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ABSTRACT

Tax evasion and avoidance pose a serious problem for the tax system and the response
by the governments is to control it. Tax avoidance is used to denote the reduction of
tax liability through legal means whereas tax evasion involves non payment of tax
through violation of law. The focus of this thesis is on tax avoidance rather than on tax
evasion. It is important to understand the concepts of “tax evasion”, “tax avoidance”
and “tax mitigation” in the study of tax avoidance. With these distinctions between
evasion, avoidance and mitigation, the problem of tax avoidance and its causes can be
identified in the countries under study. This research examines the legislative, judicial
and administrative measures adopted by Malaysia, UK, Australia and India to tackle
tax avoidance and evasion. The question this thesis has to address is whether current
methods of dealing with tax avoidance by Malaysia are adequate and satisfactory and
what, if any, other measures might be taken based on the experiences of UK, Australia
and India. A quick answer is “yes” but further improvements to the general anti-
avoidance rule (section 140 of the ITA 1967) should be considered based on the
Australian anti-avoidance rule and certain additional measures from the countries
under study can also be adopted. It is not possible to eradicate tax avoidance totally.
Instead, there is a need to find a right balance so that taxes are not unduly avoided and
the legitimate interests of taxpayers in their commercial and private affairs are not
unnecessarily hindered. On the payment of zakat, there should be no avoidance
because of its spiritual significance in Islam as the third pillar. In modern times,
various sanctions and administrative measures are used to compel payment of zakat.
In cases where Muslims are required to pay both zakat and income tax, a rebate of the
payment of zakat against tax payable should be given as an incentive to pay zakat.
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CHAPTER 1

INTRODUCTION

1.1 PRELIMINARY
Tax evasion and tax avoidance are universal problems. As stated in the South African
Revenue Service Discussion Paper on Tax Avoidance, the growth in tax avoidance
activity is a worldwide concern and “has been growing internationally during the past
ten years”." It is estimated that developing countries lose nearly US$500 billion of tax
revenue each year because of tax avoidance and evasion. Around US$124 billion of
this, bigger than the annual overseas aid budget of UK, is attributed to tax havens.
UK loses about £100 billion a year. Unofficial estimates suggest that £18.5 billion of
this may relate to the use of tax havens. The United States is estimated to be losing
about US$345 billion of tax revenues each year, around US$100 billion of which
relates to tax havens.?

Traditionally, tax evasion was regarded as criminal and avoidance as lawful.
Tax avoidance is used to denote the reduction of tax liability through unacceptable
legal means, such as taking benefit of loopholes in taxing statutes, whereas, tax
evasion involves non-payment of tax in violation of law.®> However, not all tax
avoidance is acceptable to the Tax Authority especially when it comes to artificial

transactions with no commercial justification. What is it that distinguishes

! See South African Revenue Service, Discussion Paper on Tax Avoidance, Praetoria: Law
Administration, SARS, 2005, at 3, 16, 19.

% Helene Scholl, “Clamping down on the Tax Dodgers,” (European CEO), at
<http://www.europeanceo.com/magazine-articles/article538.html> viewed on 29 November 2009.

® Evasion is caused by concealment of income which generally covers: concealing any transaction in
which there is liability to pay tax wholly or partly; and showing any expenditure for the sake of
claiming deduction which has not been incurred. It is intentional. See Jeyapalan Kasipillai, A
Comprehensive Guide to Malaysian Taxation under Self-Assessment System, McGraw-Hill (Malaysia)
Sdn. Bhd., 4™ edn., 2009, at 554.



http://www.europeanceo.com/magazine-articles/article538.html%3e%20viewed%20on%2029%20November%202009

unacceptable avoidance and legitimate mitigation (planning) when both involve
reducing tax liability? In order to distinguish them, rules have been incorporated into
law to counter types of avoidance which legislature disapproved and these rules are
termed as “anti-avoidance provisions”. Abusive tax avoidance, which defeats the
intention of Parliament and entered into solely or mainly for the purpose of obtaining
a tax benefit under the legislation, should not be given their desired effect.* The very
idea of anti-tax avoidance law came into being because excessive tax avoidance will
adversely affect the revenue yield of the state. It is for this reason that the law draws a
line between allowable and non-allowable tax avoiding transactions or arrangements.
States are still making strategies not to allow certain transactions and arrangements.
Beside legislative intervention, judicial and administrative measures are also there to
counteract tax avoidance schemes. In this thesis, the scholar is concerned only with
the issues of tax avoidance and shall not address the prevention and control of tax
evasion.

Tax planning is concerned with the organisation or structuring of a taxpayer’s
affairs so that they give rise to the minimum tax liability within the law without
resorting to the type of artificial tax arrangements.” It follows both the letter and the
spirit of the law in that a taxpayer takes advantage of an option provided by the law
and actually suffers an economic consequence that was intended by the Parliament.

The distinction between tax evasion and tax planning is clear cut in that the

former is illegal and the latter legal and allowed to be practised by taxpayers. As for

* The UK Tax Law Review Committee described tax avoidance as any “action taken to reduce or defer
tax liabilities in a way that Parliament plainly did not intend or could not possibly have intended had the
matter been put to it.” See Tax Law Review Committee, Tax Avoidance, IFS Commentary No. 64, The
Institute for Fiscal Studies, 1997, at 3.

® See Jeyapalan Kasipillai, Tax Avoidance in Malaysia: Principles and Cases, CCH Asia Pte Limited,
2010, at 7.

® See IRC v Willoughby [1997] 4 All ER 65, 18.



tax avoidance, the purpose is to seek a reduction in liability by merely complying with
the letters of the law. Unlike tax planning, the taxpayer seeks to avoid tax by resorting
to artificial or contrived tax schemes, which is devoid of business purpose. This is
clearly not acceptable and most countries will strike down tax avoidance of this
nature. Therefore, it is important to distinguish these three concepts so that the

strategies to counteract tax evasion and avoidance will be clear and effective.

1.2 BACKGROUND OF THE RESEARCH
As a broad definition, tax avoidance can be regarded as means adopted to reduce or
defer tax liabilities in a way that Parliament clearly did not intend. The subject of tax
avoidance is very different and highly controversial because it may be a lawful
activity, but if it comes under the purview of anti-tax avoidance law, it is considered
to be tainted with illegality and not allowed (e.g. false transactions). There are several
views as to the nature and extent of the problem, including whether tax avoidance is a
“problem” at all. Further, it is impossible to quantify (either in the numbers of
taxpayers involved or in amount of loss) the extent of tax avoidance and tax evasion in
a country because tax avoidance and evasion activities are mostly practised secretly.
In addition, there are numerous difficulties involved in the process of determining the
amount of tax loss from these activities. Any such estimate can only be a guess and
would involve an element of subjectivity. Whether the amount can be determined
accurately or not, every country has adopted measures to curb tax avoidance since it is
an activity that distorts taxpayers’ behaviour and affects the integrity of a tax system.
Governments have made proactive efforts to curb tax avoidance in a number of ways.
Generally, the existing responses for countering avoidance are judicial,

legislative, and administrative measures. The primary strategy and initiative used to



deal with tax avoidance and evasion is through legislative control. This has to do with
the nature and design of legal provisions, which will help combat abusive tax
arrangement.  Therefore, in all tax legislations now, there are anti-avoidance
provisions (based on them certain transactions might not be accepted by taxing
authorities) and penal provisions for tax evasions. In many countries, including
Malaysia, there are general anti-avoidance provisions and specific provisions to curb
avoidance. The fundamental purpose of general anti-avoidance rules (hereinafter,
GAARs) and specific anti-avoidance rules (hereinafter, SAARS) is to ensure an
effective curb on tax avoidance. GAARSs may be defined as a broad spectrum of rules
that have an effect of deterring or counteracting the use of artificial transactions to
arrange the tax affairs by the taxpayer for obtaining an undue tax advantage. It
provides an overriding protection against tax avoidance that otherwise escape the
various SAARs available in the taxing statutes. On the hand, SAARs are applicable in
particular contexts and are specifically designed as mechanical rules to counteract
specific tax avoidance transaction. In countries where there are no GAARS, courts
have developed a variety of anti-avoidance rules to curb tax avoidance by denying
taxpayers the beneficial consequences resulting from a literal reading of the
legislation. Anti-avoidance doctrines are applied as interpretative aids in the context
of deciding tax disputes. Cases relating to tax avoidance and tax planning have
typically constituted one of the major areas of tax litigation in many of these regimes.
Simplicity is a desirable feature of a good tax system because it facilitates both
administration and compliance. However, tax avoidance is a threat to legislative
simplicity. Countering avoidance can add considerably to prolixity and complexity
when the response to a perceived loophole is to introduce a specific anti-avoidance

provision to block it. This may even create new avoidance opportunities by acting as



a “road map” for tax planners. A spiral develops in which the blocking of one
loophole is followed by the identification of another and so on. In addition, because it
may be some years before the courts finally pronounce on a scheme’s success or not,
legislature continues to change the law pre-emptively to avoid the loss of revenue.

The possibility of potential avoiders exploiting weaknesses in the legislation
causes the draftsmen and policy makers to anticipate every eventuality and to make
the legislation as avoidance-proof as possible. This approach is common to all
countries. It is practically impossible to eradicate tax avoidance totally. However,
efforts are continually made by the draftsmen to deal with the infinite variety and
rapidly changing pace of tax avoiding activities. As such, anti-tax avoidance
measures complicate tax legislations. Inevitably, this leads to complexity, uncertainty
and increases the compliance costs for taxpayers.

Extensive and complex provisions may blur rather than focus the scope of
provisions thereby causing uncertainty. Taxpayers prefer narrow and precisely
drafted provisions to provide the certainty that they need, and not complex and unclear
provisions. In the context of tax planning, it will help taxpayers to plan their tax
affairs in such a way as to avoid being caught by a particular tax avoidance provision.
The other extreme action taken by governments would be to draft anti-avoidance
measures broadly. But this may affect innocent transactions which may require
administrative concessions to deal with them.” Ultimately, it is a question of balance.

The countries chosen for comparison in this thesis are UK, Australia and India.
There are reasons for choosing these countries for comparative study purposes. UK is
chosen as one of the countries for comparison as the Judiciary in UK has taken the

lead in drawing a line between lawful and unlawful avoidance. Next, Australia is

" In this context, the Malaysian tax authorities have provided guidance to taxpayers through the issuing
of public rulings, advance rulings, and guidelines.



chosen because the Malaysian general anti-avoidance rule (s. 140) is based on the
Australian law, although not exactly similar. Lastly, India is chosen because it is a
developing nation and its tax anti-avoidance law is quite well developed.

Malaysia and Australia have adopted general anti-avoidance provision to curb
tax avoidance. However, India and UK do not have such a general provision and
mainly have to rely on judicial principles or to enact specific anti-avoidance
provisions.® The enactment of precisely targeted statutory provisions is the traditional
way of countering avoidance in both the countries. Several Finance Acts in UK and
India for many years have enacted a long list of specific anti-avoidance measures.’
Increasingly, various countries have now legislated specific anti-avoidance provisions
targeted on particular group of taxpayers dealing in shares and lands.

Experiences in other common law countries that have adopted GAAR indicated
the limitations of using such provisions. The provisions remain subject to judicial
interpretation and it would be wrong to attempt to exclude the jurisdiction of the
courts. The justification for a statutory general anti-avoidance rule is that there are
limits to legislative language and the capacity for human prediction. Generally,
legislators cannot foresee all forms of tax avoidance schemes contrived by taxpayers
and so have continued to rely on them. The experience of common law countries
indicated that a statutory general anti-avoidance provision is not a panacea to tax

avoidance.

® India is supposed to introduce the GAAR in 2011 but at this point of writing, it has not been approved
by the Indian Parliament yet. In UK, no decision has been made to introduce a GAAR and the role of
the judiciary in alleviating tax avoidance continues to be more significant than the legislature.

® The previous Chancellor of the Exchequer for the United Kingdom, Gordon Brown, has rejected a
general anti-avoidance rule as too onerous. See Richard Brooks, “Clegg tackles Brown over tax gap
investigation,” (The Guardian), at <http://www.guardian.co.uk/business/tax-gap-blog/2009/feb/04/5>
viewed on 5 January 2012. However, a study group commissioned by the UK Government in
December 2010 and led by Graham Aaronson QC has recommended that a narrowly focussed GAAR
be introduced into UK tax law. To date, no GAAR has been introduced by the UK government.
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