
















shareholders, different investors can be expected to hold different views on the 
relative attractiveness of equity and debt investment.
14.25 The Committee has noted that the present ‘classical’ system discriminates, 
in respect of equity investments, against lower income investors — relative both to 
individual investors on higher incomes and to certain financial institutions. As a 
result, the share yields set by the market as a whole have been relatively 
unattractive to lower income investors; for this group, share prices and yields tend 
not to adequately reflect the capitalised burden of the overall income tax. In that 
sense, low income investors have been discouraged from direct participation in the 
equity market.
14.26 A number of submissions to the Committee have pointed to the declining 
presence of the individual in the equity market; it is suggested that taxation factors 
may have influenced this trend. The Committee considers it desirable that all 
sectors of the community be given equal encouragement to directly participate as 
equity holders in companies.

C. THE OPTIONS

14.27 From its examination of the deficiencies of the ‘classical’ system, the 
Committee has formed the view that closer integration between the tax liability of 
companies and their shareholders would be advantageous.

(a) Full Integration
14.28 Equity and neutrality would be achieved in fullest measure under a tax 
system in which there was no company tax as such and each shareholder was taxed, 
at the relevant personal tax rate, on his share of company income, whether 
received as dividends or retained by the company. This would amount to full 
integration of the company and personal tax systems; in essence shareholders 
would be treated in the same way as partners in a partnership.
14.29 Under full integration some relevant features could be that:
•  C om panies would effectively pay no tax; although they could continue acting as 

a point of tax collection, the tax collected by each company would be in the 
nature of a ‘withholding tax’, serving as a prepayment of the shareholders' 
personal tax on company income.

•  Shareholders would include as part of taxable income their share of the pre-tax 
earnings of the company, i.e. not only the corporate dividends they receive but 
also their share of the retained earnings ‘allocated’ to them, grossed up in both 
cases to include the tax withheld at the company level; any excess tax paid by 
the company on their behalf would be refundable to them.11

•  Interest on debt and share of income on equity would in each case be taxed 
only once — effectively as income in the hands of the lender or shareholder.

14.30 The Committee believes that full integration has much to commend it:
(i) It would be neutral as between corporate and non-corporate income.

11 To the extent that shareholders were subject to tax on realised gains or disposal of shares they 
could, in calculating share gains at time of sale, be allowed to add retained earnings per share to 
their cost of acquisition; therefore only share gains in excess of the retained earnings component 
(on which tax has already been paid) would be liable for tax on the occasion of share disposal 
(The taxation of realised gains from the disposal of shares is discussed in Chapter 16.)
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(ii) It would ensure a more equitable tax system:
•  As the returns from corporate share ownership would bear the same tax as 

the returns from investing in other ways and from personal effort, greater 
horizontal equity would be achieved.

•  As all corporate source income would be taxed at progressive rates 
applicable to the individual shareholders, there would be greater vertical 
equity between shareholders.

(hi) With all earnings (retained or distributed by way of dividend) being fully 
taxed as shareholders’ income, it would remove the tax bias favouring profit 
retention; Division 7 tax would thus become redundant.

(iv) It would remove the present tax bias in some corporate decision making 
towards debt rather than equity finance.

(v) It would eliminate the present tax disincentive to the ownership of equities, 
as a form of investment, for many potential shareholders in the ,lower and 
middle income ranges. (The Committee recognises however that there are 
other important influences at work; these are discussed in Chapter 33.) The 
calculations in Table 14.2, which assume certain retention ratios and 
withholding tax rates, illustrate that these groups would be relatively the 
larger gainers from such a scheme as the normal progressive tax schedule 
would apply to all income from all sources.

(vi) A system of full integration could be applied in such a way as to place 
corporations, life offices, superannuation funds, other financial 
intermediaries and individuals on substantially the same tax footing.

T A B L E  1 4 . 2 :  C O M P A R I S O N  O F  S H A R E H O L D E R S ’ A F T E R - T A X  D I V I D E N D  R E C E I P T S
U N D E R  T H E  P R E S E N T  C L A S S I C A L  S Y S T E M  A N D  A F U L L  I N T E G R A T I O N  S Y S T E M 1»1

Classical system ($) Full integration system ($)
Share __________________________________________  _____________________
holders ’
Marginal 
tax rate 
(%)

Co. Personal

dividends

Total
combined

After

dividend
receipts

With
holding
tax

Tax
credit
(debit)

Total After

dividend
receipts

0 46 0 46.00 27.00 46 46 0 73
32 46 8.64 54.64 18.36 46 14 32 41
46 46 12.42 58.42 14.58 46 0 46 27
60 46 16.20 62.20 10.80 46 (14) 60 13

(a) Assumptions and notes
•  Company income =  $100
•  50% of ‘after-company-tax' income is retained, namely $27.
•  After-tax dividend receipts =  company income less total tax paid less retained earnings.
•  Full tax credit is provided under the integration system; tax payable on company-sourced income is 

calculated on the basis of the individual's personal tax rate.

(b) Partial Integration
14.31 The Committee is aware that there are ways of achieving at least some of 
the benefits of the integration of company and personal tax which stop short of full 
integration. Some involve an imputation system, some a split-rate and others a 
combination of the two; all depart in varying degrees from the two basic features of 
the ‘classical’ system of:
•  taxing companies and their shareholders separately; and
•  treating the distributed and undistributed components of company incomes 

differently.
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