GENERAL ANIT-AVOIDANCE RULE (GAAR)
(CA P.N. SHAH)

1. Back ground:

1.1 General Anti-Avoidance Rule (GAAR) was first introduced in Sections 95 to
102 and 144BA of the Income tax Act by the Finance Act, 2012, w.e.f. A.Y. 2014-
15. In view of large scale opposition by Trade and Industry Associations, these
provisions were replaced by new sections 95 to 102 and 144BA by the Finance
Act, 2013, w.e.f. AY. 2016-17.

1.2 In Para 150 of the Budget Speech while introducing the Finance Bill, 2013,
the Finance Minister has stated as follows:

“150. Hon’ble Members are aware that the Finance Act, 2012
introduced the General Anti Avoidance Rules, for short, GAAR. A
number of representations were received against the new
provisions. An expert committee was constituted to consult
stakeholders and finalise the GAAR guidelines. After careful
consideration of the report, Government announced certain
decisions on 14-1-2013 which were widely welcomed. | propose to
incorporate those decisions in the Income tax Act. The modified
provisions preserve the basic thrust and purpose of GAAR.
Impermissible tax avoidance arrangements will be subjected to tax
after a determination is made through a well laid out procedure
involving an assessing officer and an Approving Panel headed by
the judge. | propose to bring the modified provisions into effect
from 1-4-2016."

1.3 In the Explanatory Statement presented with the Finance Bill, 2013, the
reasons for introducing the new provisions are explained as under:

“The General Anti Avoidance Rule (GAAR) was introduced in the Income
tax Act by the Finance Act, 2012. The substantive provisions relating to
GAAR are contained in Chapter X-A (consisting of sections 95 to 102) of
the Income tax Act. The procedural provisions relating to mechanism for
invocation of GAAR and passing of the assessment order in consequence



thereof are contained to section 144 BA. The provisions of Chapter X-A as
well as section 144BA would have come into force with effect from 1
April, 2014.

A number of representations were received against the provisions relating
to GAAR. An Expert Committee was constituted by the Government with
broad terms of reference including consultation with stakeholders and
finalizing the GAAR guidelines and a road map for implementation. The
Expert Committee’s recommendations included suggestions for legislative
amendments, formulation of rules and prescribing guidelines for
implementations of GAAR. The major recommendations of the Expert
Committee have been accepted by the Government, with some
modifications. Some of the recommendations accepted by the
Government require amendment in the provisions of Chapter X-A and
section 144BA".

1.4 In 2015 the Finance Minister, in Para 109 of his Budget Speech, stated as
under:

“109 Implementation of the General Anti-Avoidance Rule (GAAR)
has been a matter of public debate. The investment sentiment in
the country has now turned positive and we need to accelerate this
momentum. There are also certain issues relating to GAAR which
need to be resolved. It has therefore been decided to defer the
applicability of GAAR by two more years. Further, it has also been
decided that when implemented GAAR would apply prospectively to
investments made on or after 1-4-2017"

Accordingly, section 95 was amended to provide that the GAAR provisions
contained in Sections 95 to 102 will apply from A. Y. 2018-19 ( i.e. accounting
year 1-4-2017 to 31.03.2018) and onwards.

1.5 Since the provisions relating to GAAR will come into form on 1.4.2017, the
tax provisions which will affect some economic decisions by tax payers are
discussed in this Article



2. GAAR Provisions:

2.1 Section 95 : This section provides that an arrangement entered into by an
assesse may be declared to be an impermissible avoidance arrangement. The
tax arising from such declaration by the tax authorities will be determined
subject to provisions of sections 96 to 102. It is also stated in this section that
the provisions of sections 96 to 102 may be applied to any step or a part of the
arrangement as they are applicable to the entire arrangement. Section 95(2)
provides that Sections 95 to 102 shall apply from A/Y:2018-19 and onwards.
Rule 10U of the Income tax Rules provides that Sections 95 to 102 shall not
apply to an arrangement where the tax benefit in the relevant assessment year,
to all parties to the arrangement, does not exceed %3 Crores.

2.2 Impermissible Avoidance Arrangement (Section 96):

i) Section 96 explains the meaning of Impermissible Avoidance
Arrangement to mean an arrangement, the main purpose of which is to obtain a
tax benefit and it -

a) Creates rights or obligations which would not ordinarily be
created between persons dealing at arm’s length.

b) Results, directly or indirectly, in misuse or abuse of the
provisions of the Income tax Act.

c) Lacks commercial substance, or is deemed to lack
commercial substance under section 97, in whole or in part, or

d) is entered into or carried out, by means, or in a manner,
which are not ordinarily employed for bonafide purposes.

i) An arrangement whereby there is any tax benefit to the assesse
shall be presumed to have been entered into or carried out for the main purpose
of obtaining tax benefits, unless the assesse proves otherwise. It will be noticed
that this is a very heavy burden cast on the assesse. The Finance Minister has,
however, declared on 7/5/2012 that the onus of proof will be on the department
who has to establish that the arrangement is to avoid tax before initiating the
proceedings under these provisions.



2.3  Lack of Commercial Substance (Section 97):

(i) Section 97 explains the concept of Lack of Commercial Substance in
an arrangement entered into by the assesse. It states that an arrangement shall
be deemed to lack commercial substance if :

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 of such steps.

b) It involves or includes
. Round Trip Financing
. An accommodating party.
. Elements that have the effect of offsetting Or canceling

each other or 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 or a transaction or the
place of residence of any party which is without any substantial commercial
purpose. In other words, the particular location is disclosed only to obtain tax
benefit for a party, or

d) It does not have a significant effect upon the business risks or
net cash flows of any party to the arrangement apart from any effect attributable
to the tax benefit that would be obtained.

i) For the above purpose, it is provided that round trip financing
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 tax benefit.

iii) It is further stated that the above view will be taken by the tax
authorities without having regard to the following:

a) Whether or not the 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.

b) The time or sequence in which the funds involved in the
round trip financing are transferred or received, or

c) The means by, manner in, or mode through which funds
involved in the round trip financing are transferred or received.

iv) The party to such an arrangement shall be treated as
“Accommodating Party” whether or not such party is connected with the other
parties to the arrangement, if the main purpose of, direct or indirect, tax benefit
under the Income tax Act.

V) It is clarified in the section that the following factors may be
relevant but shall not be sufficient for determining whether the arrangement
Lacks commercial substance.

a) The period or time for which the arrangement exists

b) The fact of payment of taxes, directly or indirectly, under the
arrangement.

C) The fact that exit route, including transfer of any activity,
business or operations, is provided by the arrangement.



3. Consequence of Impermissible Avoidance Arrangement (Section 98):

3.1 Under section 144 BA, the Commissioner has been empowered to declare
any arrangement as an impermissible arrangement. Section 98 states that if an
arrangement is declared as impermissible, then the consequences, in relation to
tax or the arrangement shall be determined in such manner as is deemed
appropriate in the circumstances of the case. This will include denial of tax
benefit or any benefit under applicable Tax Treaty. The following is the
illustrative list of consequences and it is provided that the same will not be
limited to this list.

i) Disregarding, combining or re-characterising any step in, or part or
whole of the impermissible avoidance arrangement.

i) Treating, the impermissible avoidance arrangement as if it had not
been entered into or carried out;

iii) Disregarding any accommodating party or treating any
accommodating party and any other party as one and the same person;

iv) Deeming persons who are connected persons in relation to each
other to be one and the same person;

V) Re-allocating between the parties to the arrangement, (a) any
accrual or receipt of a capital or revenue nature or (b) any expenditure,
deduction, relief or rebate;

Vi) Treating (a) the place of residence of any party to the arrangement
or (b) situs of an asset or of a transaction at a place other than the place or
location of the transaction stated under the arrangement.

vii)  Considering or looking through any arrangement by disregarding
any corporate structure.

viii) It is also clarified that for the above purpose the tax authorities may
re-characterise (a) any equity into debt or any debt into equity, (b) any accrual



or receipt of Capital nature may be treated as of revenue nature or vice versa or
(c) any expenditure, deduction, relief or rebate may be re-characterised.

3.2 It may be noted that if only a part of the arrangement is declared to be
impermissible under this section, Rule 10UA provides that the consequences in
relation to tax shall be determined with reference to such part only.

4, Section 99: This section provides for treatment of connected persons and
accommodating party. The section provides that for the purposes of sections 95

to 102, 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 same person.

i) Any accommodating party may be disregarded.

iii) Such accommodating party and any other party may be treated as

one and the same person.

iv) The arrangement may be considered or looked through be
disregarding any corporate structure.

5. Section 102 : Some Definitions
i) “Arrangement” means any step in, a part or whole of any

transaction, operations, scheme, agreement or understanding, whether
enforceable or not, and includes the alienation of any property in such

transaction, operation, scheme, agreement or understanding.

i) “Benefit” includes a payment of any kind whether in tangible or
intangible form.

iii) “Connected Person”, in relation to a person who is an Individual,

Company, HUF, Firm, LLP, AOP or BOI is defined in more or less the same manner
as the term “Related Person” is defined in Section 40A(2). It may be noted that,
for this purpose, the definition of the word “Relative” is wider in as much as the



definition of “Relative” given in Explanation to Section 56(2) (vi) is adopted,
whereas in section 40A(2) the narrower definition of “Relative” given in Section
2(41) is adopted.

iv) “Fund” includes (a) any cash, (b) cash equivalents and (c ) any right
or obligation to receive or pay in cash or cash equivalent.

V) “Party” means any person, including Permanent Establishment
which participates or takes part in an arrangement.

Vi) “Relative” has the same meaning as given in section 56(2) (vi) -
Explanation. It may be noted that this definition is very wide as compared to the
definition given in section 2 (41) which is adopted for the purpose of explaining
related person in section 40A (2).

vii)  The definition of a person having substantial interest in the
company and other non- corporate body is the same as given in section 40A(2).

viii)  “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.

iX) “Tax Benefit” includes (a) a reduction, avoidance or deferral of tax
or other amount payable under the Income tax Act, (b) an increase in a refund of
tax or other amount under the Act, (c) a reduction, avoidance or deferral of tax
or other amount that would be payable under the Act, as a result of tax treaty,
(d) an increase in a refund of tax or other amounts under the Act as a result of
tax treaty, (e) a reduction in total income or (f) increase in loss in the relevant
accounting year or any other accounting year.

X) “Tax Treaty” means Agreements entered into by the Government
with any foreign county, territory or Association u/s 90 or 90A.

6. Section 144 BA : Procedure for declaring an arrangement as impressible

under sections 95 to 102 is given in this section. This section will come into force
from A.Y. 2018-19



i) The Assessing Officer can, at any stage of assessment or
reassessment, make a reference to the Commissioner for invoking GAAR. On
receipt of reference the Commissioner has to issue a notice to the assesse to
make his submissions and give a hearing within such period not exceeding 60
days. If he is not satisfied by the submissions of taxpayer and is of the opinion
that GAAR provisions are to be invoked, he has to refer the matter to an
“Approving Panel”. In case the assesse does not object or reply, the
Commissioner can issue such directions as he deems fit in respect of declaration
as to whether the arrangement is an impermissible avoidance arrangement or
not. Under Rule 10UC (1)(i) no such direction can be issued after expiry of one
month from the end of the month in which the date of compliance of the notice
to the assesse u/s 144BA(2) is given.

i) The Approving Panel has to dispose of the reference within a period
of six months from the end of the month in which the reference was received
from the Commissioner.

iii) The Approving Panel can either declare an arrangement to be
impermissible or declare it not to be so after examining material and getting
further inquiry made. It can issue such directions as it thanks fit. It can also
decide the year or years for which such an arrangement will be considered as
impermissible. It has to give hearing to the assesse before taking any decision in
the matter.

iv) The Assessing Officer (AO) can determine consequences of such a

declaration of arrangement as impermissible avoidance arrangement.

V) The final order, in case any consequence of GAAR is determined,
shall be passed by the AO only after approval by Commissioner.

vi) The period taken by the proceedings before Commissioner and the
Approving Panel shall be excluded from time limitation for completion of
assessment.



vii)  The Central Government has to constitute one or more Approving
Panels. Each Panel shall consist of 3 members, including a chairperson. The
constitution of the Panel shall be as under.

a) Chairperson — He shall be a sitting or retired judge of a High
Court

b) Members - One member shall be IRS of the rank of CCIT or
above. One member shall be an academic or scholar having
special knowledge of matters such as direct taxes, business
accounts and international trade practices.

The term of the Panel shall ordinarily be for one year and may be
extended from time to time upto 3 years. The Panel shall have power similar to
those vested in AAR u/s 245U. CBDT has to provide office infrastructure,
manpower and other facilities to the Approving Panel’'s members. The
remuneration payable to Panel members shall be decided by the Central
Government.

viii) In addition to the above, it is provided that the CBDT has to
prescribe a scheme for efficient functioning of the Approving Panel and
expeditious disposal of the reference made to it. No such scheme has been
prescribed by CBDT so far.

iX) Appeal against the order of assessment passed under the GAAR
provisions, is to be filed directly with the ITA Tribunal and not before CIT (A).
Section 144 C relating to reference before DRT does not apply to this assessment
order and, therefore, no reference can be made to DRT when GAAR provisions
are invoked. No appeal can be filed by the AO against the directions given by
the Approving Panel.

7. Procedure (Rules 10U to 10UC)

7.1 Itis provided in section 100 that the provisions of sections 95 to 102 shall
apply in addition to, or in lieu of, any other basis of determination of tax liability.
Section 101 gives power to CBDT to prescribe the guidelines and lay down
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conditions for application of sections 95 to 102 relating to General Anti-
Avoidance Rule (GAAR). It may be noted that for this purpose Rules 10U to 10UC
and Forms 3CEG to 3CEl have been inserted in the Income tax Rules.

7.2 Rule 10U provides that the GAAR provisions of chapter X-A (Sections 95 to
102) shall not apply in respect of the following:

a) To an arrangement where the tax benefit in the relevant
assessment year arising to all the parties to the arrangement does not exceed, in
the aggregate, I3 Crores.

b) To a Foreign Institutional Investor (Fll) who is assesse under the
Income tax Act and has not taken benefit of DTTA u/s 90 or 90A. Further, such
FIl should have made investment in listed or un-listed securities with prior
permission of SEBI under the applicable Regulations.

c) To a Non-resident, in relation to investment made by him by way of
offshore derivative instruments or otherwise, directly or indirectly in a FlI.

d) To any income accruing, arising or received by any person from
transfer of Investments made before 1-4-2017 by such person.

e) Without prejudice to (d) above, it is clarified in the Rule that GAAR
Provisions will 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. This will mean that if any impermissible arrangement is
entered into prior to 1/4/2017, GAAR provisions will apply to the tax benefit
obtained after 1/4/2017.

f) The term (a) Fll, (b) offshore derivative instrument, (c) SEBI and (d)
tax benefit are defined in the Rule.

7.3 Rule 10 UB provides for Forms and Notice for reference under Section

144BA. If the Assessing Office is of the view that GAAR provisions are to be
invoked to a particular arrangement or transaction he has to issue a notice to
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the assesse seeking his objections, if any, to the applicability of the provisions of
Chapter X-A (i.e. Sections 95 to 102). In this notice A.O. has to state-

a) Details of the arrangement to which provisions of Chapter X-A are
proposed to be applied.

b) The tax benefit arising under the arrangement

C) The basis and reasons for considering that the main purpose of the
arrangement is to obtain tax benefit.

d) The basis and reasons as to why conditions provided in Section
96(1) are satisfied.

e) The A.O. has to give a list of the documents and evidence relied
upon by him supporting his reasons stated under (c ) and (d) above.
7.4  After receiving the objections from the assesse, the A.O., if not satisfied
with the objections, can make a reference to the CIT u/s 144BA (1) in Form No. 3
CEG. If the CIT, after considering the reference by the A.O. and the objections
filed by the assesse is satisfied that provisions of chapter X-A are not applicable
to the facts of the case, he shall issue directions to A.O. in Form No. 3CEH. Such
directions are to be given within a period of 2 months from the end of the month
in which the final submissions of the assesse in response to notice issued u/s
144BA (2) are made.

7.5 If the commissioner decides to refer the matter 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.3CEl and enclose the same with the
reference. Rule 10UC provides that no reference shall be made to the Approving
panel u/s 144 BA (4) after the expiry of 2 months from the end of the month in
which final submissions of the assesse in response to notice u/s 144BA(2) is
received.

8. To SUM UP:
8.1 The above GAAR provisions will have far reaching consequences for
assesses engaged in the business with Indian or Foreign parties. GAAR is not
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restricted to only business transactions. Therefore, all assesses who are
engaged in business or profession or who have no income from business or
profession but have income from some source will be affected by these
provisions. It appears that any assesse having any arrangement, agreement, or
transaction with a connected person will have to take care that the same is at
Arm’s Length Consideration. In particular, an assesse will have to consider the
implications of GAAR while (a) executing a WILL or Trust, (b) entering into
partnership or forming LLP, (c) taking controlling interest in a company, (f)
entering into amalgamation of two or more companies, (¢ ) effecting demerger
of a company, (f) entering into a consortium or joint venture, (g) entering into
foreign collaboration, (h) acquiring an Indian or Foreign company or (i) making a
Gift. It may be noted that this is only an illustrative list and there may be other
transactions which may attract GAAR provisions.

8.2 From the wording of the above provisions of sections 95 to 102, 144BA
and Rules it appears that the provisions of GAAR can be invoked even in respect
of an arrangement made prior to 1-4-2017. The CIT or the Approving Panel can
hold any such arrangement entered into prior to 1-4-2017 as impermissible and
direct the AO to make adjustments in the computation of income or tax in the
assessment year 2018-19 or any year thereafter. As suggested in Para 15.15 of
the report of the Standing Committee on Finance on DTC Bill, 2010 GAAR
provisions should have been applied prospectively so that they are not made
applicable to existing arrangements / transactions. Even in the Press Note
issued by the Central Government on 14-1-2013 it was stated that transactions
entered into prior to 30-8-2010 will not be made subject to GAAR provisions.
This has not been provided in the above sections and, therefore, the above GAAR
provisions may have retroactive effect. The only exception made in Rule 10U is
with reference to income from transfer of certain investments made prior to 1-4-
2017.

8.3 The Government has not yet issued notification for constitution of
Approving Panel u/s 144BA. Moreover, the CBDT has not yet issued the scheme
for efficient functioning of the Approving Panel and expeditious disposal of the
reference made to it.
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8.4  The provisions in Rule 10U that GAAR Provisions will not apply where the
aggregate tax benefit does not exceed 33 Cr., is welcome. Let us hope that in
other cases the tax department will take a reasonable view while dealing with
commercial arrangements made by tax payers while conducting their economic

activities.

8.5 The Concept of GAAR is new in our Country. Therefore, it is necessary to
educate the tax payers about the nature of arrangements and transactions which
will be considered by the tax department as impermissible arrangements. For
this purpose the CBDT should issue detailed guidelines giving illustrations of
different types of arrangements which may be considered as impermissible. This
can be given in question answer form. Such guidelines will enable tax payers to
take care while entering into any arrangement or transaction. This will also
reduce litigation.
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