactivities.

In Stubart InvestmentsLtd v The Queen9 the Supreme Court of Canada

refused to follow that path. It firmly rejected the proposition that any
transactionmay be disregarded for tax purposes solely on th basis that it
was entered into by a taxpayerwithout an independentbona fide purpose.
The Court considered it more appropriate to turn to an interpretation test

that would provide a means of applying the Act so as to affect only that
conduct of the taxpayer which has the designed effect of defeating the

expressed intentionofParliament.10And the rise and partial decline ofthe
fiscal nullity principle in England demonstrates the problems of varying
judicial perceptions of tax avoidance and approaches to avoidance ar-

rangements.

Which legislative and judicial approaches are appropriate in defining
tax avoidance and then countering it must depend on the perceptions that

legislators and judges have of community values and attitudes in their
own society. It is not for me to express any views about that. But, based
on my own experience, I have become less sanguine about the capacity of
the New Zealand tax system to control economic behaviour. As a result I
have come to the view that there should be less emphasis on the invoking
of anti-avoidance provisions and on essentially discretionary judgments
by tax officials and the courts as a control mechanism, and that there
should be more emphasis on reducing incentives for tax planning, on

changing the drafting approach, on restructuring the tax agency and on

reorganising the tax collecting system to recognise and reflect central
features oftax collecting.

Features ofTax Collecting
The starting point, at least from a New Zealand perspective, is to iden-

tify the special features of modem tax collecting that affect tax avoid-
ance. The recent Organisational Review of the Inland Revenue

Department,whose recommendationsare currently being implemented in
New Zealand, identified seven features having major implications for tax

administration generally. Rephrased to reflect the focus on tax avoid¬

ance, they are set out below:

9 (1984) 10 DLR 4th 1.
10 See Felesky & Jack, Is There Substance to Substance Over Form in Canada, in

Report ofProceedings of the Forty-Fourth Tax Conference, 1992 Conference Re-

port (Toronto, CanadianTax Foundation, 1993) at 50:1.
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1. Taxes are imposed by Parliament. The tax administrator quantifies
the statutory liability and constitutionallyneither the tax administratornor

the Government can simply suspend the operation of all or part of those
laws.

2. The resources available to the tax administratorfor the determination
ofthe taxes ofall taxpayers, and the collectionof those taxes, are limited.
The tax administratormust make decisions as to the managementof those
resources.

The New ZealandReport saw the primary objectivefor the tax admini-
stration as being to collect over time the highest net revenue that is practi-
cable within the law having regard to the resources available to the

Department, the importance of promoting compliance by all taxpayers
with the tax acts and, in that connection, the compliancecosts incurred by
taxpayers. Over time indicates the obvious need for the tax administra-
tion to balance short term and long term implications of possible man-

gement strategies and highest net revenue means actual revenue less
administration(collection)costs.

3. The principle ofvoluntary compliance, coupledwith appropriate en-

forcementaction, is central to efficient and effective tax collecting.
There are two aspects ofparticular importance. First, taxpayer percep-

tions of the integrity of the tax system are crucial to maintaining volun-

tary compliance. Taxpayerswant assurancethat the applicationofthe tax

law to individuals is free from political influence. Taxpayers have to feel
that their own affairs receive impartial treatment, that the affairs of others
are treated impartially and that the rights ofthe individual are upheld.

Second, tax administration structures and processes and the culture of
the organisation should focus on the taxpayer as a customer. So too

should tax legislation. Policy developmentand legislative drafting should
promote the central strategy of voluntary compliance by taxpayers and
efficient.ahdeffectiveperformanceby the tax administration.

4. Ultimately, the Minister is responsible to Parliament for the tax ad-
ministration. Accordinglythe Minister must have the power to direct the
ChiefExecutive/Commissioneron any matter relating to the operation of
th tax administration in accordance with, and subject to, the relevant
statutes.
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The New Zealand OrganisationalReview and the Report of the Com-
monwealth Parliament Joint Committee of Public Accounts, An Assess-
ment ofTax both emphasisedthe Minister's accountabilityrequirements
and the need to protect the integrity of the tax system against improper
use of the powers of direction. To protect the integrity of the tax system
the Commissionermust exercise totally independentjudgment on the tax

affairs of individual taxpayers and on the interpretation of tax law; and

any Ministerial directions should be confined to the administrationof the
tax legislation consistently with public finance, human rights and any
other relevantstatutes.

Reflecting the recommendations in the New Zealand Report, the new

section 6 of the Tax AdministrationAct 1994 as enacted by amending
legislation in April 1995 spells out the duty of Ministers and officials to

use their best endeavours to protect the integrity of the tax system s that

expression is expansively defined; s. 6A confers care and management
authority on the Commissionerin meeting the goal ofcollectingover time
the highest net revenue that is practicablewithin the law; and s. 6B pro-
vides for and limits Ministerialdirections to the Commissioner. The new

sections appear in Attachment 1.

5. In the discharge of tax collecting functions the tax administratorhas

responsibilitiesto Parliament, to the Government/Ministerand to the tax-

payers.

6. Modern technology enables the great bulk of taxes to be collected

using a data processing operation, supported by the judgment of tax offi-

cials, that reconciles any tax collected at source with the self-assessed
returns oftaxpayers and identifies non-compliers.

Modem tax collecting involves three different but related functions. In
the first place it is a massive, largely automated data processing opera-
tion, akin to that of a bank or insurance company. Most taxpayers have
less personal contact with the tax department than with their local petrol
station.

To run that side successfully requires a different focus and different
skills than under the second function, adjudication and enforcement, and
the third function, policy development and review. The conclusion
reached in the New Zealand Report was that these three functions of tax

Australia,An AssessmentofTax (AGPS, Canberra, 1993) ReportNo 326.

334



collecting, which are fundamentally different and require different skills
and processes, should be the subject of separate structural focus.

7. The tax enforcement function ensures, so far as possible, that tax-

payers comply with their obligations. Within this function the tax ad-
ministration exercises an independent judgment in investigating and

quantifying obligations of particular taxpayers and collecting their taxes.

It embraces adjudication, rulings and technical interpretation. The role is
different and high level technical skill is particularly important.

Drawing on these features ofmodem tax collecting, it is not difficult to

identify steps that may significantly reduce problems in countering tax

avoidance. These steps may be grouped under the headings ofpolicy de-

velopmentand implementation,structures and processes.

PolicyDevelopmentand Implementation
The New Zealand OrganisationalReview identified five main concerns

in relation to tax policy development. First, the complexity of.the subject
matter and its potentially significantsocial and economic impacts necessi-
tate close consideration of issues of strategy and detail. Second, at both
ministerial and departmental level the roles and accountabilities at each

stage ofthe policy developmentprocess should be clearly defned. Third,
the tax policy developmentprocess should ensure that strategic issues and
issues of detail are dealt with in an appropriate sequence, at appropriate
levels and in appropriate forums. The process should give sufficient

weight to the developmentof clear strategic direction and links between

macro-economic, fiscal and revenue objectives as a pre-requisite to the

development of a policy work program. The process should also allow
for adequate and timely contestability. That requires effective external

inputs in a developmental role and full attention to compliance consid-

erations, administrative feasibility and costs, and broader economic im-

pacts. Fourth, there are always concerns as to the quality of policy
formation. Fifth, the basic structure of tax legislation does not reflect the
realities of contemporary tax collecting and the traditional legislative
drafting approach is unsatisfactory.

The New Zealand Government has adopted the Generic Tax Policy
Process (GTPP) recommended,by the OrganisationalReview. Protocols

apply between the ministers and between the chiefexecutives of the two

policy departments, Treasury and Inland Revenue. The GTPP is a 16

step process divided into what are termed strategic phases, tactical
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phases, operational phases, legislative phases and implementation and
review phases. An outline ofthe GTPP is annexed as Appendix2.

It has three main objectives: to encourageearlier, explicit consideration
of key policy elements and trade-offs; to allow for substantial external

input in order to increase transparencyand to provide for greater contest-

ability and quality ofpolicy advice; and to clarify the responsibilitiesad
accountabilitiesofparticipants in the process. The description generic
recognises that it may not be appropriate in all cases to follow right
through the process. It is a yardstick and a discipline on all concemed,
and anyone seeking a shortcutshould do so aware ofthe risks involved.

For present purposes it is sufficient to note four features of the GTPP.
The first is the focus on strategic planning in tax policy developmentand
in maintaining linkages with the strategy in subsequent phases of the

process. Strategic consideration relevant to tax policy begins at the
overall economic level. Having set that overall strategy, the Government
can then adopt a fiscal strategy that is supportive of those goals. Next,
the revenue strategy focuses on determining and working through the
Govemment's preferred way of meeting the need for tax revenue as ex-

pressed in the fiscal strategy. And those three strategic phases also re-

quire reconciliationwith the Government'ssocial and other objectives.
The tactical phases of the GTPP are intended to set the ground rules

for subsequent developmentofpolicy, giving effect to the Govemment's

major strategies. The operational phases include detailed policy design.
While the legislativephases follow the conventionalpattern, the sequenc-
ing of policy development and the emphasis on extemal contributions

throughout the process, and particularly at the early stages, should facili-
tate the legislative process. And the implementation phase obviously
should include implementation of computer and people-based systems,
staff training, taxpayer/practitionercommunicationand education and en-

forcementstrategy.

The second feature for present purposes is the systematic review of

legislation and the identificationof remedial measures. It is budgeted for
and carried out as part of the work program.

The third feature noted a moment ago, is the external input and consul-
tation throughout the process. That is contemplated at the green paper
stage where policy options acceptable to Government are being devel-

oped and considered, at the white paper stage where detailed design is-
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sues.are consiidered, duriing the llegissllative drraftting phasse, durring the se-

llect committeesttage, and in the posst--implementtatiion.rreviiew.
The fourth feature isis the emphasis on cost 'benefit aanalysses durring the

various phasses. The sttarting point isis always the calculation of ttottal eco-eco¬

nomic costs. The three types of costscosts are conventionally referrred toto asas

administration costs iincurred by the tax agency, complliiance costts in-

curred by ttaxpayers, and economic or deadweiight costs that affect the

overall efficiiency of tthe economy. Cost benefit analysses should explic-
itly address those cossttss, the contribution of the partiicullar polliicy tto the

acchieevement of sstrrategic objectives and also the impact on socialsocialobjec-
tives, considerations of simplicity and certainty (for ttaxpayerrs) and im-

pllementtationconstrrainttss.

The tax polliicy choice ittself effectivelly dettermines the levels of theo-
retical revenue and deadweight losses and has a strrong influence over the

leveils of compllianceand administrationcostts. That makes itttali the more

iimporttant to address complliiance costts, allong with other costts, at every

ssttage ofthe tax policy developmentprrocesss.

There arearetwo reasons why the cost of compliance isis a critticai issue for

ttax polliicy and tax administtrrattiion. High compliance costs can have seri-

ous effects on the economy when they iinfluence decisions on emplloy-
ment and economic growth. They are also important because of their

pottentiiallly detrimenttal effect on volunttarry compliiance. Those conssiiderra-
tiions are relevant both in the polliicy devellopment prrocesss and in the de-

siign and devellopment by the ttax administration of operrational
procedurress.

Clearly policy devellopment and the dessign of business and manage-
ment prrocesssses, rrellatiionsshipss, sttrattegies and culture within the Tax De-

partment should include as a matter of courrsse an assessment of ttax

avoidance iimplliicattiions. What sscope isis left for tax reduction or tax shift-

ing How much room need be left What isis the pottentiial lloss tto the

revenue both in immediiatte economic cost tterrms and indirrectly thrrough
likely impacts in the long run on .the centtral strrategy ofvolunttary compli-
ance Are there any better policy Or managementoptionss

Poliicy Impllementtattiion:LegiissllattiveDraftiing
There are two majjor probllems with New Zealland''s prressent income tax

llegisslatiion. II.susspect simiilar prroblems exiist in many other juriissdiictions.
One isis its dessign defectts. Its design does not meet modem requirements
of ttax collecting; it isis defiicient in two majjor rresspects. The basiic New
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Zealand legislation dates back to 1916. At that time the tax liabilities of
the limited number of taxpayers were individually and manuallyassessed
in a rudimentary way. In ihe world of the 1990s the great bulk of tax-

payer supplied informationand the receipt of tax payments are processed
in purposebuilt largely automatedcentres.

Because the basic legislation was designed in the horse and buggy age
it does not adequately reflect in its central provisions two critical features
ofmodern tax collectingnoted earlier. One is the central strategy ofvol-

untary compliance coupled with appropriate enforcement. The other is
that the Commissionermust determinehow best to deploy the limited re-

sources available for tax collecting purposes. Thus the New Zealand

legislation does not differentiate between semi-automatic acceptance by
the departmentof taxpayer returns falling within particularparameters on

the one hand and decisions following investigations on the other. Both
are called assessments. In addition, in tax legislation designed for the
current era, adjustments made to taxpayer assessments following receipt
of further or correcting material should not be treated as the allowance of

objections. In short, the operation of the data processing system is quite
different from an individual adjudicationsystem. Yet the present legisla-
tion assumes there is no difference. Again, the legislationhas never dealt

coherently with taxpayer services. The same is true of taxpayer audit.

Legislative deficiencies in these important areas of tax administration
have caused particular problems for the courts in various judicial review
cases involvingchallenges to departmental investigatingtechniques.

Various specific additions over the years to the machineryprovisions of
the legislation have been no substitute for the lack of a cohesive set of

provisions reflectingmodem tax philosophyand practice.
The other design deficiency is that layers and layers of major changes

and new regimes have been added on over the years without any attempt
until recently to re-order and re-write the legislation in a coherent form.
The 1916 statute ran to 43 pages and covered both land tax and income
tax. The 1993 income tax reprint occupied 2038 pages and the new 1994
Acts total over 1700 pages. In Australia the .legislation grew from 126

pages in 1936 to over 5000 in 1993.

The second major problem in interpreting the present income tax legis-
lation is the traditional drafting approach. Certainty and precision are

sought through the detailed expression of policies in the variety of com-

plex circumstancesin which they will operate. Too often the intent is lost
or blurred in a legislative fog. As between Parliament and, the courts
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there is in effect a reversal of roles. Parliament is pre-occupiedwith de-
tail. Then, when problems reach the courts, the judges may take a big
picture approach and try to establish the purposes and principles that were

intended to apply.
The Commonwealth Parliament Joint Committee of Public Accounts

found that there were similarproblems in Australia. Itconcluded:

As possibly the most important piece of economic legislation in Aus-

tralia, the Committee found the Act was in desperateneed of a compre-
hensive overhaul. Not only has the Act developed into a complex and

incomprehensible mass of convoluted, legalistic and pedantic provi-
sions but, most importantly, the uncertainty of its meaning acts as a

positive detrimentto the welfare ofAustralia.12

It recommended what it described as a priority simplification redraft
within two years and the full simplificationof the Actwithin five years.13

The first step taken on the New Zealand side of the Tasman was the

re-organisationof thelegislationto follow a coherentpattern, but without

any substantive amendments. The Income Tax Act 1994 replaces the
1976 statute. It begins with a statement of the core provisions and con-

tinues in successive parts with income further defined, deductions further

defined, timing of income and deductions, apportionment and recharac-
terised transactions, avoidance and non-market transactions, treatment of
net income of certain entities, assessment of income and treatment of

losses, surcharges, rebates, credits, tax payments, withholding taxes and
taxes on income of others, and definitions. There are subtitles within
each part and the individual sections follow a logical sequence. The al-

pha-numeric numbering system locates each section in its appropriate
part and subpart and is designed to facilitate incorporatingmajor and mi-
nor amendments in logical sequence.

Alongside the Income Tax Act 1994 are the Tax Administration.Act

1994 and the TaxationReviewAuthoritiesAct 1994.

The re-ordering of the legislationwill provide the base from which the

re-writing of the legislation can be carried through. In that process the

adjudication and administrationprovisions will also be reviewed and up-
dated. The New Zealand re-write is expected to be completed in five

years.

12 Id. at xviii.
13 Id. at para 5.38
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The drafting approach to be followed in both the re-write and in

amending and new tax legislation is intended to seek greater simplifica-
tion and clearer expressionofthe intent ofthe legislation.

The literature on.tax simplification is becoming a cottage industry. But
it demonstrates that the drafting problems are quite complex. A tax sys-
tem has to be sufficiently robust to function effectively and fairly in the

sophisticated international economy. All the elements cannot be ex-

pressed in a few short sentences. And the framers of the legislationneed
to know the user groups involved. Large specialisedareas of the tax sys-
tem are important to special groups of taxpayers, their advisers and the
administrators involved, but are largely irrelevantto the great bulk of tax-

payers. Thus some areas, such as accruals and international regimes, re-

quire the development of fairly detailed rules. No one suggests simply
providinga purpose statementand a set ofprinciples.

The design of the tax system is very important. Governmentshere and
overseas have struggled with design problems. Simplicity of expression
is recognised as one of the criteria of a good tax system. And sentence

length is an indicator of readability and comprehension. An empirical
study of the readability of New Zealand income tax and goods and serv-

ices tax legislation was recently carried out by Tan and Tower.14 The

study revealed that the average sentence length of the survey sample was

135 words.

I would prefer to see much greater reliance on statements of intent and

principles and governing rules. The amount of detail must depend on the

complexity of the subject matter and the degree of sophisticationof pol-
icy development. But, whether the design features are simple or com-

plex, the drafting should, I suggest, prefer plain words, short sentences,
use of the active voice and the present tense. Let me mention two strik-

ing New Zealand examples ofwhat can be done. One is the redraftingby
the Working Party on the Re-organisationof the Income Tax Act 1976 of
the core provisions. That was done in 14 simply expressed sections and
five pages of legislative text. The other is the recently enacted legislation
on binding rulings. Both are models of what can be done with a plain
English approach.

There will always be difficulties in applying tax legislation in marginal
cases however the statute is drafted. In borderline cases clear language

14 Tan & Tower, The Readability of Tax Laws: An Empirical Study in New Zealand
(1992) 9 Australian Tax Forum 355.
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andandstructures andandclear statements ofofintent will facilitate understanndinng
andandresolutionofofthetheeprooblem. Thinking backbackover thetheeyeears inn thetheeCourt

ofofAppeeal, IIam suresurethatthattininmany casescasesthethee interpretatioonprocessprocesswould

havehavebeenbeenmuch easier hadhadaa different drafting approachpprooaacchbeenbeen aadoopteed.
And IIdodonotnotacceptcccceptthetheeargumentthatthattit is necessarynecessarytoootry tooocover every
situation sosoasastoooproomote immediate ccertainty. Immeediate, the argument
gooes, becausebecauseit takes too loonng to have problems that may emerge dealt

with bybythetheecourts. Unfortuunately that drafting approachpprooacchtends tooo bebede-

structive oftheof theevery ccertainty itfavours.

What is evenevenmore importaant thanthaan drafting for marginal casescases is this.

Tax legislatioon oought tooobebeeasyeasyto administer andandto ccoomply with ininthethee

greeat mass ofofcasescasesnot near the borderline. Coomprehension prooblems
must havehaveaadirect beating ononthetheedifficulties ofofapplyingppyinggthethee leegislatioon,
andandsosoononccoompliancce andandadministrationcosts. There the key is the clar-

ity oftheof theeintent andandoftheof theestylestyeeofofdrafting.
The New Zealandproject team is develooping draaftingguiddelines for the

task ahead. They face two further problems. One is the tenndenncy ofofpast
law drafters to. expressexpressfunctions ofofthethee Commissionerandandmies relating
totothetheecalculationofoftax ininthetheelanguageangguaaggeeofofdiscretion. Currently there areare

many hundreds ofofreferences tooothetheeCommissionermay,may,,ininthetheediscre-

tion ofofthetheeCoommisssiooner,asasthetheeCommissionershall think fit, ififthethee
Commissioneris satisfied andandsosoon. On annalysis aalarge number ofofthe

provisioons are notnottrue poowers atatali. TheyThey reequire thethee oobjeective ascer-

tainment ofoffacts from which particcular conclusionscoonccussoonssfollow. They do notnot

reposereposeanyanydiscretion ininthetheetaxax administrator. That reflects thetheefirst spe-
cialcaal feature ofofmodem taxax ccolleecting noted, eearlier, namely that taxesaxess are

imposed bybyParliament andandthe tax administrationquantifies the stattutory
liability. SuchSuchprovisions should notnotbe. expressedxpresseedinnn the lannguuage ofof

poowers. A changechangeofthatof kind ininthetheedrafting approach would also better

reflect taxpayers'aaxpayerss' sensesenseofofentitlements andand enhanceenhancevoluntary ccoompli-
ance.

The secondsecondspecial prooblem inindevelopingdevveeooppnggdrafting guidelines is that thethee

present draftiing approoach andandterminnoloogydodonot distiinguishadjuudication
from management. With aa view tooo eemphasising thatthatt difference andand tooo

alloowing for the clearclearsseparatioon ofofthetheecommissionerandandchief executive

roles, soso far asaspraacticcable, the OrgaanissationalReview recommendedthatthatt
thetheedistinctive functions andandpowers ofofadjudiccatioon should bebeidentified

andandreflected ininthetheedrafting. Proogress down that patth ofofprovidinng the

clearestceearesstandand most praacticcal expressionexpressssoon ofofthethee aadjudiccatioon function andand
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powers for tax collectingpurposes may facilitate eventually splitting data

processing covering the great bulk of tax collection and the applicationof

indpendentjudgmentto the quantificationofthe tax of limited groups of

taxpayers, ifthatproves desirable and feasible.

StructuralFocus for Adjudication
The effectivenessof tax administrationboth in terms of revenue collect-

ing and for voluntarycomplianceacross the board requires that the affairs
of all taxpayers, including those minded to minimise their tax payments,
be dealt with competently, efficiently and fairly. To achieve that objec-
tive there must be an adequate focus on the correct and impartial applica-
tion of tax law to the affairs of individual taxpayers and the development
of the necessary skills to ensure that this takes place; adequate quality
control procedures in the determination of liability of individual taxpay-
ers, particularly where that determination is likely to be contentious or

occurs in an adversarial context; and the ability to target resources at

those high profile areas in a transparentway.

The role ofadjudication is thus to provide that focus; and the restructur-

ing of the New Zealand Inland Revenue Department will reflect that,
subject to some qualifications. The adjudication group (less than 100

persons) will have responsibility for producing taxpayer-specific and

general rulings and for that final judgmental function primarily in con-

tentious cases where taxpayershave been audited.

Concentration on technical expertise at the point of assessment and

rulings should promote a right first time philosophy and facilitate the ef-
ficient and effective discharge of the Commissioner's tax collecting re-

sponsibilities.
StructuralFocus for Operations

Tax operations may be organised on a revenue type, operational func-
tion or customer segmentation basis or, as is common in many tax ad-

ministrations, a mixture of all three. Many organisations in both the

public and'private sector increasingly accept that the critical and strategic
issue they face is identifyingthe needs oftheir customer base and manag-
ing relationships with their customers. A tax department crucially de-

pendent on a central strategy of voluntary compliance must have a

customer focus. It must have adequate understanding of the businesses
and other income earning activities in which its taxpayers are engaged.
Just as the Australian Tax Office is moving to increase its customer fo-
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cus, so too the operations unit ofthe New Zealand departmentwill have a

particular focus onmeetingcustomerneeds.

The department's activities can be broadly grouped into two types.
Front room activities are those in direct contact with external custom-

ers. These are the activities where a segmentationbased structurewill be

most useful. Back room activities are those operational functions and

processes- including the work of the processing centres- that support.
the front room. These functions will mainly be organised around work

flows rather than segmentation (i.e. as work is organised in processing
centres now).

Recognisingthe differences between front room and back room activi-

ties and organising around those differences support two of the key prin-
ciples. A segmented front room structure supports the principle of
customer focus. A back room concentratingon high volume information
and revenueprocessingsupports the principleofefficiency.

One example of the successful use of a segmentationbasis of organisa-
tion is the Inland Revenue Department's corporates group, which com-

bines design and delivery functions for large corporates. Each corporate
now has its own Inland Revenue Department account manager. Instead
of simply providing some taxpayer services and carrying out audit func-

tions and investigations in respect ofprevious years, the corporates group
is able to confer with taxpayers on a regular basis in regard to current

year activities and tax returns. That facilitates facing and averting or re-

solving disputes at a working level rather than simply storing them up and

disputingpost-yearreturns years later.

Segmentation of other taxpayers is intended to foster greater focus on

customer needs through the provision of differently tailored services and

the effective provision of generic services by specifically trained staff
with greater industry and segment awareness and knowledge. It is pro-

posed that the segments in addition to corporates around which the op-
erations will be structurally organised will be business and individual

(represented by a tax practitioner), business (not represented by a tax

practitioner), individual (not represented by a tax practitioner) and child

support.

The SignificanceofProcesses

A crucial issue at the heart of tax collecting- and ofthe timely identi-
fication of tax liability and tax avoidance- is what is expected by and

from taxpayers and the tax administration. Increased understanding by
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the revenue ofthe taxpayer's business andother income earning activities
should both enhance voluntary compliance and facilitate any necessary
enforcementaction.

Much depends on the design and delivery of assessment and dispute
resolution processes buttressed by other processes designed to encourage
voluntary compliance. They should encourage the Commissioner to ap-
ply appropriate resources to getting assessments right in the first place;
encourage the taxpayer to disclose all relevant information to make that

achievable; and encourage both the Commissioner and the taxpayer to

resolve any disputes that remain fairly, efficientlyand expeditiously. The
all cards on the table approach at the pre-assessmentstage supportedby
appropriate evidence exclusion provisions for withheld material, with a

separate adjudication of liability in potentially contentious cases, and
with direct access to the High Court and the Taxation Review Authority
to challenge assessments (thereby treating tax as commercial litigation),
are designed to deal with what are in New Zealand deep seated problems.
This system is designed to change the conventional approach to tax liti-

gation, which has produced far too many unsatisfactoryresults and results
destructive of the very voluntary compliance on which the system de-

pends.
I suggestedwithoutexplanation that the assessmentand dispute resolu-

tion process should be buttressed by other processes designed to encour-

age voluntary compliance. Binding rulings are part ofthe package. They
enable taxpayers to obtain confirmationof.their tax positions. Disclosure
rules are another part of the package. A third element is the setting of
standards required of taxpayers and sanctions for various grades of tax

avoidance. To avoid penalties it is proposed that taxpayers generally
should be required to have a reasonably arguable position when self-

assessing their tax liabilities. Establishinga reasonably arguable position
will be based on an objective application of the law to the relevant facts.
Finally, a comprehensive interest regime should provide an incentive to

both taxpayers and the revenue to ensure any disputes are resolved as

quickly as possible.
The development of close working relationships between taxpayer and

tax officer, ,the ability to obtain rulings on transactions,proper disclosure
rules and defined taxpayer standards should together reduce the need and
desire of taxpayers to commit themselves to what might later be labelled
as tax avoidance.
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Conclusion,

Tax administrators and prrofesssiionalls have cussttomarilypllaced great re-

liance on three means of counterring tax avoidance: generral and specifiic
anti--avoidance prroviissiions; discretions repossed in the rrevenue; and judi-
ciialllly develloped doctrines dessiigned to iidentify and counter avoiidance.
The thrust of thiis paper is that there should be less emphassiis on those

ellementts asas a control mechanism. The major focus should be-on the de-

ssign of tax llegiissllatiion and the dessign of the ttax collllection ssyssttem. By re-

duciing incentives for uncontrolled tax pllanning, by develloping a clear

custtomer focus, by changing structures and processes of tax administra-

tiion and the culturre of the orrganissation so as to rrecognisse and rreflect cen-

trral features of tax collecting, and by balancing incentives and sanctions

for both ttaxpayerrs and tax administrrattorrss, we arre llikely to improve tax

collllectting overall.

Attttachment1: Tax AdministrationAct 1994, ss. 6, 6A and 6B

6... Ressponssibilityon Ministers and offiicials to prottect inttegritty of tax

ssyssttem

(1) Every Ministter and every officer of any government agency having
responsiibiillittiiesunder this Act or any other Act iin relation to the collec-

ttiion of taxes and other functions under the IInlland Revenue Acts are at all

times to use their besst endeavours to prottect the inttegrity of the ttax sys-
ttem

((2) Without llimitting its meaning, 'the integrity of the tax ssysttem' in-

cludes-

((a) Taxpayerperrceptiionsof that inttegrity; and

((b) The rightts of ttaxpayerrs to have their lliability dettermined fairly, im-

parttiialllly, and according to llaw; and

((c) The rightts of taxpayers to have their indiviidual affairs kept confiden-
tial and treated with no grreater oror lesserlesserfavour than the tax affairrs of

other ttaxpayerrs; and

((d) The responssibiilitiiesof ttaxpayersto complywiththe llaw; and

((e) The rressponssibiillitties of those adminiistterring the law to maiintaiin the

confidentiiallityoftthe affairs ofttaxpayers;and
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(f) The responsibilitiesof those administeringthe law to do so fairly, im-

partially, and according to law.

6A. Commissionerof Inland Revenue

(1) The person appointed as chief executive of the Department under the
State SectorAct 1988 is designated the CommissionerofInlandRevenue.

(2) The Commissioner is charged with the care and management of the
taxes covered by the Inland Revenue Acts and with such other functions
as may be conferred on the Commissioner.

(3) In collecting the taxes committed to the Commissioner's charge, and

notwithstandinganything in the Inland Revenue Acts, it is the duty of the
Commissionerto collect over time the highest net revenue that is practi-
cable within the law having regard to-.

(a) The resources available to the Commissioner;and

(b)The importance of promoting compliance, especially voluntary
compliance,by all taxpayerswith the Inland RevenueActs; and,

(c) The compliancecosts incurredby taxpayers.

6B. Directions to Commissioner

(1) The Governor-Generalmay by Orderin Council, and with due regard
to sections 6 and 6A ofthis Act and the provisions ofthe State SectorAct
1988 and the Public Finance Act 1989, issue directions to the Commis-
sioner in relation to the administrationofthe Inland RevenueActs.

(2) Subsection (1) does not authorise the giving of directions concerning
the tax affairs of individual taxpayers or the interpretationoftax law.

(3) Every order made under subsection (.1,) shall as soon as practicable
after it is made-

(a) Be published in the Gazette; and

(b)Be laid before the House ofRepresentativestogether with any accom-

panying statement of the reasons for the order and any advice of the
Commissionerin relation to it.

(4) An order made under subsection (1) becomes binding on the Com-
missioneron the 7th day after the date on which it is made.
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Attachment2 - GenericTax Policy Process

Strategic 1. Economic Strategyab Reconcile 1-3

Phases 2. Fiscal Strategy
ab with government

1-3 3. 3-YearTax Revenue Strategy3bc objectives
Tactical 4. Rolling 3-YearWork Program

a c

Phases 4-5 5. Annual Work and Resource Plan80
6. Detailed Policy Designa Issues

Operational 7. Formal Detailed Consultationand encounteredat
Phases Communication later stages (7-
6-8 8. Ministerial and Cabinet Sign-offof 16) of the

Detailed Policy3 process,
9. LegislativeDrafting (phases 6-12) and

10. Ministerial and Cabinet Sign-off decisions taken

Legislative of Legislative Draftinga to change
Phases 11. Introductionof Bill policy, may
9-13 12. Select Committee Phase lead to

13. Passage of Legislation reconsideration

Implementation 14. Implementationof Legislation of earlierphases
and Review 15. Post-ImplementationReview (3-6)
Phases 14-16 16. Identificationof Remedial Issues

External Input
External input as appropriatethrough Green

Paper (ideas) stage and/or through White Pa- Consultativecommittee

per (detail) stage by either: may be required to ex-

1. Secondmentof personnel from private sector plain the intent of their
2. A permanentadvisory panel recommendationsto

3. Issues-based consultativecommittees Select Committee
4. Submissions based on consultativedocu-
ment

'

Notes
a Cabinet decision.
b

Output from phases 1-3 widely publicised by Government through Budget Docu-
mentation.

c Phases 3-5 are linked with the Budget process and have a high degree of simulta-

neity.
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CHAPTER 11

THE POLITICSAND PRACTICALITIESOF
CHECKINGTAXAVOIDANCEIN

THE UNITEDSTATES

Charles H. Gustafson

The legal right of a taxpayer to decrease the amount of what
otherwise would be his taxes, or altogether avoid them by
means which the law permits, cannot be doubted. Helvering
v. Gregory293 US 465 (1935)
The rule which excludes from considerationthe motive oftax
avoidance is not' pertinent to the situation ... Helvering v.

Gregory293 US 465 (1935)
A foolish consistency is the hobgoblin of little minds.Ralph
Waldo Emerson

Introduction-The Several Faces ofTax Avoidance

Media reports each year in the United States describe people who have
made voluntary contributions to the federal government to aid in paying
off the national debt. The media also continue to report various forms of
man bites dog stories. Both are newsworthybecause they represent un-

usual events. Dog bites [ofman] and efforts to avoid makingpayments to
the government are not newsworthy. Stories from this perspective are

more likely to. appear on the self-help pages: how to avoid dog bites and
taxes.

Every tax administrator in every country must operate with the as-

sumption that the subjects ofhis or her art will engage in tax avoidance.1

1 Even tax administrators engage in tax avoidance. A 1992 change in the income tax
laws of the.United States requires that a portion of the value of subsidized parking
provided by employers to employees be included in the gross income of the em-

ployee. The amount to be taxed is determinedby the value of the parking privilege.
The Commissionerof Internal Revenue and other high level administrators of the
Internal Revenue Service had been assigned individuallydesignatedparking spaces,
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The successful implementation of chosen tax policies in fact often de-

pends upon that assumption. Incentives to engage in particular economic
and financial activities created by the adoption ofspecial exemptions, de-

ductions and credits will fail if taxpayers are not moved by the incentive.

At the same time,, concerns with revenue collection often lead legisla-
tors and tax administrators to conclude that too much tax avoidance ac-

tivity is unacceptable and ,that legal and procedural defenses must be

established to protect revenues. Thus, in the United States the same Con-

gress that has adopted sometimes very generous tax incentives has also

risen up periodically to smite tax avoiders.2 Moreover, United States
tax administratorsand courts have created other checks againsttax avoid-
ance not specifically reflected in legislative language. Such checks, re-

gardless of their source, are often applied most vigorously to the very

taxpayerswho were motivatedby the creationofthe tax incentives.

The result ofthese efforts is manifestin the form of a series ofstatutory
prescriptions, judicial doctrines and detailed regulations that combine to

establish a very complex array ofdefenses to unacceptabledegrees of tax

avoidance or abuse. This structure appears to have satisfied lawmakers

and tax administrators. The United States Congress has never seriously
considered and no administrationhas proposed the adoption of a general
anti-avoidance or anti-abuse rule that would apply to all situations. The

purpose of this exercise is to examine the array of legal and administra-

tive checks against tax avoidance that have been evolved in the United

States by the Congress, the courts and the Internal Revenue Service; to

endeavor to find a conceptual basis in United States tax law and practice
for distinguishingbetween the forms of tax avoidance behavior that have

been targeted for enrichment as appropriate responses to tax incentive
devices and those forms of tax avoidance behavior that have been tar-

geted for special sanction by tax authorities; and to reflect on the likely
future course ofanti-avoidanceefforts in the United States.

the value ofwhich in the center of any large city would be considerable.After the

change in the tax law, it was reported that the individually designated parking
places had been replaced by a more general designation for the privilege, presuma-
bly bearing a lesser fair market value. See Note, Tax Notes, March ,14, 1994, at

1343.
2 The language used to describe such situations has been changing in recent years

from avoidance to abuse. See P Olson, Some Thoughts on Anti-AbuseRules

(1995) 48 The Tax Lawyer 817.
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The analysis is divided among a number of rather distinct forms of le-

gal and administrativedefenses deriving from different sources ofUnited
States income tax law and directed at rather different issues of tax avoid-
ance. The first is the creation by judges of special tests for determining a

taxpayer's entitlementto exploit advantages created by the Congress. The
second is the development of statutory defenses to the excessive exploi-
tation of tax-savings possibilities created by the rules of general appli-
cability that depend upon the existence of tax avoidancemotivations. The
third is a situation in which judicially created defenses have been fol-
lowed by more specific legislative and administrativechecks. Fourth, the

paper examines the establishmentofproceduraldevices for distinguishing
between income-seeking (deductible) activities and personal
(nondeductible) activities. Fifth, the paper exams several situations in
which limitations based upon the existence ofan excessive degree of tax-

avoidance motivation has been replaced in ,practical effect by a statutory
conclusion that the degree of tax-avoidancemotivationmust be too high.
The paper then examines the idea of establishing a new formula for tax-

ing certain taxpayers believed to have been excessively blessed by the
usual taxing rules despite their full compliancewith those rules. After re-

portingbriefly on some recent initiatives to confront areas of international
tax avoidance that have been the object of extensive discussion and de-

bate, the paper offers some reflections about the tax-avoidancejurispru-
dence of the United States and the likely course of future anti-avoidance
efforts there.

JudiciallyCreated Checks-Divinationsof Legislative Intention

At an early point in the modern version of United States income tax

law, the Supreme Court concluded that the constitutional authorization
for the income tax extended only to realized income. In Eisner v. Ma-

comber,3 the Supreme Court concludedthat stock dividends that had been

paid by a company in its own stock to the taxpayer and to every other
shareholder did not constitute realized gain because the taxpayer's equity
interest was unchangedby the distribution. The Court held, therefore, that
the statutoryprovisionpurporting to tax the stock dividends exceeded the

authority ceded to the Congress by the United States Constitution to lay
taxes on incomes, from whatever source derived.4

3 (1920) 252 US 189.
4 The modem version of the federal income tax in the United States was authorized

by theXVIthAmendment to the United States Constitution,which was adopted in
1913. An'incometax adopted in the 19th centuryprimarily to finance the Civil War
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Desspitte the fundamental importtance of the rule of realizatiion articu-

lated in Eisner v. Macomber, there are many transactions in which tax-

payerrs realize gain which Congrresss has chosen toto except from the rule of

realization. For example, the basic corporratte income tax rregime of the

United States has been marked virtually since its inception with many

opportunities to modify the substance of a ttaxpayer''s investtmentwithout
the impossitiionofan iincome tax lliiabiilliityby engaging in different forms of

corporatte rreorganiizatiion..The result iin such situations generrallly isis that

taxpayers may realize income, but need pay no tax at the time of the re-

alization.

The rationale for the corporrate rreorrganization prrovisions is,is, to over-

ssimplifyjusst a bit, that the operratting assets are still being held by a corpo-
ration and that, therreforre, the individual investor has not in a sense

realized gain that shoulld be taxed. It is,is,, of courrsse, a dubious propositiion
in many cases. If General Motors and Boeing Aircraftwere to merge, the

rressultting investmentofttheir resspecttive shareholderswould obviioussly dif-
fer from what had been owned prior to the merrger. Inn fact, the merrger

may be effectively illegal under the applicable antitrust laws. Neverthe-

llesss, the transactionwoulld be classified as a rreorrganissation5and neither

the companiies nor their shareholders woulld in generral be taxed on the

transaction.

It isis safe to say that such merrgerrs woulld occur much less frrequently if

shareholders werre ttaxed on the gain realized by the conversion of their

former shares in the prrevioussly sseparrate companies for sharres in the

merged company. In fact, directors apprroving such a trranssaction, if fully
ttaxable, might better choose to switch from. business to academic voca-

tiions where pottentiial liabilities for misfeasanceare more modest.

The corporratte rreorrganizatiion isis a classic exampleofaa form of transac-

tiion that Congrresss has chosen tto bless by the adopttiion of a sspeciial provi-
ssion that virtually rreverrses a generral principle ofUnited States ttaxation--

tthe rule of realization. It obvioussly establishes an incentive tto purrssue
transactions that would otherwise be deemed less desirable. In due

courrsse, however, the Internal Revenue Service began to believe that this

legisllative manna was being consumed at an excessive rate. It arrgued in

effect that the rreorrganiizatiion prroviissiions should not apply when there isis

had been held by the Supreeme Court toto be uncconstitutional. Pollock v. Farmers'
Loan & Trust Co. (1895) 157 US 429.

5 SeeSeeInternal Revenue Code 19861986 (USA) (herreinaafter referred too as the Coode) s.as

386.
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no purposse for the transaction other than the avoidance ofoftax. The nor-

mal ruleruleofofrealizationwould then aapply, and tax liabilitieswould accrue.

InInthetheecelbratedcasecaseofofGregory v. Helveering,6 the Supreeme Court ef-

feectively embracedthat positioon. The taxpayerhad ssought too use the.reor-

ganization prrovissions toto extract shares of stock held''in rum by her

wholly--owned company so that she could seilsell them and avoid aa double
tax.

The form f the transaction cleearly satisfied the technical andandspeecific
statutory definition ofofaa reeoorgaanizzation which would bear nono income

tax. The motivation ofofthe taxpaayer was alsoalsoclear. She wanted toto reduce
her taxes on the disspossition of the company shares originally owned by
her corporation. Ttie Court concluded that her motivation for the transac-

tion placed it outside oftheof intention oftheof legislaturre:

Putting aaside, theen, the queestion of motive in respect ofoftaxation alto-

gether, and fixing the character of the procceeeeding by what aactually oc-

ccurreed, what do we find Simply an operation having no businesss oror

corporrate purposse --aamere device which put on the form of aa corpo-
raterate rreorrganization asas aa dissguisse for concealing its realreal charractter, and

the solesoleobject and accomplisshmentofofwhich wasthe consummationof
aapreconceivedplan, not to rreorganize aabusiness or any part of a busi-

neesss, but toto transfer aaparcel ofofccorporate shares ,too the [ttaaxpayer]]. No

doubt, aa new and valid ccorporation was created. But thatthatt ccorporation
was nothing more thanthan aa contrivance too the end lastlast described. It was

brrought into existence for no other purposse; it perrformed, asas it was in-

tended from the beginning it should perform, no other function. When

that limited function had been exerrcissed, it immediattely was put to

death.

...The. whole undertaaking, though conducted accccording toto the terms ofof

[the Code], was in fact an elaborate andand deviousdeevouss,form of ccoonveeyancce
massquerradingas a corporate rreorganization, and nothing else. The rule

which excludes from consideration the motive of tax avoidance isis not

pertinent too the situation; because the trraanssaaction,upoon its face lies out-

sidesideethetheeplain intent ofofthetheestatute. To holdholdotherwise would bebetoo exalt
artifice above reeality andandtoto deprivedeeprrveethethe statutory provision in queestion
ofall serious prpossee7

66 (1935)(1935)293293US 465.
77 (1935)(1935)293293US 44665, at 470.
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The creation of the business purpose doctrine derives from a percep-
tion of legislative will. The Court's powers of perception are obviously
very keen for no legislativehistory was cited to support its interpretation.'

The introduction of avoidance tests as reflections of usually unstated

legislative intent punctuateUnited States tax jurisprudence. Several cases

illustratethe approach.
From the earliest years of the modern version of the United States in-

come tax, almost all interest payments, regardless of the purpose of the

debt, were fully deductible. Over time, however, a series of statutory
limitations were adopted to defend against some of the more obvious
means of e.xploiting the deduction. For example, no deduction was per-
mitted for interest paid on loans taken to finance the acquisition of tax-

exempt bonds (debt instruments issued by state and local governmentsthe
interest from which is exempt for federal income tax purposes).8 Similar
limits .applied to other specific transactions.

During this period, the Supreme Court was asked by the Internal Reve-
nue Service to support the denial of a deduction of interestpayments that
were not affected by the specific statutory restrictions. In Knetsch v.

UnitedStates,9 the Service argued that. certain loan transactions had been
established in connectionwith related annuity arrangementssolely for the

purpose of generating interest deductions. They were. The taxpayer-
borrower in effect increasedhis debt annuallyby the approximateamount
of the interest owed. While very little cash flowed, large interest deduc-
tions were created. The Service was, moreover, skeptical,about the even-

tual repayment of the loan because the creditor had no personal recourse

to the borrower. In the event ofdefault, the lender's rights were limited to

certain pledgedproperty, the value ofwhich approximatedthe amount of
cash that the lender had put into the transaction.

The taxpayer argued simply that interest was deductible unless Con-

gress has adopted a restriction. Moreover, he argued, the presence of a

series of specific restrictions on deductibility (none of which here ap-
plied) demonstrated that the legislature had considered and identified
forms of abuse -that it believed to be unacceptable. This was not one of
them. Finally, Congress had adopted a provision aimed against the form

8 Code s. 103 establishes the exemption for such interest income. Code s. 265(a)(2)
denies a deduction for interest on indebtedness incurred or continued to purchase
or carry obligations the interest on which is wholly exempt from [tax].

9 (1960) 364 US 361:
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oftransactionthat had been implementedby the taxpayer, but it was only
applicable to taxable years following the ones in question in the case it-
self.10

The Supreme Court held that the transaction was a sham. The pay-
ments of interestwere not, therefore, deductible even though the statutory
restrictions did not apply. The Court cited the language of Gregory v.

Helvering.
Not all of the Court agreed. Justice Douglas,joined by two others, dis-

sented. He concluded:

Tax avoidance is a dominating motive behind scores of transactions....
To disallow the 'interest' deduction because the [transaction] was de-

void of commercial substance is to draw a line which will affect a host
of situations not now before us and which, with all deference, I do not

think we can maintain when other cases reach here. The remedy is leg-
islative.

Scholarships and fellowships have traditionally been excluded from
United States income tax.12 In Bingler v. Johnston,t3 however, the Internal

Revenue Service argued that the taxpayer's scholarshipwas not excluded.
The taxpayer had received the scholarship from his employer. His aca-

demic work was related to his work for the company. He reported to the

company on his academicprogress and was expected to return to it when
he earned his doctoral degree. The Service argued that this was not the

kind of arrangement which Congress had sought to bless by the exemp-
tion. Again, there was a series of statutory limitations that did not apply
to the situation. The taxpayer again argued that Congress had already
explicitly determined when a scholarshipwas not excludible, and that

this was 'not one'of them. The Supreme Court, however, agreed with the

Internal Revenue Service and reversed the decision of the Court of Ap-
peals favoring the taxpayer.

While the Court did not invoke a generally characterized defense

against tax avoidance, such as the business purposes test or the sham
transaction doctrine, the decision in Bingler v. Johnson was again based

upon an inference that the legislative will should not interpreted to sanc-

tion an escape from taxation. Except for some passages of legislative

10 Code s. 264(a)(2).
364 US 361, at 371.

12 Code s. 117.
13 (1969) 394 US 741.
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history explaining limitations that did not apply to the specific case (but
which indicated that in at least certain situations the continuation of sal-

ary payments by an employer to an employee should not be covered by
the exclusion), there was no clear support for the Court's inference of

legislative intent other than the assumed concern of the Congress with
revenue collection.

The willingness of federal courts to establish eligibility tests on the ba-
sis of inferred legislative intention, whether reflected in an identified test

or doctrine or simply as a device for protecting federal revenues, is now a

widely accepted element ofUnited States income tax jurisprudence. Al-

though the Internal Revenue Service does not always succeed in persuad-
ing a court ofthe validity ofsuch an interpretation,the general awareness

ofthe practice serves as a brake on the use of transactions to exploit par-
ticular tax advantages. There is.no data indicating the extent to which this

practice affects taxpayer behavior and revenue collection. But the prac-
tice is certainly one ofthe reasons why a general anti-avoidanceprovision
has never been used in the United States.14

StatutoryChecks-Questionsof Intent

JusticeDouglas, writing in dissent in the Knetch case, would effectively
consign to the Congress the task of erecting barriers to the unacceptable
exploitationof Congressionalfavors. This is, of course, an extension of a

jurisprudential issue that arises in many contexts. Justice Douglas,
moreover, had a well-earned reputation as a taxpayer's friend when it
came to deciding income tax cases. Whether moved by such observations
or a greater interest in addressing particular transactions, Congress has

punctuated the InternalRevenue Code with many provisions that explic-
itly depend for their application upon the existence of tax avoidance mo-

tivation.

The following examples illustrate the breadth of circumstances in
which such a formulationhas been used:

Section 269 of the Code denies deductions, credits, or other allowances
in certain corporate acquisitions in which the principal purpose for
which such acquisitionwas made is evasion or avoidanceofFederal in-
come tax.

Section 269A allows for the reallocationof income, deductions, credits,
exclusions and other allowances where the principal purpose for

14 See generally, Compendiumon Anti-AbuseRules (1995) 48 The Tax Lmvyer799.
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forming, or availing of, [a] personal service corporation is the avoid-
ance:or evasion ofFederal,income,tax.

Section' 302 elimiates certain taxes in respect of stock distributions if
the distributeedid not have s one of its principal purposes the avoid-
ance ofFederal incometax.

Section 306, which treats gains on certain stock sales as ordinary in¬

come rather than capital gain taxable at preferential rates, does not ap-

ply if the transaction was not in pursuance ofa plan having as one of
its principalpurposes the avoidanceofFederal income tax.

Section 355, which permits the distribution ofstock and securities of a

controlled corporation without tax, will not apply, in certain circum-

stances unless it is established that the transaction was not in pursu-
ance ofa plan .having as one of its principal purposes the avoidance of

Federal incometax.

Section 357, which .permits the assumption of certain liabilities in a

corporate reorganization without being taxed, will not apply if, the

principalpurposeof the taxpayer ... was a purpose.to avoid Federal in-

come tax ... or, if not such,purpose, was not.. a bona fide business pur¬

pose. ...

Section 367 conditions the application of-corporate reorganizationpro-
visions to foreign corporationsupon compliance with, regulations'pre-
scribedbythe [IRS] which are necessary appropriate preventtheof 7to

avoidanceofFederal income,taxes. :
'

Section 453, which allows taxpayers to report gains on long-term con¬

tracts under the installmentmethod,will.nt.apply ifthetransactionhad
as one of its principalpurposes the avoidanceofFederal income tax.

Section 467, which permits the accrual of ,certain deductions, will not

apply to certain tax avoidance transactions. Another portion of the

provisionwill not apply ifthe principalpurpose ... is the avoidance of
tax.

,
.

As these examples illustrate, the statutory formulation generally takes

one of two forms. The special advantage, is denied in some cases if tax

avoidance is the principal purpose.of,the transaction. In other circum-

stances the special advantage is denied, if :tax avoidance ,is a principal
purposeofthe transaction.

The practical effect ofthese provisins is' obvious. They are intended-to
and in' fact deter some taxpayers from entering into transactions iii ivhich
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special tax advantages would otherwise be attainable. They thus provide
tax administrators with a legal weapon for raising additional taxes. The

impact on revenue collection resulting from the use of such formulations

is, however,virtually impossible to estimatewith any degree ofaccuracy.

One might hope to identify some conceptual basis for distinguishing
between those circumstances in which tax avoidancewill be a disqualify-
ing factor if it is the sole purpose and those circumstances in which the

presence of a principal purpose to avoid tax will disqualify. However,
this search, at least thus far, has producedno such insight.

There is, moreover, an interesting issue of statutory construction that
rises from the widespread use of such language. It obviously invites the
conclusion that Congress has considered and decided when tax advan-

tages are going to be denied because of the taxpayer's intentions. The in-
ference of such a conclusion is that intention in other circumstances
should not be a disqualifying consideration. The Internal Revenue Serv-
ice has not, however, accepted that conclusion.

Refining a StatutoryTest-The Case ofPartnershipAllocations

Partnerships are not taxpayers in the United States. The results ofpart-
nership activities are generally allocated to the respectivepartners who, in

turn, must include them in the determinationof the partner's own income
tax liability for the relevanttime period.15Moreover, the special allocation
ofparticular items of income or deductibilitywas explicitly sanctioned.16
This simple formulation of the basic regime lead to many circumstances
in which partners could effect arrangements to transfer gains and losses
between or among them.

Congress has for some time been concerned about such opportunities.
Its initial response was the application of one of the general formulations
about tax avoidance. Section 704(b) provided that the special allocation
ofan item would be disregarded if its principalpurpose [was] the avoid-
ance or evasion of ... tax. In such event, the Code provides for the allo-
cation of the particular item in accordance with [the partner's]
distributive share of partnership income or loss under the generally ap-
plicable terms ofthe partnership agreement.

A series of judicial decisions invoked the disqualifying language in
situations in which the allocation of tax items was not accompaniedby a

15 Code s. 701.
16 Code s. 704.
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collateral impact ononthe rights of the partners to .receive eventual partner-
ship distributions. Such tax allocations were held to be without

substantial economic effect andnndwere disregarded.1.7As part of the Tax

Reform Act ofof1976, Congress amended s. 704(b). The language making
the reservation dependentupon aaprincipal purpose to avoid or evade tax

was deleted. It was replaced by language imposing the restriction- that

the partnership agreementwillwillnotnotdetermine allocations-- when there is

ananallocation that does notnothave substantialeconomiceffect.

The regulations promulgated under the newnewlanguage provide that anan

allocationhas aasubstantial economie effect ififititis reflected ininthe capital
accounts ofthe partners, if liquidating distributionsare made according to

the capitial accounts and if,ifpartners are required to rstore the amountmouuntofof

any deficit inintheir capital accounts upon the liquidation ofofthe partner-
ship.

Despitie somesomesuccess inindealing withwithcertain instances ofofperceived
abuse ininthe exploitation of the partnership provisions, continued exploi-
tation has been aamajorrsourceofofconcern for the Intemal Revenue Serv-

ice. At the endnndofof1994, the Service issued inin final form anti-abuse

rules ininthe form ofofspecial regulations that would apply for the entire

partnership tax regimee.8 After describing th general objectives ofofthe

partnership taxing .regime (to permit taxpayers to conductjointbusiness

... activities through aaflexible economic arrangement without incurring
...

ananentity-level taxx), the regulltions givegveebroad,powers to the Service to

recast the transaction for federal tax purposes, as appropriate to achieve

tax results that are consistent withwiththe intent ofof[the partnership rules]..
The .powers may be invoked ififaapartnership is formed or availed ofofinin
connection with aatransaction aaprincipal purpose ofofwhich is to reduce

substantially the present value ofofthe partnerss' aggregate federal tax li-

ability ininaamanner that is inconsistent withwiththe intent ofof[the partnership
taxxrules]..

The specificpowers include:

The purportedpartnershipcancanbe disregarded ininwhole or ininpart.

One or moreof the.purportedpartners may notnotbe treated as aapartner.

The methods ofofaccountingused by' the partnership or the partner may
be adjusted to reflect clearly income.

'717See e.g., Orrisch v. Commissioner(1970) 55 TIC 395.
18TreasuryRegulations. 1.701-2.
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The partnership's income, gain, loss, deductions or, credits:may,,be real-
located

,

The new regulations are lengthy, complex and controvrsial. The text
ofthe new regulations occupies 13% pages in the CCHStandardFederal
Tax Reporter. They have been criticized by practitioners who fear that
they place inordinate power in the hands of a tax auditor. Nevertheless,
many believe that the use of generalized anti-abuse regulations, such as

those issued in respect ofpartnerships, is likely to be expanded into other
areas.19

ProceduralChecks-Swithing the Burden ofProof

The Congress and the Internal Revenue Service have wrestled with the.

difficult question ofdeterminingwhen an activity .motivated by both eco-

nomic gain and personal, enjoyment should justify trade or business or

investment deductions, For many years the question was whether the
primarypurposeof the activity,was to.seek.income. Courts would base
determinations upon. a comparative enumeration of economic and per-
sonal factors; Did ,the working farm*= or luxurious family estate- pro-
duce income How was it managed What part was devoted to income
productivityThe conceptual game for the taxpayerwas to try to demon-
strate that more than half the motivation was economic rather than per-
sonl. The burden' of proof, as usual, was on the shoulders of the
taxpayer. Because tlie cases were so dependent upon the presentation of
specific facts, there ws a sense that consistency and uniformity were

lacking ir/th results.

In.. the, 1950's Congress,sought to,increase,consistencywith respect to
the treatmentof the issue by adopting a provision severely limiting trade
or business loss .deductions ,to. individuals Who had lost more than
$50*000 in each ,of five consecutive years. Although referred to as the
hobby lqss provision, it appliedto.all trades,and businesses. Moreover,
the Internal Revenue Service continued to contend in litigation that vari-
ous hobbies were,not really businesses even-though the statutory restric-
tion did not,apply..

As part.ofthe Tax ,ReformAct of 1969, Congress adopteds. 183 to deal
with hobby:losssituations. Section 183 -is a proceduraldevice. When,its
requirements are satisfied, ,it establishes a presumption for the ,taxpayer
that an activity has been ,pursued,for profit. In that event, deductions may

19 Compendiumon Anti-AbuseRules, supra note 14.
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exceed revenues produced by the activity. The presumption is not deter-
minative. Its effect is to shift the burden ofproofto the Internal Revenue

Service, who must then rebut the presumption in order to deny deduc-
tions.

The current version of s. 183 establishes the presumptionthat, an activ-

ity has been.conducted for profit when, the activity has,produced,.income
in excess of deductions for three out of five consecutive years ending
with the ,tax year in question. Demonstrating either Congressional sensi-

tivity to the risks of equine.activities or very effective lobbying, the.pre-
sumption is.establishedifthe taxpayerhas.net.income in two out of seven

consecutive years if.the activity consists inmajor part of the breeding,
training; showing, or racing ofhorses. , ,

The' provision' has been used generally in two types ofsituatins. Its
most obvious application is to hobby loss situations. Dog-loving tax-

payers who seek to deduct the cost of attending shows, enthusiastic but
unsuccessful sportsmen, gentleman farmers on large estates and enthusi-
astic sailors have all been targeted uccessfullyby s. 183'to deny federal
assistance .in, the financing of the recreational activity-.20. Moreover, .the
IRS has overcomethe presumption in many other such cases.

Section 183 has also been applied to tax shelter situations in which
the Internal Revenue Service seeks to demonstrate,not only that no prof-
its were generated, but that there was never a reasonable-,ptospectfor the

production of profit. Cases have included book manuscripts, art objects,
film syndications, livestock deals and various sale-leaseback transac-

tions.21 The use of s. 183 in such-cases is sometimes-criticizedbecause the
court is operating with the benefit of hindsight. Aftr all, some argue,
there.are many foolish investors who lose money while seeking massive

gain.
There is some resemblance in these cases to an approach suggested in

Welchv. Helvering,22 an ,early Supreme Court decision holding that the

payment of a bankrupt corporation's debt by an officer who sought to re-

establish his own business with the same creditors was not deductible be¬
cause only ordinary and necessaryexpenses could be deducted and this

payment was not ordinary (a statutory term). Critics of modem busi-
nss,ethicsmight be amusedby the Court's rationale:

20 See e.g., Burger v. Commissioner(1985) 50 TCM 1266.
21 See e.g., Cherin v. Commissioner(1987) 89 TIC 986.
22 (1933) 290 US 111.
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Men do at times pay the debts of other without legal obligation or the

lighter obligation imposed by the usages, of trade or by neighborly
amenities, but they do not do so ordinarily, not even though the result

might be to heighten their reputation for generosity and opulence. In-

deed, if language is to read in its natural and common meaning, ... we

should have to say that.payment in such circumstances, instead ofbeing
ordinary is in a high degree extraordinary.23
Critics ofthis formulation observed that it placed an impossibletaskon

judges who would have to determine what businessmen normally did.

Moreover, such an approach might deny business deductions to the most

forward-looking businessmen who were willing to make extraordinary
expenditures in search ofprofit. The purportedly objectiveapproach to

the definition of ordinariness by the Supreme Court was eventually dis-

carded, Welch v. Helveringwas eventually read as a decision that the ex-

penditures were not deductible because they were more appropriate
characterized as capital expenditures that should not be immediately de-
ductible.

The Internal Revenue Service does .not always win these cases. In Ja-

cobson v. Commissioner,24 the Court of Appeals reversed a Tax Court
determinationthat a movie venture had not been pursued for profit. The

Tax Court opinion relied heavily upon the conclusion that the film could
not possiblyhave been profitable:

The film is a slow-pacedmelodrama, and the screen play is full oftriv-
ial conversation and shallow commentary. The subplots (the doctor's

relationshipwith a male radiologist and patient's relationshipswith her

parents and boyfriend) are pedestrian, and the supportingcharacters are

flat.... Considering the film's trivial and shallow screen-play, its de-

pressing and downbeattheme without offsettingcharacter development,
and its slow pace, Promises was discernibly not going to be a block-
buster. We concur with [the Internal Revenue Service] expert that it

was manifestly impossible for the film to generate gross receipts
[sufficientto make a profit].25
The Court ofAppealsrejected the Tax Court approach,which it charac-

terized as a judicial version of the Siskel and Ebert- two well-known
film reviewers- 'thumbs up, thumbs down' approach to film evalua-

23 (1933) 290 US 111, .at 114.
24 (1990) 915 F. 2d 832 (2d Cir.).
25 55 TCM 1437, at 1443.
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tion, andandnoted that: A film's depressing theme doesdoesnotnotpreclude suchucch

suuccess, asasnumerous epics, incluuding Caamille, attest,m6

Section 183183 is aapeecculiar form ofofcheckcheckbecausebecauseits appliccatioon creates

anan advantageadvantagee for thethee taxpayer. Inn praacticcal teerms, hoowever, atat leasteeastt inin

dealing with revenuerevenueaageents, thetheefailure tooo benefit from thetheepresumptioon
may bebeiinterpreteed asasaapresuumptionthat thetheeactivity does notnotquualify.

Statutory Imputatioon ofofExcessive TaxTaax Avoidance-- SubpartSubpartF andand
thetheePassive ActivityLoss Limitations

Another techniqueeecchnqueethat hashasbeenbeenusedusedtooocheckcheckunacccceptable deegreees ofof
taxax avoidance hashas beenbeen tooo withdraw tax benefits otherwise available

where statutory tests reflecting aahigh proobbability ofoftax avoidance moti-

vation havehavebeenbeenfailed. Internationalpraactitiooners are well aware thatthattthethee
United States purrports tooo applyppy aaruleueeofofworldwide taxability for its citi-

zzens, residents andand domestic ccoorrporatioons. Investments made byby suchsuch

taxpayers throough foreign ccorporatioons dodonot, hoowever, noormally result
inin aaUnited States income tax until proofits are repatriateed to thetheeUnited
States.

Inn thetheelate 1930s1930sCoongress was persuaded thatthattthetheeoopportunities for thethee
deferral ofofincome taxesaxeess arising from this arrangeementwere excessivelyxccessssveey

generoous. It adopted first the foreign persoonal holding ccompany provi-
sions27 andandthen SSubbpart FFoftheof theeCode.28 The effect ofofthese provisioons is

to attribute tooo United States shareholders their allocable share ofof thethee

earningseaarningssofofcertain foreign ccoorporatioonscontrolledbybyUnited States inves-

torsorss eveneventhough suchsuchearnings havehavenotnot inn fact beenbeendistributed byby thethee

ccorporatioon to the United States shareholder. The provisioons are basedbased

uponuponthethee legislativve conclusioncoonccussoon thattthe circumstances ininwhich they ap-

plypy are likely tooobebebasedbaseduponupontax avoidancevvooidanceeaspirations, but they applypppy
reegardless ofofwhether taxax avoidancevooidancceewas inin fact aa motivating factor inn

structuringthetheeinvestmentandandresulting transactions.

An importantelementoftheof politiccal process leaading too the adooptioon ofof
thetheeTax ReformAct ofof19861986provides another dramatic exxample ofofaalegis-
lative checkcheckagainstaggaaistttax avoidancevooidanceethatthattdoes notnootdepend uponuponthetheefinding
ofofspeecific intention byby thethee taxpayeraxpayerrtooo avoidvooidtax. TheThee driving politiccal
force for thethee 19861986 leegislatioon was simplificcatioon andandreducedreducedrates with-

outout revenuerevenue loss. The justificcatioon for reemooving special taxax advantagesavantagess

26 915915F. 2d2d88332, at 839.
27 Code ss. 551-558.
ss Code ss. 951-964.
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was that the enlarged tax base would permit a substantial reduction of

marginal rates.

The process worked. Maximum marginal rates of individual tax were

reduced by the 1986 Act from 50 percentt a nominal rate of 28 percent.
Maximumcorporate rates were reduced from 46 percent to a nominal rate

of 34 percent.29 To achieve these rate reductions without losing revenues,
the tax writing committeesofCongress strove to find ways to increasethe
tax base.

One of the most ingenious devices was the creation of the Passive Ac-

tivity Loss Limitations, which effectively deny deductions and credits to

taxpayers involved in certain forms of business activities even though
such losses are determined and are deductible under general rules other-
wise applicable.3

The developmentof the proposal derived from the widespread recogni-
tion that many successful tax shelters had been based on limited partner-
ship interests. In effect limited partners could enjoy the allocation of

partnership losses without being exposed to personal liability in excess of
the contributions or commitments to contribute. But earlier legislation
had been adopted to deny most losses where a taxpayer's assets were not

really at risk.31

The 1986 legislation identified situations in which Congress was again
persuaded that the exploitation of tax benefits was so likely to be a pri-
mary motivation that a denial of the normally allocable losses was

deemed appropriate. There is no reference in the legislation to the pres-
ence of a tax avoidance objective. The limitations apply regardless of the
motives of the taxpayer. It is in effect a statutory finding that tax avoid-
ance is likely to have been the primary purpose of the activity and that,
therefore, deductions otherwise available shouldbe denied.

The rationale for the provision was in part that certain participants in
trades and businesses are for all practical purposes passive investors.
Losses from investments are normally deductible only when the invest-
ment is sold or exchange. Therefore, it is inappropriateto allocate deduc-
tions to this category of non-participant-investorwhen the result is to

29 Tax rates for individuals and corporations have been increased since the 1986 Act.
The maximum nominal rate for individuals is currently 39.6 percent. Code s. 1. The
maximumnominal rate for corporations is currently35 per cent. Code s. 11.

30 Code s. 469.
31 Code s. 465.
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reduce taxes on other categories of income, such as earned and portfolio
income.

Those engaged in passive activities, assuming it is possible to do so,
are defined i-management,rather than psychiatric, terms. A passive ac-

tivity in general is any activity ... which involves the conduct of any
trade or business, and ... in which the taxpayer does not materially par-

ticipate. Material participation is defined to be involvement in the op-
erations of.the activity on a basis which is regular, continuous and
substantial. Certain activities are defined to be passive, including rental

activities, unless the taxpayer is in the trade or business of real estate

management,working interests in oil and gas properties and most limited

partnership interests.

The effect of the provision is to limit the ability of taxpayers to deduct
losses arising from such passive activities to the income from other
such passive activities. Losses not deducted during the course of the pas-
sive activity are finally reflected in the determination of net gain or loss
which isthen recognized in.the year that the investmentis liquidated.

CheckingTax AvoidersWho Play by the Ali of the Rules

During the waning hours of the Johnson Administration in January,
1969, the Acting Secretary of the Treasury made a speech asserting that

many wealthy taxpayers who earned substantial amounts ofgross income
had paid little or no income taxes in the precedingtax year. This observa-

tion, of course, is unsurprising to tax specialists who understand that the

degree of progressivity reflected in the simple tax rates of the Internal
Revenue Code has been substantially less than meets the eye because of
the effect of exemptions, exclusions, deductions and credits. However,
the Acting Secretary predicted that a taxpayerrevolt would ensue from
the disseminationofthese facts to the general public.

He overstated the case. There was no revolt. But Congress was per-
suaded to reach out and tax a few taxpayers, individual and corporate,
more vigorously than would be the case under the general.rulesofUnited

States income taxation.. The basic proposition is that everyone ought to

pay something- even if the application of the general provisions re-

sults in little or no tax and even though taxpayers are not engaging in
transactions that can be attacked under specific' transactional doctrines

developedby the Congress, courts or Internal Revenue Service.
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. This proposition is currently reflected in the Alternative Minimum
Tax.32 The approach is simple. Determine taxable income under the gen-
erally applicable rules and apply the usual rates to it. Then, determine
taxable income under a formula in which certain tax preferences have
been removed. Apply a somewhat lesser rate to the result. If the result is

higher than the normalnet tax, the alternativeminimumtax must paid.
Under present law, adjustments include: accelerated depreciation, per-

centage depletion allowances in excess of basis in mineral properties,
certain state and local bond interest otherwise exempt, certain itemized

personal deductions, taxes .not related to business activities, certain per-
sonal interest and personal exemptions.33 The individual rate applied to

the result is 26 percent up to $175,000 and 28 percent in excess thereof

(compared to a maximum marginal rate of 39.6 percent). The corporate
rate applied to the result is about 20 percent (compared to a maximum

marginal rate of35 per cent).34
If the formulafor the AlternativeMinimumTax is relatively simple, the

rationale from a tax policy perspectivemay seem somewhat obscure. Af-
ter all, the Congress created the rules which produced the impositionnow

deemed to be too small. The Alternative Minimum Tax seems to imply
that a taxpayer may have been too responsive to the incentives estab-
lished by that same Congress. Alternatively, it may. reflect a nascent

feeling that the tax preferencesmay not be whollyjustified.
Many would make the obvious suggestion that the basic provisions be

reviewed and corrected. The problem is that each tax preference is de-
fended by interest groups willing to swear that the Americanway of life
will be risked if the [fill in the blank] exemption, deduction or credit is
removed. The AlternativeMinimum Tax allows the political leadership
to evade to a degree the sharp focus ofpotentiallywounded oxen.

TransferPricing- Checking the Tax AvoidanceMonster

Transferpricing concerns weigh heavily on the hearts and minds of tax

administrators around the world. Officials of governments of developing
countries have for years been certain that transfer pricing practices have
cheated their countries of many of the fruits of foreign investment and
that their governments are ill-equipped to deal effectively with the prob-

32 Code ss. 55-59.
33 Code s. 56.
34 Code s. 55.
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lem. Wealthier countries have been as concerned, but have been some-

what more successful in addressingthe problem.
Section 482 of the United States Internal Revenue Code has been a

prototype for confrontingthe potential abuse of transfer pricing. In recent

years, although the statuary formulation has been modified only slightly,
there has been a shift in some of targets and in the methods employed to

deal with transferpricing in the United States.

The language of s. 482 is well known by tax specialists:
'

in any case of two or more organizations, trades, or businesses ...

owned or controlled directly or indirectly by the same interests, the

[Internal Revenue Service] may distribute, apportion, or allocate gross
income, deductions, credits, or allowances, between or among [them],
if [it] determines that such distribution, apportionment, or allocation is

necessary in order to prevent evasion of taxes or clearly to reflect the
income ofany [ofthem].35
The regulations explain that the purpose of the provision is to place a

controlled taxpayer on a tax parity with an uncontrolledtaxpayer, by de-

termining ... the true taxable income of the controlled taxpayer.36 The

appropriate standard is, of course, usually characterized as fair market
value ofarm's lengthpricing.

Section 482 is available only to the Internal Revenue Service. It affords
no rights to taxpayers to recalculate the tax consequencesof transactions
that have been implemented. Moreover, taxpayers may not compel the
Internal Revenue Service to invoke s. 482.37 A determination by the
Service to effect an adjustment under s. 482 is presumptively correct. A

taxpayer seeking to challenge the adjustmentbears the burden ofproving
that it is arbitrary, capricious or unreasonable.38

The task of overcoming a proposed adjustment under s. 482 may be
formidable. Successfully demonstrating that the Internal Revenue Serv-
ice's analysis is inappropriateor inaccurate may not suffice. In one well-
known decision, for example, the court sustained the proposed Internal
Revenue Service adjustment and offered some telling observations about
the nature of the burden confronting.taxpayers:

35 Code s. 482.
36 TreasuryRegulations. 1.482-1(a)(6).
37 TreasuryRegulation s. 1.482-1(b)(3).
38 See e.g., American TerazzoStrip Co. v. Commissioner(1971) 56 TIC 961 (Acq.).
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In reviewing the [IRS] allocation of income under s. 482, we focus on

the reasonablenessofthe result,not. the details ofthe examiningagent's
.methodology....
The amountf reallocation would not be easy for us to calculate if we

were called upon. to do it ourselves, but s. 482 gives that power to the

[IRS] and we are content that his amount (totaling some $18 million)
was within the zone of reasonableness.The language of the statute and

the holdings of the courts recognize that the Service has broad discre-
tion in reallocating income... A 'broad brush' approach to this inexact

field seems necessary.39
The Internal Revenue Service may even change its theory during the

course of litigation.40

Taxpayers may seek to avoid an adjustment by showing that prices
were not established to avoid taxes. For example, the presence of minor-

ity shareholders of a corporation who have rights that can be asserted

against unfair transfer pricing arrangementmight be offered as proof that

prices were not intentionally skewed away from market values. In other

situations, it might be shown that the managers of different corporations,
even within a closely integrated operating group, were competing vigor-.
ously to produced high profits for the entities for which they were re-

sponsible.
Such circumstanceswill not themselves be a defense to an adjustment

under s. 482. The authority of the Internal Revenue Service to make ad-

justments does not necessarily depend on any tax-motivatedbehavior by
the taxpayers involved. It arises not only in the case of the conscious ac-

tivities of evasion and avoidance, but also in any circumstances
where adjustments are necessary clearly to reflect ... income. An ap-

propriate adjustment cannot be avoided on the ground that the taxpayer
did not consider tax consequencesor that the total taxes paid by all of the

related entities in all nations was higher than the tax that would obtain in
the United States. As a practical matter, of course, the discoveryby Inter-

nal Revenue Service agents of evidence that pricing arrangements were

established purposefully to avoid United States tax is likely to increase
the probabilityofan adjustmentundr s. 482.41

39 E.I DuPontde Nemours & Co. ,v. UnitedStates(1979) 608 F. 2d 445 (cert den.).
40 See e.g., SundstrandCorp. v. Commissioner(1991) 96 TIC 226.
41 TreasuryRegulations. 1.482-1(b).
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In the past decade, several events have focused attention on transfer

pricing issues and have produced some identifiable shifts in the focus on

targets of transfer pricing abuses and in the methodologiesof addressing
transfer pricing questions. Moreover, legislation has been adopted to

provide more weapons for the arsenal of the Internal Revenue Service in

confrontingtransferpricing issues. At the same time, the Service has lead

the way among tax administrators in its willingness to consider offering
advance rulings on pricing issues, manifesting a fundamental change in

its longstanding refusal to offer advance rulings on issues that are essen-

tially factual.

There has been a noted increase in the number ofbig cases involving
transfer pricing issues. A report issued several years ago indicated that
$9.9 billion in transfer allocationswere at the time being litigated in vari-
ous courts. Very large amounts were in dispute in many of these cases.

Even though such cases representedonly .002 percent ofthe cases before
the Tax Court, they accounted for approximately one-third of the
amounts being contestedin that forum.42

Historically,the InternalRevenue Servicehas been concernedprimarily
with transfer pricing arrangements by United States companies intended

to move income offshore. During the 1980's, however, there was a dra-

matic shift in the .comparisons between investment abroad and foreign
investment in the United States. As foreign investment in the United
States increa.sed, attention was turned more sharply upon the application
of United States income tax laws to foreign taxpayers. One of the mani-
festations of the new focus was on issues of transfer pricing between

foreign investors and theirUnited States subsidiaries.

The issue has become one of political moment. A series of congres-
sional hearings during 1990 elicited data suggesting that the profitability
of domestic corporations owned by United States investors seemed to be

substantiallyhigher than that ofthose controlledby foreign interests. The

possibility that such results were attributable to the brilliance of United
States internationalcompetitivenesswas not seriously considered. During
the presidentialcampaignof 1992, then candidate Clinton alleged that the

Bush Administration had failed to collect $45 billion in taxes owed by
foreign companies. While the figure was notsupported.byany reasonable
data and substantially exceeded estimates by most experts in the interna-

tional tax community, it was a charge that stuck in part because it seemed

42 B.N.A, 204 Daily Tax Reporter, at 6-7 (October25, 1993).
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to support the contention that the Bush Administration was more con-

cernedwith foreign interests than with domesticproblems.
One of the principal targets for s. 482 adjustments had been transac-

tions involving intangibles. The Tax Reform Act of 1986, which was a

major recodification of the Internal Revenue Code, added some rather

mystical language to s. 482: In the case of any transfer (or license) of

intangibleproperty ..., the income with respect to such transfer or license
shall be commensuratewith the income attributableto the intangible.

This provision, which has come to be called the super-royaltyprovi-
sion, was also added to s. 367(d), which deals with transfers ofmanufac-

turing and marketing intangiblesto foreign corporations.
The meaning of the amendment is not necessarily obvious. The House

ofRepresentativesCommitteeReport stated that, the [Ways and Means]
committee intends to make it clear that industry norms or other unrelated

party transactions do not provide a safe-harbor minimum payment for
related party intangibles transfers. Where taxpayers transfer intangibles
with a high profit potential, the compensation for the intangibles should
be greater than industry averages or norms.

In practice, many interpret this language as moving.in the direction of a

profit-splittingtechnique. In fact, a number of recent decisions by the Tax
Court seem to be best understood as profit splits. This developmentmay
be viewed as somewhat ironic in light of the substantial criticism that has
been directed against the use of certain formulary approaches to profit
allocation certain state income tax regimes within the United States. .

The power of s. 482 has been buttressed by a number of additional re-

quirements. Sections 6038A and 6038C authorize the Internal Revenue
Service to impose special reporting requirements for domestic corpora-
tions that are 25 percent foreign-ownedand foreign corporationsengaged
in a United States trade or business.

Specialpenalties, in addition to those that would otherwise obtain, have
been crafted for some transfer pricing cases. The Code imposes an

accuracy-relatedpealty of 20 percent for a substantial valuation mis-
statement.43 This penalty applies in situations where the price adjustment
is either twice as much or halfas much as that actually charged or 10 per-
cent of gross receipts or where the price adjustment exceeds $5 million.

43 Code s. 6662(b).
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The ttaxpayer may be able to defend againsst the penalty, however, if it

prrovess:

that it established prices under aa sspecifiic pricing method apprroved by
the rregulations in aareasonableway;

that it has documentation extant at the time of fiiling the return which

sets forth the determination of such price in accordance with such
method and establishes that the use was rreassonable;

and proviides such documentation toto the Internal Revenue Service
within 30 days ofa rrequest therefor.

The tax isis doubled toto 40 perrcent if the priice isis adjusted to an amount

that isisfour times or oneonequarter ofthe amount actually charrged or if the

price adjustmentexceeds $20 million.44 The defenses described above.areare

not avaiillablle in respect ofsuch grrosss valuationmisstatements.

Finally, actting under a mandate contained in the Tax Reform Act of

1986, the Trreassury Department undertook a ssttudy of the substance of

transfer pricing tecchniquess.44 The study generrated wide debate in the tax

community. After several prropossals were withdrawn in the wake ofpub-
lic criticissm, the Trreassury Department prromulgated new rregulations in

1994 for the impllementtatiionof s.s. 482.

The new rregullattiions are too detailed for analysiis in this paper. They
differ from their prredecessssorrs in aa number of dramatic ways. The old

rregulations prresscribed aa seriesseriesof techniques in order ofofprreferrence. The
new rregulations call for the useuse of the best method for determining ap-

prropriatteprices. The new rregulations also contemplatethe use of industry
comparrative data for determining prices by a particular grroup of related

entities.

The jurisprrudential rre--engineering of s. 482 isis quitte obvious and dra-

matic:

Increase rrecorrd-keepingrequirrementts.
Increase penalties, therreby automatically incrreassing the stakes between

the IRS and the ttaxpayer.

4444 Code s. 6666662(h).
45 A Study ofofInterccoompany Priicing under s. 482482ofofthethee Code, Notice 888--1123, 1988-2

CumulativveBulletin 458.
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Move away from a transaction-by-transactionanalysis in the direction
of arrangements that effectively divide the profits after their magnitude
is determined.

There is also an important administrative development that reflects a

dramatic change in policy for the Internal Revenue Service. Although
willing to issue advance rulings on questions of law in many instances,
the Service has steadfastly refused to issue advance rulings with respect
to questions of facts. The most obvious reason is the quite reasonable

suspicionthat the Servicewill not have all relevant facts.

Severalyears ago, however, the InternalRevenue Service announced its

willingness to enter into advance pricing agreements that will bless
transfer pricing arrangements in advance.46 Tax administrators in a num-

ber of other countries have followed suit. The long-term impact of the

practice ofconcludingadvance pricing agreements is not presently ascer-

tainable. The Service is relying strongly upon its ability to renounce the

applicability of advance pricing agreements if factual representations
profferedby the taxpayer turn out to be untrue.

There is an irony in at least one important change that has been

wrought by developments in the strategy for checking transfer pricing is-
sues. In earlier times, the participation of tax experts in the establishment
ofprices might have been regarded as evidence of tax avoidance. The re-

quirement of contemporaneous documentation and the invitation to seek
advance pricing agreements necessarily involves the participation of tax

counsel and accountants.

A CurrentDebate- LegislatingAnotherTax AvoidanceIntent

Public attention in the United States has been directed recently to a

proposal by the Clinton Administration that would convert a provision
currently dependent upon the presence of'tax avoidancemotives in effect
to a statutoryprescriptionofthe existence ofsuch motives.

United States citizens and resident aliens are generally subject to

United States tax on worldwide income. Nonresidentaliens are generally
subject to United States income tax only upon income from United States
sources. The source of income from the sale ofnon-inventoryproperty is

generally the residence of the taxpayer. A United States citizen with ap-
preciated investments might be tempted to avoid United States taxes by
moving to a tax haven jurisdictionand expatriatinghimself.

46 RevenueProcedure91-22, 1991-11 IRB. 11.
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Section 877 of the Code was adopted years ago to defend against this
form of tax avoidance. It provides that a former United States citizen will
continue to be subject to United States income taxes on certain income
for ten years following expatriation unless [the expatriation] ... did not

have for one ofits principalpurposes the avoidanceoftaxes.

There have been very few cases testing the meaning of this language in
the context of an expatriation. The only major taxpayer victory occurred
in a case in which the former United States citizen renouncedher citizen-

ship to marry a titled Austrian aristocrat.47 She did so cognizantof the
fact that it was general European custom for a wife to adopt the national-

ity ofher husband. She married him to bear his name, his title, and his

nationality- this may be the last case of its kind. The Tax Court noted

importantly that she had formed her intention before consulting her tax

counsel and that there were some tax-savings steps available to her that
she did not take. The court's conclusion was perhaps a caution against
those too fully informedabout taxes:

Finally, although it is true that [she] is a wealthy and intelligentwoman,
she has no more than a layman's knowledgeof the tax law; indeed, she
admitted that she did not read or understand her tax returns..., she

merely signed what was presented to her by her accountants. Thus, we

cannot infer a tax-avoidancemotive merely by virtue ofher wealth and

intelligence.48
President Clinton's Budget Proposal, announced late in 1994, included

an important change in the premises of s. 877. Any United States citizen

who chooses expatriationwould be required to recognize gains and losses

on the basis of fair market values at the time of the expatriation. No tax

avoidance test would be applied.
The proposal attracted a surprisingly high degree of media interest.

Newspapers and television commentators described the luxurious [and
tax-free] life styles of former United States citizens living on Caribbean
islands. Most thought that this was a class that would find few champions
in the Congress. However, opponents emerged who critiized the pro-
posal on the ground that it was inconsistentwith the fundamental rule of

,

realization. These tax policy arguments were buttressed by the rather re-

markable suggestionby one group of lawyers that the tax would resemble
exit charges imposedupon Soviet migrs during the Cold War and might

47 Furstenbergv. Commissioner(1984) 83 TIC 755.
48 Furstenbergv. Commissioner(1984) 83 TIC 755, at 781.
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constitute a violation of fundamental human rights. When the proposal
was rejected by the Republicanmajority in the House ofRepresentatives,
one Democratic wag observed that the wealthy expatriate has become
the Republican poster child. Although legislation enacted in August
1996 somewhat tightened the provisions of s. 877, the Clinton proposal
was rejected.
Some Reflections on the Once and Future Treatment of Tax Avoid-
ance in the United States

The propensity of courts to create barriers to tax avoidance by the im-

position of tests not articulated in the taxing statute has sometimes been
characterizedas the commonlaw approach to tax avoidance. While oc-

cupying an unquestionablyimportantposture in the topographyofUnited
States tax jurisprudence, the frequency of the use of the technique seems

to be diminishing. There are several apparent reasons for this tendency.
As the decades pass and experience with the taxing mechanism accumu-

lates, the most obvious instances of tax avoidance through loophole ex-

ploitation are likely to have been addressed directly. Sensitive to

situations where tax avoidance motives may control too much of a trans-

action, Congress seems increasingly inclined to include some form of tax

avoidancebrake in the legislation itself.

There is, moreover, a discernible trend in the direction of generalized
conclusions about tax avoidance instead of or in addition to specific
transactional analyses. The hobby loss provisions, Subpart F, the Passive

ActivityLoss Limitations, the AlternativeMinimum Tax, and the attempt
to change the tax consequencesofexpatriationall reflect such a tendency.
The new departures in confronting transfer pricing may be the leading
edge of the systematic enlargement of administrative force through the
creation of additional record-keeping requirements, establishing special
and steep penalties, and.invitingscrutiny by the Internal Revenue Service
before transactions are implemented. The hew anti-abuse regulations in-
tended to blanket the partnership taxing regime might be seen as an at-

tempt to use some ofthe transfer pricing methodologyof s. 482 to govern
a broad area ofpotential avoidance activity.

It must be recalled that the effectiveness of all techniques for address-

ing unacceptable degrees of tax avoidance are infected by the continued

propensity of the Congress to enact tax advantages for particular indus-
tries and particular transactions. The Economic Recovery Tax Act of

1981, adopted in the first year of the Reagan Administration,provides an

interesting foil to any discussion of the evils of tax avoidance in the

374



United States. Especially through the adoption ofofvery short depreciation
t

lives andandvery generous investmentnvestmenttandnndresearch andanddevelopmentcredits,
manymanylarge corporationshad virtuually nonoincomencomeetax liability. This meantmeant

that additional tax incentives (Congress declined to approve refundable

credits) wouldouuldnot work onceoncethe company'sompanyysstax liability was reduced to

zero. The answer waswas found ininthe idea ofofthe free market. Companies
unable to useusemore tax breaks were authorized innneffect to market those

breaks to other companies who still had tax liabilities. The idea ofoftax

leasing was born. It allowed suchuccharrangements through paper transac-

tions. The twowoocompanies effectively dividedthe taxes saved.44

The public responseresponseto tax leasing, exceptxcepptfor those companies engag-

ing in it, was generally negative. Congress repealed the aarangement
within twotoo yearss5. The experience, however, reflect the somewhat

schizophrenic attitude ofofCConngress to the question ofoftax avoidance andand
underscores the conceptualdifficulty ofofchecking it.

One lesson that seems to be affirmed by manymanyjudicial decisions is that

substance, rather than form, will determine incomeicomeetax consequences.
There are, however, manymanyprovisions innnthe Code that invite taxpayers to

choose the form.oftransaction that guarantees the best tax result. Section

110331, for example, provides for the nonrecoognition ofof gainaann onon the

exchangeoflike-kindof property..Under this provision, aafarmer might
exchange his appreciated farm for another without being taxed ononthe

gainaainrealized ininthe trade. If, however, the farm's valueaaueehas fallen, the

well advised farmer will choose to sell the farm andanduseusethe proceeds ofof
the sale to purchase the other. The newnewfarm still qualifies as like-kind

property; but sincesiceethere was nonoexchangee ofofproperties, the loss real-

ized ononthe sale ofthe first farm is recoognized.
The choice ofoftransaction, as inin the casecaseofofthe corporate reorganiza-

tions, is virtually determined by tax motives. Courts andnnd the Internal

Revenue Service have innn fact approved the use ofoftriangular transac-

tions ininwhich the owner ofofappreciated property effects the necessary

exchange with aa person who has purchased from aa third party like-

kind property designated by the taxpayerr5.1 The rather exasperating

4949Joint CommitteeonTaxation,GeneralExplanationofthe EconomicRecovery Tax Acton

of1981(JCS-71-81)at 102.
o The provisions allowing tax leasingwere substantiallyeliminated.bythe Tax Equiit

andandFiscalResponsibilityAct ofof1982. See Sen. Rep. 97-494, at 130.
t See e.g., Coupe v. Commissioner(1969) 5252TIC 394394(Acq.).
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conclusion that one reaches from these stories is that substance prevails
over form... unless it doesn't.

This paper began by inquiring whether there is a conceptual basis for
identifying unacceptable degrees of tax avoidance. The circumstances
attending the adoption of the Passive Activities Loss Limitations, the Al-
ternative Minimum Tax, the changing focus and increasing attention to
transfer pricing and the, thus far, failed attempt to change the expatriation
rules suggest that in the United States the question of what forms of tax
avoidance should be checked is firmly planted on the agenda of the
United States political landscape. The evolution of jurisprudential tech-
niques.mayalso lead to another interestingand importantconclusion. The

language found in many of the early common law cases and many of
the statutory provisions refers to the intention of the taxpayer. The gen-
eralized approach to broad categories of transactions or taxpayers seems

to reflect an adjustmentaway fromquestions of taxpayer intent and in the
direction of identifying areas of perceived abuse which can permissibly
be addressed even if there is no actual tax-avoidance motivation on the
part ofthe particular taxpayer affected.52 In light ofthe observationwhich
began this paper- that one must assume the existence of tax avoidance
as a constant and perpetual motivation for every taxpayer- such a trend
would seem to advancethe objective ofrational tax administration.

52 Such an approachhasbeen supportedby academic as well as professionaltax special-
ists. See e.g., WJ Blum, Motivation, Intent and Purpose in Federal Income Taxation
(1967) 34 UniversityofChicagoLaw Review 485.
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