INTRODUCTIOR

In this exercise, an attempt will be made to study the system
snd structure of Saxstion in the States of Malays and later Halaysia.
1958 has been ohosen as a starting point, It must be borme in mind
that there is mothing extremely important in commencing our ezereise in
this year. For want of a conveniesrt startin, point, perhape one that
signalled the independense of our country, would have a strong olaiam,’
ts sush our anslysis will, in faet, begin in 1958, Since cerrect
figures are not svailsble after 1964, it is proposed to use revised
estimates of 1965 and the estimates of 1966,

A study of the tax structure during the pericd 19581966 in-
volves many prodlems, The most perplexing of them is the formetion of
%alsysia in September 1963, when regions beyond what was formerly the
Pederation of Yalays, were merged into s larger federation ocalled
falaysia, An inerease in the geographical ares inevitably involves an
inorease in the scope of our analysis, In other words, we shall have
to deal vith the nev financial relationships which were agreed upon and
became applicable alsc to the States of Sadah, Sarawsk, and Singapore.
But a further problem arises as a consequence of the separation of
Singapore from Malaysia in August 1965. HKalaysis, as originally
oonceived only existed as a political entity for less than 2 yearsa,
Therefore ss the exercise proceeds and at relevant places we shall note
the significance and implications of not only the formation of Malaysia
but also of Singapore's separation from Malayeia. S

Halaysia is s federation of states and the study of it's tax
structure will be a study in the context of a federal system of govern-
ment. As such, a chapter on "State Revenue" would have been relevant
but lack of accurate statistios and the pressure of space have been of
deciding importance in i1ts exelusion. However, in this chapter we
shall exsmine briefly the finsneial provisions and the allocatioa of
finsnoial resources between the central and stats governments,

| The exercise as the title implies will lead us into the realms
of tax revenue., Y¥e shall be dealing with inland revenue, customs
‘duties, excise dutiee and licences, We shall discuss them individually

© Lmough indepentence was granted in kugust 1957, the financial
positien as an independent &auntry~atartaé in 1958, S



, eaah one of the items in mot aaly $otal tax revemue hut alua in tatgl
goveramental wevernz, A chapior, tewards the emd of the exeroise

will deal with whal bhos been commonly tormsd as "nen-tax revemms®,

The oomcluding shapter will imelude the ccmperisea of the Malaysian

tox stzug%ura with the tax strusture of & developed country. Impliedt
, semparisen is that there ave some besie differences in the
tax atruetunu of an underdeveloped economy like Eainyﬁia and & ds%elegeé
occaany 1ike that of tho United K&ngﬂen. e

: Since !ala;sin is 3 federation aay siuﬂy of ths tax asrﬁatnre
is conducted in the contaxt of r federnl myatem of governmant. It
would thus be best if we dealt with, in the introduction chapter, some
of the festures and special problems that arise in the cperation of a
tax strueture in a fodsration. Ve shall deal with the prineipal
faetors that have %o be aaseantasaé in any federation of states,

: §bderalian ie aaaantinlly a product

said %o have mm from the United sum Constitution.Malaya (and
now Malayeia) has maintained a federsl form of govermment simes
independense., The most significant feature of the fedaral system is
that povers are dividnﬁ There is & threefoid division of juriadiatian
and powerst

1) Federsl,
2) State, end
3) Congurrent.

The centrel ﬁ@#ﬁ!ﬁﬁﬁﬁ% is suprems within it¢s owan sphere whiah is eare~
fully defined and limited and the etates are co~equally Supreme .
their owa sphers, SJecoadly, the central government has its imyaet ta
certain fields and =0 does the state goversment, This impset is

direct 1.0, the state'’s impact is not through the fbdaxnl guvsrunant
and viao versa. '

, The problem of the fe&or&l syste~ of taxation stsas froa the
besie structure of the federal government, For instance, each must

have independent finansial resources; each must be financislly
co~ordinate and met fimaneially subordinate. Suoh basic eharacteristieﬁ
give rise to certain problems which do not lend themselves to ready or
easy selutions, F&rstly. there i8 the question of aistrihutien of

z%r the old system refer to Fusn Tsu Heng, "The Now System
of | ,evaans ;u%'ﬂ‘ﬁina(ta the States and Settlements in the Federation
¥ela: *hs Malayen - aannmic Teview Yel. II, No. l, April 1957.




funotions and powers between the state and centrsl government.
Jecondly, and more important, is the allesation of fimaneial resources
between the foderal and state govermmeants with some measure of con-
fidence 80 that future experiemce would bear out that resources and
functions of respective partiss expand or contrsct harmomiously, In
sctual faot, the state fineneisl rescurces should be adjusted dcvnwards
or decreased and the eenire’'s fimuncisl rescurces adjusted upvards
(10, increased). This is essontially a field that calls for goodwill
between the states and the centre. Onmo useful lesson to be learnsd
from the separation of Singspore frem the Federation of Malaysia is
that the test of a federal governmemt i{s not that it should emadle a
fedoral system $0 operate dut more fundamentally whether it allowes s
good government aceeplable to both the centre and stabtes o operate.

The decire and necessity of a uniform polioy hes required the
fields of currenay, ooinage, and banking $0 bo entirely central govern-
mant ispmug. Furthermore most custems and exsise revenue acorus %o
the centre,” Likewise licsnces ocounseted with mechaniocally propelled
vehicles, eledtrical installatisns and registration of bBusinesses are
federal sources. The main reasen for this arrangement is the need for
aniformity im the whole federation. Revenue fron these sources are,
furtlormore, sasy $0 collect and form a dependabls source of revemis,

In Malaysia, as in other underdeveloped ocountries they form a siseable
portion of total govermmental revenmue. In Halaysia, unlike for exsmple
in Nigeria before, income tax> 13 a foderal source of revenus. In tho
ce3e of company tax, the reason for this centralisstion is to make
foraign investors feel more secure in that it would prevent regionsi
governments from exploiting the situation and would obviate the diffie-
culties arising from essessment when a company has 1its opsrations beyond
the bounderiee of ons stete, It also prevents industry from following
a vrong locationsl pattern, As such imcome tex by being a federal
matter onables a nationally imtegrated poliey towards private investment
both domestie and foreign., The ratienale of persoasl imeome tax being
fedaral rovenue is that i¢ enhances the chances of maintaining eccmomio
stability, Purtber, income tax should contritute to the country es a
whole and should mot be left in the hands of the state, Centralising
the revenus would alse enable a federation to iron out inter-regionel
inequalities in eeomomic development and fiscal cspacity, The other

*Malaysia - The Pederal Constitution Govermmeat Primter, 1964,
Rinth Sehedule, List I, p, 133, |

| é*ﬁxumcim bogceome apmt vhen we éeel with "Sgate



sources of federal revenus are the non-tax saureeas of1

1) Reocsipts for and in aid of specific federal
governnent serviosa,

2) Teceipts an mecount of undertakings of a
commercial character.

3) TNevemue from fedaral government property.
4)  ¥iscellansous receipts and sales.
33

The following acurces of revenus are assigned to the statess
1) Qevenus from toddy shops.

2) Tevemie from land, aines and forests,

3) Tevenue from licences other than those connsoted

vith sschanically propelled vehieles, slestrical
installations end registretion of businesses.

4) intertainments duty.
5) Fees in gourts other than federal courts.

6) Tees and reasipts in respect of specific cervices
rendered by dopartments of state governaments,

7) Revemus of town boards, town councils, rural
boards, local counscils and similar local suthorities
unleas thess have power under written law %o retain
their revezues and ocontrel their own spending., Alase
excluded are sunicipalitiss established under any
Runieipal Ordinance,

8) Receipts in respsct of water supiliss, including
vater rates,

| S atimates of Kalaysia Pederal Revenue and Fxpenditure,
Government Printer, Any issue for details of above category. |

In this exereise "iax revemue” insluded customs, inland
revenue, exoise and licences,

Tialaysis ~ The Federal Censtitutien, op. oit., Artiale 110,
Page 62 and Part ITI, Tenth Schedule, p. 142, The dats also cbtain=
eble in H, 7, Croves, The Ganatitutien of Malaysia, Melaysia Publications
Ltd. 19&; Pe 143, :



g) Rents on state property.
10) Interest on state balanses.

11) FReoeipts from land sales and sale of stato
praperty.

12} Pimes and rurfsimroa in om otnor thsn"
federal oourts,

13) The various types of Muslixz revemus, end
14) Treasure trove are federal sources.

The most prominent foature of the above sources is that all matters and
nnmmmwammunmmnﬂaasmwm:uam
It 18 also worthwhile to note mt Parlianent may from time to time by
lav substitute for any source of revemus -mmu ia (1), (3), (4),
(8)e (6)s {7)s (8), (u), or (14), above or for any aea? 80 substituted
another source of revemus of substantially egual value in éﬂiﬁa
each state shall receive enm such hm and conditionn ss may be provided
by or under federal law, ten pe roent, or such grester smount a2 may ba
Prédiiced in the state,’ Parliament may

by law assign to the states mucwwp@mm of the preceeds of
any tax raised or levied by the Federation,

In viev of the circumetances under which Sgbah and Sarawak
joined with the States of Malays certain additional scurces of revenus
were assigned $o0 these two states, In sddition to the provisions ve
have ocutlined the fellowing additional sources of revenus wvere assigned
to the Bormeo 3tates of Sabah and Sarawak:

1) Import duty and export Guty on petroleum
produots.

2) Fxport duty on timber and other forest
produse .,

3) So loag as the royality levied by a Bormeo
State on any mineral chargesdle with export duty,
othor than tin, (but insluding mineral olls)
does not amount to ten percent ad valerem calouw

lated as for export duty, export duty om that

. aﬁnhycia - The Federal Constitution, op.eit., Artisle 101(2),

9:31&.. Artiele 101(3), » 62,

10rv4d., Part v, Tenth Scheduls, p. 144. Also see H.E, Oroves,
op. ﬁiﬁta P 144, 1 ‘ ,



minsral, or such part of the export duty as makes
the total of reyality and duty on exported mineral
up to ten percent ad valorem so caloulated, goes
to the state, | ~

4) In the case of Sabah, 8s long as medicine and
health are in the comcurrent list and expemses in
respoct of these items are form by the state, then
30 percent of all customs revenme othar than (1),

(2) and (3) ebove acerue %o the etate,

5) Por any year before 1974, amd if at the
bogimning of 1974, the legislative of the stete
has power ¢o make laws with respeet to the carriage
of passengers and roods by land, or with respect
to mechanically propelled road vehicles, thenm
during the continuance of that power, the state is
entitied to the feea from such licences,

§) Similarly for the seme period if the state

has power to make lawe with respect to mechamieally
propelled road wehicles, it is entitled to the fees
from the registration of such vehieles,

7)  State sales tax and

8) Fees and dues from ports and harbours other
than federsl ports and harbours acerves to the
state .

‘There is el80 an additional field of revenus as far as the
state governments are ooncerned., It takes the form of grants and ean
form siseable preportion of the revenue of the state governments, It
Malaysia, it may be as large as 50 percent and above. But such grants
can only be an independent scurce of revemue if they are ocbligatory.

In such a case then there can be two methods for the sllocation of the
granta}

1) Based on population.

2) Or a fixzed proportion of revenue from oertain
federal sourcea, , ,

In the case of special grents, they arise because of a need for bringing
sbout uniferm development, They depend largely on the bargaining
powers of the staetes. 1In the csse of escalating grants, loss populated
states got higher averasge tham populous states, :

 Qrents arve employed to emable the roorer atates to fulfil their
funoctions, Apd furthermore, since the centre has eontrel of customs
end exeise it is just fair to provide aids im the form of unconditienal
grante., Three main prineiples may be said to be taken inte acgount in

e



«mua tb eriteria for mmﬁom
1) Prinsiple of mmﬁan.
'2) Prinoipls of derivation, and

3) The prinoiple of need.

The primeiple cfommﬂmm for the fenmmmt o
firetly in a fedoration the states make a ssorifice of their sources
of veverme, Secoodly, federal polisy has é.iﬁ‘u»ms im% on
diffevent states, As a result certain states 8o greater
diffieulties than others. But the diffieulties mntored ave

mmmmwuwmmumtm

The application of the prineiple of derivation is governed
partly by the nature of the federation. If it is a leose federation,
it seeas an attractive proposition. This is borne out in finaneial
arrangementa to the new states when ¥alaysie was formed in 196%5. 1In
the case of fjneapore, the principle was embodied in the 60% « 40%
ammﬂt. The state government received 60 pervent and the
central government of the Joint Mmd, In the case of the Borneo
States, tinder m was left %o the Bormeoc States, However, when
the federation is glose-init and vhen you want to provide a uniform
opportunity end fasilities striet applieation of the deriwvstien prineiple
would, far frem achioving the objeotives, aggravate the inequalities,

~ S4nee in most federations, different statos start off at
different economiec levels and with different capacitiss to raise money,
the principle of need can be used as the real ratiomal prineiple in
detormining the allocation of grants, In translating this, a useful
measuring rod, would bde population. Such grants can bde supplemented
hy U”ml mtﬂa ; k

~ In the context of Yalaysia, we shall be dealing with the
Capitation Gunt. m Road Crant, and tho 3pacia1 Grant % the Bm
States, )

All states of the Pederation of Halaysie are entitled to an
anmual federal capitation grant caloulated at the rate of 319 per
persen for ths firat 50,000 of the state's population, 8$10 per persen
for the next ,m.ooa and 84 per person for the remainder., It u based

o ia = Amn% coneluded bamca the Mmtiﬁa of
ﬁnlm United Xingdom of Great Britain and Northera Ireland, Forth
Borneo, Sarewask, and Jingapore, Covermment Printer, 1963, Amnex J,

12 alaysia - The Foderal Constitution, op. cit., Part (1),
Tenth Sehsénle. P 142 and irticle 109(1){(a), Pe 51. |



on the pepulation of the state as determined at the last census taken

before the begimning of the preceding finaneial ysar. Quite evidently

mwuu«wzumammmspuwmmm ‘
mhnea as the eriteria fer alloestion.

MShmofmmmiﬁ.mntmmmmme&
mmﬁammmﬁsuwnmmmeanu. it ia
calculated by mltiplying the average cost %o a state of maintaining a
mile of state road at the minimum standard dotermined for state roeds
in these etates by the Pederal Government after consultations with the
Natiomal Finange Council, by so much of the mileage of state roads in
that state as qualifies for grant, The state road grrnt has been most
mzpmmmmmmm standard of our roads,

3abaht For Sabak a rather somplex femu for additional ?Qéeul grants
to that state was devised, The year 1965 has been $aken gs the base
yoar; and the hypothetioal net amount of revemue vhich the federation
would have derived from Sabah for that year had the ) 8ia Aet boen
in offeot for the whole of the year must be caloulated.* Two-Lifths
ofm;hmmtwmmthemtaftha@iuemlmlymﬂ

to Sabah., Az far as the State Road grant frem the Federal government
uander the fo applicable %o the states of Helaysia, if it falls
below $5,179,50016 in 25y yeur before 1968, a federal supplement will

be made %0 its grant to bring it up to that figure,

Sarawak: Sarawak 1z to receive a graant ef £5,800,000 in each year,
3he is also to receive a grant of whioch the amount in 1964 end each of
the following years was to be respectively 3% m., 87 m., 8$11% m.,

$16 m, and 821 m. In the case of the state road grant there was mo
spscification as to the smount but the constitution merely states that
it was tobe“ofauf9nmuntasmybonmedbow“nthemgmlm
State govermmenta®,.,* ' ’ k

1v1a,, artiele 109(2)(b), p. 6l.

M1v1d., Part IV, Tenth Schedule, p. 144.

15?@: this oaleu.latim sny slteration of any tax or fea nade
after “alayeia Day is lmoluded.,

16

4% the rate of u.sso a mile in Nspeﬂ of & &ﬂas.ge of 1,150
miles,

nla.mynh m me thimti@a, ep. cit., ?m 11,
Teotion 6(1), Tenth - ehadule. :




. There is prevision in the Constituti cnlasummmiw
—efmmummummwmsn .77 On the first
roview, i.e. after 5 years, the matter of the grant itself may not be
brought inte question, only the amounts for the succeeding five years.
Review as to the abolition of the grants cammet, therefors, take place
until 1974. In fact, it is quite obvioua that adolition or contimuation
crtnunudmhuuupauthelmlwnuotamxwt
o7 thode two statea, If the Federal and State governmentis are unable
to reach agreement en any matier, it is to be yeferred to an independent
assessor btut no machinery is provided for the appeintaent of the
a880880%, cmsmfuumtuuﬂmmmwmém
period of time before sny possibility of his meed can arise". 1

The reverus provisions to Singapore were far less specific
then those applying to the Bormeo States. In fact moet matter with
smmwnwhmtmmmwmmwwtumﬁ
the Yederal maﬁ and m simpeﬁ

m antherity in mwi of the mmtiea in
impmafmtméaﬁeswmmmm was: delegated
to ths Singapore govermment., However, the Pederal government “may
evoke this authority if the Singapore government fas.ls % emg sith
any direction properly given to it by the Federal governmer
revemue collected in Singspore, with certain omyum wm ma m%o
a separate fund im a bransh of the Central Bank established in Singapore
and the fund was divided between the governments each year in the
proportion of 60 percent to the Simgapore government and 40 percent to
the Federal governmment. Furthermore, 60 percent of income tax

18:v1d., Artiole 112D, p. 64.

xgﬁ.i“. W’ Wo 31%00 Po 146

mmn Agrecnent, op. e:i.t.. Annex J, . 226.

nn“o. Annex v’. P 228,
n&mptm weres:

1) The revemue specified in Part III of The Tenth
Schedule of the Federal Conatitution.

' 2)  Customs dutles and other charges collected in
Singapore en goods exported from or imported into
Halaysia outaide Singapere. This was paid inte
the Federel Conselidated Fund, ,
3) Income Sax colleeted inm Singapors and attribute

~ able %o income derived from the States of Halays %o

“be paid into the Pedersl Conselidated Fund,



solleeted in the States of Malaym but attributable %o income derived
from Singapore was to be paid to the Singapove govermment. Income
tax attributable to income derived from Singapors and collected by an
agent outside Malaysia was paid into the Joint Pund established,
Singapore was t0 pay the Podcrnl government the cost of capital deve-
lopment of federal project, in Singapore other than projects for
defencs and internal security. It vas also intended to form e Cosmen
Market to facilitate the maximum precticable degree of econcmie
integration of the territories of Malaysia, There has boon established
a Tariff Advisory Board and attempts are being mede to contimue with
the Common Market arrangemsnts eéven though Singapore is now an
independent eountry. Hov~ver, gensrally the provisions as laid down
in Annex J of the Malaysis = Agreement are not operative since the
separation of Singapore from Malaysia,

Ia this category the bulk of the provisions are more 19331
and funotional then finsncial., However, for our purpose we may here
include two provisions which though are not laid down as Comeurrent in
the Constitution, are yet very much like conocurrent sources of Yevenue.
?iratly. each state receives 10 percent or such greater amount ag
be 8o provided of the export duty on tin produced in that State, <4
Further, Article 110(34) of the Pederal Comstitutien provides that each
state shall receive, on such terms and conditions es may be preseribed
by or under federsl law, such proportion es may be so prescribed of
the export duty on minerals (other than tin in that stste). This
provision in faet may give rise to a Congurrent list of financial
provisions in the future.

This iz another sphere in which the Federal and State govern-
ments resort to, Borrowing is s field which calls for co-ordination.
In Malaysia there 1s a National Finance Council (N.P.C.), Hore will
be said of the N.P.C. later dut at this stage it is enough %o note that
co-ordination is required to enable some oontrol over 5§ata expendditure.
Aceording te Article 111 of the Malaysien Constitution®? the Pederstion
shall not borrow except under the suthority of the Pederal law, In
the ease of states, a state shall not borrow exeept under the authority
of State Law. In fact the State Law does not authorise & State to

borrow e:aegt frna the Pederation or, for a period not exceeding one
year, from appravsd for that purpose ths Fbéaral governoant,

By complote 1st of Coneurrent msaseﬁen. look up
lLis% IIX. ITIA and IIYBR, Einth Sehedule, Federal Constitution,

6 ;mmia - The Pederal Comstitution, op. cit., Article 110(3)
P ® ‘ :

2rvi4., Article III, p. 63, "Restriotion on Borrowing".



. Ina fbdsral gystem, there is a nsea far a aaehinery tar
gonsultation betwsen the ceatre and the states. In Malaysis the
¥.P.C. performs this function., In oconsists of ¢the Prime Minister who
presides at meetings, of one othsr Minister designaded by the Prime
Minister and ome vepresentative from eech of the stutes, appointed by
the Ruler or Governor. In practice, however, the Deputy Prime Minister,
presides over the meetings and *ﬁg other Minister vepresented in the
Council i2 the Pinance Minisser. In terms of membership it has
overvheluing state ruproaeatatiaa. The N.F,C., meste at least once s
year tit it may be summoned by the Prime Minister ae «rien as he
considers necessary, as well as whenever the rupfessntativns of 3 or
nore ststes demand a meeting,

The cbjeetiva of the Y.I"C. is apelled out in Article 108 of
the Constitution. 1I% is the duty of the federal govermment to consult
the N,P,C. in respect of (a) the making of grants by the federal govern-

ment to the states; (b) the assignment %o the sistes of the whole or
any portion of the procseds of any federal tax or feej (¢) the ennuel
lean requirement of the Federation and the states and the ezercise of
the Federaticn and the states of their borrowing powersy (4) the making
of loans to any of the states and (e) the making of nstional develop-
ment plans, The other funotions of the ¥.P.0, include the consultation
of the N¥,P.C, on the financial and a@ecunting procedure and the purchase,
custody snd disposal of pudblic property, other than land, «f e
Federation and of the states, The government alss consule: =we ¥.F.C.
ss regards sudit and mccounts of the Pederation, states and ¢ her publiec
suthorities, It also has ¢o consult this body if the government
intends to introduce a Bill wvarying the rates of the capitation grant
or to affect the receipt by s stats of export duty on tin or other
minerals preduced in that stats., The federal government is also to
refer to the N.F.C. on any other matter in respect of which either the
Constitution or FPederal law make provision for consultation, Farther,
it oomsults the K.F.C. es to the sum it shall pay esoch financial year
into the State Reserve Fund., Finally, the federal government may
oconsult the H.F.C. im reaspect of any other matter, whether or not it
involves questioms of finanse, and the government of s state may consult
the Couneil in respeet of any nattar vhich affects the fimaneial position
of that state.

- Besieally the N,.F.C., i8 e oonsultative body; it has no
executive funetions, It snables co-operation not omly in finance but
8180 in econmomic plamning Vvetween state ~nd federal governments, But
the fact that it must meet onoe a year, ' nakes possible regular
adjustment in financial and economic planning. Furthermore since it
deals with the gquestion of making loems, it dispenses with the need for
s separate machinery for rsising losns,

" myg infor-atien was obtained from members of the Federal
2sa;suxy. , | : o ;
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¥hat ecomes out iz that the central government should have
necessary fiscal powers to promote economic develspment and maintain
ecocononic stability. The central government i& in a better position
than individusl states to plan development and maintain stability,
Therefore, the principal sources of revenue are apportioned to the
centre, In trying to appraise any fimancial arrengement it should be
borne in mind that no financial arrangement can be said to be aatis~
fsetésy unless it has weorked out well in grastiae Generally, the
Malaysian system ensures financial responsibility on the part of the
states and the central govermment, It does preserve the essentiale
of federalism; and probably it may achieve & balance between the two
opposing forees of centrelisation and desentralisation which is the
sosence of any federal system of governsent,

The ﬁalsysian tax structure is avsrwhala&agly based on
indirect tawes of customs and excise, Inoome tax plays a relatively
insignificant part as a proporiion of total tax revenue, Purther, it
«111 beoome evident that there is & heavy concentration on & few
conmodities., In Kalaysis, indirect taxes assuse a partiocular signi-
ficance because direat taxes have inadequate coverage and becsusze of
adninistrative ocomplexitises, ;

Agoording to Prsatz? the general characteristics of taxation
in undexdeveloped countries is:

1) "The secular growth in government expenditure® and
2) "The instabdility of govermment fimance®,

‘‘ho main reasons for theee sharasteristiocs, which are also applicable to
Halaysis, are an inoremse in public servioces and an urge %o inoresse and
maintain the standaxd of living, There has been a sudden ewakening of
the poesibilities of economic development. There has been a growth in
the belief that 1t is the duty of the government to purchase many goods
and services; o redistribute inoome and ths public provision of
infra-struoture. Sush fastors have increased the importancs of taxation
in countriss like Malaysia which subsequently reflects constant change,

: zvyxaat, AoRep Public Finanas in ﬁnderﬁwval@ged ’ountrins,
Loadcu, ¥eidenfeld and Hioholsen, 1962, P 15,
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