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GENERAL ANTI-AVOIDANCE RULES (GAAR)
Difference between Tax planning, Tax avoidance, Tax evasion and Tax Management
	Title 
	Meaning
	Permissible
	Examples

	Tax Planning 
	It is planning within four corners of Act and as per the objective of Govt.
	Yes
	· Investment u/s 80C and 80D etc.
· Claiming exemptions u/s 10 /54 etc. as per law

· Setting up business in SEZ

· Designing salary components to utilize exemptions and allowances in best way.

	Tax Avoidance 
	It is within four corners of Act, but not as per the objective of the Govt. It means using the loopholes of the Act, which is not the intent of legislature.
	No
	· Creating dummy company to route transactions
· Use subsidiary companies as channel to take tax benefit

· Misuse of section 40A(3) by hiding cash payment transactions

	Tax Evasion 
	It is illegal act of assessee to reduce his tax liability by using unlawful ways.
	No
	· Non-recording of sales

· Showing taxable incomes as exempt

· Receiving taxable gifts and non-payment of tax thereon
· Booking bogus purchase and other expenditures

	Tax Management
	It is doing your tax affairs in such a manner that the tax obligation is managed properly.
	Yes
	· Tax payment on time to Govt. a/c
· TDS/TCS deposit on time to Govt. a/c
· Return filing on due date so that revised return can be filed / refund processed fast.

· Books of accounts and registers relating to tax maintained properly.

· Maintaining TDS register to ascertain TDS liability timely

· Obtaining declarations from lenders/depositors in Form 15G/15H and forwarding to IT authorities
· Remittance of employer and employee contributions to PF a/c before due date


INTRODUCTION OF GAAR – USE AND APPLICATION
There is a growing concern amongst the revenue authorities in many countries that taxpayers structure their transactions to reduce the taxes. Base Erosion and Profits Shifting (BEPS) project of the Organization for Economic Co-operation and Development (OECD) alongwith G-20 countries sort to tackle this issue.

In order to combat and address such practices followed by the taxpayers, countries have implemented various measures to prevent tax avoidance in various cases.

Indian Income-tax Act, 1961 already contained Specific Anti-Avoidance Rules (SAAR) to prevent tax avoidance. Specific examples of SAAR which are present in the Income-tax Act are as under:-

	Section 
	Provisions

	40A(2)
	Excessive / unreasonable payments to related persons not allowed.

	80-IA(8)
	Transactions of tax exempt entities with other entities 
to be valued at FMV.

	92 to 92F
	Transfer pricing chapter applicable to international transactions /certain domestic transactions.

	94
	Avoidance of tax by certain transactions in securities 
(For example: Dividend Stripping, Bond Washing)

	2(22)(e)
	Loan/advances given by closely held company as deemed dividend

	40(a)(i)/(ia)
	Disallowance of expense for non-deduction of TDS

	9
	Income deemed to accrue or arise in India.


	Explanation 1 to 13 to Section 43(1)
	Determination of actual cost of assets in some specific situations


	50C/43CA
	Deeming provision of SDV for immovable properties


Tax treaties also provide certain anti-avoidance rules, for example, Limitation of Benefit (LOB) clause and concept of Beneficial Ownership.
Thus, SAAR is tailor made to particular situation / particular instance.

In order to codify the “substance over form” doctrine and to further confer board powers on the tax authorities to deny tax benefits (including tax benefits applicable under DTAAs), where such tax benefits arise from arrangements that are ‘impermissible avoidance arrangements’, provision of GAAR have been introduced under the Income-tax Act under Chapter X-A. 
GAAR is based on the principle that transactions have to be real and are not to be looked at in isolation. Where there is no business purpose and no commercial expediency, except to obtain a tax benefit, GAAR provisions will be attracted.

SECTION 100 : Applicability of Chapter X-A
The provisions of this Chapter shall apply in addition to, or in lieu of, any other basis for determination of tax liability.

SECTION 102 : Definitions IN THIS CHAPTER
	S.No.
	Term
	Meaning

	(1)
	arrangement
	· means any step in, or a part or whole of, any transaction/operation/scheme/ agreement/understanding, 
· whether enforceable or not, 
· and includes the alienation of any property in such transaction/ operation/scheme/agreement/understanding.


	(2)
	asset
	includes property/right of any kind.


	(3)
	benefit
	includes a payment of any kind whether in tangible or intangible form.


	(4)
	connected person
(i.e. associated persons/

related parties)
	means any person who is connected directly or indirectly to another person 
and includes:-
Assessee 

S.No.

Connected Person 

 Individual

1.1

1.2

Relative.

Person who has substantial interest in the business of the assessee / his relatives
Company

2.1

2.2

2.3

Director

Relative of the Director

Person who has substantial interest in the business of the assessee / any director / any relative of such director.
Partnership Firm (PF)

3.1

3.2

3.3

Partner

Relative of the Partner

Person who has substantial interest in the business of the assessee / any partner / any relative of such partner.
AOP/BOI
4.1

4.2

4.3

Member

Relative of the Member

Person who has substantial interest in the business of the assessee / any member / any relative of such member.
HUF

5.1

5.2

5.3

Member

Relative of the Member

Person who has substantial interest in the business of the assessee / any member / any relative of such member.
Other persons carrying business
6.1

6.2

Individual/his relative who has a substantial interest in the assessee’s business.
· Company/PF/AOP/BOI/HUF or 

· its director/partner/member or their relatives 

having substantial interest in the assessee’s business.
.

	(5)
	fund
	includes-

(a) any cash;

(b) cash equivalents; and

(c) any right, or obligation, to receive or pay, the cash or cash equivalent.

	(6)
	party
	includes a person / a permanent establishment which participated or takes part in an arrangement.

	(7)
	relative
	shall have the meaning assigned to it in the Explanation to section 56(2)(x).

	(8)
	A person shall be deemed to have a substantial interest in the business
	At least 20% beneficial interest at any time during the relevant previous year 
i.e.

a) in case of company assessee:  Any beneficial owner of atleast 20% of equity shares in the company.
b) in case of other assessee:- Any person entitled to atleast 20% of the profits of the concern.

	(9)
	step
	includes a measure or an action, particularly one of a series taken in order to deal with or achieve a particular thing or object in the arrangement.


	(10)
	tax benefit
	includes:-
(a) a reduction / avoidance / deferral of tax or other amount payable under this Act; or

(b) an increase in a refund of tax / other amount under this Act; or

(c) a reduction / avoidance / deferral of tax or other amount that would be payable under this Act, as a result of a tax treaty; or

(d) an increase in a refund of tax or other amount under this Act as a result of a tax treaty; or

(e) a reduction in total income; or

(f) an increase in loss,

in the relevant previous year or any other previous year.

	(11)
	tax treaty
	means an agreement referred to in section 90(1) / 90A(1).




SECTION 95 : Applicability of GAAR
(1) Notwithstanding anything contained in the Act, an arrangement entered into by an assessee may be declared to be an impermissible avoidance arrangement (IAA) and the consequence in relation to tax arising therefrom may be determined subject to the provisions of this Chapter.
(2) This Chapter shall apply from AY 2018-19 onwards.

Explanation – For the removal of doubts, it is hereby declared that the provisions of this Chapter may be applied to any step in, or a part of, the arrangement as they are applicable to the arrangement.
Notes:-
1) GAAR provisions have an overriding effect over other provisions of the Income-tax Act/provisions of DTAA. 
2) GAAR provisions have an overriding effect over provisions of DTAA. As per section 90A(2), notwithstanding anything contained in section 90A(2), the provisions of chapter X-A shall apply to the assessee, even if such provisions are not beneficial to him.
3) GAAR provisions are applicable from AY 2018-19 onwards to all assessees.
4) GAAR provisions are applicable to “impermissible avoidance arrangement (IAA)”; consequences in relation to tax arising therefrom are to be determined in accordance with Chapter X-A.
5) GAAR provisions would apply in respect of tax benefit out of an arrangement in aggregate by all the parties to the arrangement in an assessment year exceeds Rs. 3 crores.
6) In order to plug any loophole, GAAR provisions will apply to any step in or a part of an arrangement as they are applicable to the whole arrangement.
7) Where the Income-tax Act specifically provides tax incentives to the taxpayers upon fulfillment of prescribed conditions, provisions of GAAR shall not be applicable. Further, where there are specific provisions (SAAR) which deals with ways of stopping tax avoidance, GAAR shall not apply, but specific provisions (SAAR) will apply.
8) GAAR provisions do not deal with tax evasion/tax planning/tax management, it deals with only tax avoidance cases.
	Example 1:

Facts:

M/s India Chem Ltd. is a company incorporated in India. It sets up a unit in a SEZ for manufacturing of chemicals. It claims 100% deduction of profits earned from that unit for 8 years u/s 10AA of the Act. Is GAAR applicable in such a case?

Interpretation:

There is an arrangement of setting up of a unit in SEZ which results in a tax benefit. However, this is a case of tax planning where the taxpayer is taking advantage of a fiscal incentive offered to him by complying with the conditions imposed in the legislation e.g., setting up the business unit in SEZ area. Hence, the Revenue would not invoke GAAR as regards this arrangement.



	Example 2:

Facts:

In the above example 1, let us presume M/s India Chem Ltd. has another unit for manufacturing chemicals in a non-SEZ unit and shows the same as manufactured in the tax exempt SEZ unit, whereas only the process of packaging is done in the SEZ. Is GAAR applicable in such as case?

Interpretation:

This is a case of misrepresentation of facts by showing production of non-SEZ unit as production of SEZ unit. Hence, this is an arrangement of tax evasion and not tax avoidance. Tax evasion, being unlawful, can be dealt with directly by establishing correct facts. GAAR provisions will not be invoked in such a case and AO will not allow deduction u/s 10AA.



	Example 3:

Facts:

In the above example 2, let us presume that M/s India Chem Ltd. does not show production of non-SEZ unit as a production of SEZ unit, but transfers the product of non-SEZ unit to SEZ unit at a price lower than FMV and does only some insignificant activity in SEZ unit. Thus, it is able to show higher profits in SEZ unit than in non-SEZ unit, and consequently claims higher deduction in computation of income. Can GAAR be invoked to deny the tax benefit?

Interpretation:

As there is no misrepresentation of facts or false submissions, it is not a case of tax evasion. The company has tried to take advantage of tax provisions by diverting profits from non-SEZ unit to SEZ unit. This is not the intention of the SEZ legislation. However, such tax avoidance is specifically dealt with through transfer pricing regulations that deny tax benefits. Hence, the Revenue will apply transfer pricing provisions and would not invoke GAAR in such a case. 



	Example 4:

Facts:

In the above example 3, let us presume, that both units in SEZ area (say A) and non- SEZ area (say B) work independently. M/s India Chem Ltd. started taking new export orders from existing as well as new clients for unit A and gradually, the export from unit B declined. There has not been any shifting of equipment from unit B to unit A. the company offered lower profits from unit B in computation of income. Can GAAR be invoked on the ground that there has been shifting or reconstruction of business from unit B to unit A for the main purpose of obtaining tax benefit?

Interpretation:

The issue of tax avoidance through shifting/reconstruction of existing business from one unit to another has been specifically dealt with in section 10AA of the Act. Hence, the Revenue would not invoke GAAR in such as case.


	Examples where GAAR provisions can not be invoked

1) Amalgamation of a loss making company with a profit making company results in losses of amalgamating company being set off and hence, a lower net profit / tax liability for amalgamated company. This situation is covered in SAAR. Therefore, GAAR would not be invoked.

2) Profit making company merges into a loss making company, which results in losses setting off profits and hence, a lower net profit/tax liability for merged company. SAAR provision are not applicable in such case, however, since such merger would be under High Court order, GAAR provisions also cannot be invoked. 

3) Rather than buying a asset, assessee takes asset on lease and claims deduction for lease rentals. Suppose lease rent payment is higher than depreciation, such lease rent payment cannot be disallowed as expense under GAAR.




SECTION 96 : Impermissible Avoidance Arrangement (IAA)
(1) An impermissible avoidance arrangement (IAA) means an arrangement, if following two conditions are satisfied:- 
	Primary condition
(i.e. Purpose Test)
	The main purpose of such arrangement is to obtain a tax benefit as defined in section 102(10).



	(+)

	Secondary conditions

(i.e. Tainted Element tests)
(any one to be satisfied out of four)
	Test 1
	it creates rights/obligations, which are not ordinarily created between persons dealing at arm’s length; OR

	
	Test 2
	it results, directly or indirectly, in the misuse/abuse of the provisions of this Act; OR

	
	Test 3
	it lacks commercial substance / is deemed to lack commercial substance u/s 97, in whole or in part; OR

	
	Test 4
	it is entered into/carried out, by means, or in a manner, which are not ordinarily employed for bonafide purposes.


(2) An arrangement shall be presumed, to have been entered into/carried out, for the main purpose of obtaining a tax benefit, even if:-
· main purpose of the whole arrangement is not to obtain a tax benefit, but
· main purpose of a step in, or a part of, the arrangement is to obtain a tax benefit.
SECTION 97 : Arrangement to Lack Commercial Substance

An arrangement shall be deemed to lack commercial substance, if any one of the following conditions is satisfied:-
	Nature of transaction
	Comment

	(a)
	the substance or effect of the arrangement as a whole, is inconsistent with, or differs significantly from, the form of its individual steps or a part; 

	This is the compliance of Substance over Form doctrine. 
It implies that where substance of an arrangement is different from what is intended to be shown by the form of the arrangement, then tax consequence of a particular arrangement should be assessed based on the substance of what took place. 

In other words, it reflects the inherent ability of the law to remove the corporate veil and look beyond form.



	(b)
	it involves or includes:-

	
	(i) round trip financing

	It includes any arrangement in which, through a series of transactions:-

(a) funds are transferred among the parties to the arrangement; and

(b) such transactions do not have any substantial commercial purpose other than obtaining the tax benefit.

It is irrelevant that:-

(A) funds involved in the round trip financing can be traced to any funds transferred to, or received by, any party in connection with the arrangement (i.e. direct nexus not necessary);

(B) time/ sequence, in which the funds involved in the round trip financing are transferred/ received; or

(C) the means by/manner in/mode through, which funds involved in the round trip financing are transferred / received.

	
	(ii) an accommodating party

	A party to an arrangement shall be an accommodating party, if main purpose of direct or indirect participation of that party in the arrangement, in whole or in part, is to obtain, directly or indirectly, a tax benefit for the assessee. 

It is irrelevant that the accommodating party is a connected person or not.



	
	(iii) elements that have effect of offsetting or cancelling each other; 


	
	(iv) a transaction which is conducted through one or more persons and disguises the value, location, source, ownership or control of funds, which is the subject matter of such transaction; 


	(c)
	it involves the location of an asset / transaction / place of residence of any party which is without any substantial commercial purpose, other than obtaining a tax benefit for a party; 


	(d)
	it does not have a significant effect upon business risks/net cash flows of any party to the arrangement, but only attributable to obtaining the tax benefit.



	Irrelevant factors:- The following may be relevant, but shall not be sufficient for determining whether an arrangement lacks commercial substance or not:-

(i) period /time for which the arrangement (including operations therein) exists;

(ii) fact of payment of taxes, directly or indirectly, under the arrangement;

(iii) fact that an exit route (including transfer of any activity or business or operations) is provided by the arrangement.




Analysis of section 96 and 97 - each of Secondary conditions/Tainted Element Tests 
	Test 1 : Arrangement creates rights, or obligations, which are not ordinarily created between persons dealing at arm’s length

	It refers to non-arm’s length dealings. Since SAAR is applicable to transfer pricing chapter, this test is to be applied only in those transactions, which are not covered by Transfer Pricing chapter and where the main purpose is to obtain tax benefit.

Example:

Facts:

Y Tech Ltd. is a company resident of country C1. It enters into an agreement with Z Energy Ltd., an Indian company for setting up a power plant in India. It is a composite contract for an agreed price of US$ 100 million. The payment has been split in following parts as per separate agreements:-

(i) US$ 10 million for design of power plant outside India as royalty (payment for which is taxable at 10% on gross basis)

(ii) US$ 70 million for offshore supplies of equipment etc. (not taxable as no role is played by any PE in India. These are not subject to import duty)

(iii) US$ 20 million for local supplies and installation charges (taxable on net income basis)

It is found that FMV of offshore design is about US$ 30 million; therefore, it is under invoiced. On the other hand, offshore supplies were over invoiced. The arrangement resulted in significant tax benefit to the taxpayer. Can GAAR be invoked in such as case?

Interpretation:

The allocation of price to different parts of the contract has been decided in such a manner as to reduce tax liability of foreign company in India. 
Both conditions for declaring an arrangement as IAA are satisfied:- 

(1) The main purpose of this arrangement is to obtain tax benefit; and 

(2) the transactions are not at arm’s length. 

Consequently, GAAR may be invoked and prices would be reallocated. 

However, arm length price (ALP) shall be computed as per Transfer pricing chapter.


	Test 2:  Arrangement results, directly or indirectly, in the misuse or abuse, of the provisions of this Act

	It implies cases:- 

· where the law is followed in letter or form, but not in spirit or substance, or 

· where the arrangement results in consequences which are not intended by the legislation, revealing an intent to misuse/abuse the law.

Example:

Facts:




100%


F Ltd.

100%

subsidiary



subsidiary

     S1





          S2

USA


India




9.95%


                9.95%







    I Ltd.

As per DTAA between India and USA, any capital gains arising from the sale of shares of I Ltd. (an Indian company) would be taxable only in USA, if transferor is a resident of USA and holds not more than 10% equity capital of Indian company. 
However, where transferor holds more than 10% interest in the capital of Indian company, then such capital gains shall be taxable in India.

F Ltd., being resident in USA, makes an investment in I Ltd. through two wholly owned subsidiaries (S1 and S2) located in USA. Each subsidiary holds 9.95% shareholding in I Ltd., the total adding to 19.9% of equity of I Ltd. The subsidiaries sell the shares of I Ltd. and no tax is payable in India as per DTAA as each is holding less than 10% equity share in I Ltd. Can GAAR be invoked to deny DTAA benefit?

Interpretation:

Above arrangement of splitting the investment through two subsidiaries appears to be with the intention of obtaining tax benefit under DTAA. Further, there appears to be no commercial substance in creating two subsidiaries as they do not change the economic condition of investor F Ltd. in any manner (i.e. on business risks or cash flows), and reveals an abuse of tax laws. 

Hence, the arrangement would be treated as an IAA by invoking GAAR. Consequently, DTAA benefit would be denied by ignoring S1 and S2, the two subsidiaries,  or by treating S1 and S2 as one and the same company for tax computation purposes, profits from sale of shares shall be taxable in India.



	Test 3: This test covers the following situations:

(a) Arrangements that lack commercial substance; and

(b) Arrangements that are deemed to lack commercial substance u/s 97 of the Act

in whole or in part.

	As regards the Test 3(a), the term “commercial substance” has not been defined and has to be understood in common parlance.

Example:

Facts:

I Ltd., an Indian company is in the business of import and export. It purchases goods from Germany and sells the same in USA. It sets up a subsidiary S Ltd. in a zero tax jurisdiction (ZTJ). The director of I Ltd. finalizes the contracts in India but shows the purchase and sale in the name of S Ltd. set up in ZTJ. The daily management operations are carried out in India. The goods move from Germany directly to USA. The transactions are recorded in the books of S Ltd. in ZTJ, where the profits are exempt as per DTAA.

Interpretation:

The company is showing the sale and purchase transaction as ZTJ based transactions. By this arrangement, I Ltd. has obtained a tax benefit. There was no need to set up the subsidiary S Ltd. in ZTJ. The arrangement lacks commercial substance. The DTAA with ZTJ shall be ignored and the profits of S Ltd. shall be taxable in India applying GAAR.

As regards the Test 3(b), there are other factors provided u/s 97, which have the effect of deeming the arrangement to be lacking in commercial substance. The presence of any one of these following factors will be sufficient:-

(a) Where the substance/effect of the arrangement as a whole, is inconsistent with, or differs significantly from, the form of its individual steps or a part

Example:
A company forms a partnership firm with one of its director. Company holds 99% share and the director hold 1% share in the partnership firm. Company invests Rs. 10 crores in the firm and the firm invests the same in shares. The firm earns LTCG on sale of shares which is exempt u/s 10(38). In such a case, GAAR would be applicable as the company has made investments through the partnership firm to avoid MAT.

b)(i) When the arrangement involves/includes Round Trip Financing

Example:

Facts:
Indco incorporates a Subco in a NTJ (Low Tax Jurisdiction) with equity of US $100. Subco gives a loan of US $ 100 to another Indian company (X Ltd.) @ 10% p.a. X Ltd. claims deduction of interest payable to Subco from the profit of business. There is no other activity in Subco. Can GAAR be invoked in such a case?
   Subco
NTJ

                      Equity

        

         Debt


India




   Indco



X Ltd. 

Interpretation:

The arrangement appears to be to avoid payment of tax on interest income by Indco in case loan is directly provided by Indco to X Ltd. The arrangement involves round tripping of funds even though the funds emanating from Indco are not traced back to Indco in this case. Hence, the arrangement may be deemed to lack commercial substance.
Consequently, in the case of Indco, Subco may be disregarded and the interest income may be taxed in the hands of Indco.
b)(iv)  When the arrangement includes a transaction which is conducted through one or more persons and disguises the value, location, source, ownership or control of ownership or control of funds, which is the subject matter of such transaction

Example:

Facts:
(i) X Bank Ltd. is a banking institution in LTJ (Low Tax Jurisdiction);

(ii) There is a closely held company Subco in LTJ which is a wholly owned subsidiary of another closely held Indian company Indco; 

(iii) Subco has reserves and if it provides a loan to Indco, it will be treated as deemed dividend u/s 2(22)(e) of the Act.

(iv) Subco makes a term deposit with X bank Ltd. and X bank Ltd., on the basis of this security, provides a back to back loan to Indco. 

India-LTJ DTAA provides that interest payment to a LTJ banking company is not taxable in India. Can this be examined under GAAR? 
                           Subco
                                                                    Deposit Rs. 100 crores

     LTJ





               


X bank Ltd.

     India

        Indco



Loan Rs. 100 crores

Interpretation:
This is an arrangement whose main purpose is to bring money out of reserves in Subco to India without payment of due taxes. The tax benefit is saving of taxes on income to be received from Subco by way of dividend or deemed dividend. The arrangement disguises the source of funds by routing it through X bank Ltd. X bank Ltd. may also be treated as an accommodating party. Hence, the arrangement shall be deemed to lack commercial substance.

Consequently, in the hands of Indco, loan amount would be treated as dividend income received from Subco to the extent reserves are available with Subco; and no expense by way of interest would be allowed.

In the hands of X bank Ltd., exemption from tax on interest under the DTAA may not be allowed as X bank Ltd. is not a beneficial owner of the interest. GAAR may be invoked to deny DTAA benefit as arrangement will be perceived as an attempt to hide the source of funds of Subco. 

c) When the arrangement involves the location of an asset / transaction / place of residence of any party, which is without any substantial commercial purpose other than obtaining a tax benefit for a party.

Example:

Facts:
                                                                                                        Country F1 (LTJ)

                                                                                        100%

                                                      Y Ltd.                                          A Ltd.                                 
                                                                             Debt

Country C1


        

                                             49%
                                                                                                    
India




   

                                             Z Ltd.
            


X Ltd. 

                                                                      51%
(i) Y Ltd. is a company incorporated in country C1. It is a non-resident in India.
(ii) Z Ltd. is a company resident in India.
(iii) A Ltd. is a company incorporated in country F1 (LTJ) and it is a 100% subsidiary of Y Ltd.
(iv) A Ltd. and Z Ltd. form a joint venture company X Ltd. in India after the date of commencement of GAAR provisions. There is no other activity in A Ltd.
(v) The India- country F1 tax treaty provides for non-taxation of capital gains in the source country and country F1 charges no capital gains tax in its domestic law.
(vi) A Ltd. is also designated as a permitted transferee of Y Ltd. Permitted transferee means that though shares are held by A Ltd, all rights of voting, management, right to sell etc., are vested in Y Ltd.
(vii) As per joint venture agreement, 49% of X Ltd’s equity is allotted to A Ltd. and 51% is allotted to Z Ltd..
(viii) Thereafter, shares of X Ltd. held by A Ltd. are sold to C Ltd., a company connected to the Z Ltd. group.
As per the tax treaty with country F1, capital gains arising to A Ltd. are not taxable in India. Can GAAR be invoked to deny the treaty benefit?
Interpretation:
The arrangement of routing investment through country F1 results in a tax benefit. Since there is no business purpose in incorporating company A Ltd. in country F1 (which is in LTJ), it can be said that the main purpose of the arrangement is to obtain a tax benefit.
The alternate course available in this case is direct investment in X Ltd. joint venture by Y Ltd. The tax benefit would be the difference in tax liabilities between the two available courses.
It is evident that there is no commercial substance in incorporating A Ltd. as it does not have any effect on the business risk / cash flow of Y Ltd. As two conditions of main purpose being tax benefit and existence of a tainted element are satisfied, GAAR may be invoked.
Additionally, as all rights of shareholders of X Ltd. are being exercised by Y Ltd instead of A Ltd, it again shows that A Ltd lacks commercial substance.
Hence, unless it is a case where Circular 789 relating to Tax Residence Certificate in the case of Mauritius, or Limitation of Benefits clause in India-Singapore treaty is applicable, GAAR can be invoked.
Example 2:

Facts:

A Ltd. is incorporated in country F1 as a wholly owned subsidiary of company Y Ltd. which is not a resident of F1 or of India. The India-F1 DTAA provides for non-taxation of capital gains in India (the source country) and country F1 charges no capital gains tax in its domestic law. Some shares of X Ltd., an Indian company, are acquired by A Ltd. in the year after date of coming into force of GAAR provisions. 

The entire funding for investment by A Ltd. in X Ltd. was done by Y Ltd. These shares are subsequently disposed of by X Ltd. after 5 years. This results in capital gains which A Ltd. claims as not being taxable in India by virtue of India-F1 DTAA. A Ltd. has not made any other transaction during this period. Can GAAR be invoked ? 

Interpretation: 

This is an arrangement which has been created with the main purpose of avoiding capital gains tax in India by routing investments through a favourable jurisdiction. There is neither a commercial purpose nor commercial substance in terms of business risks / cash flow to Y Ltd. in setting up A Ltd. It should be immaterial here whether A Ltd. has office, employee etc. in country F1. Both primary condition and secondary condition are satisfied for the purpose of invoking GAAR. 



	Test 4: The arrangement is entered into, or carried out, by means, or in a manner, which are not ordinarily employed for bona fide purposes

	It deals with the manner in which the arrangement is entered into or carried out. This is not a purpose test, but a manner test. If an arrangement possesses abnormal features. It could be carried out in a simpler/direct way but the parties adopt abnormal route. 
Example:
Facts:

An Indian company, A Ltd., makes an investment of Rs. 1 crore in shares of a listed company on 1-1-2020. After a year, the prices go up and FMV of shares becomes Rs. 11 crores. 
If A Ltd sells these shares, LTCG of Rs. 10 crores would be exempt u/s 10(38), but it would be liable to tax under MAT.

Now, A Ltd. forms a partnership firm with another person with nominal partnership. It transfers its shares in the firm at a cost price of Rs. 1 crore. No capital gain arises as per section 45. After a year, the firm sells these shares and realizes the gains of Rs. 10 crore which is exempt u/s 10(38) and also MAT is not payable. Subsequently, partnership firm is dissolved and share of A Ltd in the partnership firm is transferred back alongwith profits, which is exempt under the Act.
Can GAAR be invoked in this case?
Interpretation: 

The only purpose of forming a partnership and transferring assets to such firm and selling the shares is to save tax arising out of MAT liability of A Ltd. Further, there is no commercial substance in the formation of partnership, as it does alter the economic position of A Ltd in terms of business risks or cash flow. Moreover, the entire exercise is carried out in an abnormal manner. Even holding of shares by the partnership firm for a year or more is no significant economic risk to the company. Hence, GAAR may be invoked and partnership firm may be disregarded and capital gains may be subject to MAT in the hands of A Ltd.


SECION 98 : Consequences of Impermissible Avoidance Arrangement (iaa)
(1) If an arrangement is declared to be an impermissible avoidance arrangement (IAA), then, the consequences, in relation to tax, of the arrangement, (including denial of tax benefit/ benefit under a tax treaty), shall be determined, in such manner as is deemed appropriate, in the circumstances of the case, including following illustrative situations:-
(a) disregarding, combining or recharacterising any step in, or a part or whole of, the impermissible avoidance arrangement (IAA);

(b) treating the impermissible avoidance arrangement (IAA), as if it had not been entered into/carried out; 

(c) disregarding any accommodating party or treating any party and any accommodating party and any other party as one and the same person;

(d) deeming persons who are connected persons in relation to each other to be one and the same person for the purposes of determining tax treatment of any amount;

(e) reallocating amongst the parties to the arrangement:-
(i) any accrual or receipt of a capital nature/revenue nature; or 

(ii) any expenditure, deduction, relief or rebate;

(f) treating:-
(i) the place of residence of any party to the arrangement; or

(ii) the situs (i.e. location) of an asset/transaction,

at a place other than the place of residence, location of the asset/transaction as provided under the arrangement; or

(g) considering or looking through any arrangement by disregarding any corporate structure. 

(2) For the purposes of sub-section (1):-
(i) any equity may be treated as debt or vice versa;
(ii) any accrual or receipt of a capital nature may be treated as of revenue nature or vice versa; or

(iii) any expenditure, deduction, relief or rebate may be re-characterized. 
SECTION 99 : Treatment of Connected Person and Accommodating Party

For determining whether a tax benefit exists:-
(i) the parties, who are connected persons in relation to each other, may be treated as one and the same person;

(ii) any accommodating party may be disregarded; 

(iii) accommodating party and any other party may be treated as one and the same person;

(iv) arrangement may be considered / looked through by disregarding any corporate structure. 

SECTION 101 : Framing of Guidelines

The provisions of this Chapter shall be applied in accordance with such guidelines and subject to such conditions, as may be prescribed.       (Refer Rule 10U, 10UA, 10UB, 10UC below)
SECTION 144BA : Reference to Commissioner in Certain Cases /
assessment procedure for gaar cases
(1) If, the AO, at any stage of the assessment/reassessment proceedings before him (i.e. if assessment is pending), having regard to the material and evidence available, considers that it is necessary to declare an arrangement as an IAA and to determine the consequence of such an arrangement within the meaning of Chapter X-A, then, he may make a reference to the PCIT/CIT in this regard. 
(2) The PCIT/CIT shall, on receipt of such a reference, if he is of the opinion that the provisions of Chapter X-A are required to be invoked, issue a notice to the assessee, setting out the reasons and basis of such opinion, for submitting objections, if any, and providing an opportunity of being heard to the assessee within such period, not exceeding 60 days, as may be specified in the notice.
(3) If the assessee does not furnish any objection to the notice within the time specified in notice, the PCIT/CIT shall issue such directions as he deems fit in respect of declaration of the arrangement to be an IAA. 
(4) In case the assessee objects to the proposed action, and the PCIT/CIT after hearing the assessee in the matter is not satisfied by the explanation of assessee, then, he shall make a reference to the Approving Panel (AP) for the purpose of declaration of the arrangement as IAA. 
(5) If the PCIT/CIT is satisfied, after having heard the assessee that the provisions of Chapter X-A are not to be invoked, he shall by an order in writing, communicate the same to the AO with a copy to the assessee. AO will complete the assessment without invoking GAAR.
(6) The Approving Panel (AP), on receipt of a reference from the PCIT/CIT, shall issue such directions, as it deems fit, in respect of the declaration of the arrangement as an IAA in accordance with Chapter X-A including specifying of the previous year or years to which such declaration of an arrangement as an IAA shall apply. 

The Approving Panel (AP) shall issue such directions within a period of 6 months from the end of the month in which the reference from the PCIT/CIT was received. 

No direction prejudicial to assessee/AO shall be issued by the Approving Panel (AP), unless an opportunity of being heard is given to them. 
The Approving Panel AP) may, before issuing any direction:- 

(i) if it is of the opinion that any further inquiry is necessary, direct the PCIT/CIT to make such inquiry or cause the inquiry to be made by any other income-tax authority and furnish a report containing the result of such inquiry to it; or

(ii) call for and examine such records to the matter as it deems fit; or
(iii) require the assessee to furnish such documents and evidence as it may direct.
If members of the AP differ in opinion on any point, such point shall be decided according to the opinion of majority of the members. CBDT may make rules for the efficient functioning of Approving Panel.
The directions issued by the AP shall be binding on:-
(i) the assessee; and

(ii) the PCIT/CIT and the Income-Tax Authorities subordinate to him, 
and notwithstanding anything contained in any other provision of the Act, no appeal under the Act shall lie against such directions.
(7) The AO, on receipt of directions of the PCIT/CIT / AP, shall proceed to complete the proceeding in accordance with such directions and the provisions of Chapter X-A.
(8) If any direction issued by AP specifies that declaration of the arrangement as IAA is applicable for any previous year, then AO, while completing any assessment/reassessment proceedings of any other previous year, shall do so in accordance with such directions and the provisions of Chapter X-A and it shall not be necessary for him to seek fresh direction on the issue for such any other previous year.

(9) No order of assessment/ reassessment shall be passed by the AO without the prior approval of the PCIT/CIT, if any tax consequences have been determined in the order under the provisions of Chapter X-A. 
(10) The Central Government shall constitute one or more Approving Panels as may be necessary and each panel shall consist of three members including a Chairperson.
Chairperson of the AP shall be a person who is or has been a judge of High Court and:-
(i) one member shall be a member of Indian Revenue Service not below the rank of CIT; and
(ii) one member shall be an academic or scholar having special knowledge of matters, such as direct taxes, business accounts and international trade practices.

Explanation:— 
Exclusion period:- In computing the period for issuing directions by Approving Panel (AP) as given in point no. 6 above, followings shall be excluded:-
· period commencing from the date on which the first direction is issued by the AP to the PCIT/CIT for getting the inquiries conducted through the authority competent under an agreement u/s  90/90A and ending with the date on which the information so requested is last received by the AP. 
OR 
1 year, whichever is less;
· period during which the proceeding of AP is stayed by an order/injunction of any court.

Provided that where immediately after the exclusion of above time period, the period available to the Approving Panel (AP) for issue of directions is less than 60 days, period shall be extended to 60 days and accordingly, period of 6 months shall be deemed to have been extended. 

Related amendment in Explanation to section 153:- 
Time limit for completion of assessment by AO
Exclusion period:- In computing the limitation period for completion of assessment by AO u/s 153, following period shall be excluded:-

(xi) Period commencing from the date on which a reference made by AO is received by PCIT/CIT and ending with the date on which a direction by PCIT/CIT /AP is received by the AO.

Notes:-
1) Appeal by assessee against assessment order passed by AO in pursuance of directions of Approving Panel shall lie to the ITAT directly.
2) Assessee can approach the AAR for an advance ruling as to whether an arrangement to be undertaken by him is an IAA.
RULE 10U : Chapter X-A Not to Apply in Certain Cases
(1) The provision of Chapter X-A shall not apply to:-
(a) an arrangement where the tax benefit in the relevant assessment year arising, in aggregate, to all the parties to the arrangement does not exceed a sum of Rs. 3 crores;
(b) a Foreign Institutional Investor:-
(i) who is an assessee under the Act;

(ii) who has not taken benefit of an agreement referred to in section 90/90A; and

(iii) who has invested in listed securities, or unlisted securities, with the prior permission of the competent authority, in accordance with SEBI (Foreign Institutional Investor) Regulation, 1995 and such other regulations as may be applicable, in relation to such investments;
(c) a person, being a non-resident, in relation to investment made by him by way of offshore derivative instruments or otherwise, directly or indirectly, in a Foreign Institutional Investor;

(d) any income accruing or arising to, or deemed to accrue or arise to, or received or deemed to be received by, any person from transfer of investments made before 1-4-2017 by such person. (known as Grandfathering Benefit)
(2) Without prejudice to the provisions of sub-rule (1)(d), provisions of Chapter X-A shall apply to any arrangement, irrespective of the date on which it has been entered into, in respect of the tax benefit obtained from the arrangement on or after 1-4-2017.
(3) For the purposes of this rule:-
(i) “Foreign Institutional Investor” shall have the same meaning as assigned to it in the Explanation to section 115AD;
(ii) “Off shore derivative instrument” shall have the same meaning as assigned to it in SEBI (Foreign Institutional Investor) Regulation, 1995 issued under SEBI Act, 1992;
RULE 10UA : Determination of Consequences of Impermissible Avoidance Arrangement

For the purposes of section 98(1), where a part of an arrangement is declared to be an IAA, the consequences in relation to tax shall be determined with reference to such part only.

RULE 10UB : Notice, Forms for Reference u/s 144BA
(1) The AO shall, before making a reference to the PCIT/CIT, issue a notice in writing to the assessee seeking objections for the applicability of provisions of Chapter X-A in his case.
(2) This notice shall contain the following:-

(i) details of the arrangement, to which the provisions of Chapter X-A are proposed to be applied;

(ii) tax benefit arising under the arrangement;

(iii) the basis and reason for considering that the main purpose of the identified arrangement is to obtain tax benefit;

(iv) the basis and the reasons why the arrangement satisfies the condition provided in section 96(1)(a)/(b)/(c)/(d); and

(v) list of documents and evidence relied upon in respect of (iii) and (iv) above.
(3) The reference by the AO to the PCIT/CIT u/s 144BA(1) shall be in Form No. 3CEG.
(4) Where the PCIT/CIT is satisfied that the provisions of Chapter X-A are not required to be invoked with reference to an arrangement after considering:-
(i) reference received from the AO u/s 144BA(1); or

(ii) reply of the assessee in response to the notice issued u/s 144BA(2),

he shall issue directions to the AO in Form No. 3CEH.
(5) Before a reference is made by the PCIT/CIT to the Approving Panel u/s 144BA(4), he shall record his satisfaction regarding the applicability of the provisions of Chapter X-A in Form No. 3CEI and enclose the same with reference.

RULE 10UC : Time Limits
For the purposes of section 144BA:-
(i) no directions shall be issued by the PCIT/CIT after the expiry of 1 month from month end in which the date of compliance of notice issued u/s 144BA(2) falls;
(ii) no reference shall be made by the PCIT/CIT to the Approving Panel after the expiry of 2 months from month end in which the final submission of assessee in response to notice issued u/s 144BA(2) is received;
(iii) the PCIT/CIT shall issue directions to the AO in Form No. 3CEH:-
	Situations 
	PCIT/CIT shall issue directions (Time limit) :-

	in the case referred to in rule 10UB(4)(i)
	within a period of 1 month from month end in which the reference is received by him;

	in the case referred to in rule 10UB(4)(ii)
	within a period of 2 months from month end in which the final submission of assessee in response to the notice issued u/s 144BA(2) is received by him.


FAQs answered vide CBDT Circular No. 7/2017 dated 27-1-2017
	Question 1: 
Will GAAR be invoked, if SAAR applies?

Answer: 
It is internationally accepted that specific anti avoidance provisions may not address all situations of abuse and there is need for general anti-abuse provisions in the domestic legislation. 
The provisions of GAAR and SAAR can co-exist and are applicable, as may be necessary, in the facts and circumstances of the case.



	Question 2: 
Will GAAR be applied to deny treaty eligibility, if there is compliance with Limitation of Benefit (LOB) test of the treaty?

Answer: 
Adoption of anti-abuse rules in tax treaties may not be sufficient to address all tax avoidance strategies and the same are required to be tackled through domestic anti-avoidance rules.
If a case of avoidance is sufficiently addressed by LOB in the treaty, GAAR shall not be invoked.



	Question 3: 
Will GAAR interplay with the right of the assessee to select or choose method of implementing a transaction?

Answer: 
GAAR will not interplay with the right of the assessee to select/choose method of implementing a transaction.



	Question 4: 
Will GAAR apply, where jurisdiction of Foreign Portfolio Investors (FPI) is finalised based on non-tax commercial considerations and such FPI has issued P-notes referencing Indian securities? 
Further, will GAAR be invoked with a view to denying treaty eligibility to a Special Purpose Vehicle (SPV), either on the ground that:- 
· it is located in a tax friendly jurisdiction 
· it does not have its own premises or skilled professional on its own roll as employees.

Answer: 
For GAAR application, the issue regarding the choice of entity, location etc., has to be resolved on the basis of main purpose and other conditions provided u/s 96 of the Act.
GAAR shall not be invoked merely on the ground that the entity is located in a tax efficient jurisdiction. If the jurisdiction of FPI is finalized based on non-tax commercial considerations and main purpose of the arrangement is not to obtain tax benefit, GAAR will not apply.



	Question 5: Will GAAR provisions apply to:- 
(i) any securities issued by way of bonus issuances so long as the original securities are acquired prior to 1-4-2017;

(ii) shares issued post 31 March, 2017, on conversion of Compulsorily Convertible Debentures, Compulsorily Convertible Preference Shares (CCPS), Foreign Currency Convertible Bonds (FCCBs), Global Depository Receipts (GDRs), acquired prior to 1-4-2017; 
(iii) shares which are issued consequent to split up or consolidation of such grandfathered shareholding?

Answer: 
Grandfathering benefit under Rule 10U(1)(d) will be available to investments made before 1-4-2017 in respect of instruments compulsorily convertible from one form to another, at terms finalized at the time of issue of such instruments. 
Share brought into existence by way of split or consolidation of holdings, or by bonus issuances in respect of shares acquired prior to 1-4-2017 in the hands of the same investor would also be eligible for grandfathering under Rule 10U(1)(d).
GAAR provisions will not apply to Grandfathering benefit under Rule 10U(1)(d).



	Question 6: 
The expression “investments” can cover investment in all forms of instrument – whether in an Indian Company or in a foreign company, so long as the disposal thereof may give rise to taxable income. 
Grandfathering benefit should extend to all forms of investments including lease contracts (say, aircraft leases) and loan arrangements, etc.

Answer: 
Grandfathering benefit is available in respect of income from transfer of investments made before 1-4-2017. As per AS, investments are assets held by an enterprise for earning income by way of dividends, interest, rentals and for capital appreciation. 
Lease contracts and loan arrangements are not investments and hence, grandfathering benefit is not available and GAAR provisions will be invoked.



	Question 7: 
Will GAAR apply, if arrangement held as permissible by Authority for Advance Ruling (AAR) ?

Answer: 
No. The AAR ruling is binding on the CIT and the Income Tax Authorities subordinate to him in respect of the applicant.



	Question 8: 
Will GAAR be invoked, if arrangement is sanctioned by an authority such as the Court, National Company Law Tribunal or is in accordance with judicial precedents etc.?

Answer: 
Where the Court has explicitly and adequately considered the tax implication while sanctioning an arrangement, GAAR will not apply to such arrangement.



	Question 9: 
Will a Fund claiming tax treaty benefits in one year and opting to be governed by the provisions of the Act in another year attract GAAR provisions? 
An example would be where a Fund claims treaty benefits in respect of gains from derivatives in one year and in another year sets-off losses from derivatives transactions against gains from shares under the Act.

Answer: 
GAAR provisions are applicable to IAA u/s 96. 
In so far as the admissibility of claim under treaty / domestic law in different years is concerned, it is not a matter to be decided through GAAR provisions.



	Question 10: 
Will GAAR be invoked in rare cases to deal with highly aggressive and artificially pre-ordained schemes and based on cogent evidence and not on the basis of interpretation difference?

Answer: 
The proposal to declare an arrangement as an IAA under GAAR will be vetted:- 
· first by the PCIT/CIT and 
· at the second stage by an Approving Panel, headed by judge of a High Court. 
Thus, adequate safeguards are in place to ensure that GAAR is invoked only in deserving cases.



	Question 11: 
Can GAAR lead to assessment of notional income or disallowance of real expenditure? 
Will GAAR provisions:- 

· expand the scope of charging provisions/taxable base and/or 
· disallow the expenditure which is actually incurred and which otherwise is admissible having regard to diverse provisions of the Act?

Answer: 
Yes, if the arrangement is covered u/s 96, then the arrangement will be disregarded by application of GAAR and necessary consequences will follow.


	Question 12: 
A definite timeline may be provided such as 5 to 10 years of existence of the arrangement, where GAAR provisions will not apply in terms of the provisions in this regard in section 97(4).

Answer: 
Period of time for which an arrangement exists is only a relevant factor and not a sufficient factor u/s 97(4) to determine whether an arrangement lacks commercial substance. (i.e. irrelevant factor)


	Question 13: 
It may be ensured that in practice, the consequences of a transaction being treated as an IAA are determined in a uniform, fair and rational basis. Compensating adjustments u/s 98 should be done in a consistent and fair manner. It should be clarified that if a particular consequence is applied in the hands of one of the participants, there would be corresponding adjustment in the hands of another participants.

Answer: 
Adequate procedural safeguards are in place to ensure that GAAR in invoked in a uniform, fair and rational manner. In the event of a particular consequence being applied in the hands of one of the participants as a result of GAAR, corresponding adjustment in the hands of another participant will not be made. 
GAAR is an anti-avoidance provision with deterrent consequences and corresponding tax adjustments across different taxpayers could militate against deterrence.



	Question 14: 
Tax benefit of Rs. 3 crores as defined u/s 102(10) may be calculated in respect of each arrangement and each taxpayer and for each relevant assessment year separately. For evaluating the main purpose to be obtaining of tax benefit, review should extend to tax consequences across territories. 
The tax benefit of Rs. 3 crores should be considered after taking into account impact to all the parties to the arrangement i.e. on a net basis and not on a gross basis (i.e. impact in the hands of one or few parties selectively).

Answer: 
The application of the tax laws in jurisdiction specific and hence what can be seen and examined is the Tax Benefit enjoyed in Indian jurisdiction due to the ‘arrangement or part of the arrangement’. 
Such benefit is assessment year specific. Further, GAAR is with respect to an arrangement or part of the arrangement and therefore limit of Rs. 3 crores cannot be read in respect of a single taxpayer only.


	Question 15: 
Will a contrary view be taken in subsequent years, if arrangement held to be permissible in an earlier year?

Answer: 
If the CIT/Approving Panel has held the arrangement to be permissible in one year and facts and circumstances remain the same, as per the principle of consistency, GAAR will not be invoked for that arrangement in a subsequent year.



	Question 16: 

No penalty proceedings should be initiated pursuant to additions made under GAAR at least for the initial 5 years.

Answer: 
Levy of penalty depends on facts and circumstances of the case and is not automatic. No blanket exemption for a period of 5 years from penalty provisions is available under law. 
However, the assessee, may, at his option, apply to CIT for reduction/waiver of penalty u/s 273A, if he satisfies conditions prescribed therein.
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