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the expenses of the scheme. The money needed for the various steps
was lent by a finance house on terms which ensured that the loan
came back to the finance house on completion. Against that, the

taxpayer's personal outlay was confined to his expenses of the

scheme,

In the Appeal Court Lord Wilberforce held thatythe Court was'nbt'
in

confined, reaching its Jjudgment, to consider each step in

isolation for the purpose of assessing the fwsca] results. Lord

Wiiberforce identified Floor v Davis as a case in which it was

Tegitimate to have regard to all the arrangements as a whole. He

held:

]

«»» VYiewed as a whole, a composite transaction may
produce an effect which brings it within a fiscal
provision."

He went on fo ho'ld:

L “To force the courts to adopt, in relation to closely

: integrated situations, a step-by-step, dissecting,
approach which the parties themselves may have negated
would be a denial rather than an affirmation of the
true judicial process. In each case the facts must be
established; and a legal analysis made; Tegislation
cannot be requ1red or even be desirable to enable the
court to arrwve at a concluaicn which corresponds with
the parties’' own intentions".

The following points emerge from Lora Wilberforce's judgment:

each scheme consisted of a number of steps to be carried out

(a)
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according to a timetable, involving documents to be executed

and payments to be made, in rapid succession;

(b)  once the scheme was in motion it would not be arrested at any

stage. In Eilbeck's case this followed Ffrom the contractual

nature of the arrangements, while in Ramsay's case there was

an expectation that the scheme wouid be implemented in its

entirety;

although considerable sums of money were involved, the

taxpayer did not put his hand into his pocket. The money was

provided by a loan from a finance house, and was secured by a

charge on the asset which formed part of the scheme. When the

transactions were completed the loan was repaid;

the purpose of the scheme was the avoidance of tax;

the principle established in the Duke of Westminster case

should not be overstated or over-extended. It does not compel

a court to look at a document or a transaction in blinkers. If

a document or transaction is part of a series of transactions

or a wider transaction intended as a whole, the court can

ragard it as such. The court should ascertain the legal nature

of the transactions. To do so it may be necessary to consider

each step in a composite transaction intended to be carried

through as a whole;
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a number of cases have illustrated the limitations of the Duke

of Westminster doctrine, notably Floor v Davis (1979) STC 379

(HL), IRC v Plummer (1979) STC 793 (HL) and Chinn v Collins
(1981) STC 1 (HL);

the argument advanced for the taxpayer, that if the Crown's
contention for & wide meaning was accented it would
necessitate rejecting accepted and estab1ishéd canons  of
interpretation, and that it was for Parliament to enact widely
drawn provisions to counter tax avoidance schemES, was
rejecteds Lord Wilberforce held that the Court's approach did
not involve a new principle. The Court had both the power and
duty to determine the nature of sophisticated tegal devices
and to relate them to existing 1egis?atich.-Th9jcodrts are not
ob]iged to stand still, because if théy do it might result in

loss of tax, prejudice to other taxpayers, Parliamentary

congestion, or all three. Any other approach would be a denial

rather than an affirmation of the judicial process.

David Boldberg, writing in the 1881 British Tax Review 233 points

out that in a system of judicial precedence, the highest court in
the land does not make law, but it states what the Taw is. However,
where the statement of the law conflicts with earlier statements as

to what the law is or what it was, (e.g the Duke of Westminster

case) it can lead to difficulties in interpretation. He remarks that
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but for the approval, "given in an almost throw-away fashion," of

Eveleigh's LJ dissenting judgment in Floor v Davis by the House of

Lords in Ramsay and Rawling, those decisions would not have had the
shock wave effect which they had, and which, it may be added, have

been perpetuated in Furniss v Dawson, infra.

It was thought, after Ramsay, that if a scheme did not have the

characteristics postulated by Lord Wilberforce, the Ramsay principle

would not apply. This theory was upset in Burmah Oil, infra where

Lord Scarman held:

"I+ is of the utmost importance that the business
community (and others including their advisors) should
appreciate, as my noble and learned friend Lord
Diplock has emphasised, that Ramsa¥‘s case marked a
significant change in the approac adopted by this
House 1in its Jjudicial role towards tax avoidance

schemes”.

In IRC ¥V Burmah 0i1 Company Limited (1982) STC 30 it was accepted

that the scheme could have been stopped half way through, and that
the money necessany to put the scheme through was "real money"~and

was provided by the Burman O0i] Company. The taxpaver was saddled

with a subsidiary which owed it money and which was making losses.

The taxpayer injected money into the subsidiary through an issue of

The money was used by the subsidiary

redeemable preference “:uress

to repay the debt, and the subsidiary was wound up. The investment

was written off. Some of the points 1isted by Lord Wilberforce in
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‘;?, e : Ramsay were not present in Burmah 0il, but the taxpayer still lost.
In both cases it was found that the transactions weré not shams. The

Revenue failed in attacking the technicality of the scheme, but

succeeded on the Ramsay principle. The court held that the scheme as
a whole was a fiscal nullity. Although the House of Lords could have

held that Duke of Westminster was wrongly decided, it did not do so.

The Duke of Westminster is authority for the proposition that if a

document or transaction is genuine, the court could not Took behind

it, at the substance of the transaction. The Duke of Westminster

- was, however, distinguished in Ramsay on the grounds. that even if

the documents were genuine, the Court should Took at the transaction

In Ramsay the House of Lords went much further than the Revenue
asked them to do. In the Crown's argument in reply Petér~Mi]Tett qQc

said:

"The Crown do not suggest that the House should adopt the
widest principle of "the multiple step transaction"
adumbrated in the United States of America. The doctrine
which the Crown invites the House to adopt is narrow and is
confined to self-cancelling transactions, in which an
allowable loss is manufactured by an artifiqial transaction
with no effect except to generate the claim." -

As 1 have pointed out Lord Wilberforce went much further than that;

In Coates v Arndale Properties Limited (1982) STC 573 the principles
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: of Ramsay and Burmah 0i] were extended further, and they have been
i extended still further in Furniss v Dawson, infra.

'§' In (oates v Arpdale Properties Limited [1984] 1 WLR 537:CA) the
taxpayer,

a member of a group of companies, acquired at market value
from another member of the group an asset of a kind in which it
traded and in relation to which the selling company had sustained a
capital loss. The taxpayer contended that it had acquired the asset

as "trading stock”™ within the meaning of the relevant statutory

R L e e

§ provisions, and claimed the capital loss of the selling company as a
trading loss. The Inspector of Taxes contended that the purpose of
o  ; the auquisftimn was purely fiscal, and this prevented the asset from

being acquired as "trading stock.

It was held by Lawton LJ, at p.543, that if the acqu.sition of an

asset lacks a commercial character 1t cannot have been said to be

: acquired as trading s‘ock. He went on to hold:
i ! " .. [The Commissioners] should have loocked at the
%j ¢ transactions as a whole and should not have confined
- i themselves to the legal effect of the two assignmgntg‘ The
L ! transacticns do not bear the badges of trade. Within the
s ¢ group there was no commercial reason why SPI should not
L ‘ have assigned the lease directly to APTL. No cash passed.

~ The profit to APL of £10 000 could not have been much of an
3 incentive for the assignment to APTL because an its face no
| provision was made for profit. The assignment through APL
could only have been made for the purpose of getting a
fiscal benefit ..."
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In the result the appeal was upheld, and leave to appeal to the

House of Lords fas been granted. The Revenue's success fh,attacking~

a single transaction within a group of companies, on the grounds

that it should be ignored if it was motivated by fiscal advantages

"ather  than  a  commercial purpose, will have far reaching

consequences. For example, fiscal incentives such as investment

incentives which are designed to encourage a particular course of

action can not be relied upon to give the advantage sought, because

by definftion their use would have been motivated by the objective

of securing the tax advantage.

This review demonstrates, I think, how the judiciary have swung away
from the early approach %o tax wmatters, towards a robust and
aggressive attitude against tax avoidance. It is, however, difficult

to distil a principle of law from the decisions in these cases.

i e B A A R S Vo oo
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Chapter Four

Furpigs v Dawson

‘n tnis chapter [ shall deal separately with the decision of the

douse of Lords in Furniss v_Dawson. This case will be of great
importance, ‘nﬂfﬁ. only in the United Kingdom, but also fn South Africa
kaimié,i‘n Australia. One of the reasons for 1ts importance was that it
was A simple tax deferment scheme, and not an elaborate device.

Jaspite this the taxpayer failed.

In IRC v Kleinwort Benson Ltd [1967] 2 A1] ER 737 it was held that

in determining wh‘ethfer a transaction was carried out for Egﬁfl_f.’}iﬁ
;i:».fommerm:ffa‘l? reasons or to obtain a tax advartage the subjective
intention of the people controlling the company must be determined
as a question of fact. Where there are two ways of carrying out a
commercial transaction, by one of which the maximum amount of tax
sould be payable and by the other of which no tax or much Tess tax
would be payable, it would be wrong to draw as a necessary inference
that in adopting the Jatter course one of the main objects is

anabling tax advantages to be obtained. IRC v Brebner [1967] 1 A1)

P77,
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The concept of “avoidance" is not a1Ways easy to defan-'Thexcourt;“‘

have relected ﬁhe view that there can be “proper" or "improper” tax‘

avoidance (see Lord Wilberforce in Mangin v IRC [1971] 1 ANl ER 179
at 190) but the position remains unc]ear;,There are; fOfVexaméle,,a
number of cases in tax,1egiS1at10n where the‘“métiveﬁ éﬁqﬁpﬁfﬂbsé“ |
of a transactﬁbn may brfng'a case within a~bartiéu1ar‘anti%avéidancé~‘

¢ ction. Over the last twenty or thirty years, askbusinéSSméh have -

,7become~ more» soph1sticated, virtually every bu;iness‘;decﬁsion i

evaluated in after-tax terms. Consequently, it is not possibTe to
assert that there 1is no tax ‘“motive" or "purpose” in deciding
between a number of possible ways in which to carry OUtra‘tnmmercia1g'

transaction. Where important contracts are involved it is also

difficult to say that tax was not one of the main considerations in

determining which route should be used.

" In Furniss vs Dawson [1984] 1 AT1 ER 530 (HL) the House of Lords had

to consider a,téx deferment schieme. The scheme ﬂfd,hdtyhavg‘the
extraVagahCes associated with tax avoi dance 'schemes: These weré'
desChfbed,,in thefmajority judgmeht,ras'casés'wheké;a‘taxpayer who
had been fortunate ehougﬁ to realise a capital profit, had, with the
aid of astute advisers, m&nufactured out of a string of artifiéia1
transactions a supposed 1nss in order to counteract the,prOfit'which
had beén made. On the contrary, the tax deferment scheme in issue
was classified by Lord Brightman at p. 536, as "simple and honest',
one in terms of which the taxpayer sought to defer payment of tax

until he received the gain which he had made.
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The concept of "avoidance® is not always easy to define. The courts

have rejected the view that there can be "proper" or "improper“ tax

avoidance (see Lord Wilberforce in Mangin v IRC [19711 1 A1T ER 179
at 190) but the position remains unclear. There are, for uxample, a
number of cases in tax legislation where the "motive" or "purpose"
of a transaction may bring a case within a particular anti-avoidance
section. Over the last twenty or thirty years, as businessmen have
become more sophisticated, virtually every business decision is
evaluated in after-tax terms. Consequently, it is not poessible to
assert that there is no tax “"motive" or ‘“purpose" in deciding
between a number of possible ways in which to carry out a commercial
transaction. Where important contracts are involved ,it is also
difficult to say that tax was not one of the main considerations in

determining which route should be used.

In Furniss vs Dawson [1984] 1 A11 ER 530 (HL) the House of Lords had

to consider a tax deferment scheme. The scheme did not have the
extravagances associated with tax avoidance  schemes: These were
described, in the majority judgment, as cases where & tuaxpayer who
had been fortunate enough to realise a capital profit, had, with the
aid of astute advisers, manufactured out of a string of artificial
transactions a supposed loss in order to counteract the profit which
had been made. On the contrary, the tax deferment scheme in issue
was classified by Lord Brightman at p. 636, as "simple and honest",
one in terms of which the taxpayer sought to defer payment of tax

until he received the gain which he had made.
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The 1 iyer, his wife and sons held shares in two operating
compavic. which manufactured clothing. They held all the shares in
one company and most of the shares in the other company. It was
agreed that a third company would buy the entire shareholding in the
operating companies. The capital of the operating companies was
re~organised, so as to include the issue of renounceable letters of
allotment 1in order to minimise the stamp duty payable on the
purchase. Acting on advice, the taxpayer and his family arranged to
exchange their shares for shares in an investment company, which was
to be incorporated in the Isle of Man. A company called Greenjacket
Investments Limited was incorporated for this purpose. The
subscribers to the memorandum of Greenjacket were members of a Manx
firm of solicitors, who were nominated as the first directors
pursuant to a meeting of the subscribers. At tne meeting the
directors considered an agreement by which Greenjacket ‘would
mrechase the shares in the operating companies for £152 000, to be
satisfied by the issue of shares in Greenjacket, and an agreement in
terms of which Greenjacket would sell the shares in the operating

companieé to the purchasing company for £152 000. These transactions

were authorised.

Meetings of shareholders were held in England for the purpose of
sanctioning the sale and to authorise the taking of statutory steps.
These were performed simultaneously with transactions in the Isle of

Man to give effect to the sale and transfer of shares. The court had
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regard to the fact that all of these meetings were planned and
executed with faultless precision, commencing at 12.45 pm on the day

in question, so that the meetings were "presumably concluded in time

for lunch."”

Section 19 of the Finance Act, 1965, charges tax in respect of

capital gains accruing to a person on the disposal of assets. In

terms of the Finance Act the taxpayer and his family were assessed

to capital gains tax. The original argument for the Revenue was that
Greenjacket did not acquire control of the operating companies in

terms of Paragraph 6 of the 7th Schedule, which provides exceptions

in the case of company amalgamations. One exception would apply to
shares in a company transferred to another company, which acqufres
control in exchange for shares in the transferee company. In that
case there is deemed to be no disposal of the former shareholding,
but the new shareholding and the old shareholding are treated as the
same asset. The taxpayers contended that Greenjacket did acquire
control of the operating companies, and therefore that any charge to
capital gains tax would be deferred until they disposed of their
shareholding in Greenjacket and realised a chargeable gain. The
peint 1in issue was whether Greenjacket acquired control of the
operating companies. On appeal in the House of Lords that question
had to be answered in a different Tegal context from that in which

it was originally considered, because the law had changed.

e iz
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The Special Commissioners had held that Greenjacket had acquired

E
!

control of the operating companies, and therefore that the First

sale agreement was not a disposal by the taxpayer to Greenjacket for

the purposes of capital gains tax. Their decision was given on
21 Jdanuary 1976. In the meantime, a "significant change in the

approach - adopted by this House towards artificial tax saving

schemes” occurred, see IRC v Burmah 0i1 Company Limited, supra, per

Lord Diplock.

In Ramsay (supra) Lord Wilberforce had re~-stated four'principles,

namely:

(a) when construing a taxing act the courts are not confined to a

Titeral interpretation. The context and scheme of the act, and

its purpose should be considered;

e S

a taxpaver can organise his affairs to reduce the incidence of

tax. What he does is to be judged according to its Tlegal

effect. Once the existence of a tax avoidance scheme is

recognised, which would produce tax consequences, the legal

effect of thr steps in the scheme must be analysed accordingly;

documents and transactions are either genuine or sham. (This
may cause difficulties, because it raises the question whether

scheme documents are genuine or sham. It also raises a
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difficulty of concept, because in a tax avoidance scheme the
purpose s to prevent a genuine Joss or payment and it is not
a sham. It is therefore Tikely that some time will elapse

before this principle is defined with certainty);

given that a document or tra.ns'action is genuine, the court may
not go behind it to a supposed undeﬂying‘r‘substance not
revealed in the document. If the document or tranSéctidn is
part of a nexus or isefries of t%an"sactions, so to regard the
transaction is not to prefer s,ub:stancé to form. This is the
"sign*i‘ﬁcant" new a’pproac‘h of the House of Lords, for if aH’
the steps in a series of transactions may be viewed together,
and not one by one, and if their effect in law is the effect
of the series, this will increase the chance of a realistic
assessment of tax avoidance schemes. (See Monrce 1982 BTR 205

- 206 )'0

In Furniss v Dawson counsel for the taxpayer laic emphasis on the

fact that the\’ transactions were not "self-cancelling”, as they had
been in Ramsa‘y's,‘ca’se. Greetnjack‘et was brought into being for an
indefinite period, and the consideration paid by the purchaser,-
which was the foundation of the cépital gain, would never reach the
hands of the taxpayers, save by way of loan, unless and until

Greenjacket was wound up or its capital was reduced.
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In Burmah 0i1 supra Lord Diplock had held:

"It would be disingenuous to suggest, and dangerous or
the part of those who advise on elaborate tax
avoidance schemes to assume, that Ramsay's case did
not mgrk a significant change in the approach adopted
by this House in its judicial role to a pre-ordained
series of transactions (whether or not they include
the achievement of a legitimate commercial end) into
which there are inserted steps that have no commercial
purpose apart from the aveidance of a liability to tax
which in the absence of those particular steps would
have been payable. The difference is in approach. It
~does riot necessitate the overruling of any earlier
decisions of this House; but it does involve
recognising that Lord Tomlin's oft-quoted dictum in
IRC v Duke of Westminster (1936) AC 1 at 19, [1935]
ATT ER 250 at 767, Tevery man is entitled if he can to
order his affairs so as that the tax attaching under
o the appropriate Acts is less that it otherwise would
e be', tells us Tittle or nothing as to what methods of
5 ordering one's affairs will be recognised by the
courts as effective to lessen the tax that would
attach to them if business transactions were conducted
in a straightforward way".

Lord Diplock's warning was repeated by Lord Scarman, who held:

"First, it 1is of the utmost importance that the
business community (and others, including their
advisers) should appreciate, as my noble and learned
- friend Lord Diplock has emphasised, that Ramsay's case
- : marks "a significant change in the approach adopted by
o F ek this House in its judicial role" towards tax avoidance
e : 5 schemes. Secondly, it is now crucial when censidering
e : any such scheme to take the analysis far enough to
determine where the profit, gain or loss is really to
be found."

¢ . g A .

oL

ARG

As 1 have pointed out Burmah had involved a series of pre-ordained

steps in which a number of other steps without commercial purpose
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apart from tax avoidance appeared. Burmah had a subsidiary which was

Tndebted to 7it, and whose prospects of repaying the loan wcre

remote. Burmah put monsy into the subsidiary by way of redeemable

preference shares, which was used to repay the debt. The subsidiary

was liquidated with a consequent Toss. The House of Lords refused

tax relief for that loss. It viewed the fact that the money had gone

round in a circle, as a result of which Burmah was neither pricher
nor poorer commercially speaking, although fiscally the previously
vaiueless debt and non-allowable Toss was converted to valueless

shares and an allowable loss, as a series of artificial steps.

In Furniss v Dawson, in the court of first instance, Vinelott d

ruled that the principles established in Ramsay and Burmah would not

apply, and that a transaction cannot be disregarded and treated as
being a fiscal nullity if it has “enduring legal consequences". He
was able to identify "enduring legal consequences", in the fact that
Greenjacket beneficially owned the proceeds of sale of the shares in
the operating companies, on the income of which Greenjacket was
11able to tax, and that the purchaser's rights under the second sale
agreement lay against Greenjacket, and not against the taxpayers.
The fact that the parties contemplated a further sale did not alter
the situation. By this approach Vinelott J confined the Ramsay
principle to self cancelling transactions, as opposed to
transactions having enduring legal consequences. Vinelott J was able

to reconcile Ramsay and Burmah on the ground that in Ramsay there
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was no real loss, because it was of the essence of the facts in

a scheme embodies circular or self-cancelling steps the court may
treat these as a fiscal nullity i# the change in position is one in

form and does not create enduring~1ega1 consequences.

The House of Lords rejected Vinelott's J approach. It also rejected
the app?oach~‘adapted in the Court a quo by Oliver, Kerr and
Slade LLJ: Slade LJ remarked, in the course of his Jjudgment, that

the references to Floor v Davis were clearly "a convenient mode of

{1lustrating the broader approach to tax avoidance schemes which
{their Lordships) were concerned to establish". The House'of Lords
said this was a means of "freeing himself from the uncomfortable

shackles of judicial precedent". The House of Lords referred to

0liver's L approach to the decision in Floor Vv Davis as being
“totally untenable". The House of Lords dismissed Kerr's Ld  judgment
with the phrase ".... adopted the reasons and hence the errors of

01iver LJ".

The House of Lords ruled that iy a pre-planned tax saving scheme no

distinction is to be drawn for fiscal purposes, because none exists

in reality, between -

(1) a series of steps which are followed through by virvtue of

an arrangement which falls short of a binding contract; and
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(i1) a series of steps which are followed throiigh because the
participants are contractually bound to take each step

seriatim,
B i §

The House approved the formulation of Lord Diplock in Burmah 0il,

namely that there may be a pre-ordained series of transactions, or
one single composite transaction. This transaction may or may not
include the achievement of a legitimate commercial or business end.

Secondly, there must be steps inserted which have no commercial or

ok
1 }g? business purpose apart.From the avoidance of a liability to tax, not
‘m'§; “no business effect”. If those ingredients exist, the inserted‘stéps’
‘;% are to be disregarded for fiscal purposes. The court must then look
f%’ at the end result, and the way in which the taxpayer will be taxed
ng will depend on the terms of the taxing statute in question.
J*;; This review of Furhiss v Dawson and of the change in emphasis on
% "eorm” and "substance™ in income tax cases over a number of years
‘g demonstrates again the change towards a purposive approach. It also

shows the extent to which the Jjudiciary have taken upon themselves
the right to legislate to fi1] the gaps which they perceive to exist

in the legislation. The jurisprudential concept of this approach 1is

almost impossible to define, because it depends on the personal

views of the judge who hears the case.
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Chapter Five

Bond washing and dividend strippiny

In the United Kingdom avoidance provisions were enacted to counter
devices known as “bond washing" and "dividend stripping" which were
~ popuiar in the 1950's and early 1960's before capital gains tax was

~introduced.

| In  "bondawashing“ a higher rate taxpayer would sell ~hisﬁ5rights;
_’nﬁvidends and/or interest in his securities for a Capita1'sum to a
| h as a charity or pensibn fund. The capital
": f§uﬂi wdu?d not be taxable in the hands of the taxpayer, and the
' :50n~ténpay1ngbody could reclaim the tax deduction from the dividend

- and/or interest.

“Dividend stripping" s @ device by which a ‘purchaser obtains

control of a company which has accumulated profits or reserves, by

purchasing the company's shares. The purchaser then arranges for the

profits to be distributed to itself by way of dividends. The shares

ped of its reserves, are sold at a 10ss, and

in the company, strip

obtains repayment of the t
e of profits distributed as

the purcha ax deemed to have been

deducted in arriving at the figur

dividends. This results in the payment of tax constituting a cash
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profit. This has an effect on a company's capital gains  tax

liability.

Prior to the introdiction of legislation the schemes “ere challenged
on' the basis that the transactions were not "trading transactions”,

but were what were described as "planned raidc on the Inland

"R.ev'enue", per Lord Donovan in Lupton v _FA and AB Ltd (1971) 47

TC 580 at 629.

tn 9 P Harrison (Watford) Ltd y Briffiths (1962) 40 TC 281, Finsbury

Securities Ltd v Bishop (1865) 43 TC 591; Lupton v FA & AB Ltd
(1971) 47 TC 580 and Thomson V Gurneville Securities (1969) 47 TC

633, the question arose as to whether the purchase and sale of
securities const'tuted trading +prapsactions, when at the same time
't\hére were dividend payments and income tax repayment claims. All

four cases were taken to the House of Lords.

Tn J.P Haprison (?watforfdf) Ltd v Griffiths, supra, a company trading

in merchandise changed 1ts memorandum in order to allow dealing in
hares. The company had incurred substantial losses as merchants. It
purchased the shares of a conpany with Jarge accumulated profits,
descpibed by the Cummissioners as Wa company pregnant with
dividend". The profits were distributed in the form of dividends,

and the shares were sold at a 108S. The company rectaimed the tax

deducted from the dividends on the basis that the gross dividends

A ,\_—.'.\L L i R
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“the transact1ons were of a Lrad1ng nature.
‘f (H} On the "Facts, “the tranSactTOn was

f(b); the,ﬁﬁherent natufe“of the transac

{e) the ab
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were ‘1ess than the losses from ;Sh&revudéaiing“‘and  trading~;as

~ merchants.

In the House of Lords, by a majority of three to two, it was held
that the flscaT motives were 1rre1evant to the quest1on of whether‘

Lord“Mprris; onewof{the ,

‘. ma1or1ty, made the f0110w1ng pownts.

not a sham, but amounted

‘1nhcrant1y to share dealwng,

"actionuwas;una1tered by the

'taxpayer’s'objéct in entering into the tranSaciions_tofsécureu"

a tax advantage;
a'~be re)evant in

aect and 1ntent1ons of the taxpayer 2

some cwrcumstances, and the fact that a trader ever envxsages‘

a Tloss will not deprive a trading tranSactionfofimts

making
nature as trade;

nsact1ons can be the prelude to the recovery of tax

he capacity as a taxpayer and

e *‘he

(d) trading tra
when the recovery is made in t

not as @ trader. The fact that a trader has in h1s ey
recovery of‘tax,will nbt,deprive a trade of that cescr1pt10n1
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The minority, Lord Reid and Lord Denning, held that an iso1ated
transact1on, not effected with the object of mak1ng a prof1t,‘
prov1ded some ground for arguing the transaction did not amount to'
tradxng, Lord Reid d1sm\ssed the argument that one should exam1n°:
on!y the transactwon and not its purpose or effect. Th1s view has

swnce been adopted in. F1nsbury Securities, Lupton and Thomson.,
the

However, as waa po1nted out in Coates V. Arnda1e Propert1es,

\,House of Lords has not ypt overruled its f1nd1ng in Harrxsong

houidfnct ciose,

In h]S Judgment Lord Denn1ng held that the Court s
amely, ‘the recovery,

: 1ts eye to the second part of the transact1on,

- of tax on the d1v1dend but that one had to look at the transact1on

as a whs]e. On that basis he he]d at p 300:

To my mind, the Commissioners were ent1tled to see
_these people as they veally are, prospectors digging
~for wealth in the subterranean passages of the
Revenue, searching for taX repayments. They are not
as1mp1e traders dealing ins :

tocks and shares.‘

In Finsbury Securitﬁés,,Sugra, a case of “forward" stripping, the

House of Lords unanimously held, following Harrison's case, that

nts of trading present in
's shares in a company wh1ch hopes

there were no eleme the transaction. In
"forward“ str1pp1ng the dealer buy
rof1ts and distr1bute dividends.
d for the sharns is reduced

to make 1arge p As dividends are
1y the Tump sum pai

recejved annua
On the facts it was he?d that the

and a tax 1oss created.

~ downwards, 2
s were sa*eguarded as they retained

erests of the vendor

future int
e accrued had there been no scheme,

the benefits which would hav
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In Lupton's case, supra, a share dea]in

| ﬁsubstantwal accumu:ated profit a
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whilst the purchasers were precluded from dealing in the shares, but

’had to retain them for the m1n1mum p9r1od cf five years, and so had

the character1st1cs of fixed assets rather than stock 1n~trade.
Accord1ng1y, the House of Lords reaected, the argument that the
purchaser was a share dealer, entitled to deduct the loss made when
the shares were so]d. It held that the shares were acquxred in order

to be reta1ned and not for the purpose of dea11ng 1n them.

g 'COmpahy specialising in

d1V1dend strwnpxng purchased the shares of a company with a

nd investments of about £700 000. It

was agreed that if the share dealing company recovered any tax on

the reduct1on in value of the shares acquired as a result of the

dﬁvidend,paymentg the tax recovered would be d1v1ded between the

vendor'fand purchaser equal]yj The House of Lords held that the

transaction Was not carried out in the course of the appe]lant S

tfade‘as Share dealers. Lord Morr1s d911vered the 1ead1ng Judgment.
At 621, he cited with approval Megarry J in the court below as

follows:

"The quest1on js, whether viewed as a whole, the
transaction is one which can fairly be regarded as a
If it is, then it will not be

trading transaction.
because it was entered into with

denatured merely
: g a fiscal advantage. Neither fiscal

motives of reapin
motives will prevent ‘what in

elements nor fiscal
substance is a trading transactlﬂn from ranking as

such. On the other hand, if the greater part of the
transaction 1is explicable only on fiscal grounds, the
mere presence of elements of trading will not suffice
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to translate the transaction into the realms ~of
trading. In particular, if what fis erected s
predominantly an artificial structure, remote from
trading and fashioned so as to secure a tax advantage,
the mere presence in that structure in  certain
elements which by themselves could fairiy be described
as trading will not cast the cloak of trade over the

whole structure.”

Lord Donovan distinguished the case from cases such aS'Harrisoﬁ;'on
the basis that in the latter case the - fiscal advantage ,Was :

incidental.

In his judgment Lord Donovan declared that the transaction

constituted:

", ... the execution of a raid on the Treasury using
the technicalities of revenue law and company law as
the necessary weapon." ' . :

In Thomson v Gurneville Securities Ltd,NSUpra, the substance'of the

transaction was that a share dealing company would incur a loss as a

result of writing, down the value of its shareholding in anpther

as a result of dividends paid by the other company. The

company ,

case differed from Lupton because & small commercial profit was

h was about one-fifth of the 1oss

included in the arrangements, whic

claimed in respect of the dividend stripping transactions. The House

S

of Lords unanimously held that the transactions were not trading

are dealer. Lord Simon held, after commenting

transactions of a sh
profit was of a very curious nature, that:

that the commercial

prussHth s S
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“In the instant case the question can be narrowed:
looking at the transaction as a whole, was it , on the
one haqd, one whereby a true commercial profit was
taken 1in a fiscally ‘advantageous way, or, on “the
other, one in which a commercial profit was really a
by-product of, or a disguise for, what was a really a
tax recovery device? Whichever way the question is
put, I have no doubt that judged both qualitatively
and quantitatively the transaction falls into the
latter category in each case."” SR '

As appears from these cases the decision in Harrison was based on a

narrow view. It has been superseded by a wider approach in which the
transaction s viewed as a whole. Doing this comes close to

hed in Duke of Westminster, that it is

abrogating the rule establis
the form of the transaction and not its substance which determines
its status. This trend has been dealt with in regard to 53@3@1 and
FUFhiss, aithoth the House of Lords has, up’until‘now, hefused to

overrule its decision in the puke of Westminster, ner has it

overruled its decision in Harrison's case.
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morality.; Furthermore, given the fact that
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Chapter Six

Summary of the position in the United Kingdom

The review of the decisions in a number of cases spanning more than

a centuny show, in my view, how the pendulum has swung, from Lord

(3

Cawrns adopting two jrreconcilable methods of 1nterpretat1on where

taang ‘and other statutes were involved, through a spectrum. of cases

emphas1b1ng the jmmorality of tax avo1dance, to. Furpniss v Dawson,

wheare the House of Lords has virtua11y adopted a test of motive and

in any commercial

transaction the after-tax position almost entirely determines the

nature and structure of the deal that is struck and the form it will

take, the ~taxpayer‘s prospects ;of avoiding tax in virtuaily any

situation ]ook,bleak.

On this review of cases in the United Kingdom, and having regard to

the decisions in Ramsay, Burmah 011 and Furniss, it is apparent that

in any case the taxpayer must be able to Jjustify the scheme or

eransaction on sound commercial reasons. The reaping of a fiscal

advantage without any commercial Jjustification for the deal will

fall foul of the courts. It is difficult to say what the success of
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a "mixed" scheme would be, but it seems that the fUrther‘onefmbves
along the scale from pure "fiscal advantage" to pure Mcommercial
reasons” the more likely it is that the taxpayer would succeed 1n

justifying what he did so as to avoid the tax net.

It is also evident that the "form" and "substante“ doctrine can not
be eas11y defined, nor does 1t seem to have any value in determining
the Way in wh1ch a court will react to the scheme under
'cons1derat1on. The taxpayer Wwho intends to embark on a scheme ‘must

be aware of the approach the courts are likely tu take. It fsv’
’apparent fhat the courts wx!? Took <closely at tire taxpayer s
motives, and with that in mind will consider the f1sca1 advartages

"~ he achieved.

F1na11y, it is evident that a strict or 1ega]is£ic approach towardé

the 1nterpretat1on of taxing statute's is no longer the order of the

day. The courts will apparent1y adopt a pro f1scus approach when 

called on to interpret tax legislation.

It is clear that a tax adviser in the United Kingdom, and, as I

shall show, in South'Africa as well, should ensure that hiS~c1ient

makes use of the reliefs or provisions in the taxing statutes‘whichv
are self evidently jntended to be used by taxpayers, and which are
within the spirit and scheme of the legislation. The search for

loopholes  which  are potentially  vulnerable to judicial
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disapprobation will be an expensive exercise in the long run‘.f'As

Broomberg pUts it in. Tax Strategi, a taxpayer should observe the

three precepts of restraint, probity and vigilance. It is "po\ssibie
that not enough attention is ps'd to the first two precepts 'bcth in

the United Kingdom and in South Africa.
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Chapter Seven

Tax avoidance in Australia

The national climate in Australia in regard to tax avoidance places

the activity aimost on a level with tax evasion. The Government
estimates that it has lost thousands of millions of doilars in
revenue through avoidance in the 1970's. It has been deSCribed by
the Prime Minister of Australia as ”mora]1y~reprehensible“;,so the

Government  contends that anti-avoidance provisions  with
retrospective effect are Jjustified on the basis that tax avoidance

by a wealthy few casts a greater burden on the general body of

taxpayers.

The economic climate of the 1970's,brought a new dimension to tax,
avoidance and evasion in Australia. Avoidance schemes were marketed
on a professional level with glossy brochures and by salesmen

earning high commissions. The schemes relied on Tooprholes in the tax

act and on the courts' "strict letter" approach, in which form is

preferred to substance, so that if a taxpayer can so order his

affairs as to place himself outside the tax Taws, he will not be

construed as being within them on the basis of “fairness" or
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‘morality". One scheme, known as the Slutzkin Scheme, was marketed
with great success. It involved the acquisition by scheme promdters
of shares in companies with a potential tax liability prior to the
end of the year, at which time the tax 1iability would be fixed, for
a consideration of up to 90% of the assets of the compahy. No
provision was made for tax. It was understood that the promoters
would involve the company in a tax avoidance scheme, and would cause
the company to pay its tax in the event that the scheme failed. It
emerged, subsequently, that the shares,Wére sold on tb othéks, who
were aﬁpointéd directdrs, that no tax avOidahcexscheme‘waS éngaged

upon, and that the company was denuded of its assets and rendered

“unable to pay its tax when due. Returns were not lodged by the

company with ejther the Revenue or corporate authorities. In terms
of a High Court decision in 1977, referred toylater on, the vendor
of the Shdkes~Was held to be not taxable on the price he received.
Legis]atibﬁ was 1ntrgdu¢ed; to apply to sales of shares  in a
"yrelevant compény“ bétween 1 January 1972 and prior to 4 December
1980, thé'effect of which is to require the vendors of shares in
those companies and the promoters of the scheme‘to pay, as'a tax,
the amount of income tax and undistributed profits tax unpaid by the

company. In that climate, therefore, the likelihood of judicial

legislation supervening looks strong.
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Chapter Eight

Attitudes of the Australian judiciary
te interpretation of fiscal legislation

S1nce 1877 Austratian tax1ng statutcs have 1ncluded',a ~generaT

dnt1 avo1dance prov151on. In 1936 +he Income Tax Assessmenf Act (ITA

Act) was enacted, whwch set oux,’yin ‘sectlon 260, 'é genera1

anti-avoidance provision.

Section 260 reads:

- "Every contract agreement or arrangement made or
entered into, ora11y or in writing, whether before or
after the commencement of this Act, shall so far as it
has or purports to have the purpose or effect of 1in
any way, directly or indirectly -

(a) aWte?ing the incidence of any income tax;

(b) relieving any person from liability to pay any
income tax or make any returns;

(¢c) defeating, evading or avoiding any duty or
' liability imposed on any person by th1r Act; or

(d) preventing the operation of this Act in any
respect,

be absolutely void as against the pommissioner,'or in
rggard to aﬁ§ proceedings under this Act, but without
prejudice to such validity as it Jnay have in any other
respect or for any other purpose.”
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- Chapter Eight

Attitudes of the Australian judiciary
to interpretation of fiscal legislation

;ince 1877 Australian taxing statutes have included a genera1 

antiwavoidanCE'Prdvisioh; In 1936 the Income Tax Asseésment'Act‘(ITA

Act} was enacted, which set out, 1in section 260, a ‘generaE

SectiOn'260rréads:

“Every contract, agreement or arrangement made or
entered into, orally or in writing, whether before or
after the commencement of this Act, shall so far as it
has or purports to have the purpose or effect of in
any way, directly or indijectly - : ~

(a) altering the incidence of any income tax;

(b) relieving any person from 1iability to pay any
. income tax or make any returns; . ,

(¢) defeating, evading or avoiding any duty or
Tiability imposed on any person by this Act; or

(d) preventing the operation of this Act in any
respect, , e '

be absolutely void as against the Commissioner, or in
regard tr any proceedings under this Act, but without
prejudice to such validity as 1tlpay have in any other
raspect or for any cther purpose.
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was financed by a loan from the stripped company. The amounts due as

‘transart1ons were not entered into in the coursg of the appe]]ants

~tranSaCtivns, whiCh could 1éad to a loss on the purchase and sale of
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In Commissioner of Taxation v Patcorp Investments Limited (1976) 140

CLR 247 the stripped company, in which shares were acquired, had
substantial accumulated profits avaiiable for distribution. It was

not engaged in any business activity and had no assets other than

cash and debts owed to the company. The appe11ant5 !agreed. to

purchase the shares 1n the str1pped company, which, in some case,

debts to the stripped company were liquidated in cash, after which,
share transfers having been appro?ed and registered, a dividend was

paid out of the accumulated profits to the shareholders who were
régistercd; It was cbmmon'cause'that the’appe11ants weré-carrying on

a busxness of share trad1ng, but the C:mmiss1uner argued that the

ordinary share Lradwng bus1ness. It was argued fbr the appe11ant5

that they were motivated bv f1scal advantages in enterwng Into the

the shares.

On dppea1 it was he1d that sect1on 260 had no app11cat1on to a

d1v1dend str1pp1ng operation where the questiou 1nvo1ved was an
ent1t1ement to a rebate, which was qranted to a taxpayer in terms of
the Act. Consequent]y, the cost of the siares acqu1red as trad1ng
stock was an a11owab1e deduct101 on d1sposal even where the shares
had been acqu1red as a dividend str1pp1ng proposal, and that factk

did not prevent them from being trading stock.
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In reaching his judgment Gibbs J considered the approach adopted by

the House of Lords in FA and AB Ltd v Lupton, supra, and Thomson Vv

Gurneviiie Securities Ltd, supra. He distinguished their reasoning
and went on to conclude that as the two sets of~stétutory provisidns
were not the same, it was not necessary to reconsider the earlier
decision in the High Court in the light of the decisions of the

House of Lords.
Gibbs J, as he then was,‘he1d at 292, in regard to section 260:

Yeeeo The scheme of the English Tegislation is very
different from that of the Australian Act. In
particular the English legislation does not contain a
provision 1ike section 260, which is aimed generally
at tax avoidance. The presence of section 260 makes it
impossible to place upon other provisions of the Act
the qualifications which they do not express, for the
purposes of inhibiting tax avoidance. In other words
it is not permissible to make an implication which
does what section 260 fails to do. If it is suggested
that a taxpayer has engaged in a device to secure a
fiscal advantage, and the relevant provisions of the
Act do not expressly deal with the matter, the case
depends entirely on section 260."

The terms of section 260 proved ineffective in countering & number
of artificial tax avoidance schemes which were introduced dur{ng the
1970s. Many of these, eg Slutzkin, were the subject of retrospective
amendments to the ITA Act. In addition, new general anti-avoidance
provisions were inserted as Part IV A of the ITA Act. These

provisions preclude a taxpayer from, for fiscal purposes, obtaining

a tax benefit which arose from the entry into of a "scheme", the
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objective purpose of which may be seen to be that of enabling the

taxpayer to obtain that tax benefit. The tax benefit might be either

e

a deduction. The provisions are so widely drawn that a literal

interpretation of them would go so far as to nullify, for tax

purposes, the transfer by a husband to his wife of income-producing
property; It is anticipated that the Commissioner will only rely on
these'pravisions where schemes which may be deScribed‘as‘"b1ataht,
‘aktificfa1‘bﬁ contrived“ are created, assuming that the cburts do

not 1imit the ambit of the words in interpreting them.

As in the United Kingdom, in Australia it has been held that the:

‘"fundamentai object of statutory Lonstruct10n in every
~case 1s to ascertain the leg1s]ator s intention by
reference to the language of the instrument used as a
whole. But in performing that task the courts look to
the operation of the statutes accordlng to its terms
and to legitimate a1ds to construction”. ;

‘See Cooper Brookes (Wollongong) (Pty) Ltd v FC of T (1981) ALJR 434

per Mason and Wilson JJ at 443 (HCA).

T R R L T

Similarly, it was held in FC of T v Westraders (Pty) Ltd (1980) 144

CLR 55 by Barwick CJ at 59-60, that:

nit s for the Parliament to specify ... the
circumstances which will attract an obligation on the
part of a citizen to pay tax. The function of the

the avoidance of or inclusion of taxable income, or the obtaining of
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Courts is to interpret and apply the language in which
the Parliament has specified the circumstances ... It
15 not for the Courts to mould or to attempt to mould
the language of the statute so as to produce some
result which it might be thought the Parliament may
have intended to achieve though not expressed in the
actual language employed." .

In EE§E£2§SE§ the appellant had joined a partnership which engaged
in the purchase and sale of shares. The partnership acquired‘from

one of the partners, Jensen, a substantial parcel of shares. Jensen

had been engaged'in~the purchase and sale of shares for a number of

years, claiming that it was part of its business activities and that
it was a share trader. Some of the shares had been acquired fdr the

purpose of stripping the companies of dividends, while dthers;were

‘acquired1'under schemes by which the value of the shares after

declaring dividends were substantially reduced. The shares were

transferred by Jensen to the partnership at cost, in’consideration

for which it received a fee varying between 15 and 20% of the "tax

loss". The fee was non-refundable. Total fees paid aggregated more

than $1 000 000. On appeal a restricted interpretation was given to

section 260. In the Court a quo it was held that the submission that

the appeliant availed itself of a permissible deduction, and

therefore that section 260 applied for no other reason than the

appellant's method of organizing its affairs so as to avojd the

incidence of tax would attract the attention of, and would bring it

within the ambit of section 260, was without substance.

N e e

PRI
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In Slutzkin v FC of T (1977) 140 CLR 314; 7 ATR 166, the appellants

were trustees of four separate trusts in which the beneficiary was
either Slutzkin's son or his daughter. The company was established
in 1964 with differential classes of shares. The company evolved a

scheme by which profits were retained for use as‘working capitaT and

provision would be made for the children. Oriyinally, the company
acquired shares in a trading compahy, which were sold to another
company. After this sale the company conductad no business except

the lending of money. It was decided to t¢'1 the shares in the

company for a price equivalent to itz et taigible assets to Cadiz

Court (Pty) Ltd, a company iav: Tred  dn dividehd' strippfng

Lot

BRI

operations. All the 1iab§1ities of the company were_diSCharged and
its assets were converted into cash. The shares were sold and
transferred and the directors resigned. After the sale had taken
place the purchasers carried out a dividend stripping operation, and
then sold the company as an "excess distribution“ company¢; The
trustees, as former shareholders, had no interest in this act1v1ty.

Barwick CJ, at 317, citing with approval a passage from a dec1s1on

of the Privy Council in IRC(NZ) v Europa 0l (NZ) Ltd (1971) AC 760

at 771, held:

“There is no room in (this) area for any doctrine of

: economic  equivalence. To the legal  form and
S consequence of the taxpayer's transact1on,, which in
CE o Cier e e i wTAann~  AfFasrt muct ha aiven.

economic equ1va1ence. To the legal form and

T ' consequence of the taxpayer's transact1on,, which in
: DL Lltian m1ama  affect must be aiven.'

. In Europa 0i1 (NZ) Ltd (No 2) v IRC (NZ) 5 ATR 744 at 753 it was

held, in relation to section 108 of the New Zealand Act, that:
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"There are several things to be noted in connection
with the application of this section. ‘ ’

First, it is riot a charging section; all it does is to
entitie the Commissioner when assessing the liability
of the taxpaver to income tax to treat any contract,
agreement or arrangement which falls within  the
description in the section as if it had never been
made. Any 1iability of the taxpayer to pay income tax
must be found elsewhere in the Act. There must b: some
jdertifiable income of the taxpayer which would have
been Tl1iable to have been taxed if none of the
contracts, agreements or arrangements avoided by the
section had been made. o ‘ =

Secondly, the description of the contracts, agreements
and ~ arrangements which are liable to avoidance
presupposes the continued receipt by the taxpayer of
income from an existing source in respect of which his
Tiability to pay tax would be altered or relieved if
legal effect were given to the contract, agreement or
arrangement swought to be avoided as against the
Commissioner. The section does not strike at new
sources of ‘income or vrestrict the right of the
taxpayer to arrange his affairs in relation to income
from a new source in such a way as to attract the
least possible 1iability to tax. Nor does it prevent
the taxpayer from parting with a source of income."

In the vresult, Barwick CJ found it unnecessary 1in Slutzkin to
reconcile the reasoning 1in various decisions, relying on the
decisions of the Privy Council in the Europa 0i1 cases, on the
grounds that these stated fundamental considerations which resolved

the matters on appeal.

Since Westraders case was decided, the House of Lords has given its

judgment in Ramsay and in Furniss v Dawson. Furthermore, Section

158\ has been introduced into the Commonwealth Act Interpretation

Act, 1901. This requi,es a court construing a Commonwealth Act to
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prefer a construction which will promote the purpose or object
underlying the act under consideration in cases where thelcduft;is
faced by possible alternative constructions. In addition, in FC of T
v Ilvery (1981) 81 ATC 461, Northrop and Sheppard JJ, at 463, held,

in relation to Ramsay, that:

"What their Lordships have said 1is as apt for the

Australian 7eg1slat10n as it is for that enforced in
the Un1ted Kingdom. " ~

In expressing this opinion they did not refer to Patcorp's case.

It would seem, therefore, that a trend towards judicial legislation
is developing in Australia which is likely to follow thé same course
as it has done in England. Thus far Australian courts haVe,followed
a strlct 1ega1lstuc approach to 1nterpretat1on. HaV1ng regard to the

approach adopted by the House of Lords in Furniss and in amsax it
is ]ikely,to be a matter of time before the High Court follows that

cours , either because of a change in attitude, or because the Privy

Council may be called upon to decide a case.

Section 260 has two aspects, which relate to its scope and to the

consequence of its application. If section 260 is construed

literally, it would extend to every transaction, whether voluntary
or for value, which has the effect of reducing the tax Tiability of

an fndividua]. Taken to this extreme, the section would become
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