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A dual income tax system for Australian small 
business: The experts’ verdict
Barbara Trad and Brett Freudenberg*

Small businesses are a critical part of the Australian economy, and over the 
years a number of tax reforms have been implemented to try to assist them. 
A potential reform mooted has been for the introduction of a dual income 
tax (DIT) system. Pitcher Partners (an Australian accounting firm) proposed 
such a DIT system should be introduced for closely held companies. It would 
appear that a DIT system could be beneficial, as it has been implemented 
in a number of Nordic countries. This article reports on a study of Australian 
industry and government experts’ opinions as to whether the touted benefits 
of a DIT are likely to be realised by Australian small businesses. Overall, while 
there could be some possible benefits, concerns were raised about required 
integrity provisions that could adversely drive up compliance costs, as well 
as the need for extensive education programs for both advisors and small 
business operators.

I. INTRODUCTION

Small businesses are acknowledged for their contribution to a significant portion of the world economy, 
and Australia measures up to this.1 Generally a small business is held, managed and financed by one 
or several individuals.2 This means that owners can be solely responsible for decision-making and the 
invested capital in the business. Usually, there is a trend in utilising quantitative characteristics to define 
small businesses.3 The Australian Bureau of Statistics defines a small business as a business employing 
fewer than 20 full-time equivalent employees;4 the Australian Taxation Office (ATO) defines small 
business as an entity with turnover of less than $10 million.5 For the purpose of this study a small 
business is one with an annual turnover of less than $10 million and less than 20 employees.

It was estimated that there were 2,044,860 small businesses during 2013–2014, representing 97% of 
businesses in Australia.6 They significantly contribute to the Australian economy, in terms of both the 
major employment proportion and the output of the gross domestic product (GDP). Small businesses 
account for 43% of nonfinancial private sector employment and around 33% of GDP during 2012–2013.7 
They range across all sectors of the economy, but can be concentrated in construction, agriculture and 
professional services.8 Though small businesses contribute significantly to employment, approximately 

* Barbara Trad: Griffith University. Brett Freudenberg: Associate Professor, Griffith University.
1 Ann Hansford, John Hasseldine and Carole Howorth, “Factors Affecting the Costs of UK VAT Compliance for Small and 
Medium-sized Enterprises” (2003) 21 Environment and Planning C: Government and Policy 479.
2 Brett Freudenberg, Tax Transparent Companies: Striving for Tax Neutrality? A Legal International Comparative Study of Tax 
Transparent Companies and Their Potential Application for Australian Closely Held Businesses (PhD Thesis, Griffith University, 
2009).
3 Hansford, Hasseldine and Howorth, n 1.
4 Australian Bureau of Statistics, Counts of Australian Businesses, Including Entries and Exits, Jun 2010 to Jun 2014, 8165.0 
(2015).
5 Australian Taxation Office, Taxation Statistics 2012–13 (2015); Hansford, Hasseldine and Howorth, n 1.
6 Australian Bureau of Statistics, n 4.
7 Australian Bureau of Statistics, n 4.
8 Australian Bureau of Statistics, n 4.
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61% of trading businesses are non-employing, and are generally operated by family members.9 Income 
tax returns data for 2011–2012 showed 2,957,675 taxpayers indicating that they were conducting a 
business; sole traders accounted for the largest percentage (35%), partnerships had the lowest percentage 
(12%), with trusts 25% and companies 28%.10

Small businesses can face a number of issues that can hinder their operations, such as access to finance, 
complexity of legislation and compliance costs.11 Over time, consecutive Australian governments have 
introduced a range of incentives and provisions into the taxation system to try to assist small businesses. 
The introduction of such incentives or concessions is usually accompanied by complex integrity rules to 
ensure that the concessions are not distorted.12 Due to these factors, Burton argued that these concessions 
may not support small businesses because of the complexity and distortions they create.13 These 
concessions and rules have contributed to some complex legislation, in particular for small businesses. 
Lignier and Evans argued that the complexity of the legislation impacts significantly on the compliance 
costs incurred by small businesses.14 Such complexity could increase the need for small businesses to 
seek professional advice.15 Dirkis and Bondfield argued that the prior experiment of the simplified tax 
system was poorly designed, and it had complex measures, and as a result it created a further increase in 
the compliance costs for taxpayers which the system was intended to assist.16

In 2015, Pitcher Partners made a submission as part of the Treasury’s Re: Think: Tax Discussion that a 
dual income tax (DIT) system should be introduced for Australian small businesses. Their submission 
relied on stated benefits of reduced complexity of the current tax system, and the potential to eliminate 
the structural and the tax rate biases.17 Such a system had been put forward earlier in the Henry Tax 
Consultation paper to address structural issues.18 In the Henry Review, it was stated that Australia should 
consider moving the company income tax system to a broader-based DIT which includes dividends and 
greater use of accrued recognition to measure savings income. Such a move could provide a greater equity 
and efficiency in the basis for the taxation of savings.19 The rationale for introducing such a system is the 
attributable benefits of achieving greater tax neutrality through treating income based on its economic 
substance, irrespective of the legal structure of the business. If this is the case, this may eliminate the 
incentives for small business owners to employ complex business structures for tax purposes.20 Therefore, 

9 Australian Bureau of Statistics, n 4.
10 Australian Taxation Office, n 5.
11 For example, it has been reported that how small businesses can struggle with their cash flow: Melissa Belle Isle, Brett 
Freudenberg and Richard Copp, “Cash Flow Benefit from GST: Is It Realised by Small Businesses in Australia?” (2014) 29 
Australian Tax Forum 417; capacity to comply with regulations: Brett Freudenberg, “Lifting the Veil on Foreign Tax Flow-through 
Companies: Could Australian Closely Held Business Benefit from Their Governance Regimes?” (2013) 28 Australian Journal of 
Corporate Law 201; complexity: Brett Freudenberg et al, “A Comparative Analysis of Tax Advisers’ Perception of Small Business 
Tax Law Complexity: United States, Australia and New Zealand” (2012) 27 Australian Tax Forum 677; and compliance cost: Phil 
Lignier, Chris Evans and Binh Tran-Nam, “Tangled Up in Tape: The Continuing Tax Compliance Plight of the Small and Medium 
Enterprise Business Sector” (2014) 29 Australian Tax Forum 217.
12 Judith Freedman, “Why Taxing the Micro-business Is Not That Simple: A Cautionary Tale from the ‘Old World’” (2006) 58 
Journal of the Australian Tax Teachers Association 39.
13 Mark Burton, “Australian Small Business Tax Concessions-public Choice, Public Interest or Public Folly” (2006) 21 Australian 
Tax Forum 71.
14 Phil Lignier and Chris Evans, “The Rise and Rise of Tax Compliance Costs for the Small Business Sector in Australia” (2012) 
27 Australian Tax Forum 615.
15 Judith Freedman, “Reforming the Business Tax System: Does Size Matter?” in C Evans and R Krever (eds), Australian Business 
Tax Reform in Retrospect and Prospect (Thomson Reuters, 2009) 153-178.
16 Michael Dirkis and Brett Bondfield, “The RBT (Review of Business Taxation) ANTS (A New Tax System) Bite: Small Business 
the First Casualty)” (2004) 19 Australian Tax Forum 107.
17 Pitcher Partners, The Importance of the Middle Market Submission Letter. Re: Think: Tax Discussion Paper (Pitcher Partners, 
2015) <https://cdn.tspace.gov.au/uploads/sites/52/2015/07/Pitcher-Partners-Submission-2.pdf>.
18 Ken Henry, “Australia’s Future Tax System: Report to the Treasurer”, The Henry Review (Treasury, 2009).
19 Ken Henry, n 18.
20 Pitcher Partners, n 17.
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by aiming to remove tax rate and tax structure biases in the system, the application of the tax law for 
small businesses might be simplified. Consequently, complexity and compliance costs could be reduced. 
This means that some of the business resources that are engaged in nonproductive activity could be 
redirected to more productive activity, earning additional income for the small businesses.

From the horizontal equity perspective, under the DIT system taxpayers with the same taxable income 
are taxed equally and transactions of comparable economic substance are taxed in a similar manner.21 
The Ralph Committee in its review recommended a comprehensive approach to business taxation based 
on ideologies that treat all transactions according to their merits.22 But does a DIT system have the 
potential to achieve greater horizontal equity and to reduce distortions in the Australian tax system, 
thereby improving the taxation system’s integrity? Moving toward a DIT system could theoretically 
achieve the government’s objective of greater tax neutrality. In this way it could sustain economic 
growth of small businesses and improve Australia’s global competitiveness. However, there is very little 
Australian research regarding the introduction of a DIT for small businesses, and what the implications 
of such a system could be for this sector. This research seeks to critically assess this proposed tax 
reform for the small business sector, as poorly conceived tax policy and legislation can cause additional 
complexity and compliance costs.

It has been acknowledged that “taxation is a subject of inquiry that cuts across a range of disciplines, 
including law, economics, politics, psychology, history and accounting”;23 and this article is no 
different. From a tax law perspective this article will critically analyse the potential implications of an 
economic model mooted as appropriate for small businesses, the DIT. Such analysis is critical from 
both the academic and professional tax law perspective, as the appropriateness of prior tax reforms for 
small businesses have been criticised;24 which is of concern given their contribution to the Australian 
economy.

To this extent, the aim of this article is to investigate the relationship between the DIT system and some 
of the issues faced by small business, such as: compliance costs, complexity and financing. This research 
will consider both the Pitcher Partner DIT Model and the Nordic DIT Model.

The remainder of this article is constructed as follows. Part II will outline some of the issues that small 
businesses face: access to finance, complexity of legislation and compliance costs. Part III will provide a 
detailed literature review of the DIT system and includes a discussion of the DIT system and its origin. 
The Nordic DIT Model and the Pitcher Partners’ DIT Model will also be discussed in this section. 
Part IV will outline the research methodology, prior to the results being collated in Pt V. Possible avenues 
for future research will be outlined in Pt VI, before the article concludes.

II. ISSUES FACING SMALL BUSINESS

Despite their significant contribution to the economy, small businesses do not easily achieve continued 
success, as they can face a number of issues in the business environment due to their size and inherent 
characteristics. It is crucial to consider these issues in order to analyse whether a DIT system assists this 
sector. The issues of financing, complexity and compliance costs are explored in the next section.

A. Finance
Unlike large businesses, small businesses can have financial constraints and other competitive 
detriments, which can limit their ability to access finance in the same way as their larger counterparts 
access finance.25 Graham argued that external financiers can be hesitant to finance small businesses, 

21 Peter Birch Sorensen, Dual Income Taxes: A Nordic Tax System. Tax Reform in Open Economies: International and Country 
Perspectives (Edward Elgar, 2010) 78-108.
22 J Ralph, Review of Business Taxation: A Tax System Redesigned (Report of the Ralph Committee, 1999).
23 Lynne Oats, “Taxation” in Lynne Oats (ed), Taxation: A Fieldwork Research Handbook (Routledge, 2012) i.
24 Burton, n 13.
25 Alain Jousten, “SMEs and the Tax System: What Is So Different about Them?” (2007) 8 CESifo Forum 14.
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especially if there is no tangible property to secure loans.26 In addition, financing small businesses can be 
regarded as risky, and for this reason financial institutions may charge higher interest rates, resulting in 
higher borrowing costs.27 Pizzacalla argued that smaller businesses are vulnerable to cyclical recessions 
caused by bank lending practices and credit “crunches”.28 Such financial impediments can hinder the 
growth of small businesses, as this sector can be more dependent on personal savings and retained profit 
to finance growth and expansion.29 Tax provisions can hinder this finance as well. For example, Div 7A 
can impose a significant impediment for the use of retained profits of a private company to provide a 
loan at no interest to another related company.30 Of course non-tax issues can contribute to financing 
issues, as illustrated by the scrutiny of the delayed payment practices of large businesses as debtors to 
small business.31

B. Complexity
Complexity is a significant issue for small businesses, particularly as those taxpayers have less capacity to 
cope with the burden of legislation.32 The complexity of legislation can impose a significant impediment 
for small businesses.33 Therefore, it is crucial to identify some of the drivers of complexity, as this may 
assist in providing recommendations to reduce the impediments for this sector. It is believed that the 
complexity is caused by the application of some of the complex provisions on small businesses, such 
as Div 7A, and the trust taxation provisions.34 These provisions apply to taxpayers, in the same manner, 
regardless of the size of the entity. The issue of complexity is important, as it may result in unintentional 
non-compliance.35

A number of tax incentives and concessions have gradually been introduced into the taxation system, 
including the small business capital gains tax (CGT) concessions and depreciation concessions for 
small businesses.36 However, these concessions are typically accompanied by complex rules to try 
to eliminate any potential for aggressive tax planning. Recently, the Board of Taxation observed in 
its review that the eligibility criteria for small business CGT concessions are “exceedingly complex 
and difficult for small businesses to navigate”.37 Generally, when detailed anti-avoidance provisions 
increase, the tax system becomes more complex.38 The Ralph Committee in its report observed that 
complexity is the result of reconstructing the business tax system on foundation that is deficient in 

26 Teresa Graham, Graham Review of the Small Firms Loan Guarantee: Recommendations (HMSO, 2004).
27 Abbas Valadkhani, George Chen and Bernice Kotey, “Asymmetric Changes in Australia’s Small Business Loan Rate” (2014) 43 
Small Business Economics 945.
28 Mark Pizzacalla, Developing a Better Regime for the Preferential Taxation of Small Business (Doctoral Dissertation, Monash 
University, 2014).
29 Allen Berger and Gregory Udell, “The Economics of Small Business Finance: The Roles of Private Equity and Debt Markets in 
the Financial Growth Cycle” (1998) 22 Journal of Banking and Finance 613.
30 Income Tax Assessment Act 1936 (Cth) Div 7A Subdiv B s 109C, the payment is made when the entity is a shareholder in the 
private company or an associate. As those funds can be treated as unfranked dividends, attracting an added cost of 49% to business 
activities.
31 See the Payment and Practices Time Inquiry being conducted by the Australian Small Business and Family Enterprise 
Ombudsman <http://asbfeo.gov.au/inquiries/payment-times-and-practices>.
32 Small Business Deregulation Task Force, Time for Business (AGPS, 1996) 19.
33 Small Business Deregulation Task Force, n 32, 19.
34 Pitcher Partners, n 17.
35 Margaret McKerchar, The Impact of Complexity upon Unintentional Non-compliance for Australian Personal Income Taxpayers 
(Doctoral Dissertation, University of New South Wales, 2002).
36 Income Tax Assessment Act 1997 (Cth) s 152-15: small business capital gain tax concessions; Income Tax Assessment Act 1997 
(Cth) Div 328.
37 Board of Taxation, Review of Tax Impediments Facing Small Business: A Report to the Government (2014) 68.
38 Robin Woellner et al, Australian Taxation Law (CCH Australia, 24th ed, 2014).
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the principle of policy, and a result of overly specialised provisions which have deficiency in their 
application and flexibility.39 Complexity increases both the business and government administrative 
costs, and may have a diminutive effect in promoting voluntary compliance.40 The Organisation for 
Economic Co-operation and Development (OECD) recommends that countries must first identify the 
issues encountered by small businesses and then decide if the issues are sufficient for government 
to take action. The OECD further suggests that governments should consider the relative virtues of 
maintaining a neutral tax system and using direct expenditures instead of tax measures.41 Such a 
neutral tax system would provide a consistent tax treatment for all businesses regardless of size, and 
for example would see the abolition of all tax concessions provided for small businesses in the tax 
legislation, such as small business capital gains tax concessions.42 Instead, if the government thought 
there were sufficient disadvantages confronted by small businesses, then the government could address 
such issues through direct expenditure, such as paying for, example, computer software to assist with 
recording keeping costs. If a tax system limits the disadvantages associated with compliance costs, 
this could encourage the development of new small businesses, thereby assisting with their success.43 
Of course, whether small businesses should be the recipient of tax concessional treatment has been 
questioned by a number of authors, with concerns raised about increased compliance costs,44 inadvertent 
effects,45 influence on business structure choice46 and the non-compliance that small businesses may 
participate in.47

C. Compliance costs
Concerns have been raised about the costs and the regressive nature of complying with tax obligations 
for small businesses. This has prompted government policymakers to introduce legislation and tax 
concessions to try to address this issue. However, Evans et al have argued that small business tax 
concessions appear not to be reducing tax compliance costs.48 A significant portion of compliance costs 
consists of the time and effort required to comply with tax obligations.49 Compliance costs can be both 
financial and nonfinancial, such as stress and time lost.50 Compliance costs can reduce the economic 
efficiency of a business structure, especially if the compliance costs outweigh the benefit obtained.51 
They are also regressive, as the burden disproportionately falls on smaller businesses.52

39 Ralph, n 22.
40 Ralph, n 22.
41 Organisation for Economic Co-operation and Development, Taxation and Small Businesses (1994).
42 Income Tax Assessment Act 1997 (Cth) Div 152.
43 OECD, Small Businesses, Job Creation and Growth: Facts, Obstacles and Best Practices (1997).
44 Freudenberg et al, n 11.
45 Burton, n 13.
46 Claire Crawford and Judith Freedman, “Small Business Taxation: A Special Study of the Structural Issues Surrounding the 
Taxation of Business Profits of Owner Managed Firms”, Mirrlees Review (The Institute for Fiscal Studies/OUP, 2010).
47 Jeff Pope, “Favourable Small Business Taxation: To What Extent Is It Justified from a Tax Policy Perspective?” (2008) Journal 
of Applied Law and Policy 21.
48 Chris Evans et al, “Small Business and Tax Compliance Costs: A Cross-country Study of Managerial Benefits and Tax 
Concessions” (2014) 12 eJournal of Tax Research 453.
49 Lignier and Evans, n 14.
50 Board of Taxation, Scoping Study of Small Business Tax Compliance Costs: A Report to the Treasurer (Attorney-General’s 
Department, 2007) 7.
51 Francis Chittenden, Saleema Kauser and Panikkos Poutziouris, Regulatory Burdens of Small Business: A Literature Review 
(University of Manchester, 2000) 10.
52 Board of Taxation, n 50, 7; Cedric Sanford, Michael Godwin and Peter Hardwick, Administrative and Compliance Costs of 
Taxation (Fiscal Publications, 1989).
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Recently, Evans et al reported that compliance costs for small business remain high and regressive.53 
Research indicates that the estimated compliance costs for the small and medium enterprise sector in 
Australia are $18 billion, which accounts for 1.2% of GDP or 14% of tax revenue.54 Smaller businesses 
also have higher compliance costs per dollar of turnover than larger businesses (Table 1).55

TABLE 1. Tax Compliance Cost
Business Turnover Annual Cost Cost Per $1,000 Turnover

<$75,000 $3,400 $90

$75,000 to $2 million $12,000 $12

$2 million to $50 million $55,000 $2

Source: UNSW and Chartered Accountants of Australia and New Zealand, Tax Complexity Research Project (UNSW, Sydney, 
2014).

Lignier and Evans in their study found that the average cost of complying with all taxes was estimated at 
$32,389 for the 2009–2010 tax year.56 This amount comprised of $20,129 for internal costs and $12,262 
for external costs; compliance with GST accounted for around 50% of internal costs. However, their 
findings indicated that compliance with all taxes was generally higher in 2010 than the 1997 Evans et 
al study.57 Compliance with the superannuation guarantee charges can be an issue for small businesses: 
small businesses (including micro businesses) are associated with the highest percentage (90%) of non-
compliance with the superannuation guarantee.58

With an understanding of some of the issues facing small businesses, an outline of the DIT is now 
canvassed.

III. DUAL INCOME TAX SYSTEM

Below is a discussion of the origin of the DIT system, how it operates broadly in the Nordic countries 
(the Nordic DIT), and then the DIT model proposed by Pitcher Partners (the Pitcher Partners’ DIT 
Model).

A. Origin
The notion of the DIT system was first originated in Denmark in 1980 by the Danish economist Professor 
Niels Christian Nielsen. Nielsen proposed that the comprehensive tax system should be replaced by a 
system combining a flat rate of tax on capital income, at the level of the corporate income tax rate, with 
progressive tax rates on labour income.59 One of the main features of the DIT is having a separate flat 
tax on capital income. The theoretical arguments for such tax are the adjustment for inflation and that the 
present value of returns on investment is not affected by a tax that uniformly applies to all types of capital 
incomes, thus ensuring neutrality in investment. The rationale that founded this theory is the equality 
between tax and the economic depreciation and the deduction of debt interest.60 Denmark was the first to 

53 Evans et al, n 48.
54 UNSW and Chartered Accountants of Australia and New Zealand, Tax Complexity Research Project (UNSW, 2014).
55 UNSW and Chartered Accountants of Australia and New Zealand, n 54.
56 Lignier and Evans, n 14.
57 Lignier and Evans, n 14.
58 Inspector-General of Taxation. Review into the ATO’s Administration of the Superannuation Guarantee Charge (Inspector-
General of Taxation, 2010) cited in Brett Freudenberg and Scott Sargent, “Not so Guaranteed: Superannuation Guarantee and 
Australian Small Businesses” (2015) 30 Australian Tax Forum 90.
59 Peter Birch 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.
60 Hans-Werner Sinn, Capital Income Taxation and Resource Allocation (Amsterdam, 1987).
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implement the DIT system, in 1987.61 In the early 1990s, the DIT system proliferated throughout other 
Nordic countries: Sweden in 1991, Norway in 199262 and Finland in 1993.63

Several other countries outside the Nordic region have now implemented, or have introduced elements of 
a DIT. In Europe, a DIT has been described as an important blueprint for income tax reforms.64 Austria, 
Belgium, Portugal, Czech Republic, Lithuania and Poland introduced a final withholding tax on interest 
and dividend incomes rather than a full-fledged DIT.65 In 1996, Italy introduced a DIT, primarily for 
corporate earnings, that provided large tax cuts for companies reinvesting profits or issuing new equity 
on the stock market for the first time.66 The main purpose of this tax reform was to encourage Italian 
companies to increase their capital assets, in order to shift from reliance on traditional debt towards 
reliance on equity risk capital.67

Tax proposals favouring the implementation of DIT have been made for Switzerland and Germany.68 
In Germany, the major aim of the tax reform is to simplify the current tax system and to offer a tax rate 
reduction, particularly for international mobile capital income.69 In Canada, a proposal to introduce 
a DIT system has been made by Sorensen, who argued that some elements of the system could be 
implemented in the context of the Canadian Federal Tax System.70 Sorensen has also discussed the 
relevance of implementing a DIT system in New Zealand.71

B. The Nordic DIT
In 1993, Sorensen described the new Nordic tax system as “a deliberate move away from the principle 
of Global Income Taxation towards a system of so-called ‘Dual’ Income Taxation”.72 In 2007 he referred 
to the system as “a compromise between the progressive comprehensive income tax and the expenditure 
tax”.73 Under a progressive global tax a single progressive tax rate is applied to the total taxpayer incomes 
from all sources.

By contrast, under the DIT system, capital income is taxed separately from other sources of income.74 
The DIT system (also known as the Nordic DIT system) is a particular form of scheduler income tax 
that applies a separate low proportional tax rate to capital income and progressive tax rates to labour 
income.75 “Capital income” is defined as the imputed return on the business assets, and “labour income” 
is classified as the difference between total business income and the imputed capital return.76 Business 

61 Sorensen, n 59.
62 Jonas Agell, Peter Englund and Jan Sodersten, Incentives and Redistribution in the Welfare State: The Swedish Tax Reform 
(MacMillan, 1998).
63 Bernd Genser and Andreas Reutter, “Moving towards Dual Income Taxation in Europe” (2007) 63 FinanzArchiv: Public Finance 
Analysis 436.
64 Genser and Reutter, n 63.
65 Genser and Reutter, n 63.
66 G Forlani, “Italy: Dual Corporate Income Tax System” (1997) World Tax Report 185.
67 Forlani, n 66.
68 Genser and Reutter, n 63.
69 Wolfgang Wiegard, “For a Dual Income Tax” (2005) 6 CESifo Forum 56.
70 Peter Birch Sorensen, “The Nordic Dual Income Tax: Principles, Practices, and Relevance for Canada” (2007) 55 Canadian Tax 
Journal 557, 562.
71 Peter Birch Sorensen, “Dual Income Taxes: A Nordic Tax System” in I Claus et al (eds), Tax Reform in Open Economies: 
International and Country Perspectives (Edward Elgar, 2010) 78-108.
72 Sorensen, n 59.
73 Sorensen, n 70, 562.
74 Sorensen, n 59.
75 Sorensen, n 70, 562.
76 Bernd Genser, “The Dual Income Tax: Implementation and Experience in European Countries” (2006) 57 Ekonomski pregled 271.
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assets could be defined as the recorded book value of the firm’s depreciable assets plus acquired goodwill 
and other acquired intangible assets.77 Capital income is taxed at a single flat rate that is equivalent to 
the lowest marginal tax rate on non-capital income. In the pure version of the system, the capital income 
tax rate is aligned with the corporate tax rate and with the lowest marginal tax rate on labour income.78 
Under the DIT system, the flat capital income tax base should be as broad as possible in order to achieve 
homogeneity and neutrality in capital income taxation. Therefore, capital income from all sources would 
include capital gains, interest, dividends, royalties, rental income, imputed returns on owner-occupied 
housing and imputed returns on capital invested in non-corporate firms.79 The component for non-capital 
income includes labour income from employment and self-employment, wages and salaries, non-
monetary fringe benefits, private and public pensions, and government transfers.80

In summary, a DIT system in its purest form has the following characteristics:

•  A flat uniform personal tax rate that applies to all forms of capital income, this rate equals the 
corporate income tax rate;

• The lowest marginal tax rate on labour income, aligned with both the capital and the corporate tax 
rates;

• No double taxation on corporate equity income (no double taxation on dividends: shareholders 
receiving dividends are given full credit for taxes paid at the corporate level); and

• A broad tax base for capital income (as outlined above).81

In regards to taxing business income, for those business owners working in their own firms conducting 
their business as proprietorships, partnerships or self-employed, the business income has two 
components: capital income and labour income. Therefore, business income has to be separated into 
a capital component (income derived as a result of the owner’s investment in his/her own firm) and a 
labour component (the owner’s salary).82 A flat tax rate applies to capital income; progressive tax rates 
apply to labour income. Since the flat tax rate on capital income is typically lower than the top marginal 
tax rate on labour income, the DIT system can create an incentive for business owners to transfer labour 
income into capital income.83

The Nordic countries have introduced tax rules such as the splitting rules, to address these issues. These 
splitting rules apply to all unincorporated firms and closely held or unlisted companies. The fundamental 
role of these rules is to define the capital income (for tax purposes) as an imputed return on the firm’s 
assets and to treat the residual part as labour income.84 The following paragraph demonstrates how small 
business income is taxed.

The DIT can apply to small business owners who are self-employed, to sole proprietorships and to 
partnerships;85 as well as to closely held companies if the active owner (works in the business) owns 
more than two-thirds of the firm.86 In general, the owners of small businesses work in their own business; 
therefore part of their income is regarded as labour income. Similarly, the owners have also invested 

77 Rachel Griffith, James Hines and Peter Birch Sørensen, “International Capital Taxation” in Dimensions of Tax Design: The 
Mirrlees Review (OUP, 2010) 914-996.
78 Peter Birch Sørensen, “Dual Income Taxation: Why and How?” (2005) 61 FinanzArchiv/Public Finance Analysis 559.
79 Sorensen, n 71.
80 Robin Boadway, “Income Tax Reform for a Globalized World: The Case for a Dual Income Tax” (2005) 16 Journal of Asian 
Economics 910.
81 Sørensen, n 78. It should be appreciated that some will reasonably argue that DIT breaches the principle of horizontal equity, 
given that it applies different tax rates to different “types” of income; being capital and labour income.
82 Genser, n 76.
83 Sørensen, n 78.
84 Seppo Kari and Hanna Karikallio, “Tax Treatment of Dividends and Capital Gains and the Dividend Decision under Dual 
Income Tax” (2007) 14 International Tax and Public Finance 427.
85 Sørensen, n 78.
86 Genser, n 76.
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some or all of their saving in their business; therefore, the other part of their income is regarded as 
a return on their business assets and is treated as a capital income.87 When the income return derives 
as a single aggregated amount, some concerns have been raised, as business income is not split into 
capital and labour incomes. If the aggregated business income were to be treated as labour income at 
progressive rates, this would result in overtaxing owners’ capital income, compared to other types of 
capital income, especially as many owners of small businesses are active in their business. On the other 
hand, if all business income were to be treated as capital income, this would result in the business owners 
avoiding the progressivity of tax rates on labour income.88 To avoid such a discrepancy in tax treatment, 
it is necessary to divide business income into two categories: capital income and labour income. In 
practice, the amount of working hours contributed to firms by business owners is seen as subjective, 
as determined by the owner, and can be difficult to prove to tax authorities. In comparison, business 
assets are seen as more objective. From this perspective, in splitting business income, the rule is to 
first calculate the imputed return on business assets, regarded as capital income, and then to treat the 
remainder of the business profit as labour income. The imputed rate of return can be set in accordance 
with the applicable interest rate on average government bonds plus the risk premium.89 Figure 1 outlines 
how business income can be divided into the two components required for a DIT system.

The two major splitting methods to calculate the imputed return on business assets, gross assets and 
net assets are illustrated in Table 2. In Sweden and Finland, the splitting method is based on net assets, 
whereas in Norway a gross-assets method is used.90 Under the gross-assets method, the firm’s net 
financial liabilities are not deducted from the asset base. To calculate the labour income of the business 
owner, the imputed return on gross business assets is calculated first (capital income); this then is 
deducted from the gross profits (profit before interest) of the firm, and is classified as labour income. 
The taxable net capital income is calculated as the imputed return to the gross assets less the interest 
expenses.91

87 Sørensen, n 78.
88 Sørensen, n 78.
89 Sørensen, n 78.
90 Tobias Lindhe, Jan Sodersten and Ann Oberg, “Economic Effects of Taxing Different Organizational Forms under the Nordic 
Dual Income Tax” (2004) 11 International Tax and Public Finance 469.
91 Sørensen, n 78.

FIGURE 1. Nordic DIT system.

Source: Peter Birch Sørensen, “Dual Income Taxation: Why and How?” (2005) 61 FinanzArchiv/Public Finance Analysis 559.
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TABLE 2. Nordic Splitting Methods for Imputed Return
Gross-assets method The imputed return is calculated on the gross assets 

of the business (firm’s financial liabilities are not 
deducted from the asset base).

Net-assets method The imputed return is calculated on the net assets of 
the business (firm’s financial liabilities are deducted 
from the asset base).

Source: Peter Birch Sørensen, “Dual Income Taxation: Why and How?” (2005) 61 FinanzArchiv/Public Finance Analysis 559.

According to Sorensen, the administration of the gross-assets method appears to be simpler and has 
lower compliance costs than the net-assets method.92 In contrast, under the net-assets method, capital 
income is calculated by computing the imputed return on net assets of the firm (business assets less 
business liabilities), then this imputed return is deducted from the firm’s net profit (profit after interest) 
to determine the labour income of the firm’s owner.93 Only under one condition would these two methods 
give the same result: when the imputed rate of return and the interest rate on business debt are the same. 
Otherwise, if the imputed rate of return is higher than the interest rate a larger portion of business income 
will at that point be classified as capital income under the gross-assets method, rather than under the 
net-assets method. If the imputed rate of return is lower than the interest rate then the opposite will hold, 
with less business income being classified as capital income.94 Of course, such a differential can be seen 
as breaching the notion of tax neutrality between those firms with higher gearing compared to those 
with lower gearing. Additionally, such reliance on asset values mean for those businesses with greater 
asset holdings will have greater allocations as “capital income” compared to the higher taxed “labour 
income”.95

With this understanding of the Nordic DIT, it is important to consider the Pitcher Partners’ Model 
proposed.

C. Pitcher Partners’ DIT Model
Pitcher Partners, an Australian accounting firm, in 2015 put forward to the members of the Tax Force 
a submission for a DIT system.96 The rationale for this submission was the growing concern about the 
lack of focus on a systemic tax reform that may provide a reduction in complexity and compliance cost 
for the majority of the taxpayers, especially those in the middle markets (closely held companies and 
their owners and managers).97 In this submission, Pitcher Partners highlighted the cause of complexity 
being associated with tax provisions that treat different types of income sources depending on the legal 
structure of the item. In order to deal with this tax rate and tax structure bias, Pitcher Partners provided 
an option for a systemic tax reform, being the introduction of a DIT system. In this recommendation, 
they suggested a DIT model in which the primary objective of this system is the alignment of income 
tax rates; that is, the tax rate on capital income to be aligned with the corporate tax rate and also with 
an appropriate marginal tax rate.98 The Pitcher Partners’ DIT Model combines progressive tax rates 
on labour income and transfers income with a lower flat rate on all capital income. The purpose of 
broadening the capital income tax base is to eliminate arbitrage and to reduce the incentives relating to 
negative gearing. Moreover, to achieve tax neutrality with saving and investment income, they suggest 

92 Sorensen, n 71.
93 Sørensen, n 78.
94 Sørensen, n 78.
95 For a more thorough analysis of the tax neutrality implications of a DIT in Australia see Barbara Trad and Brett Freudenberg, “A Dual 
Income Tax System for Australian Small Business: Achieving Greater Tax Neutrality?” [2018] Journal of Australian Tax forthcoming.
96 Pitcher Partners, n 17.
97 Pitcher Partners, n 17.
98 Peter Birch Sørensen, Dual Income Taxes: A Nordic Tax System (Department of Economics, University of Copenhagen, 2009) 2.
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the establishment of a broader tax base for capital income. Unfortunately, in the Pitcher Partners’ DIT 
Model there is no detailed description of the items that would be included in this broad tax base.99

The Pitcher Partners’ DIT Model is said to provide rate parity and neutrality over different types of 
income, without distinguishing between different legal structures. Pitcher Partners argue that this means 
there would be less of a necessity to tax income based on the legal structure. Moreover, Pitcher Partners 
argued that this proposed system has the potential to reduce complexity associated with the current tax 
system.100 Unfortunately, Pitcher Partners did not provide any evidence that would support the reduction 
in complexity, although they supported their claim using Freedman’s theoretical arguments that a DIT 
system has the potential to do so.101 The Pitcher Partners’ DIT Model was intended also to replace 
complex incentives such as small business concessions with a reduced corporate tax rate and a lower flat 
capital tax rate on business income, regardless of the legal structure.102

Pitcher Partners proposed a DIT model which required a reduction in some tax rates, including the top 
personal tax rate, to be in line with the corporate tax rate and to be lowered to 30% (up to it appears to a 
taxable income of $312,500 threshold and then 45% for taxable income above $312,500).103 Such a change in 
the individual tax rates was estimated to cost the government between $13 billion and $22 billion in lost tax 
revenue.104 If both the corporate and the marginal tax rates were to be reduced to 27%, for private companies 
only, this may result in further lost tax revenue.105 Pitcher Partners argued that the potential loss in tax revenue 
may be compensated by an increase of the GST rate to 15%.106 Pitcher Partners suggested that this could 
increase government revenue by approximately $27 billion, assuming that the GST base is kept constant.107

Further recommendations were made for a simpler system in regard to reforming the small business 
CGT concessions, which would include removing the current threshold eligibility requirements and 
allowing all capital gains derived from an active asset to be tax free to all individuals, up to a set cap ($1 
million).108 Pitcher Partners argued that by implementing these changes the complexity of small business 
taxation might be simpler and this would help in reducing compliance costs. This would imply that the 
stated reduced complexity by Pitcher Partners’ Model would not come from the DIT itself, but instead 
the potential to remove other complex tax provisions in the legislation.

Pitcher Partners also recommended moving to a 40% discount on capital gains and savings income, 
including interest and rent.109 Basically, the discount percentage represents the difference between the top 
marginal rate and the corporate tax rate.110 These rates could potentially achieve equity between different 

99 Even with a broad base for capital income, there would continue to be the possibility for tax arbitrage if the tax rates between the 
two types of income differ. For a discussion of the arguments for greater alignment of tax rates with a DIT to achieve greater tax 
neutrality see Barbara Trad and Brett Freudenberg, “All Things Being Equal: Small Business Structure Choice?” [2018] Journal 
of the Australasian Tax Teachers Association forthcoming.
100 Pitcher Partners, n 17.
101 Freedman, n 15.
102 Pitcher Partners, n 17.
103 Unfortunately, the wording of the proposal is not 100% clear on this and this amount is derived by reference to pages 25 and 26 
where tables are provided to indicate that 94,770 taxpayers are above the threshold of $312,500, and that if a 30% tax rate applied 
up to $312,500 then the potential cost to revenue for the reduction in marginal tax rates is $21.3 billion.
104 Australian Taxation Office, n 5 – Individuals: Percentile distribution of taxable individuals, by taxable income and gender, 2012-
2013 income year. Cited in Pitcher Partners, n 17.
105 In other countries (implementing the DIT) the top marginal tax rate on labour income is higher than the corporate tax rate.
106 Pitcher Partners, n 17, 28.
107 Australian Taxation Office, n 5 – Individuals: Percentile distribution of taxable individuals, by taxable income and gender, 2012-
2013 income year. Cited in Pitcher Partners, n 17.
108 Pitcher Partners, n 17.
109 Ken Henry, “Australia’s Future Tax System Consultation Paper”, The Henry Review (Treasury, 2008) <http://taxreview.treasury.gov.
au/content/downloads/consultation_paper/consultation_paper.pdf>. The 40% discount rate is in line with Henry’s recommendation.
110 An example to demonstrate this, assuming that the top marginal tax rate is 50% and the discount rate on capital income is 40%. 
Taxpayer X made a $1,000 income from capital, if 40% discount were to apply to this amount and taxpayer X was to be taxed at 
50% this would result in $300 tax liabilities, as this would be equal to the corporate tax rate.
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structures and different types of income. Although it should be acknowledged that the taxation of capital 
gains alongside the taxation of implicit capital income may impose a problem of double taxation. This could 
occur in the circumstances that the capital gains represent the crystallisation of previous capital income.

Overall, the DIT model proposed by Pitcher Partners had little detail, apart from some integrity rules.111 
These integrity rules include the personal service income rules to ensure that labour income is not 
shifted to business profits.112 Since labour income and corporate profit are taxed at the same rate, this tax 
provision would ensure that only appropriate deductions were being claimed. Furthermore, there would 
appear to be little need for rules to ensure that income from labour is not transferred to capital income, 
since both rates are the same in the Pitcher Partners’ DIT Model up to $312,500 threshold, and there 
would be no tax benefit in doing so up to this amount.113

The DIT Model proposed by Pitcher Partners is similar to the Nordic system in which it requires the 
split of business income into capital and labour incomes, applying a flat tax rate on capital income and 
progressive tax rates on labour income. However, the unique feature in the Pitcher Partners’ Model that 
differs from the Nordic system is that the top marginal tax rate on labour income is aligned with both the 
corporate and capital tax rates, whereas, in the DIT systems in the Nordic countries the lower marginal 
tax rate on labour income is aligned with both the corporate and the capital tax rates.

With this understanding of the DIT systems and the issues facing small businesses, the research 
methodology will be outlined in the next section.

IV. RESEARCH METHODOLOGY

The primary research question for this article is: Would Australian small businesses benefit from a DIT 
system? In analysing this question a number of sub-questions are considered, including how a DIT 
would likely affect complexity, compliance costs and finance for Australian small businesses. This is 
considered for both the Nordic and Pitcher Partners’ DIT Models.

A. Delphi technique
A modified Delphi technique was adopted to gain a detailed understanding of and insight into whether 
Australian small businesses are likely to benefit from the introduction of DIT. As small business owners 
are not currently using a DIT system and therefore potentially have little or no practical understanding 
of the DIT and its implication for their businesses, the Delphi technique of interviewing experts in the 
small business field was chosen. By interviewing experts in Australian small business issues, it was 
thought they could critically evaluate the potential implication of a DIT. Delphi is a widely employed 
research method in many disciplines including economics and social science.114 It has been considered 
as a reliable qualitative method ideally utilised in situations of uncertainty; it is also widely used for 
forecasting, gaining information for decision-making process, or obtaining strategical views.115

Delphi technique is identified by Dalkey and Helmer and by Okoli and Pawlowski as a process in which 
the greatest reliable consensus is obtained via the knowledge, experience and opinion of a group of 
experts.116 Practically, this technique allows the inclusion in the study of contributions from participants 

111 The Pitcher Partners Model can be described as a DIT but not as a pure version DIT because the top marginal tax rate on labour 
income is aligned with both the corporate and capital tax rates, whereas, in the pure version of the system the lower marginal tax 
rate on labour income is aligned with both the corporate and the capital tax rates.
112 Income Tax Assessment Act 1997 (Cth) Div 86: Alienation of personal services income. Thus, Div 86 – Alienation of personal 
services income can provide a protection.
113 Pitcher Partners, n 17, 29, 30. Pitcher Partners dealt with the issues between capital and labour income by just making the tax 
rates all the same.
114 Marcin Kozak and Olesia Iefremova, “Implementation of the Delphi Technique in Finance” (2014) 10 eFinanse 36.
115 Kozak and Iefremova, n 114.
116 Norman Dalkey and Olaf Helmer, “An Experimental Application of the Delphi Method to the Use of Experts” (1963) 9 
Management Science 458; Chitu Okoli and Suzanne Pawlowski, “The Delphi Method as a Research Tool: An Example, Design 
Considerations and Applications” (2004) 42 Information & Management 15.
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who are geographically spread.117 This method is a robust approach for investigating an issue or 
phenomenon when there is incomplete knowledge.118 Rowe and Wright suggest that the Delphi method 
is most appropriate when the aim is to create a better understanding of problems, prospects and solutions 
or to make predictions.119 In particular, it can be applied to problems that are uneasily examined by other 
specific methodical techniques, but which could benefit from the opinion of the subjective judgments 
of interacting group of experts.120 Thus, the focus of the intelligence of the entire group is drawn to the 
problem being investigated.121

In order to explore whether expert participants perceived that small businesses may benefit from the 
introduction of a Nordic DIT system or a Pitcher Partner DIT Model, semi-structured interviews with 
open-ended questions were used as data sources.

B. Participants
For this project 14 participants were selected from a broad background, 3 from the ATO, 3 tax 
professionals (accountants), 4 tax academics, 2 lawyers and 2 Treasury officials. Criteria for selecting 
the subjects were as follows:
• All participants must be engaged (or knowledgeable) with small businesses122 with diverse 

characteristics from various industries.
• All participants had at least five years’ experience with small businesses.
• All participants are aware of issues challenging small businesses.

Participants were provided with a summary of the Nordic DIT system and the Pitcher Partner DIT Model 
before being interviewed (see Appendix A); with one participant (A 4) requesting the entire Pitcher 
Partner submission.

An overview of each participant’s gender, current profession or position, number of years in their 
profession and their engagement with small businesses is presented in Table 3. Of the 14 participants, 
8 were males and 6 were females. Thirteen of the 14 participants had over 10 years’ experience in their 
profession, and 1 participant had 5 years’ experience; 12 participants were engaged with small businesses 
and 2 academics had excellent knowledge of small businesses in their profession. Consequently, it is 
argued that the participants were experts in the field of small businesses and the tax issues surrounding 
them, as required for the Delphi technique.

TABLE 3. Demographics of Participants

Participant No Gender
Current Employer 
or Position

No of Years in 
Profession

Knowledge of 
Small Business

Academic (A 1) Male University >10 Yes

A 2 Female University >10 Yes

A 3 Male University >10 Yes

A 4 Male University >10 Yes

117 Gene Rowe and George Wright, “The Delphi Technique as a Forecasting Tool: Issues and Analysis” (1999) 15 International 
Journal of Forecasting 353.
118 Kathy Franklin and Jan Hart, “Idea Generation and Exploration: Benefits and Limitations of the Policy Delphi Research 
Method” (2007) 31 Innovative Higher Education 237.
119 Rowe and Wright, n 117.
120 Michael Adler and Erio Ziglio, Gazing into the Oracle: The Delphi Method and Its Application to Social Policy and Public 
Health (Kingsley, 1996).
121 Harold Linstone and Murray Turoff, “Introduction” in HA Linstone and M Turoff (eds), The Delphi Method: Techniques and 
Applications (Addison-Wesley Publishing Company, 1975) 3-12.
122 The small business definition was with accordance to a turnover of less than $10 million and less than 20 employees. Australian 
Bureau of Statistics, n 4; Australian Taxation Office, Definition of Small Business Entity (2016).
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TABLE 3. continued

Australian Taxation 
Office (ATO 1)

Male ATO >10 Yes

ATO 2 Female ATO >10 Yes

ATO 3 Female ATO >10 Yes

Industry (I 1) Male Accountant >10 Yes

I 2 Male Accountant >10 Yes

I 3 Male Accountant >10 Yes

I 4 Female Lawyer >10 Yes

I 5 Female Lawyer 5–10 Yes

Treasury (T 1) Male Treasury >10 Yes

T 2 Female Treasury >10 Yes

With the industry experts (I 1 to I 5) their small business client base extended over a number of industries:
• Retail Trade: I 2, I 3, I 5;
• Professional: I 2, I 3;
• Rental, Hiring, Real Estate: I 3;
• Education & Training, Health Care, Art: I 4; and
• Construction, Finance & Insurance: I 5.

V. Results

A. Participants’ understanding of the DIT system
According to Gordon, expert participants are the key to success because the study is based on their 
opinion and their expertise.123 While participants had knowledge of small businesses, it was important to 
assess the participants’ understanding of the notion of a DIT system. This was first to assist the researcher 
in knowing whether further explanation of DIT was required; second to give a sense of whether their 
responses are valid. Six of the participants rated their understanding as average, four as limited, three as 
very limited and one as excellent (Table 4).

TABLE 4. Participants’ Understanding of the DIT System
Participant No Understanding of DIT Participant No Understanding of DIT

A 1 Average I 1 Average

A 2 Average I 2 Average

A 3 Very limited I 3 Average

A 4 Average I 4 Very limited

ATO 1 Limited I 5 Limited

ATO 2 Limited T 1 Excellent

ATO 3 Very limited T 2 Limited

Overall this would indicate there was average to excellent understanding of DIT systems for 50% of the 
participants. However, this may indicate that the results need to be read with some caution. To ensure 

123 Theodore Gordon, “The Delphi Method” in J Glenn and T Gordon (eds), Futures Research Methodology (The Millennium 
Project, America, 2009) Ch 4.
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that participants did have an understanding of DIT, a short summary was provided (Appendix A) and 
participants were asked to request clarification at any stage throughout the interview.

This was followed by the next question in the interview: “What is your understanding of the notion of a 
dual income tax system”?

Over half of those interviewed (8 out of 14) reported their knowledge is limited apart from the summary 
they were provided with. Five participants commented that they knew the principles of it but not the 
specifics of the system:

The specifics of it obviously I don’t, but the principal I do (ATO 1).

However, one participant who had excellent knowledge stated:

Excellent knowledge. I worked on this in New Zealand, when New Zealand was at a convener taxing 
working group, so this comes out of the GFC, so we were looking at how the tax system can be improved, 
so the Nordic tax system was on the radar as a potential (T 1).

The next section of the interview was concerned whether there would likely be any benefit from the 
introduction of a DIT system to the Australian small business sector.

B. Nordic DIT system
In order to investigate the impact and the likeliness of any perceived benefit from introducing a DIT 
system for small businesses, participants were asked in the interview “In your opinion what would be 
the impact of a pure dual income tax system (Nordic Model) for small businesses? In what ways?” Three 
common responses were given to this question. First, most participants identified that, by introducing a 
DIT system, the process itself would create further complexity to the current tax system, and this would 
require a massive education program. Second, some identified that there would be some issues relating 
to the splitting method of business income into capital and labour components. Third, the requirement of 
rules to reduce the incentives for income shifting between labour and capital income components would 
create further complexity. Participants commented that:

I think it is totally unworkable and I think is the wrong way to change the tax system. I think it is too 
complex for people. We had many other reviews into income tax. We have the Henry Review which I 
think in the 150 Recommendation they couldn’t adopt them I think it is too complicated and never going 
to happen (A 3).

I think, probably the biggest issue, and the complexity, is the difference between the company tax rate and 
the individual highest marginal tax rate. It will probably still cause most of the complexity (I 1).

Business owners may try to invest more in capital; also business owners might have some incentives in 
income-shifting behaviour between the labour and capital income components (I 2).

Because the split you do between the two types of income is your own decision, for me, it is a way of 
dodging the system and I would say if you introduce a system that is a dual tax system, with small business 
you would have to make it very water tight, with very strict rules so that the system is not abused. Because 
the devil with taxation of small businesses and taxation in general is compliance because people will 
obviously, because we are all the same we are all humans, will obviously use the system to their advantage 
to minimise their tax liabilities. So if you don’t have strict rules then people will use that to their advantage 
to minimise tax. I would do it too (A 1).

In small business it is very easy to shift income. You’re ending up having a deemed rate of return on assets 
and I think that would be … a new concept for us. You have to set the rate of return right; it would be 
arbitrary where you set that at; you need rules anti-avoidance type rules to get the distinguish there; it is 
arbitrary by itself, and you need enforcement potentially around that, especially a new system you need 
education to reinforce it. I think it is a tricky thing to introduce it (T 1).

In terms of complexity, a number of participants raised concerns with people’s literacy of the system and 
the amendments to the tax rules. Two participants highlighted the following in regard to re-education, 
client understanding and accounting software systems:
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Big concerns, education and clients understanding on what this means. Massive ramification for regime 
tax planning. I guess there would be some uncertainty about the changes, on how the system operates, 
changing the existing tax rules and tax legislation. There would be a huge re-education process as part of 
that. It will have lots of resistance. People will be sceptical (I 3).

I think it would add a burden to small businesses. Because of its complications and the upheaval to be 
able to implement the system through the different structures, so small businesses have a poor knowledge 
of the initial tax requirements and any changes would be quite difficult to implement. Changes to the tax 
system are always very tricky to implement; any changes would have costing cost for small businesses, 
mainly through their accounting system, any software that developed for accounting system any tax agent 
processes it’s already being established into their businesses. When you consider the implementation of 
the change, its nature, you have to take into account the impact on the cost more broadly into implementing 
those changes, which could be quite massive (T 2).

A recurrent theme in the interviews was a sense among interviewees that there would be complexity if 
a DIT system was to be introduced for small businesses. Four broad themes emerged from the analysis 
of this question. First, the business income needs to be split and having rules associated with it would 
be complex (A 1). Second, there might be some incentives for small business owners to shift income 
between the labour income and capital income components due to the difference in tax rates, so to have 
anti-avoidance rules would be complex (I 1 and I 2). Third, there would be a huge re-education process 
on how the system works and for small business operators to understand the transitional processes (I 3). 
Lastly, the impact of implementing the system could be a massive cost; the changes would be costly for 
small businesses, mainly because there would also be changes in their accounting system, the accounting 
software and any tax agent processes (T 2).

Overall it appears from the experts that the impact of a Nordic DIT system is perceived as having a 
negative impact on small businesses, especially in relation to complexity. This section has analysed the 
impact of the Nordic DIT; the next section will analyse the possible impact of the Pitcher Partners’ DIT 
Model for small businesses.

C. Pitcher Partners’ DIT Model
It was proposed by Pitcher Partners that introducing a DIT system could reduce complexity, compliance 
costs and red tape for small businesses and thereby that sector may benefit. In order to investigate this 
claim and also to compare the impact of the Pitcher Partners’ DIT Model to that of the Nordic DIT Model, 
participants were asked the following question: “What would be the impact of the Pitcher Partners’ DIT 
Model for small businesses”?

Just over half of those who answered this question reported that there would be an increase in 
complexity and compliance costs or at least initially (7 from 13, 1 was undecided). This was 
expressed as:

[Y]ou are going to get a complexity … the government wants to have rules that don’t allow you to 
basically shift labour in conversion to capital. … It is like in the past when we didn’t have tax on capital 
income. There’re some incentives to shift labour into capital income, so you want as a government to rule 
the ability from going that way, now as soon as you do that, the system is going to be diluted because as 
you have a test or rules to enforce it, complexity is going to increase; red tape will increase and some of 
the benefit will be lost (T 1).

It has to be done in line with the cost benefit of the actual cost for implementation for small businesses, 
because if the government would attempt to do that, there would be lots of SMEs seeking compensation 
from the government, as well as other industry sectors would have to pay the cost for implementing the 
change (T 2).

To apply the Pitcher Partners’ DIT Model to trusts could be problematic, as one interviewee put it:

In practice you will have a hard time overhauling the way that trusts are being taxed, which is basically 
that the beneficiary gets taxed and not the trustee. I know they tried to do that back 20 years ago, they tried 
to shift the tax liability on the trust to the trustee and it didn’t go anywhere (A 1).
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Some felt that there could be an associated complexity to the Pitcher Partners’ DIT Model while others 
considered that there could be a merit and a potential benefit to small businesses:

The alignment of tax rates will give you a better overall fairness; it is always being argued that once 
you have different tax rates there is always being a complexity to it. That model enables you to reduce 
complexity and compliance costs (A 2).

It would result in reducing the incentives for choosing different business structures, I’m not sure, and if it 
would reduce the incentives for business structures then it can potentially offer them some benefits (ATO 3).

If you take the choice of legal entity out of the equation, if you can tax all capital income at the same rate 
for every taxpayer no matter what entity you are using, then, you get some efficiency benefits and some 
equity benefits as well, because the people who are not advised are getting taxed the same as those who 
are advised, and that’s a good thing (A 4).

Complexity will certainly be reduced. It will initially be a rise of complexity and compliance costs at first 
because advisors have to understand it, as well as clients, the government and the tax office (I 3).

The following comments illustrate the associate issue with taxing labour income over $312,500 at 45% 
tax rate:

45% is a very high tax rate compared to the corporate rate. For business, making a couple of million, to be 
taxed and paying 45% tax rate, if you are a growing business and you reinvest that back into the business. 
The 45% tax rate will be a significant constraint on businesses. There is a merit in trying to, wherever 
business structure you are in, doesn’t impact on what tax you pay. But the 45% tax rate on business income 
is very high. I personally prefer that all business structures be taxed the same (I 1).

For micro businesses no impact. Perhaps, there will be some impact on bigger firms (larger than micro) 
based on tax considerations depends on the size of the business, as they might have some incentives for 
income-shifting from labour component to capital component to avoid the 45% tax rate (I 2).

Another participant identified an equity issue raised by excluding the capital income from the progressive 
tax rate, as the interviewee put it:

On the fairness ground, massive issue, why? Because you are taking capital income out from the 
progressive tax rate scale. The reason we have a progressive tax rate is to have equity in the system. … 
Once you take something out of the progressive tax rate you have an equity problem without doubt (A 4).

One participant indicated his preference in taxing all capital income in the same manner:

My inclination is that all income from capital, if we were to adopt that system, should be treated the same 
way whether they are capital gains or dividends (A 1).

This view was echoed by another participant who commented:

There is a good thing here on efficiency because of more neutrality in the tax system, there is less bias on 
capital income. The Henry Review said quite clearly that this is ridiculous; all the different tax rates, tax 
imposed apply to different categories of savings; we need to tidy that up. This DIT system seems to go a 
long way towards achieving that. The DIT of Pitcher Partners introduces lots of efficiency and takes away 
the non-neutralities from the system; on taxing capital income is a good feature there (A 4).

Another positive aspect of the Pitcher Partners’ DIT Model of attacking negative gearing was expressed 
by one participant:

The negative gearing problem, essentially what is happening is your loss on capital income is being 
deducted against your progressive income. Providing you quarantine capital income losses, then that’s a 
positive part of attacking negative gearing (A 4).

A perspective was expressed regarding the simplicity of the model and small business concessions:

[O]ur system is very complex, especially the trust and company. Whether this system will deliver more 
simplicity and reduce complexity, I’m not sure; if you get rid of small business CGT concessions you are 
going to make a big contribution in reducing complexity, but you are going to upset lots of people because, 
you are taking away their tax breaks. But those tax breaks for small businesses they have no sensible 
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policy base at all, and that’s what the Henry Review said on equity ground; probably some of them should 
go, not all of them. Unless you do those big massive changes you are not going to reduce complexity in 
the system (A 4).

In summary, these results suggest that there are conflicting views on the impact of the Pitcher Partners’ 
DIT Model on small businesses. It appears the impact would be that complexity and compliance costs 
could increase or at least initially increase at the implementation stage of the system. Complexity was 
identified as the result of differentiating between different kinds of income, practically applying the 
model to trusts could be problematic. Also the 45% tax rate is very high for small businesses (> micro) 
and could provoke income shifting from labour income to capital income. Excluding capital income 
from progressive tax rates could create an inequity in the tax system.

However, more than half of the participants reported some benefits, including reduced complexity and 
compliance costs in the long run; the alignment of tax rates could achieve tax neutrality by taxing all 
capital income the same way. Other consequences of tackling negative gearing, and promoting simplicity 
by removing the small business CGT concessions were seen as positives.

D. The effect on complexity and compliance costs
Complexity and compliance costs are significant issues for small businesses, particularly as those 
taxpayers have less capacity to cope with the burden of legislation.124 Though most of the participants 
discussed complexity and compliance costs in the previous interview questions, the following interview 
question considered the effect of the Nordic system and the Pitcher Partners’ DIT Model, with a particular 
focus on complexity and compliance costs for small businesses.

1. The Nordic DIT system

In order to consider the effect of the Nordic system on complexity and compliance costs for small 
businesses, participants were asked the following question: “How would a dual income tax system (Nordic 
model) affect complexity and compliance costs for small businesses?” The majority of participants (12 
participants) indicated that complexity and compliance costs would increase or at least would initially 
increase by introducing the Nordic DIT system for small businesses. Although one participant indicated 
that over time a DIT system may have the potential to reduce complexity and compliance costs. The 
complexity and compliance costs relating to the initial implementation of the system were supported by 
comments of participants I 3 and T 2:

Initially complexity and compliance costs will go up dramatically for people to understand it; also the 
accounting system needs to be remodelled. It would be an initial dramatic increase in compliance costs 
too – no difference from when Australia first introduce the GST, there was huge cost. However, over a 
period of time, whether in five years or a decade, it will decrease (I 3).

All the systems for taxation and revenue collection are already imbedded into businesses, so when you 
change something, the upheaval is already significant, and the upheaval will last several years. So you 
have to make sure that any change you did has sufficient benefit in the long run; a good example is the 
GST. Any changes would affect small businesses; all the system that people already used is programed 
according to the existing tax system. We are trying to do that with the streamlined tax system125 but you 
have to talk with a software developer for two to three years till things change. Then there is no guarantee 
that the software developer updates the software, or whether small business will actually buy it or get 
an up-grade. One of the key problem would be accounting software companies; at the moment small 
businesses are using very old outdated software and they are not going to upgrade. Any changes, any 
model at all, any digit you change in the tax system would result in every single software package in the 
country needing to be updated or changed (T 2).

Some participants expressed the belief that the complexity would be associated with the conversion of 
labour income into capital income to benefit from the lower tax rate:

124 Small Business Deregulation Task Force, n 32, 19.
125 Note there is work at the moment around single touch pay roll and streamlined business registration (T 2).
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Because you’re trying to stop the free flow of conversion of labour income into capital income to take 
advantage of the tax rate, then you have the complexity there. You can make that as simple as possible but 
people want to reduce the amount of non-capital income (T 1).

The distinction between capital income and labour income has to be done. You have to think of the best 
way for this to be done; my feelings: you are not going to get very simple and easy rules to do that. 
You also have to do the expense apportionment, in other words, you’ve got to work out what expenses 
go against the capital income part and what expenses go against the labour income component. Then, 
whether we like it or not, apportionment is a difficult issue, end of the story; it’s always a difficult issue: a 
lot of fights happened over apportionment (A 4).

Another participant reported that there could be a complexity with the allocation to the owner, meaning 
the distribution to the beneficiaries of the trust and the dividends to the shareholders:

As far as simplicity goes, the next step you’ve got to think is how to handle the allocation to the owner, 
and that is distribution to the beneficiaries of the trust and dividends to shareholders of company, you’ve 
got to work out if the second point is a taxing point. You’ve got all sorts of issues there. Whether to 
operate an imputation system, an exemption system or whatever, but you’ve got to be able to identify what 
distribution is coming from capital income and what is from labour income and that doesn’t sound like an 
easy task for me either (A 4).

Overall, these results indicate that participants thought that complexity and compliance costs would 
increase, at very least would initially, by introducing the Nordic DIT system for small businesses. In 
particular, the complexity and compliance costs would initially increase with the transition to the system, 
and also the complexity relating to the anti-avoidance rules due to the conversion of labour income into 
capital income. There could also be complexity with the allocation to the owner, meaning the distribution 
to the beneficiaries of trust or the dividends to shareholders.

2. The Pitcher Partners’ DIT Model

The main aim of the Pitcher Partners’ proposed model is to reduce complexity and compliance costs 
for the small business sector.126 Participants were asked: “How would a dual income tax system (Pitcher 
Partners’ DIT Model) affect complexity and compliance costs for small businesses?” Four participants 
answered that “it is difficult to decide”, with two of them commenting:

It is hard to tell, no one can tell, whether it is going to add to or reduce the complexity and compliance 
costs. The idea depends on what other regime you are getting rid of: are you getting rid of CGT? You’re 
going to scale the discount back. … Are you getting rid of small business concessions? That sort of 
thing. There are lots of questions to answer before you can actually make a comment about reducing or 
increasing the complexity (A 4).

I’m finding it pretty hard to say, we’ve already have quite a complex system. I don’t know if this one 
will be simpler, apart from the fact that it can reduce the opportunity for some incentives for structuring 
the different types of entity form, and can take advantages of the different tax rates, that’s probably that 
(ATO 3).

Two participants commented that there could be a potential in reducing complexity and compliance 
costs. One of those two participants observed that reducing the gap between the progressive tax rate and 
other rates could lead to more certainty:

It does provide more certainty (same tax rates) in reducing that gap between progressive tax rates and 
other rates. We see in small business concessions if you have a special rule to target a small business type. 
Pitcher Partners’ DIT Model does not reduce complexity all together because you always have rules to 
define what small business is. It is better to define small business within the existing definition (A 2).

However, a common view among seven interviewees, conflicting with the Pitcher Partners’ arguments, 
was that complexity and compliance could increase, essentially, due to an increase in accountant 

126 Pitcher Partners, n 17, 15.
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demands, delineation between capital and labour income, changes to the accounting software systems 
and inequity in taxing capital income. Comments included:

The same thing for Pitcher Partners’ proposed model: complexity and compliance costs will increase due 
to an increased use of accountants by small businesses (I 2).

It will still be a complexity in splitting business income between capital and labour business income. Even 
if there were rules on how to split business income, those rules will still add to the complexity (I 1).

I agree with Pitcher Partners, it is worth discussion absolutely, there is lots of works to do, and they 
recognised it themselves. But you can’t go forward with a massive loss of revenue, which is what they’re 
suggesting (A 4).

Overall, these results indicate that the Pitcher Partners’ DIT Model could increase complexity and 
compliance costs for small businesses, contrary to Pitcher Partners’ arguments. The next section of the 
interview was concerned with the effect on finances for small businesses.

E. DIT’s effect on finances for small businesses
Smaller firms are disadvantaged compared to larger firms when accessing finances. In order to explore 
this, participants were asked the following question: “How would a dual income tax system affect 
finances for small businesses?”

Three participants indicated that they could not see any financial impact, another two commented that 
small businesses could be worse off because of the complexity of the system and because the high tax 
rate of 45% could have a negative impact:

I will be more concerned about the high tax rate (45%). Currently, most businesses that are profitable and 
doing well means that they want to try to cut their tax at a company tax rate, and that is why they leave 
the profit in the company. If they are still getting taxed at 45%, therefore, basically it is dire for business 
growth (I 1).

Two participants felt that small business could be either better or worse off depending on the nature of 
the business. If the business is structured around a lot of capital, then they would be financially better; if 
the business is structured around little capital then they would be worse off:

Of course because you are reducing tax rate on capital and potentially increasing on labour income, that 
could have a financial effect, depends on the nature of the business; if you have a business that structures 
around IP with very little labour income content then it would be much better in term of finance and tax 
taking from you. But if you are a café with a very little capital but lots of return on labour then you may 
be worse off, you cannot tell, you have to design it, so the devil is in the details (T 1).

While another participant commented that there could be a benefit if small businesses can handle the 
complexity:

If they could handle the complexity it might actually help their finances someway, in terms of separating 
the capital from non-capital, but my honest opinion would be they need a tax agent because lots of small 
businesses do not operate their financial system very well in their business. So whether there might be 
some benefits in knowing what they are doing, it is adding complexity for people who usually don’t 
actually have financial knowledge. You have to look at those ramifications of those changes to other 
aspects of their business bank loans, what are the contract terms (T 2).

While half of those who were interviewed indicated that there could be a financial benefit for small 
businesses from the introduction of a DIT system, this benefit relates to the reduced tax liability by which 
small businesses could reinvest back into the business. Also, finances could be assisted by adopting a 
formal structure that could facilitate financial instruments and lower compliance costs:

So yes I would say, in terms of finance, particularly that funding aspect could be positive because it 
would encourage people to choose formal structures and people would be more tempted to adopt a formal 
structure like a corporate structure and in terms of funding that is probably better (A 1).
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The small business sector is most likely dependent on personal savings and retained profits to finance 
growth and expansion.127 It was also identified that Div 7A can impose a significant impediment to use 
retained profits of a private company to provide a loan at no interest to another related company.128 The 
taxation of trusts can also impede on the economic growth of the firm, because a top marginal tax rate 
is imposed on trust for accumulating profits and is required to distribute all income to beneficiaries.129 
Division 7A and the tax treatment of trusts were some of the important considerations for Pitcher Partners 
in advocating for the introduction of a DIT system for Australian small businesses. From this perspective 
the financial benefit of a DIT system was supported by the comments of participant A 4:

Now one of the big things here is being able to reinvest retained earnings. This is a big thing; this is 
actually a good question. That also depends on a couple of things; the question here is whether you can 
retain the labour income component? It’s going to depend on what the rules are. The capital income, it 
can be retained there is no question about that, it is a good thing, it allows for reinvestment that would be 
for sole traders, partnerships and sort of things, it is a good thing. But the question will be on the labour 
income component; we don’t know if the tax law forces that money to be distributed (A 4).

In summary, these results provide important insights into the potential effect of a DIT system on finances 
for small businesses. It appears that a small number of participants could not perceive any financial impact 
and a minority indicated that small businesses could be worse off. However, half of the participants 
indicated that small businesses could benefit financially from a DIT system due to the reduced tax 
liability, the use of formal business structures that may assist in obtaining financial instruments, and the 
decreased compliance costs. An important issue was the reinvestments of retained profits.

F. Other discussion relating to DIT and small businesses
In order to explore any other considerations in relation to the DIT system and small businesses, in the 
final part of the interview, participants were asked: “Is there anything else you would like to discuss 
relating to dual income tax system and small businesses?” Only seven participants answered this 
question. Participants I 1 and I 2 suggested a lower tax rate may simplify the taxation of small business; 
for example:

My general overall comment is that if business income in whatever form is taxed at a company tax rate 
that will simplify things (I 1).

Participant ATO 2 identified that if the DIT system could replace the concessions and the different tax 
attributes it would have better outcomes:

I think there are too many concessions, too many choices and too many different tax attributes that make 
it complicated. If you could replace all of these things in this model, then I think it is much better, because 
adding extra choices on for small businesses where you can manipulate whether you are small or not, is 
just difficult (ATO 2).

Participant A 4 stated that the definition of small business would be a key concern:

The definition of small business, it is going to be the key here, how to define a small business, you need to 
remember that there are a lot of debates about it (A 4).

Participant (I 3) raised the issue that the allocation of labour income requires lots of discussion:

There are two million small businesses struggling to understand the current tax system; it will be hard for 
them to understand the new system. The subjectivity of allocating labour income needs lots of discussion (I 3).

127 Berger and Udell, n 29.
128 Income Tax Assessment Act 1936 (Cth) Div 7A Subdiv B s 109C, the payment is made when the entity is a shareholder in the 
private company or an associate. As those funds can be treated as unfranked dividends, attracting additional tax.
129 Income Tax Assessment Act 1936 (Cth) s 99A.
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A few other concerns were raised by participant T 1, including the imputed return, distinguishing 
between active and passive shareholders, integrity of the system and the issue of revenue loss when 
lowering the capital tax rate.

Overall, there were some suggestions to lower capital tax rate and to tax all business income at a corporate 
rate regardless of the legal structure of the business and to replace concessions with the DIT system, in 
order to achieve a simpler tax system for small businesses.

VI. MAJOR FINDINGS AND RECOMMENDATIONS

In assessing the understanding of a DIT system, in general, it seems that there was very limited to 
average understanding of DIT in Australia by the experts. This would indicate that any implementation 
of a DIT would require a large educational program for both advisors and the small business community.

When considering the impact of a Nordic model it was found that the experts considered that it would 
most likely have a negative impact on small businesses, mainly due to the complexity in splitting business 
income and the anti-avoidance rules for income shifting between labour and capital incomes. Concerns 
were expressed about a re-education process on how the system works and the costs due to changes in 
accounting systems.

When considering the impact of the Pitcher Partners’ DIT Model, experts expressed a conflicting view 
as they thought that the complexity and compliance costs would increase at the implementation stage of 
the system, although they identified that compliance costs would reduce over time. Areas of complexity 
were due to the differential treatment between different sorts of income, and the complexity in applying 
the model to businesses operated through trusts. They also identified that the 45% tax rate is very high 
for small businesses and could provoke income shifting from labour income to capital income. Equity 
issues were identified if capital income was to be excluded from the progressive marginal tax rates. Other 
potential benefits identified were improved tax neutrality in taxing all capital income in the same way, 
tackling the problem of negative gearing, and promoting simplicity by removing the small business CGT 
concessions.

The results of this study did not show any significant impact on finances for small businesses, as there 
was a sense of uncertainty of the potential effect.

The experts perceived that a DIT system would be problematic to implement for Australian small 
businesses due to complexity in splitting business income, increased compliance costs, anti-avoidance 
rules, re-education and amendments to accounting software systems. Overall, it appears that the 
introduction of a DIT system for Australian small businesses is not supported by the current findings. 
Accordingly, the claims that Australian small businesses could benefit from the implementation of a DIT 
appear to be problematic.

A. Recommendations
It is argued that for the Australian Government to introduce a DIT system it needs to be satisfied that 
this system would reduce complexity and compliance cost burden, as well as improve finances and tax 
neutrality among business structures for small businesses. However, based on the prior analysis in this 
study, it is argued that this is not likely to be the case for a number of important reasons. It is for these 
reasons that it is argued that a DIT should not be introduced in Australia, whether Nordic or Pitcher 
Partners’ DIT Model.

In particular, it is not definite whether there would be any substantial benefit for Australian small 
businesses if a DIT system was introduced. This is despite the model being advocated by Pitcher Partners 
as an ideal approach for income tax reform in Australia.130 This is due to five important reasons: the 
difficulty in splitting business income; the requirement for anti-avoidance rules for income shifting; the 
shareholder status; the taxation of trusts; and the re-education process. It should be noted that in Australia 

130 Pitcher Partners, n 17.
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the regulatory burden is a major issue for small businesses.131 A number of issues have been encountered 
in the Nordic countries in relation to their DIT systems, and amendments have occurred over time.132 In 
particular, those difficulties were in relation to the complexity of splitting business income, as this requires 
precise tax rules to delineate the income into capital and labour components. In addition, the deferential 
between the tax rates can motivate owners to shift income from labour to capital components which in 
turn requires tight anti-avoidance rules (which themselves can be complex). Overall, these issues could 
impose further complexity for the taxation of small businesses. Issues concerning the shareholder status 
were found to be that shareholders were diluting their shares (among family members) to change their 
status of being the dominant active owners,133 therefore escaping the splitting of the business income and 
the higher tax rate of labour income.

Further, applying the DIT system to trusts was thought by the experts to be problematic. It should 
be recalled that Australia is unique, as the use of trusts as a business structure is common for small 
businesses (Common Law system in Australia).134 This can be contrasted to the Nordic jurisdictions 
(Civil Law system) where the use of trusts as a business structure is largely absent.

Due to the large difference between the company tax rate and the highest marginal tax rate, the experts 
interviewed considered that this could provoke income shifting from labour income to capital income. 
Some experts also raised concerns about equity issues in excluding capital income from the progressive 
tax rates and in taxing both low-income earners and high-income earners at a flat capital tax rate. Another 
important factor that can hinder the implementation of a DIT system was the re-education process of 
how the system works and the related costs due to changes in the accounting systems. It is argued that 
these could be very significant and the transition issues could last several years, similar to when Australia 
first introduced the GST. It is argued that in order for a DIT system to be implemented in Australia, a DIT 
system should deliver small businesses with benefits that outweigh these potential costs. It is argued that 
there is concern about how the DIT model can prefer capital intensive businesses, due to the splitting of 
income between capital and labour. If small businesses do not have a lot of capital invested, then the tax 
imposed may be high.

Overall it is for these reasons that it is argued that a DIT model should not be introduced in Australia. 
What the findings suggest is that the large difference between marginal tax rates (for those who operate 
their business as a sole trader or partnership) compared to the company tax rate could unduly influence 
business structure choice. What may be required is to consider how there could be greater alignment 
between the company tax rate and the individual marginal tax rates. Therefore, it is recommended that 
Australia should take a closer view at the New Zealand tax system and reflect upon their experiences, as 
New Zealand has closer alignment between company and corporate tax rate (28%) and the top personal 
tax rate (33%).135

VII. LIMITATIONS AND FUTURE RESEARCH

Like any study, there are a number of limitations. A particular limitation was the level of knowledge of 
the expert panel. While the experts had extensive knowledge about the tax issues confronting Australian 
small businesses, many of the experts (approximately 50%) had only limited knowledge about a DIT 
system. To address this limitation, a one-page summary of the DIT system (Nordic model) and the 
Pitcher Partners’ DIT Model was provided to the experts; as well, the interviewer clarified any issues 
raised. However, it is not certain whether adequate information was provided to the expert participants in 
order to analyse a tax system, especially of foreign countries. This is a finding in itself as it demonstrates 

131 Burton, n 13.
132 For example, see Genser, n 76.
133 Sorensen, n 71.
134 Dale Boccabella and Brett Freudenberg, “Who Bears the Burden for Business Losses: To What Extent Are Liability Issues of 
Business Structures Taught in Australian Accounting Degrees?” (2017) 35 C&SLJ 235.
135 Money & Taxes in New Zealand, New Zealand Now, 2016 <https://www.newzealandnow.govt.nz/living-in-nz/money-tax/
nz-tax-system>.
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that if a DIT system was to be introduced there would need to be an extensive education process of both 
advisors and small businesses themselves. Also, the small sample size of participants does not allow 
for generalisation of the research findings. Another limitation was the absence of data relating to small 
businesses’ own perception of a DIT system. Nevertheless, this research provides a foundation to our 
understanding of the potential implications if a DIT was to be introduced in Australia.

Future research could survey of small business owners’ perceptions of a DIT system, although this 
would need to be framed in such a way to ensure that business owners could understand the technical 
nature of this proposal. Given the brevity of detail in the Pitcher Partners’ DIT Model, further work could 
be done to devise a more detailed proposed DIT model for Australia.

Research could consider how greater tax neutrality could be achieved within the Australian business 
structures, as this was a major theme from the participants. This could consider the viability of taxing all 
business operations regardless of structure at the company tax rate. Given the concern about retention of 
income, further work could be done to consider the viability of a partial tax loss transparent company, 
as this provides for a business structure with retained income taxed at the company tax rate and only on 
distribution it is taxed at the marginal tax rates.136

A further study could assess the impact of small business concessions, if they were to be removed, on the 
complexity for the Australian tax system for small businesses.

VIII. CONCLUSION

Small businesses are a vital part of the Australian economy, but due to their size and inherent characteristics 
they can face a number of challenges. Successive governments have used the tax system to try to assist 
small business, although many question whether these initiatives have been successful.

A recent touted idea has been for the introduction of a DIT system, with Pitcher Partners proposing their 
own unique model. To consider whether a DIT could be an effective taxing methodology, this article 
reported a study of Australian experts’ opinions about the traditional Nordic DIT Model, as well as the 
proposed Pitcher Partners’ Model.

First, the article described the issues that confront small business, being finance, complexity and 
compliance costs. Then the article provided an overview of the history of DIT systems, the Nordic 
and Pitcher Partners’ DIT Model. Then the research methodology and results were discussed. Experts 
raised concerns about the complexity and compliance costs, especially in relation to rules about splitting 
income between capital and labour, as well as integrity measures to minimise the manipulation between 
these components. While the Pitcher Partners’ DIT Model was recognised as having some potential 
benefits, as one expert participant stated there is still “a lot of work to be done”. Taking all of these 
factors into consideration, it was argued that Australia should not introduce a DIT Model.

This study contributes to a greater understanding on numerous aspects: what precisely a DIT system 
is in small business taxation, why it was introduced, its potential to assist small businesses, and the 
potential to apply such a system to Australia. The magnitude of such an implementation needs to be 
carefully considered by the Australian Government. It needs to be acknowledged that governments can 
be subjected to pressure to provide small businesses tax concessions. However, if such measures are 
poorly conceived, they can create further complexity.

With this understanding and knowledge, it is hoped that improved policy development can arise. Any 
development with small business taxation should strive for greater tax neutrality, and in this way 
encourage and enhance small businesses’ performance in the hope that this sector will remain a strong 
contributor to the Australian economy.

Appendix A
One-page summary of the DIT system was provided to all the participants before the interviews.

136 This was proposed in Brett Freudenberg, “A Model Idea: Is the ICAA Proposal for a Tax Transparent Company the Ideal Model 
for Australia?” (2009) 38 AT Rev 161.
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Summary of the DIT system

Nordic pure version system
Essentially a pure version of a DIT system (also known as a Nordic system) splits business income into 
two components: capital and non-capital (labour or earned income) income. The capital income amount 
is taxed at a lower rate; which is approximately equivalent to both the corporate tax rate and the lowest 
tax rate applying to individuals (around 27% to 32% in the Nordic countries). Non-capital (labour) 
income is taxed at the progressive marginal tax rates.

Capital income would consist of such amounts as: capital gains, interest, dividends, royalties, rental 
income, imputed returns on owner-occupied housing and imputed returns on capital invested in non-
corporate firms. Whereas, non-capital income includes labour income from employment and self-
employment, wages and salaries, non-monetary fringe benefits, private and public pensions, and 
government transfers. In order to split business income, the rule is to first calculate the return on business 
assets which is regarded as capital income and then treat the remainder of the business profit as labour 
income. The imputed rate of return is set with accordance to the applicable interest rate on average 
government bond plus the risk premium. There are two major splitting methods to compute the imputed 
return on business assets, which is either applying the gross-assets or the net-assets method, the method 
differs among the Nordic countries.

The DIT can apply to a variety of business structures such as: sole traders, partnerships and also for 
closely held companies if the active owner (works in the business) owns more than two-thirds of the 
firm. When a corporate structure is used then there is no double tax as there is full credit to shareholders 
receiving dividends (up to a certain threshold). Capital losses and negative capital income (ie, interest 
expenses) would be deductible only against other income from capital, and therefore, would attract tax 
relief at the low tax rate applying to such income.

The characteristics of Australia’s Pitcher Partners’ DIT Model are:
 • Divides business income into:

– capital income; and
– labour income.

 • Capital income would include:

– saving and interest income;
– capital gains (but with 40% discount not 50%); and
– imputed return on business assets.

 • Capital income is taxed at corporate tax rate of either 30% or 27% (ie, aligned to marginal tax 
bracket).

 • Labour income is taxed at marginal rates (but largely this would be either 30% or 27% up to $312,500 
possibly).

 • Dividends distributions would be fully franked.
 • Individual tax brackets:

– (37,000–312,500) either 30% or 27%; and
– (> $312,500) 45%.

Note: loss of tax revenue to government would require other measures to make revenue neutral.




