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TAX UNCERTAINTY
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*

“Whoever hopes a faultless tax to see,
Hopes what ne’er was, or is, or e’er shall be”1

The Dean’s letter of invitation described the general theme of this lecture series as “taxation
law in context” with the lectures examining “the development of taxation law in its broader
legal and historical settings”. “Uncertainty” seemed the obvious subject.

At some point in a law course, every law student is taught about the importance of certainty
in the law. At some point in a lawyer’s career, every lawyer in every area of legal practice
comes to appreciate the necessity of certainty in the law. Certainty is the foundation of the
lawyer’s craft and is, perhaps, the only contribution that makes us useful to clients and
society. It is the lawyer’s ability to predict the application of the law that helps us organise
relations between people in their personal affairs, business relations and dealings with
government.

Without a reliable degree of certainty, contracts would be worthless and

ongoing ordinary relations and dealings would be at risk of whim and fancies. Certainty in
the law is fundamental to the rule of law which “should be clear, easily accessible,
comprehensible, prospective rather than retrospective, and relatively stable”.2 It is with that
frame of mind that I turn to taxation.
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There is a curious entry, some may say a curiously candid entry, under the heading
“Taxation” in The Oxford Companion to Law.3 The first two and the last two sentences
describe taxation as follows:
Traditionally the principal way in which the ruling classes in organised
communities have oppressed, fleeced, and expropriated some of the
subjects. It has been known from very early times, and from the
earliest times the tax-gatherer has been an object of public fear,
hatred, and execration …
[…]
Not the least evil features of the modern tax system are the army of
unproductive civil servants concerned with the assessing and
collecting of taxes, the enormous volume and constantly changing
detail of the chaotic and largely incomprehensible body of verbiage
called the law of taxation, the incomprehensible and frequently
incorrect assessments, and the utterly irrational nature of the whole
topic. In the law of taxation justice has no place at all.4
Some may think this an extreme view. Perhaps it is, but it gives us a context in
which to evaluate the role of certainty in tax law. Tax falls upon us in the ordinary
course of our activities as a compulsory taking5 from us of something that we, by
definition, have earned or owned. How and when that may happen should be clear,
predictable and free from whim, caprice or chance.

In the time available this

evening, I thought it might be interesting to reflect upon some causes of uncertainty
in tax law and whether uncertainty is desirable or deliberate. In doing so I should
make it clear that I hold no hope for certainty in tax law in the future. Ten years ago
last month the Ralph committee recommended reform to the anti avoidance
provisions to be based around a clear articulation of the underlying policy of a
restructured tax law.6

A few years before that we lived through the partial and

incomplete rewriting of the 1936 Act as the result of what was optimistically called
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the Tax Law Improvement Project. Forty years ago, at the First National Convention
at the Tax Institute of Australia in May 1969 a Mr R.F. Hughes wrote:

Some not very scientific, and probably far from complete, research
has disclosed that, in the last eight years in Australia, at least two
hundred separate articles in professional or business journals and
papers presented at professional conventions or congresses have
been concerned with taxation reform in one way or another. One
wonders whether, therefore, anything further may usefully be said on
this topic, or, if said, whether we will ever see reform.7
At the same conference the then second Commissioner of Taxation, Mr P.J.
Lanigan, began his paper by recalling the four basic canons laid down by Adam
Smith in 1776.8 The second canon was:

The tax which each individual is bound to pay ought to be certain and
not arbitrary. The time of payment, the manner of payment, the
quantity to be paid, ought all to be clear and plain to the contributor
and to every other person.9
And yet stubborn uncertainty stubbornly remains. The more things change, as the
French adage goes, the more things remain the same.10 I doubt that we can do
much more than gain some small insight into why that may be so.

Uncertainty may in part be an inevitable feature of language. Words are frequently
capable of many meanings, some of which were not, or at least may not have been,
intended when used in a particular context. One such example may be seen in
Bourne v Norwich Crematorium Limited11 in the context of a UK statute where the tax
fell by reference to whether a building or structure was for the manufacture of goods
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or materials or the subjection of goods or materials to any process. A narrow
question raised in that case was whether goods and materials subject to a process
included the cremated remains of human bodies. Justice Stamp said of this:
In my judgment it would be a distortion of the English language to
describe the living or the dead as goods or materials. The argument
of course goes on inevitably to this; that just as “goods and materials”
is wide enough to embrace, and does embrace, all things animate and
inanimate, and so includes the dead human body, so the other words
to which a meaning must be given, namely “subjection” and “process”,
are words of the widest import. Parliament cannot, so the argument
as I understand it runs, have intended to exclude from the definition a
process whereby refuse or waste material is destroyed or consumed
by fire and, putting it crudely, for it can only be put crudely, the
consumption by fire of the human body is a process. I protest against
subjecting the English language, and more particularly a simple
English phrase, to this kind of process of philosophy and semasiology.
English words derive colour from those which surround them.
Sentences are not mere collections of words to be taken out of the
sentence, defined separately by reference to the dictionary or decided
cases, and then put back again into the sentence with the meaning
which one has assigned to them as separate words so as to give the
sentence or phrase a meaning which as a sentence or phrase it
cannot bear without distortion of the English language. That one must
construe a word or phrase in a section of an Act of Parliament with all
the assistance one can from decided cases and, if you will, from the
dictionary, is not in doubt; but having obtained all that assistance, one
must not at the end of the day distort that which has to be construed
and give it a meaning which in its context one would not think it can
possibly bear. What has to be decided here is whether what is done
by the taxpayer company, namely the consumption or destruction by
fire of the dead body of the human being, is within the phrase “the
subjection of goods or materials to any process”. I can only said that,
having given the matter the best attention that I can, I conclude that
the consumption by fire of the mortal remains of homo sapiens is not
the subjection of goods or materials to a process within the definition
of industrial buildings or structure contained in section 271(1)(c) of the
Income Tax Act 1952. (emphasis added)12
To the inherent ambiguity in language one may also add determined obfuscation,13
nurtured, perhaps by self interest or institutional objective.

Another cause of uncertainty may be a mismatch between the underlying objectives
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expressed in statute and the potentially distorting tools used by lawyers to determine
the meaning of the words used and their application. This mismatch may be seen in
many contexts of tax law. The reason for the mismatch is essentially that the tools
used by the law to discern or apply meaning may not reflect the non lawyer’s
intention or meaning when the words were used or adopted. Take for example the
distinction between capital and income upon which our system of taxation so heavily
depends. Whether a receipt or an outgoing has the character of income or capital
will usually be obvious enough and the legal answer may well accord with the
economic or accounting outcome which the statutory words were intended to
express. However that will not always be so and one reason for that is because the
lawyer’s tools to determine the characterisation is different from that of an accountant
or an economist.

In this context the courts have frequently said that what is income and what are
allowable as deductions are matters of legal analysis rather than for determination by
accountants or economists,14 notwithstanding that the legal measure adopted in the
statute might be thought to have been the expression of the accounting or economic
concept by reference to which profit and loss was traditionally determined by
ordinary concepts. An example of the difference in approach may be seen in the
decision in Federal Commissioner of Taxation v McNeil 15 concerning the taxability as
“income” of a receipt by a shareholder of $514 from the sale on her behalf of rights to
sell shares in St George Bank Limited. Mrs McNeil had previously held 5,450 shares
in the bank from which, over the years, she derived dividends upon which she paid
tax in the ordinary way. In January 2001 the bank announced its intention to buy
back about 5% of its issued share capital at a fixed price of $16.50 per share.
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Mrs McNeil thus came to have 272 rights to require the bank to buy her shares.
These rights were separately listed for trading on the Stock Exchange which, at the
time in question, had a value of $1.89 each. Mrs McNeil took no steps to exercise
her rights, with the consequence, under the transaction documents, that they were
transferred to a merchant bank which sold them to the bank for $2.12 each for a total
of $576.64. Part of that receipt was treated as a capital gain, but the bulk, $514, was
treated by the Commissioner as ordinary income under general principles.

The occasion by which Mrs McNeil came to have the rights was, from the company’s
point of view, a partial return of capital to its shareholders.

Mrs McNeil, as a

shareholder, and from an accounting and economic point of view, could be seen to
be receiving a part of the capital value of her shareholding upon the sale of the
sell-back rights. The High Court, by a 4-1 majority, held otherwise, focussing upon
Mrs McNeil’s individual receipt of the money and upon a finding that her
shareholding in legal terms remained unchanged as a matter of legal analysis. The
law treated the receipt as income though in economic terms her capital wealth as a
shareholder in the Bank before and after the transaction had not changed (except, of
course, that it was reduced by reason of the tax she had to pay).

The majority judgment in McNeil began its consideration of the issues by recalling
that the character of the sell-back rights had to be determined from the point of view
of the taxpayer (the recipient) and not from the point of view of the bank (the payer).
Their Honours next reasoned that “a gain derived from property has the character of
income”, including a gain to an owner who receives the gain passively.16

An

important inquiry relevant to the ultimate issue was, therefore, whether the gain was
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derived from property which the taxpayer continued to hold in contrast to a receipt in
exchange for a disposal of part of the capital. This led their Honours to consider
whether the rights enjoyed by Mrs McNeil arose from and were “severed from, and
were a product of, her shareholding in [the bank] which she retained”: in short, was
the capital severed or did it remain intact; was the receipt in exchange for what was
severed or did it proceed from capital which remained whole?17 Critical to their
Honours’ conclusion that the receipt was a product of (and not in exchange for a part
of) the capital, was their Honours’ analysis that Mrs McNeil’s shareholding in the
bank, as a matter of legal analysis, “remained untouched”.18 Callinan J reached the
contrary conclusion placing significance on the impact upon Mrs McNeil as a
shareholder when considering, as his Honour said, the “transaction as a whole”.19

The most significant point in the conclusion of the joint judgment was that
Mrs McNeil’s shareholding in the bank “remained untouched”.20 An accountant or an
economist may have analysed the transaction quite differently and may have seen
the transaction from Mrs McNeil’s point of view as an affair wholly on capital account
(as did Callinan J).

On such an analysis, Mrs McNeil, as a shareholder, had a

number of shares, and came to receive part of their value in cash in consequence of
her capacity as a shareholder. The number of shares she held before and after her
receipt of cash remained the same, but part of the economic value of her investment
in those shares was returned to her (and did so in her capacity as a shareholder)
without her doing anything and for no other reason than because she was a
shareholder. From her point of view, the accounting and economic consequence of
the receipt upon the sale of the rights was that her shareholding was in economic
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terms, and in accounting terms, reduced in value by the amount she received in cash
and, on that analysis, a portion of the value of her shareholding was “severed” from
the worth of the whole of her shareholding and paid to her in cash. That appears to
have been the view adopted by Callinan J when his Honour concluded that if one
were “to look only to what [Mrs McNeil] had in her hands”, she received money
“which effectively gave shareholders access to a component of [capital] that they
would not otherwise have had”.21

Similar differences between the lawyers’ tools and the meaning of economists and
accountants may be seen on the deduction side of the distinction between capital
and income. Capital losses and outgoings are not usually deductible against income
receipts and the character of a loss or outgoing as either being on revenue account
or on capital account can have profound consequences for fiscal outcomes. The
legislative amendments and line of litigation involving convertible notes and
instruments with a component of deductible outgoings illustrate this.22

The cases involving finance companies raising tier one capital through instruments
with an obligation to pay an interest component also illustrate the tensions between
the lawyer’s analysis of tax law and the economic view of transactions. The raising
of capital, whether by a financier or any other taxpayer, carries with it a cost:
investors buying shares expect a return on their investment and lenders who have
lent money similarly require an economic return on the funds advanced. From the
point of view of the taxpayer raising funds, there is a cost whichever way the funds
are raised, but the amount of the cost will differ by reason of the impact of tax
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depending upon whether the funds are obtained as loans or as contributions to
equity. Similarly, from the point of view of the provider of funds (whether as investor
or as lender) there will be an expectation of preserving capital as well as an
economic return upon the capital, but there will be a difference in expected risk and
return depending upon whether the funds are provided as investor or as lender. The
parties regulate their dealings to share or minimise risks and returns by the type,
form and detail of the transactions they enter into. Transactions differ in the nature
of the risk exposure undertaken by the provider of the funds and the degree to which
a company is willing to share the rewards of its risks and endeavours with those who
have provided the funds that make that possible. How much risk each will take and
how much of the reward each may enjoy are part of the economics of the bargain
finally made. Embedded (indeed, inevitably embedded) in those dealings, and which
govern the shape of the transactions and the outcomes agreed to, is the fiscal
treatment of different transactions.

These differences may be of interest to accountants and economists but they are
critical to the tax adviser because of the fiscal consequences which flow from the
different legal character ascribed to each kind of transaction. The investor risks
capital into a corporate venture and generally has no legal right to require repayment
of the capital as such. In return for the investment risk the investor will generally be
entitled to share in the fruits of the venture through dividends (that is, through a
distribution and division of profits amongst the shareholders). The lender, on the
other hand, assumes a different risk to that of an investor and will generally be
entitled only to a financier’s return on capital without reference to the profitability of
the use to which the funds have been employed, and will generally have a legal
entitlement to require repayment of the moneys lent.

The cost to the person

obtaining the funds (whether by share issue or as a borrowing) will be treated as
9

either an affair of capital or as an affair of revenue with an important consequence for
the cost of the capital obtained and for the public revenue. If the cost be on capital
account it will generally not be deductible and, therefore, it will, to that extent, be
more expensive than if the outgoing were deductible.

There are many observations in the decided cases which explain why in law the form
of a transaction is important and why it may be difficult to rely upon broader notions
of substance to determine the fiscal outcomes.23

On the other hand a mere

interpretation of a transaction by reference to its form may say nothing about its
nature. In Lomax v Dixon24 Lord Greene MR observed:
In many cases, however, mere interpretation of the contract leads nowhere.
If A. lends B. 100l on the terms that B. will pay him 110l at the expiration of
two years, interpretation of the contract tells us that B.’s obligation is to make
this payment. It tells us nothing more.25

The 110l difference in the payment could be accretion to capital or it could be in the
nature of interest return upon the capital. In cases like Macquarie Finance Ltd v
Federal Commissioner of Taxation26 and St George Bank Ltd v Federal
Commissioner of Taxation27 there were considerable fiscal and commercial
consequences flowing from a determination of whether the payment of an obligation
described as interest was to be seen as on capital account: that is, as a return upon
the capital provided rather than as a cost incurred in the derivation of income. One
economic consequence of allowing deductibility of the “interest” component of the
payment under a perpetual Tier 1 instrument is that the economic cost to the
taxpayer of its capital is reduced by the tax effect of the deduction.

Another

economic consequence of allowing a deduction is to shift from the shareholders to
23
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the public revenue the economic burden of that amount of the cost of capital raising
that is effectively part of the economic return to the shareholder/lender for the risking
of funds. In other words, an economic consequence of allowing deductions for such
payments is that the “interest” component has the economic effect of becoming like a
tax deductible dividend by the company making the payment. In Macquarie Finance
Hill J, at first instance, and the Full Court on appeal,28 sought to determine the
substance of the transaction by the legal rights created rather than by reference to
an economic or accounting analysis. In other words the outcome of the case was
not governed by the broader economic or accounting realities of the transactions, but
by the lawyer’s tools of analysing and classifying the legal rights between the parties.
Even so, recourse to lawyers’ tools of analysis will not always guarantee the same
reasoning process as a comparison of the reasoning of the full courts in Macquarie
Finance, on the one hand, and St George Bank, on the other, will show.

Some uncertainty also arises from the ordinary development and rearticulation of
principles fundamental to tax.

The decision of the High Court in Federal

Commissioner of Taxation v Stone29 held that the hallmark of a revenue receipt by
an athlete was that she had “turned her talent [as an athlete] to account for money”.30
The decision was applied by the Federal Court at first instance to allow deductions,31
and, like McNeil, applied the dicta in Federal Commissioner of Taxation v
Montgomery32 that:
[I]ncome is often (but not always) a product of exploitation of capital; income
is often (but not always) recurrent or periodical; receipts from carrying on a
business are mostly (but not always) income.33
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The concept that an income receipt may flow from the exploitation of capital is not
novel and lies at the heart of many of the decided cases. What Stone highlighted,
however, was the importance of the link between a receipt and the exploitation of the
capital. It was the exploitation of the capital that made the receipts assessable as
income. The articulation of that basal principle in McNeil, however, produced a
different light upon its application.

The critical concept in both Stone and Montgomery may have been thought to be the
emphasis placed by the court upon the finding of “use”, “exploitation” or “bringing to
account” of the capital.

In Montgomery, for example, the court explained its

application of the dicta from Eisner v Macomber by saying that “the firm used or
exploited its capital”34 to obtain the inducement amounts.

So understood, what

mattered was not just that the capital had not been severed, but, rather, that the
resultant receipt was a product of activity which stamped the receipt with some profit
making purpose. In that regard the decision is illustrative of the dicta in Federal
Commissioner of Taxation v Myer Emporium Ltd.35 What McNeil may add to that
analysis, however, is that the circumstance of the capital having remained intact may
be sufficient to provide the finding that the receipt had the character of income
without the need to find that the circumstances of the receipt had the characteristics
of income earning activity. In Montgomery and Stone it was the exploitation of the
(intact) capital that stamped a profit making purpose upon the receipt, but in
Mrs McNeil’s case, she had been entirely passive (a circumstance pointed out in the
joint judgment as being insufficient to deny a receipt the character of income).
Taxpayers, and their professional advisers, may now need to consider many other
receipts hitherto not thought to be brought to tax as income when lodging returns.
Amounts received, for example, in restraint of trade upon the sale of a business,
which many may have thought taxable only as a capital gain (and perhaps only in the
34
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extended operation of those provisions), may need to be reconsidered in light of
McNeil.

Recourse to metaphors also carries its share of uncertainty. One metaphor which
has featured prominently at the heart of tax law is the metaphor of trees and fruits in
explanation of the difference between capital and income. The metaphor was used
by Pitney J in Eisner v Macomber,36 it was accepted in Federal Commissioner of
Taxation v Montgomery,37 and it was endorsed in McNeil.38 In Berkey v Third Ave
Railway Co39

Cardozo J warned that “[m]etaphors in law are to be narrowly

watched, for starting as devices to liberate thought, they end often by enslaving it”.40
The metaphor may be helpful when the fiscal issue in dispute depends upon whether
the receipt is made in return for part of the severed whole (in which case the receipt
can more readily be seen as given in exchange for part of the corpus) but is less
helpful when the fiscal issue in dispute depends upon the impact which the
circumstances of the receipt has upon its character. In the latter case, the fact that
the receipt is not given in exchange for a severed portion of the whole may be taken
as a given, and the focus of enquiry shifts to the nature of the receiving rather than to
the nature of its source.
It will not always be clear to taxpayers, or to their advisers who must lodge returns
and advise upon transactions, when, or how, a receipt may be said to be severed
from an item of capital as its fruit rather than its body. The payment to a shareholder
of part of a company’s profits should and will, in the ordinary course, be treated as
income. Such a payment will ordinarily be a taxable dividend to the recipient and
little further enquiry need be undertaken to dispose of any question about
36
37
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assessability. The same answer need not necessarily be reached, as a matter of
fiscal policy, where the receipt does not proceed from a pool of taxable profits.
Indeed, to treat a payment of a company’s corpus as taxable, as ordinary income, in
the hands of a shareholder may present several fiscal anomalies. Such a payment,
for example, would not receive the benefit of company tax imputation (since no
company tax was paid or payable upon the corpus) and may produce unexpected
capital gains tax outcomes if the shares are eventually sold (since the receipt will not
be treated as a reduction in the cost base).

Another cause of uncertainty in tax law arises not from the discipline of the law
producing an answer different from other disciplines, but because within the law
there are strongly held divergent views about the law itself. Countless examples of
this may be given but it will be sufficient to remember only the decision in Hepples v
Federal Commissioner of Taxation41 to see how this cause of uncertainty may give
rise to severe problems in the application of taxing statutes with no countervailing
public benefit. The facts and the question involved in the case are easy to convey in
general terms but the legal analysis that produced the ultimate outcome is far more
complicated. The question, in general terms, was whether the payment of $40,000
to a former employee in consideration of a restraint upon termination of employment
was a deemed disposal for capital gains tax purposes. The resolution of that issue
reached the High Court by way of a case stated from the Administrative Appeals
Tribunal. The Tribunal member (that is, the decision maker) sought to know whether
he should determine that the amount was taxable as a deemed disposal under one
or other of two sub-sections, namely sub-sections 160M(6) or (7).

If either was

engaged, the receipt would be brought to tax as assessable income through another
provision, namely s 160ZO. That section, however, was not itself the basis of the

41
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liability: either s 160M(6) or 160M(7) had first to be engaged for s 160ZO to operate.

Four out of the seven members in the High Court decided that the payment was not
taxable as a disposal under the first of the provisions (s 160M(6)). A different four
members held that the amount was not taxable as a disposal under the other
provision (s 160M(7)). Viewed in that way there was no majority that either of the
two sub-sections were engaged because there was no majority view that there was a
deemed disposal.

Viewed simplistically, the primary decision maker would have

concluded that the amount was not taxable because neither of the two provisions
upon which taxability depended were engaged.

Unfortunately for the taxpayer,

however, there was a majority which concluded that it was taxable.

That was

because three out of the seven judges had concluded that it was taxable as a
disposal under s 160M(6) and therefore brought to tax through s 160ZO, and a
different three judges out of the seven who had concluded that it was taxable as a
disposal under s 160M(7) and therefore brought to tax through s 160ZO. In all, four
out of seven of their Honours had concluded that, one way or another, the receipt
was taxable through s 160ZO. The order made by the Court on appeal declared the
majority opinion as to the issue of law notwithstanding the lack of a majority about
the foundation upon which that conclusion was supported.42

The outcome,

jurisprudentially, can be explained, justified and understood (at least by lawyers),
although, if the decision reflected the reasoning process of the one individual
member of the AAT who had the unfortunate task of deciding the case at first
instance (as in a sense it could) it would reveal a deeply troubled and profoundly
unstable mind.

The lawyer’s rules of statutory construction are, of course, intended in part to remove

15

uncertainties by making the approach to interpretation predictable. Some of these
rules were said to be particular to tax, and, in their own way have ironically played
their part in producing uncertainty, especially in the field of tax avoidance.

In

Anderson v Commissioner of Taxes (Vic)43 Latham CJ adopted with approval44 a
principle stated in Inland Revenue Commissioners v The Duke of Westminster45 that
if a “person sought to be taxed comes within the letter of the law he must be taxed,
however great 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, however apparently within the spheres of the law
the case might otherwise appear to be”.46 A literal construction and application of
taxing provisions may no longer be in vogue47 and has given way to a re-affirmation
that the task of statutory interpretation must be to discern and apply the intention of
Parliament.48

Whether there is logically much difference between these two

approaches may be open to doubt; after all, there is no reason to assume that the
purpose of Parliament in enacting fiscal legislation was to impose any more than
would be imposed by a literal application of the provision.

In Scott v Cawsey49

Isaacs J had said:
When it is said that penal Acts or fiscal Acts should receive a strict
construction, I apprehend it amounts to nothing more than this. Where
Parliament has, in the public interest, thought fit in the one case to
restrain private action to a limited extent and penalise a contravention
of its directions, and in the other to exact from individuals certain
42
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contributions to the general revenue, a court should be specially
careful, in the view of the consequences on both sides, to ascertain
and enforce the actual commands of the Legislature, not weakening
them in favour of private persons to the detriment of the public welfare,
nor enlarging them as against the individuals towards whom they are
directed.50
As this passage shows, the overriding requirement of interpreting legislation by
giving effect to the intention of the legislature is consistent with the assumption that
the legislature sought fit to impose fiscal obligations strictly in accordance with the
limited extent to which it is imposed by the words. In BP Refinery (Westernport) Pty
Ltd v Hastings Shire51 the Privy Council observed that it was a strong thing to read
into an Act of Parliament words which were not there and that it was “a particularly
strong thing to do so when it amounts to modifying”, as against the fiscal subject,
words which have a plain, natural and ordinary meaning in “[the subject’s] favour”.52
In Western Australian Trustee Executor and Agency Co Ltd v Commissioner of State
Taxation (WA)53 Gibbs J observed that a liability to taxation should not be inferred
from ambiguous words if the terms of a taxing Act did “not reveal a clear intention to
do so”.54

In any event, the lawyers’ tools of statutory construction may be a reason for some of
the uncertainty in our tax laws. It may be that the drafting of some of the provisions
has sought to overcome the effect of rules of construction and that, perhaps, some
uncertainty may have been intended as a design feature in our system of taxation. I
do stop to ask whether this is a good thing but observe that rewards and penalties
linked to unpredictable outcomes is an important part of ordinary economic
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behaviour in ordinary life.55

There are many instances in tax law of structured

uncertainty. There are, for instance, numerous provisions where the liability of a
taxpayer is made to depend upon the exercise of a discretion by the Commissioner.
The Parliament may constitutionally enact a law with respect to taxation by reference
to which the amount of tax payable is made to depend upon the formation by the
Commissioner of an opinion about whether the application of some provision is
unreasonable, even when the basis of that opinion is in part dependant upon the
Commissioner having a discretion to take into account such “matters, if any, as he
thinks fit”.56

Delegated legislation may be declared invalid if, upon its proper

construction, it is found to be uncertain,57 but the duty of a court in relation to Acts of
Parliament is to find and apply meaning in the words no matter how difficult they may
be to interpret.58

There are many reasons for discretions to be given in tax legislation notwithstanding
the desirability for clarity, certainty and predictability.59 One of them may be to have
a tax outcome depend upon commercial, business or economic considerations that
non discretionary rules might not allow. It is not hard to see the echo of economic
criteria as the determinants in transfer pricing discretions or in the debt/equity rules.
At times, alas all too frequently, the complexity of drafting is such that “what
seem[ed] obvious at first sight quickly recedes into obscurity”.60 The consolidation
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provisions may be one such example, to which one may rapidly add the CFC, FIF
and other provisions before the number of additions becomes a flood.

Another reason for discretions is as a response to what may be thought to be the
“social evil” of tax avoidance.61

The shape of modern legislation against tax

avoidance in Australia may be a reaction against the way we had previously viewed
such activities.62 The provisions directed to preventing tax avoidance are steeped in
uncertainty, although the uncertainty embedded in these provisions is conceptually
problematic.

It is problematic because the anti-avoidance provisions are not

intended to apply as primary taxing provisions. They are intended to apply, rather,
only when the ordinary provisions have failed to achieve the purpose which,
somehow, they were intended to achieve but failed to achieve. A moments reflection
will reveal an obvious tension between the application of such provisions and a
purposive construction of fiscal legislation: how can taxing provisions fail to achieve
their proper and intended purpose if they have been construed and applied
according to their purpose?

In other jurisdictions, typically those which do not have a specific anti-avoidance
provision, a purposive construction of legislation has been used as the basis for
courts attempting to prevent tax avoidance.

In the United States decision of

Helvering v Gregory63 Judge Learned Hand refused to apply a literal reading of a
statute which he considered to be contrary to the statutory intention. His Honour
said:
… Any 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
61
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the Treasury; there is not even a patriotic duty to increase one’s taxes
… Nevertheless, it does not follow that Congress meant to cover
such a transaction, not even though the facts answer the dictionary
definitions of each term used in the statutory definition … [T]he
meaning of a sentence may be more than that of the separate words,
as a melody is more than the notes, and no degree of particularity can
ever obviate recourse to the setting in which all appear, and which all
collectively create.64

A purposive, or non literal, construction to taxing statutes may, however, be made
more difficult as the statute increases in specificity. In the same passage in Gregory
Judge Learned Hand observed that “[A]s the articulation of a statute increases, the
room for interpretation must contract”.65

The courts have also relied upon principles of statutory interpretation in the United
Kingdom in developing the doctrine of fiscal nullity to counter tax avoidance. The
doctrine articulated first in W.T. Ramsay v Inland Revenue Commissioners66 was
said by Lord Wilberforce as within the function of the courts to apply strictly and
correctly the legislation enacted by Parliament. In that context, his Lordship said:
To force the courts to adopt, in relation to closely interpreted
situations, a step by step, dissecting, approach which the parties
themselves may have negated, would be a denial rather than an
affirmation of the true judicial process.67

The question at issue in Ramsay was whether there had been a disposal giving rise
to a loss under a taxing statute. The issue of construction was whether the particular
transaction came within the intended terms of the statute where the disposal was
effected by a series of steps, each of which the parties necessarily intended to be
effective according to their terms, but the partial legal effect of which had been
intentionally cancelled by some other parts of the transaction. The principle adopted
64
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in that case was subsequently formulated by Lord Brightman in Furniss v Dawson68
in these terms:
First, there must be a pre-ordained series of transactions; or, if one
likes, one single composite transaction. This composite transaction
may or may not include the achievement of a legitimate commercial
(i.e. business) end. The composite transaction does, in the instant
case; it achieved a sale of the shares in the operating companies by
the Dawsons to Wood Bastow. It did not in Ramsay. Secondly, there
must be steps inserted which have no commercial (business) purpose
apart from the avoidance of a liability to tax … not “no business effect”.
If those two ingredients exist, the inserted steps are to be disregarded
for fiscal purposes. The Court must then look at the end result.
Precisely how the end result will be taxed will depend on the terms of
the taxing statute sought to be applied.69

The importance, and limitations, of the statutory construction at play as the
foundation and extent of the principle enunciated has been remarked upon in
subsequent cases70 and by commentators.71 Nonetheless, whatever its limitations,
the foundation for the development of these judicial attempts to prevent tax
avoidance has been a purposive construction of tax legislation.

The anti-avoidance provision in Australia, however, must be applied even when a
fully purposive construction of the tax legislation has enabled a taxpayer to obtain a
tax benefit. In such cases, it is not just that the “literal” words have failed to apply
but, rather, that the words in the statute, when properly construed by reference to the
purpose of the legislative intention, have failed to secure a fiscal objective which is
somehow still supposed to be evident. Part IVA is not expressed as a provision to
allow the Commissioner or the courts to impose such tax as either might think fit, or
as either might be minded to impose in the exercise of some uncontrolled discretion
or notion of fiscal equity. A casual observer might be forgiven, therefore, for being
68
69
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surprised that the application of Part IVA may seem neither certain nor predictable,
and that it can operate after a purposive interpretation of the legislation has permitted
a tax benefit to be obtained. The course of judicial consideration of the provisions
has demonstrated a marked difference of judicial application of them.

In

Commissioner of Taxation (Cth) v Spotless Services72 the joint judgment of the High
Court adopted a passage from the reasons of the judgment of Cooper J as the
foundation for the opposite conclusion which had been reached by his Honour.73 In
Macquarie Finance Ltd v Commissioner of Taxation74 Hill J, at first instance,
concluded that Part IVA applied to a transaction but said that he did so “with some
reluctance” and doubted that the legislature would have regarded the relevant
scheme as one involving the application of Part IVA when enacted in 1981.75 On
appeal, Gyles J had no doubt that Part IVA applied76 whilst French and Hely JJ were
of the opposite view. Similar divergence of views can be seen in many of the other
cases in which Part IVA has been considered by different judges.

In Hart v

Commissioner of Taxation,77 at first instance, Gyles J concluded that Part IVA
applied to the transaction in question but, on appeal, the full Federal Court
unanimously concluded that it did not.78 On further appeal to the High Court, all five
judges concluded that it did.79 Differences in interpretation of the provisions before
the decision in Hart’s case might explain different outcomes in Hart and the cases
before it, but that cannot explain the different conclusions reached by the judges who
have considered Macquarie Finance and other cases after Hart had been decided.

It is a reasonable concern of the casual observer that the differences in application of
Part IVA reflect a profound uncertainty about whether or how the anti-avoidance
provisions apply to the countless number of transactions which are entered into on a
72
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daily basis and to the many cases which various members of the Tax Office, at
varying levels of seniority, have to consider. None of the cases which have exhibited
such different conclusions had depended for their different views upon different
subjective views or discretionary considerations. In each case the judges applied
objective facts and criteria to the facts as found.

The uncertainty, in short, is

embedded in its application and acts as a sword of Damocles over the heads of
taxpayers each time a taxable event occurs or a taxable transaction is entered into.
We have adopted, as the provision of last resort, a provision which may operate at
least in part from fear of the unknown (with the full impact of the chilling effect upon
commerce and economic activities which that may bring).

The main feature of Part IVA to which the uncertainty may be attributed is
undoubtedly the conclusion which s 177D requires to be reached for the provisions
to apply. The section requires a conclusion to be drawn that the dominant purpose
of a person who entered into or carried out the scheme was to obtain a tax benefit.
Assuming, therefore, the existence of a tax benefit as a pre-condition, the enquiry is
focused upon the purpose of a person. That purpose is to be ascertained not by
reference to any actual intention but, rather, by an objective evaluation of the matters
which s 177D(b) permits to be taken into account.80 To that extent the analysis is
essentially that articulated by the Privy Council in Newton v Federal Commissioner of
Taxation81 and accords with the general statements about “blatant, artificial or
contrived” in the explanatory memorandum when the provision was first introduced
into Parliament. The difficult issue which remains, however, is that of evaluating the
factors permitted by s 177D(b) to be taken into account and determining whether,
when those limited factors are taken into account, and excluding the subjective
purpose or motive of the taxpayer, the conclusion should be drawn that the dominant
purpose of a person was to obtain the tax benefit. The joint judgment of Gummow
and Hayne JJ in Hart sought to provide guidance in undertaking that task when their
80
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Honours said:
In the present matters, the respondents would obtain a tax benefit if, in
the terms of s 177C(1)(b), had the scheme not been entered into or
carried out, the deductions “might reasonably be expected not to have
been allowable”. When that is read with s 177D(b) it becomes
apparent that the inquiry directed by Pt IVA requires comparison
between the scheme in question and an alternative postulate. To draw
a conclusion about purpose from the eight matters identified in
s 177D(b) will require consideration of what other possibilities existed.
To say, as Hill J did, that “the manner in which the scheme was
formulated and thus entered into or carried out is certainly explicable
only by the taxation consequences” assumes that there were other
ways in which the borrowing of moneys for two purposes (one private
and the other income producing) might have been effected. And it
further assumes that those other ways of borrowing would have had
less advantageous taxation consequences.82

In this way their Honours sought to inform the fundamental issue upon which the
application of the provision depended by drawing attention to the need to compare
what was done with something else in order to determine whether the way in which
the transaction was entered into was explicable only by taxation consequences.83
The problem is that however helpful and correct that analysis may be, the evaluation
and judgment required for the application of the statutory provision still appears to be
so broad that it permits widely differing conclusions between apparently reasonable
people. As such it leaves much to be desired as an anti-avoidance provision of last
resort after a purposive construction of the primary taxing provisions have not
brought an item to tax.

Barely ten years ago the Review of Business Taxation chaired by J.T. Ralph, AO
recommended streamlining the general anti-avoidance rules as a means of
reinforcing the integrity and equity in the taxation system.

The Ralph Report

recommended clarification of the anti-avoidance rules to ensure that it “be exercised
in a manner consistent with, and supportive of, the tax policy principles embodied in
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other provisions in the tax law”.84

One wonders what has happened to those

recommendations and why to date they have not been adopted.

Part of the

recommendations called for an involvement by the Board of Taxation in reviewing
the application of the policy framework and processes guiding the implementation of
the anti-avoidance provisions. The task envisaged in the Ralph Report was that the
Board of Taxation would consult with taxpayers on appropriate responses to tax
avoidance and monitor the policy guidelines adopted by the tax department in
applying the provisions.

There is much to be said for a greater impact by taxpayers in the implementation of
tax at this level of administration. The point is not that the Commissioner should not
apply the law but, rather, that an institutional view about what constitutes tax
avoidance should be informed broadly where there is legitimate room for difference.
The Ralph Report suggested a relatively modest role for the Board of Taxation in that
task but, where there is genuine difference of view about the true legal content of tax
avoidance, I would have thought it a strong case for a much greater role to be given
to business and other groups with an interest in how the tax avoidance provisions
should operate in the Australian economy. Those charged with the administration of
the tax law have, as they should have, an understandable bias towards raising
revenue. Their primary task is to apply the law, not to see it weakened or ignored. It
is natural and proper for those charged with the administration of tax laws to favour
the raising of revenue as a public good and to ensure equity amongst taxpayers.
But, where there is room for doubt about what constitutes tax avoidance, the task to
be undertaken is not merely that of administration: it is first to form a view about how
the uncertainties are to be understood and applied. In that task it is desirable for the
decision to be informed by all interests which may bear upon a reasonable,
responsible and defensible understanding and application of the law within the
limited tolerances of the ambit of uncertainty. It is a mistake to assume that all
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taxpayers, whether business, corporate or individuals, will favour a weak antiavoidance rule. Taxpayers have much to gain from a level playing field and have a
real interest to ensure that business competition does not favour, or personal wealth
is not secured, by unacceptable exploitation of tax law.

The Commissioner has

adopted an impressive array of measures to ensure taxpayer representation in his
decision making or decision forming internal bodies and processes such as the
public rulings panel and the general anti avoidance rule panel. Such measures are to
be encouraged and confirm a genuine commitment to informed decision making; but
it is still decision making by the administration and is no substitute for an
independent decision maker.

One solution that attempted to provide certainty was the enactment of a
comprehensive private and public rulings regime. Amongst the weaknesses in this
regime are, first, that the strength of rulings depends upon the precision of the facts
upon which they are based, secondly that obtaining rulings depends upon decisions
of the Commissioner whose statutory tasks and administrative duties may weigh
against rulings favourable to taxpayers in case of genuine doubt, and thirdly that they
are difficult to apply to the anti-avoidance provisions where much may depend upon
how a scheme is carried out after any ruling is obtained.85 In part, therefore, a
solution designed to provide certainty brings with it its own baggage of uncertainty.

An alternative solution to reduce uncertainty might be the creation of a specialist
tribunal charged primarily with the development of consistent, clear and predictable
rules concerning tax law. Whether there should be a separate Australian tax court
was an issue upon which Justice Kirby delivered a paper just over two years ago in
Sydney. The paper bore the title “Hubirs Contained: Why a Separate Australian Tax
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Court Should be Rejected”.86 “Hubirs” is not, I do not think, a friendly word; at least
not as used by his Honour. It is defined as “arrogant pride or presumption” and, in
relation to Greek tragedy at any rate, as “excessive pride towards or defiance of the
Gods, leading to nemesis”.87 With that definition, and in the light of the title adopted
by his Honour, I enter upon this debate with grave trepidations and fear of nemesis.
Perhaps I should seek some protection by saying that I am not generally in favour of
specialist courts. Most of the arguments identified by his Honour against specialist
courts are ones which I generally embrace.

However, I think it a little unfair to

assume that the argument in favour of a specialist tax tribunal, whether a court or
otherwise, to deal with taxation is evidence of “hubris”. One can readily accept that
the law should be developed by the general courts of law informed by the general
application of the law and not by the potentially distorted prism which may come from
specialisation in a narrow field of practice. For this purpose I will assume, although I
think it wrong in fact, that taxation practitioners do not have as good a grasp of the
general law as some other practitioners (indeed, for my part, I am hard pressed to
think of any other class of legal practitioner other than tax lawyers likely to have a
greater need to grasp as broad a range of laws upon which tax law will apply). The
point, rather, is that a specialist tax tribunal at first instance might usefully develop
principles and practices informed by an understanding of fiscal consequences.
Consistency and uniformity may then be achieved with greater certainty and
predictability, but always, of course, subject to the review on appeal by the courts of
law which are charged with the task of declaring and applying the law. The Boards
of Review used to fulfil some such role without evident “hubris”. The expertise and
experience its members brought to tax decisions was considerable but, over time,
was largely diluted by an overriding imperative for administrative decisions of the
AAT to be made by a broader group of decision members than the accountants,
economists, former tax officials and the occasional lawyer who had typically been
appointed to the Boards of Review. It seems to me that tax law and practice would
86
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gain much from decision makers bringing their expertise and experience of
economic, accounting and business realities when deciding tax cases within the
boundaries permitted by the law.

The community would also have greater

confidence in that level of decision making especially in relation to the application of
discretionary considerations, including the uncertainties inherent in the antiavoidance provisions.

Some uncertainty may be inevitable, but some is not. Certainty and uncertainty each
comes at a cost to the community and our focus should be on what we gain and
what we lose when we enact laws with deliberate uncertainties. We should look hard
at who gains, and how much may be lost, from the uncertainty of the application of
taxing laws, and seriously question in whose interest uncertainty can be maintained.
William Pitt is quoted as saying that “[w]here law ends tyranny begins”,88 and many
others have said variations on that theme. Discretions in law, including tax law, may
be necessary, but they should be structured, confined, reviewable89 and above all
predictable.

Laws tend towards tyranny when they are not predictable.

The

Explanatory Memorandum accompanying the Bill which introduced Part IVA said:
That [the] test for application of the new provision is intended to have
the effect that arrangements of a normal business or family kind,
including those of a tax planning nature, will be beyond the scope of
Part IVA.90
However the lack of predictability of the provisions impacts upon, and potentially
distorts, “ordinary business or family dealing”. In the end, we may decide that it suits
us as a community for business transactions and other dealings to be undertaken
with an overarching uncertainty about fiscal outcomes. We should be reluctant to
accept that, however, without intending that to be so.
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