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In the recent past there has been integration of the world economy on an unprecedented scale leading to the emergence of a global economy. This has been added to by the advancements in technology, speed and reliability in communication and transport. These have made movement of labour and capital easier, resulting in preference for international trade and production where it is becoming cost-effective to undertake business activities in locations where the factors of business earn the maximum profits. However, the flow of capital and labour into a country is determined by what is known as the international investment climate. One of the important factors of this climate is taxation. The presence of an enterprise in two tax jurisdictions may lead to double taxation. This would adversely affect the profit margin of an enterprise and would harm international trade. A country can grant relief from double taxation unilaterally or through Double Taxation Avoidance Agreements (“DTAAs”), the latter being preferred due to several reasons. An important issue that arises in respect of the DTAAs is their relation vis-à-vis domestic taxation law. The question that arises in the mind of the tax administrators and tax experts is: can a tax treaty be overridden by domestic legislation? This article seeks to highlight, in brief, the factors giving rise to double taxation, position of DTAA vis-à-vis domestic law and finally some of the important features of treaty override.

DOUBLE TAXATION AVOIDANCE AGREEMENTS

The source or situs principle and the residence or fiscal domicile principle are the two most commonly applied principles which determine the jurisdiction of taxation in a state. Though, there is also a third principle that of nationality; it is applied by a few countries including the United States. 


Most of the countries have tax systems that combine the situs and the residence principles of taxation. The overlapping of these principles results in double taxation – juridical or economic double taxation.  International juridical double taxation arises when two or more States impose comparable taxes on the same taxpayer in respect of the same income (or capital) for the same period. 

In contrast, the ‘economic double taxation’ arises when the same economic transaction, item of income or capital is taxed in two or more States in the hands of different taxpayers for the same period. Additions in transfer pricing cases are examples of economic double taxation.


International double taxation can be avoided unilaterally or through DTAAs.  Unilateral measures are considered insufficient to avoid double taxation satisfactorily, as they are neither comprehensive nor mutually consistent. On the other hand, DTAAs provide a comprehensive mechanism to encourage growth of international flow of capital, labour and technology. Apart from avoiding double taxation, these provide certainty of tax treatment, reduction of rates of taxation by the source country in respect of certain income, lower compliance costs, prevention of tax evasion, prevention of tax discrimination; resolution of tax disputes, and provides for tax sparing. It is in view of the wide impact of the tax treaties that the Fiscal Committee of the OECD observed, “apart from the solution of concrete tax problems relating to international trade and investment, tax conventions [for the prevention or elimination of double taxation] can provide an improvement in the general tax atmosphere by offering re-assurance to investors and businessmen that there exists a mechanism for the settlement of tax grievances that may arise. The mere fact of a tax treaty having been agreed to, even if it provides no formal procedures for the settlement of differences, conveys a sense of co-operation between the authorities of the two countries which instils confidence that potential disputes can be settled on reasonable terms. In addition, however, tax treaties may provide authorisation for specific procedures, for mutual agreement in the settlement of differences”. 

DTAA and Domestic Taxation Law
Once a tax treaty is finalised it has to be incorporated into domestic law. Different countries follow different procedures for this purpose. Baker (2002) feels that, in general, States can be divided into three groups in this regard. First, there are those states where a double taxation convention automatically becomes part of domestic law when it comes into effect (such as Austria, Japan, the US). Secondly, those where approval – usually parliamentary – is required before a convention becomes part of domestic law (such as Germany, Italy). Thirdly, those States where legislation is necessary to transform the convention into domestic law (such as Australia, Canada, Denmark, Ireland, the UK). 

Even when a tax treaty is incorporated into domestic law – whether automatically, on approval or by specific legislation – it retains the basic characters of an international treaty. Consequently, a tax treaty assumes dual nature – as an international agreement and as a part of the tax law of each Contracting State. It needs to be interpreted both at a public international level and at a domestic level.

At a public international level, the Contracting States mutually undertake the obligations to respect and apply the treaty provisions. This concept is enshrined in Article 26 of the Vienna Convention on the Law of Treaties (“VCLT”), which runs: “pacta & sunt servanda. Every treaty in force is binding upon the parties to it and must be performed by them in good faith.” Articles 27 and 46 lay down rules governing the relationship between a treaty and domestic law. 

“Article 27 runs: “Internal law and observance of treaties. A party may not invoke the provisions of its internal law as justification for its failure to perform a treaty. This rule is without prejudice to Article 46.”

Article 46 runs: “Provisions of internal law regarding competence to conclude treaties. 1. A State may not invoke the fact that its consent to be bound by a treaty has been expressed in violation of a provision of its internal law regarding competence to conclude treaties as invalidating its consent unless that violation was manifest and concerned rule of its internal law of fundamental importance. 2. A violation is manifest if it would be objectively evident to any State conducting itself in the matter in accordance with normal practice and in good faith.”

A combined reading of the above articles suggest that under public international law, treaties are binding on the Contracting States, and these may be violated by domestic law only in special circumstances. It needs to be appreciated that within a State it is its domestic law that provides rights and obligations to its individuals and organs. Consequently, at a domestic level, a State’s domestic law would determine the applicability and effects of tax treaties, apart from the relationship between, and comparative status of treaties and domestic law. In other words, at a domestic level, domestic law governs tax treaties.  Thus, if a conflict arises under public international law and under domestic law then that has to be resolved in accordance with the domestic law of the State. 

A question that arises is: if international treaty is an obligation for a State, then what would be the status of a domestic law if it violates an international treaty? Vogel (1999) is of the view that “the violation of international law does not necessarily leads to the invalidity of the treaty-violating domestic law.” In fact, this depends on each State’s legal system – how and at what level an international treaty is given effect to. Whether a derogation from treaty is constitutional or nor would be determined by the level attributed to treaty obligations, as incorporated in domestic law. In countries like France, the Netherlands, Belgium, Japan etc., treaty prevails over domestic law. In most States, however, treaties do not prevail over domestic legislation. Domestic laws which are later in time or ‘lex posterior’ may prevail over an earlier treaty-implementing legislation even if infringing upon international law (Vogel, 1999). In the end, the choice is between giving priority either to a State’s international obligations, or to the sovereignty of decisions of a country’s elected representatives. 

TREATY OVERRIDE
The foregoing discussion leads to an important issue in international taxation – treaty override. Treaty override implies that a State by legislative action gives preference to domestic law over international law.  It is argued that by doing so, the State refuses to fulfil certain obligations arising out of the contractual nexus on grounds that the treaty obligations conflict with domestic law. In this sense, when a treaty override occurs there is a breach of the treaty.

The OECD Treaty Override Report (1989) [the “Report”] defines the term “treaty override” as a “situation where the domestic legislation of a State overrules provisions of either a single treaty or all treaties hitherto having had effect in that State.” The Report states that “Legislation may take the form of provision that treaty provisions are to be disregarded in certain circumstances (e. g. in cases of treaty shopping or other form of abuses). Legislation can have the effect of overriding treaties, even where no reference is made in the legislation to provisions as such, because the domestic interpretation of the effect of that legislation in relation to treaty provisions has the same effect in practice.”

The Report classifies the situations of treaty override as follows:

“ a)
A State may legislate to reverse the effect of a court decision which deviates from the common interpretation, explicitly accepted or tacitly implied by the treaty partners, of a provision based on the text of the treaty. In this case, it is not considered that any injury is done to the basis of international tax relations if the competent legislative and administrative organs of the State concerned are in agreement that the court decision is contrary to their intention. Indeed it is the Court’s decision in the first place which may be seen to overriding the treaty;

b) A State may change the definition of a term used in its domestic legislation which is also used in treaty provisions but which is not specifically defined for the purposes of the treaty. In this case there is no override where the treaty contains a provision essentially similar to that embodied in Article 3, paragraph 2, of the 1977 OECD Model Double Taxation Convention which provides that, as regards the application of a treaty by a Contracting State, any term not defined in the treaty shall, unless the context otherwise requires, have the meaning which it has under the law of that State concerning the taxes to which the treaty applies. It cannot have been contemplated that, having once entered into a treaty, a State would be unable to change the definitions of terms used in its domestic law provided such changes were compatible with the context of the treaty;

c) Finally, newly adopted domestic legislation may be incompatible with treaty provisions, without the competent organs intending, or even being aware of, such an effect.”


Edwardes-Ker (1995) classifies treaty override under four heads: Reversing legislation [situation a) above], Re-defining legislation [situation b) above], Unintentional override [situation c) above] and Deliberate breach. It is the last one, which is in actual sense a “treaty override”, which has drawn the maximum attention. The Report defines it as “domestic legislation intended by the legislature to have effects in clear contradiction to international treaty obligations.” 


Treaty override is not something that is encouraged by the public international law. However, some countries consider it as a justified means for combating tax avoidance. The most common legislation under this class is controlled foreign entity legislation. 

INTERNATIONAL EXPERIENCE

The most important question that arises is: can domestic law override a tax treaty? The related issue is: what is the international experience? Both these are dealt with in paras 14 and 15 of the OECD Override Report.


“ Paras. 14 and 15 run in part:” Treaty override” under domestic law can be automatically avoided if, under a State’s Constitution, a higher value is attributed to a treaty obligation than to domestic law or if a State regards treaty law as “lex specialis” to which priority is given in domestic law. If treaty obligations are considered as having-at most- the same rank as that of domestic law, they may, within some national legal systems be subject to the rule “lex posterior derogat legi priori” (i.e. later law overrides prior law). However, the situation is less simple to determine in practice since this principle applies only when inconsistencies arise between the new law and the prior law, and it is well known that courts are reluctant to construe treaties as inconsistent with domestic law (and vice versa).

15.
In this respect OECD Member countries find themselves in different positions.  For example, Article 55 of the French Constitution of 1958 provides that treaties regularly ratified or accepted shall posses, from the moment of publication, superiority over ordinary laws [Foot note 2 Subject to application by the other party, as concerns each, treaty].  A similar principle is embodied in Article 94 of the Dutch Constitution.  Here, the treaty obligations prevail, also under domestic law, over any conflicting provisions or prior and posterior laws.  On the other hand, the US has chosen, in accordance with Article VI, paragraph 2 of its Constitution, to give treaty obligations equal rank with domestic law and this to make such obligations subject to the “lex posterior rule in the case of irreconcilable conflicts. In the Federal Republic of Germany Article 59, paragraph 2, of the Fundamental Law provides for the transformation of the treaty into domestic law and treaties so transformed normally have precedence over national law.  In the UK domestic legislation implementing treaty obligations is subject to amendment or repeal by later legislation.  Under the Constitution of Finland, treaties which may conflict with prior domestic law require approval by Act of Parliament and after such approval will have the same rank as that Act.”

As observed by Edwardes-Ker (1995) there are two possible approaches in deciding the relative status of tax treaties vis-à-vis domestic law. One approach is to accord (tax) treaties a status superior to domestic legislation, as it exists in France, the Netherlands and Japan.  It has two major implications. First, legislature may be constitutionally incapable of overriding a tax treaty by enacting domestic legislation. Secondly, tax treaties may be incapable of imposing tax. 


The second approach accepts that the legislature can override a tax treaty by passing (subsequent) legislation to this specific effect. This is prevalent in countries with a Parliamentary legal system (including Australia, Canada, New Zealand, the UK and the US). Here it is accepted that Parliament is supreme. 


The position of treaties vis-à-vis domestic law in the US makes an interesting study.  Here treaties and federal legislation both constitute the supreme law of the land and have equal status. Consequently, a later-enacted statute will prevail over a prior treaty, provided that the purpose of the statute to abrogate the treaty appears clearly and distinctly from the words used in the statute. On several occasions Congress has specifically overridden tax treaty provisions by statute; these are instances of intentional treaty override. The Tax Reform Act of 1986 contained a number of provisions which conflicted or appeared to conflict with existing US treaty obligations. (Baker, 2002)

In the UK recent decisions show that double taxation conventions will normally override domestic legislation. Where, however, the intention of Parliament to override the provisions of a double taxation convention is clear, then the intention of Parliament will be followed and the subsequent legislation will prevail. (Baker, 2002)

THE POSITION IN INDIA

As the Indian economy has opened up recently, there are very few cases where judiciary had occasion to analyse the status of international treaty vis-à-vis domestic law. In the case of Gramophone Company of India Ltd. Vs. Birendra Bahadur Pandey & Ors. [1984 (1) SCALE 50] the Supreme Court of India has dealt with the said issue. The Court recognises that “rules of international law are incorporated into national law and considered to be part of the national law, unless they are in conflict with an Act of Parliament”.  They, further observe that national courts would endorse international law but not if it conflicts with national law as these are organs of the National State and not organs of international law.  The Hon’ble Court has quoted the following from the decision of the Supreme Court of India in the case of Tractoroexport, Moscow [1970 (3) SCR 53]:

“Now, as stated in Halsboury’s Law of England, Vol. 36, page 414, there is a presumption that Parliament does not assert or assume jurisdiction which goes beyond the limits established by the common consent of nations and statutes are to be interpreted provided, that their language permits, so as not to be inconsistent with the comity of nations or with the established principles of international law. But this principle applies only where there is an ambiguity and must give way before a clearly expressed intention. If statutory enactments are clear in meaning, they must be construed according to their meaning even though they are contrary to the comity of nations or international law.” 


An inference can be drawn that in India, it is possible for domestic law to override an international treaty.  However, it would be internationally acceptable, if there are sufficient reasons for the same and the intention of the Parliament is clear.

Regarding taxation two questions arise: firstly, what is the status of tax treaties vis-à-vis Income Tax Act, 1961 (“the Act”)? Secondly, are there instances of treaty override in India? To find the answer to the first question it is pertinent to mention that in India section 90 (1) of the Act empowers the executive to enter into a tax treaty. The tax treaty is not laid before the Parliament, as the same is not required. Sub-section (2) of section 90 of the Act establishes the relationship between tax treaty and the Act. It runs as follows:


“Where the Central Government has entered into an agreement with the Government of any country outside India under sub-section (1) for granting relief of tax, or as the case may be, avoidance of double taxation, then, in relation to the assessee to whom such agreement applies, the provisions of this Act shall apply to the extent they are more beneficial to that assessee.”
This establishes that the tax treaties are meant to extend certain benefits to taxpayers and would not taken away any benefits, otherwise, granted by the tax laws. Prior to the introduction of this provision this intention was laid down in Circular No. 333 issued on April 2, 1982 by the Central Board of Direct Taxes. It inter alia says that “the correct legal position is that where a specific provision is made in the Double Taxation Avoidance Agreement, that provision will prevail over the general provisions contained in the Income Tax Act, 1961, also provide that the laws in force in either country will continue to govern the assessment and taxation of income in the respective country except where the provisions to the contrary have been made in the Agreement.” Thus, the domestic law in India has accorded a special status to tax treaties.

Regarding treaty override, some tax experts are of the view that the Explanation to section 90 of the Act introduced by the Finance Act 2001 (“the Explanation”) amounts to treaty override as it runs contrary to the article on ‘non-discrimination’ in DTAAs. The Explanation to section 90 of the Act runs as follows:

“For the removal of doubts, it is hereby declared that the charge of tax in respect of a foreign company at a rate higher than the rate at which a domestic company is chargeable, shall not be regarded as less favourable charge or levy of tax in respect of such foreign company, where such foreign company has not made the prescribed arrangement for declaration and payment within India, of the dividends (including dividends on preference shares) payable out of its income in India.”

It can be seen that the Explanation seeks to clarify that application of differential rates of taxation to foreign and domestic companies would not amount to discrimination. The introduction of the Explanation seeks to settle the dispute on this matter as some appellate authorities have held that the same was discriminatory and, therefore, not acceptable. The Revenue has been arguing that the two sets of companies are not similarly placed as the dividends declared by the domestic companies are taxed whereas the foreign companies do not declare dividends in India and hence the same is not taxed here. 

When examined in the light of definitions given by Edwardes-Ker it can be said that the provision mentioned above can at most be said to be reversing legislation and is not treaty override in the real sense. Even if it is said to be treaty override, for the sake of argument, it needs to be appreciated that its intention is only to clarify the position that justifies imposition of differential rates of taxation, and is well within the competence of the Parliament.
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