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1.Constitution of the committee: -

Central Board of Direct Taxes (CBDT) by its OM F.No.500/104/2006-FTD dated 23/11/2006, decided to constitute a Departmental Committee consisting of following officers to study and recommend appropriate Anti-abuse/anti- avoidance provisions in the Income-tax Act, 1961 –



(i) Shri G.C.Srivastava, DGIT, International Taxation, Delhi



(ii) Mrs.Anita Kapoor, Joint Secretary, TPL-I



(iii) Mrs.Poonam Dutt, Joint Secretary, FT & TR-II



(iv) Shri Girish Dave, DIT, International Taxation, Mumbai



(v) Dr.Jagdeep Goel, Director, FT & TR-II.

2. Terms of Reference: -

The terms of reference of the committee are as under: -


(i)
To examine the feasibility of incorporating anti-abuse/anti-avoidance provisions in the Income-tax Act, 1961


(ii)
To suggest appropriate anti-abuse/anti avoidance provisions that may be incorporated in the Income-tax Act, 1961, in keeping with the best international practices. 

3. Duration: -


The committee is required to submit its report in a time frame of 6 weeks.

4. Deliberations: -

Meetings of the committee were held on 28/11/2006 and 12/12/2006 at New Delhi. At the time of first meeting on 28/11/2006, the Joint Secretary (FT & TR)-II, CBDT, New Delhi, circulated brief background note detailing therein the necessity & purpose of the constitution of this committee. (Refer: Annexure “A”). It was emphasized that incorporation of Anti-abuse/anti-avoidance provisions in the Income-tax Act, 1961, may have multi dimensional implication. Some of the preliminary issues which committee took for consideration are as under: - 

(i)
Whether we should have general anti-abuse provisions in the Act that would apply to all taxpayers across the board or should we restrict these provisions to abuse of DTAAs only.


 

(ii) If we make these provisions applicable to our DTAAs, it would have to be examined as to what would be the impact of such provisions on our DTAAs and whether such provisions, if incorporated, would adversely affect our obligations under these treaties.

 (iii) Whether the incorporation of these anti-abuse provisions would in any way be affected by the relevant provisions of the Indian Constitution in respect of International Treaties.

 (iv) The specific form of anti-abuse provisions, which would need to be incorporated in the Act keeping in view the best international practices in this regard and placement of these provisions in the Income-tax Act.

(v) In case of conflict between the provisions of the DTAA and the proposed anti-abuse provisions, whether the anti-abuse provisions would prevail? (Treaty override). If not, what is the remedy?





 (vi) Whether the proposed incorporation of anti-abuse provisions would stand the test of judicial scrutiny. If not, how to remedy the situation?

The preliminary issues and views of the committee thereon are enclosed in Annexure “B” oh this report.

What is tax avoidance?

The term instantly provokes the lawyers to search for a shared understanding and workable definition for the scope and meaning of tax avoidance. There may exist terminological confusion when tax evasion, tax avoidance, tax minimization and tax planning are used as synonyms. A workable definition of tax avoidance has been regarded as a very problematic undertaking. This is so because all taxes simply provoke activities for those who are more heavily taxed and the adjustments minimize that incidence of tax might be affected in different ways using different means and in varying degrees. To define, four important criteria can be kept in mind, which are spelt as under: -

1. The taxpayer must have performed a legal act, which was part of a tax avoidance procedure.

2. The tax avoidance procedure must constitute a roundabout   way in relation to a normal and in economic terms essentially equivalent alternative course of action.

3. The transactions must result in a substantial tax benefit, which can be assumed to have been the decisive reason for the choice of the course of action taken.

4. The procedure must, finally be in clear violation of the purpose of the legislation.

Tax avoidance vis-a-vis tax evasion


At the other extremity, evasion of tax by presenting false records, willful non-disclosure and so on poses another problem. In theory, solution to such a problem is assessment on the basis of unrevealed facts. This position would be a little more complex where the unrevealed fact for taxing purposes is a state of mind. The boundary between the tax avoidance and the tax evasion is not always clear where taxation depends upon motive. In between benign behavioral adjustments and deliberate misrepresentation is the battleground of fierce war.

 Unacceptable tax avoidance: -

Deciding what are the distinguishing features that go to make up “tax avoidance” of the unacceptable variety is an enormously difficult task, even before one attempts the task of expressing that idea in writing in any law. In order to elucidate the notion, one might consider the position of a taxpayer who finds himself paying less tax than another because of –

· Provisions (or omissions) in the legislation which express some government policy,

· Exercising an option or election that is explicit under the legislation,

· Exercising an option or election that appears to be implicit in the legislation,

· Omissions in the legislation through the negligence of the draftsmen,

· Differing interpretations about the meaning and scope of a provision in the legislation,

· Participating in a transaction using a structure which has commercial justification,

· Participating in a transaction where the structure has little commercial justification.

In each case, adding an element of intent could cloud the example

· Deliberately attempting to bring oneself within a provision (or omission) in the legislation, which express some government policy that is, accessing unintended tax benefits.

· Using a common legal construction or transaction which utilizes a gap or a loophole in the law to place the taxpayer outside the reach of a charging provision,

· Organizing a transaction through an implausible, inconvenient and complex structure for which there is little commercial justification.

These examples, suggest that tax avoidance could be understood as referring to one or both of two sides:

· The form of a transaction – in other words, the degree of coherence between the taxpayer’s ultimate objective and the means chosen to achieve it. This view of tax avoidance seeks to define it objectively and in terms of observable external criteria apparent in the form of a transaction.

· The state of mind of the taxpayer – in other words, the possession of a particular purpose. This view of tax avoidance seeks to define it by reference to a state of mind although the state of mind might be presumed from identifiable external criteria such as the form in which the taxpayer organized the transaction.

In circumstances where the essence of avoidance is determined by the form of a transaction, the role of purpose may nevertheless be used as a defence or justification to remove the spectre of the provision applying. For example, taxpayers may be exculpated if they can demonstrate:

· A business or commercial justification for the form chosen,

· Some other appropriate motive – they are exercising an “option” apparently available under the legislation.

It is an important question whether the kind of tax avoidance that should be the target can ever be meaningfully defined, even in theory. It is clearly not an easy matter and some of the verbal formulae that have been developed do not inspire a great deal of confidence. 

What is a GAAR:-

A GAAR is a tool for combating tax avoidance. It is a legislative exercise to prevent avoidance, which is considered of unacceptable forms. Sometimes, the criterion of purpose might appear as the means of distinguishing acceptable from unacceptable tax avoidance. Any general anti-avoidance rule should distinguish between acceptable and unacceptable tax avoidance transactions, this distinction is central to any general anti-avoidance rule. Not all tax avoidance is offensive, but no tax system can tolerate or permit unrestricted tax avoidance. Sometimes one has even to exclude some transaction or circumstance that may otherwise appear” normal” transaction. It is intended to prevent abusive tax avoidance transactions or arrangements but at the same time is not intended to interfere with legitimate commercial and family transactions.

Whether in Indian context GAAR is necessary?

It is an accepted notion that tax avoidance may seriously threaten the achievement of the standard public finance objectives of revenue raising, equity, efficiency and simplicity. Sharp, perhaps sometime over sharp distinction is however, conventionally drawn between tax avoidance, which is claimed legal, and tax evasion which is not. The concept of tax avoidance that comes most naturally to an economist tends to be much broader and more sweeping than the concept that has been particularly pre-occupation of tax lawyers and administrators. Both the narrow legal concept and the broader economic and public choice concepts are, however, of great policy concern in their own right. To an economist there would seem, at first blush, no distinction to be drawn between different types of tax avoidance defined generically to cover the complete range of legal tax minimization activities. There is however, a strong general presumption in the tax policy literature that all such adjustments are economically undesirable and inequitable. Any legal discussions of tax avoidance, the primary focus is clearly on contrived and artificial schemes, which do not change the substantive character of an activity or transaction but may serve nevertheless to bring the activity within some tax-exempt or more tax favored legal category.


In practically all developed tax systems, a distinction is made between tax evasion and tax avoidance. Tax evasion or tax fraud is an offence against the tax laws that is punishable by criminal sanctions. The statutory measures taken to combat such violations of the tax law generally are not considered to be anti-avoidance.


Tax avoidance, on the other hand, comprises actions by a taxpayer to reduce a tax burden that may not constitute a criminal offence. The distinction between legal tax avoidance and illegal tax evasion is critical, because particularly non-lawyers are sometimes inclined to put both phenomena on the same footing. Such similar treatment nay be justified in an economic or moral context, but is basically wrong in the legal context of administration and implementation of tax law. Usually a distinction is also made by tax lawyers between tax avoidance in the legal sense and tax reduction by behavior modification. This factual avoidance of the tax burden is considered perfectly legal and is not subject to statutory anti-avoidance measures. The tax avoidance that is considered problematic typically occurs when factual situations are moulded in legal forms that bear less tax than would alternative legal forms.A lesser tax burden may result from a legal construction or transaction that uses a gap or a loophole in the law to place the taxpayer outside the reach of a charging provision or within the scope of a statutory provision providing for a lesser tax burden, or from use of a legal construction or transaction to which the tax law attaches a lesser tax liability than it does to another legal construction or transaction with every  similar factual results. It is clear that on the basis of considerations of economic efficiency and fiscal justice a taxpayer should not be able to use legal constructions or transactions to avoid similar situations being subjected to the same tax burden. It is therefore desirable to include provisions to deal with situations considered to be unacceptable forms of avoidance.





Whether the rule should be statutory or judicial : -

The question, which arises, is whether it should be left to judicial system to declare what is unacceptable avoidance or there should be provisions in-built in the tax laws. Adoption of statutory rule is more acceptable than a judicial rule to those persons who consider that it is the legislature’s exclusive responsibility to develop the tax laws. The introduction of a statutory rule is subject to all the safeguards of the legislative process, including the consultative process. The limits of statutory rule can be established with more specificity than the limits of a judicial rule even if by way of explanatory notes and administrative guidelines, which help to reduce uncertainty. Conversely, a judicial rule is inherently more flexible than a statutory rule; it can clearly, gradually and cannot be undermined by microscopic examination in the search for loopholes.

Important principles: -


First, a GAAR must distinguish between acceptable and unacceptable tax avoidance transaction. This distinction is central to any general anti-avoidance rule. The difficulty, of course is to identify the basis on which the distinction should be made. This distinction should not just be made by way of adhoc judgments in particular cases; it should be made on the basis of pre determined objective criteria that are capable of application by taxpayers, tax authorities and the courts.


Second, the rule should apply to artificial transactions or to transactions entered into primarily for the purpose of avoiding tax. Ideally tax consequences should be determined on the basis of legal and commercial results of a transaction and not on the taxpayer’s purpose in carrying out the transaction. The use of “artificiality” as the test has one significant advantage is that avoids the necessity of determining tax consequences on the basis of the purpose of a transaction. The meaning of “artificial” however is ambiguous; it can mean both “un-natural” and “fictitious”. The latter meaning is similar to “sham”.


A purpose test on the other hand provides a rational basis for distinguishing between acceptable and unacceptable tax avoidance. But, a purpose test by itself may not be sufficient to accept all inoffensive transactions. If the primary purpose of a transaction, determined objectively, is something other than tax avoidance, the transaction represents acceptable tax planning. On the other hand, if the primary purpose is to obtain tax benefits and the transaction would not have been carried out in the absence of those benefits, the transaction is unacceptable tax avoidance. Admittedly, there will be some uncertainty concerning the characterization of transactions that have both tax and non-tax elements. 


Another issue, which closely relate to the first, involves the relationship between the GAAR and other statutory provisions. In some cases, the GAAR should override specific provision because otherwise tax planners will be able to manipulate technical provision to these unintended tax benefits. However, the general rule should not take precedence over specific provisions in all cases. For example, it would be perverse to apply the GAAR to cases where a taxpayer is simply obtaining a tax incentive specifically provided by the statute. Therefore, the courts must decide in each particular case whether the GAAR or another provision should prevail. Although this places enormous responsibility on the courts, any other approach would be arbitrary and inappropriate, at least in some cases. 


Design of the GAAR: –


(i) Once it has been determined that a statutory approach to tax avoidance is more appropriate than a judicial approach, the next issue is the design of the statutory rule. First, Parliament can enact specific anti avoidance 
legislation to deal with particular tax avoidance schemes or transactions. Every developed tax system is full of such provisions. Though, such a specific legislation can never be an adequate response to controlling tax avoidance. Taxpayers can always find new ways to overcome such specific provisions. Further specific provisions clutter the statute and cannot take care of every situation.

(ii) Second, the tax authorities can be given administrative discretion to deal with tax avoidance. This type   of broad administrative discretion is clearly 
unacceptable in the Indian tax system because it is perceived to be contrary at least in spirit, to the rule of law. It may be noted however, that such administrative discretion is a prominent part of several countries’ tax system. 

(iii) Third, a broad general statutory rule can be introduced to counteract abusive & artificial tax avoidance arrangements and also to deal with transactions entered into primarily for the purpose of avoiding tax i.e. the purpose test.

Structure of the proposed provisions :-

The committee considered provisions contained in the domestic laws of Canada, Australia, Sweden, Germany, Korea and Singapore. (Refer: Annexure C-1 to C-5) The committee also studied such a provision proposed in Section 73 in working draft of Income-tax Bill, 1997. (Refer: AnnexureC-6) After considering all these formulations, the committee prepared a draft, which can be considered for incorporation in the Income tax Act, 1961. This draft is available as Annexure D of this report. Consequential change required in existing Section 90(2) has also been proposed. Circular no.682 dated 30th March 1994 and Circular no.789 dated 13th April, 2000 shall also require appropriate modification.

 Annexure “A” –Background Note

 Annexure “B”

Preliminary Issues and Views of the Committee

(i)
Whether we should have general anti-abuse provisions in the Act that would apply to all taxpayers across the board or should we restrict these provisions to abuse of DTAAs only.

The committee was of the view that any anti-abuse provisions to be included in the Act should be general and applicable to all taxpayers across the board. If these provisions were restricted to abuse of provisions of DTAAs, it would not only defeat the purpose of incorporating these provisions but also attract the provisions of the Article on “Non-Discrimation” in our Agreements.




 

(ii) If we make these provisions applicable to our DTAAs, it would have to be examined as to what would be the impact of such provisions on our DTAAs and whether such provisions, if incorporated, would adversely affect our obligations under these treaties.

The committee deliberated whether anti-abuse provisions would in any way violate the provisions of Vienna Convention. The committee was of the view that under the Vienna Convention, the international agreements are to be interpreted in ‘Good Faith’. No treaty is signed with the intention of allowing treaty shopping. In case any agreement leads to treaty shopping then the steps taken to prevent such misuse even through the amendments in the domestic law would not violate the Vienna Convention.

(iii) Whether the incorporation of these anti-abuse provisions would in any way be affected by the relevant provisions of the Indian Constitution in respect of International Treaties.

The Committee was of the view that the Indian Constitution provided only by way of directive principles that international agreements are to respected. There is no provision in the Constitution that provides that the International agreements would prevail over the domestic law. Further, there is no prohibition in the constitution that the domestic law cannot have provisions which are in conflict with the international agreements and which provide that these provisions shall prevail over the international agreements. 

(iv) The specific form of anti-abuse provisions, which would need to be incorporated in the Act keeping in view the best international practices in this regard and placement of these provisions in the Income-tax Act.

JS (FT & TR-II) was asked to formulate a proposal in this regard keeping in view the best international practices. The anti-abuse provisions in the domestic laws of some countries like Korea, Singapore, Germany and Canada were referred to in this context.

(v) In case of conflict between the provisions of the DTAA and the proposed anti-abuse provisions, whether the anti-abuse provisions would prevail? (Treaty override). If not, what is the remedy?


The committee was of the view that section 90(2) will have to be amended retrospectively by way of an enabling provision to ensure that the provisions of the domestic law can override the DTAAs. The Committee was of the view that once an appropriate amendment is brought about in this regard, there would be no problem on this issue.

(vi) Whether the proposed incorporation of anti-abuse provisions would stand the test of judicial scrutiny. If not, how to remedy the situation?

Committee was of the view that with appropriate enabling provisions for treaty override in place, the anti-avoidance rules introduced in the domestic law would definitely stand the test of judicial scrutiny.

Annexure “C-1”to “C-6” – 

Annexure “D”
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