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“Tax Avoidance & Plugging the Loopholes"

The newspapers & the other media are often splashed with reports on tax avoidance & tax evasion wherein, they highlight assessee’s attempt to trick the department resulting in huge loss of revenue. In some of the cases the legal provisions are bypassed by the assessee & in the other, he explores the weaknesses present in the law. There have been umpteen numbers of instances of tax avoidance in the past & gradually the tax department has taken notice of such instances & has enabled the legislature to take steps to stop these activities to facilitate a smoother collection of revenue. Before going into the instances of tax avoidance it is important to know even the related concepts such as Tax Planning & Tax Evasion.

· Tax Planning: This consists of reduction of ones tax liability within the framework of the law. Here the assessee avails the benefits which have been expressly conferred on him by the Act Eg: Section 80C benefit, Section 54F exemptions etc
· Tax Avoidance: This consists of reduction of tax liability taking advantage of the 'loopholes' present in the Act. Here the assessee explores the weaknesses of the law for his benefit. Examples have been discussed in detail in upcoming paras.
· Tax Evasion: This consists of reduction of tax liability by resorting to illegal methods. This activity consists of circumventing the provisions of the Act Eg: overstating expenses, suppression of sales invoices etc.
The discussion includes some instances of tax avoidance & the steps taken to plug the loopholes to avoid loss of revenue.

· Tax avoidance by bond washing transaction:

This technique was frequently practiced by people to avoid the tax liability & escape the tax net by transfer of bonds & securities.
· The interest on securities does not accrue from day to day but on certain fixed days. An assessee prior to receiving such interest, sells or transfers the security at a lower price than the market to a person (friend or relative) whose income is marginal & not under the tax net.

·  Interest is transferred in the name of the holder of the securities.

· The original owner of the securities re-purchases from the holder.

· Thus interest on such securities escapes tax net from both the person’s hands.

An assessee owning shares or securities can sell or transfer his securities to a third person on the eve of dividend declaration or on the eve of due date for payment of interest, to avoid higher tax liability. After the receipt of dividend or interest by the transferee, the assessee buys back the securities. The result is that the assessee though continuing to own the shares or securities, has successfully avoided payment of tax by him on the dividend or interest.

Thus to bridge this tax planning & avoidance of tax payment, Section 94 (1) was introduced.-

The owner of any securities sells or transfers those securities, and buys back or reacquires the securities, then, if the result of the transaction is that any interest becoming payable in respect of the securities is receiv​able otherwise than by the owner, the interest payable as afore​said shall, whether it would or would not have been chargeable to income-tax apart from the provisions of this sub-section, be deemed, for all the purposes of this Act, to be the income of the owner and not to be the income of any other person.

Yet the owner of such securities can unplug Section 94(1) if he satisfies the conditions of Section 94 (3).

As said under section 94(3)-

The provisions of section 94(1) shall not apply if the owner, or the person who has had a beneficial interest in the securities, as the case may be, proves to the satisfaction of the Assessing Officer—


(a)
That there has been no avoidance of income-tax, or


(b)
That the avoidance of income-tax was exceptional and not systematic and that there was not in his case in any of the three preceding years any avoidance of income-tax by a transac​tion of the nature referred to in sub-section (1) or sub-section (2).

Sec 94 (3) thus is a liberty given to the owner but not a loophole to escape any form of tax. The owner & the holder (i.e. 2nd person) has to be cautious & within the limits of Section 94 (3). 

· Tax Avoidance by transactions in securities

This technique involves a level of sharpness & knowledge about the ways of the stock market. In this move the assessee acquires the shares of a company which has declared dividend & the corresponding ‘Record Date’ & disposes the shares after the record date, thereby pocketing the dividend & creating a notional loss.

 The technique works as follows:

· First the assessee looks for a company which has declared a dividend & a corresponding Record Date & acquires the shares at a ‘Cum-Dividend’ price prevailing in the market.

· Holds the shares till the record date & becomes entitled for the dividend thereon.

· Then he disposes the shares at the ‘Ex-Dividend’ price prevailing in the market.

· By this he gets a twin advantage. Firstly he earns a dividend which is tax-free by virtue of Section 10 (34) & entitles himself for the set off & carry forward benefit under Section 70. 

· Before the record date the price of the share normally tends to go up by the amount of dividend declared & after the record date it tends to drop by the same amount hence creating a short term loss for the assessee but, he would have already recovered the loss in the form of dividend on the record date. Hence he helps himself to two advantages at a time, avoiding tax thereby.

To put an end to this practice, sub section (7) to Section 94 was introduced 

Section 94(7):

      Where:- 

      (a)  Any person buys or acquires any securities or unit within a period of three                   months prior to the record date,

      (b) Such person sells or transfers such securities within three months after such record date (nine months in case of units),

      (c) the dividend thereon being exempt from tax,

Then, the amount of dividend earned for the purposes of set off reduces the loss if any on the transfer of such securities.

· .      Tax avoidance by Cross Transfers:

The technique of Cross transfer is quiet unique & distinct from the rest techniques of tax avoidance. Normally such a practice is performed deliberately & with a purpose of escaping tax. Here an individual transfers an asset in the name of the spouse of another person; in-turn an asset of equivalent amount is transferred in the name of the spouse of the individual..

As said under Section 64 (iv) regarding income of spouse:

Any asset transferred by an individual to his or her spouse for inadequate consideration is taxable in the hands of the transferor. 

Thus, a frequent attempt made by an assessee to avoid the applicability of this clause is effectuation of Cross Transfers.

For example, Mr. A transfers an asset to his friend Mr.X’s spouse and in turn Mr. X transfers an equal amount of asset to Mrs A.

In such an instance, when the transfer is made deliberately with an  intention to avoid tax, then such a transfer even though indirect is considered to be direct in nature and hence it will be taxable in the hands of  transferor.(i.e. in this case Mr. A and Mr.X)

[CM Kothari vs. CIT,(1963) 49 ITR 107(SC)
These are just few examples where the revenue authorities have taken notice of the loopholes which were present in the tax structure and have been able to successfully plug them, putting the tax avoidance phenomenon beyond the reach of the assessee.   [image: image2.jpg]




