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Committee submits 
recommendations to Indian 
government on proposed GAAR 

The Indian revenue authorities earlier this year formed a special committee to 
provide recommendations to the Indian Government regarding implementation of 
General Anti-Avoidance Rules (GAAR) scheduled to take effect April 1, 2013. The 
committee, which included revenue officials and foreign trade officials, met with 
stakeholders such as foreign institutional investors (FIIs) before submitting its 
recommendations. 
 
Some of the key recommendations include: 
 

 suggestions regarding the threshold for triggering GAAR,  
 

 the application of GAAR in the context of FIIs, and  
 

 illustrative cases in which GAAR would be applied.  
 
The Government is expected to evaluate the committee's recommendations as it 
formulates the final guidelines for the rollout of GAAR in India. 
 
This newsalert summarizes the key recommendations of the committee that are likely 
to affect foreign investors in India.    
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Key recommendations 
 

 To avoid indiscriminate application of GAAR, the committee recommends a 
monetary threshold for applying GAAR. 
 

 To ensure consistency of approach, protect principles of natural justice, and 
to provide for transparency in process, the committee recommends 
standardized forms. 
 

 To ensure that the GAAR provisions are administered in a timely manner, 
the committee recommends time limits for closure of processes by the Indian 
revenue authorities responsible for administering the GAAR provisions. 
 

 Special recommendations in the case of FIIs (portfolio investors) -  
 

 The committee recommends that the GAAR provisions not apply to 
FIIs when their tax treatment is based on Indian domestic law and 
not on a beneficial tax treaty. 
 

 However, GAAR should not be invoked against non-resident 
investors of the FII regardless of whether the FII has claimed any tax 
treaty benefits. 

 

 In response to concerns regarding retroactive operation of the GAAR 
provisions, the committee recommends that GAAR apply only to income 
accruing or arising on or after April 1, 2013. However, the committee does 
not propose grandfathering of existing structures. 
 

 Generally, when Specific Anti-Avoidance Rules (SAAR) apply, GAAR will not 
apply. However, the committee recommends that, in exceptional cases of 
abusive behaviour by taxpayers that could defeat SAAR, the rules should 
provide clearly that GAAR can be applied with respect to such transactions.  
 

 In the context of a step or a series of steps to a transaction when only a part 
of the transaction / arrangement is to obtain a tax benefit, the committee 
recommends that the consequences under the GAAR provisions should be 
limited to only that part of the arrangement and not apply to the whole. 
 

 The committee also provides an illustrative list of transactions and scenarios 
that would be covered by or excluded from the GAAR provisions. Some of the 
significant examples are:  

 
 Investment Holding Companies 

 
GAAR should not apply: 
 

 When a foreign investor invests in India through a holding 
company situated in a low-tax jurisdiction, provided the 
holding company is doing business in the country of 
incorporation -- such as by having its board meetings in that 
country or by carrying out its business with adequate 
manpower, capital, and infrastructure of its own, so as to be 
regarded as having substantial commercial substance in the 
country of its incorporation. 
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GAAR could apply: 
 

 When the immediate foreign holding company of an Indian 
entity is not its real and beneficial owner, and a disposal / 
transfer of Indian shares by such immediate foreign holding 
company is tax treaty-protected, while a transfer / disposal 
by the beneficial owner would not be. In this situation, 
GAAR could apply on the basis that the main purpose of 
such structure was to avoid capital gains tax in India. 

 
 If a foreign investor transfers shares of an Indian company 

in stages, thereby splitting a single transaction into several 
smaller transactions, to avoid exceeding the threshold to 
trigger a capital gains tax liability specified in a tax treaty. 

 
 To test economic substance for transactions by a holding 

company of an Indian entity intending to claim treaty 
benefits based on a treaty's limitation of benefits (LOB) 
article. 

 
 When investments are merely routed by a foreign investor 

through an entity located in another jurisdiction that will 
grant a capital gains tax exemption based on its tax treaty 
with India, and the second entity does not have adequate 
commercial substance.  
 

 In-country transactions 
 

GAAR should not apply: 
 

 When the taxpayer adopts a tax mitigation route by taking 
advantage of a fiscal incentive (say, by setting up operations 
in a specified zone), subject to satisfying the conditions and 
economic consequences of the applicable legislation. 

 
 Though India does not have tax consolidation / grouping 

rules, current Indian tax law provides for set-off of losses 
when a loss-making corporation merges into a profit-making 
corporation, subject to conditions. Because the merger itself 
is governed by SAAR, it should be clarified that GAAR would 
not apply in such cases. 

 
 Thin-capitalization rules 

 
GAAR could apply: 
 

 In certain cases in which an Indian corporation is debt 
funded rather than equity funded, the GAAR may apply 
based on examination of factors such as whether interest 
payments are made to connected parties, the source of funds 
in the case of connected parties, and the location of such 
connected parties in low-tax jurisdictions. 

 
 Share redemptions 

 
GAAR could apply: 
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 In certain cases in which transactions are structured in a 
manner to avoid dividend distribution tax (DDT) as well as 
qualifying for tax treaty protection for capital gains. 

 
While clarifying that the GAAR regime seeks only to codify the "substance over form" 
rules that are part of various court rulings in India, the committee retains the 
position that the burden of proof of establishing that a transaction results in tax 
avoidance would be on the revenue authorities.   
 

Conclusion 
 
The underlying tone of the committee's recommendations seems to be one of 
respecting "substance over form" rules. The recommendations also appear to permit 
scenarios of tax mitigation, which are distinguished from tax-avoidance transactions. 
Viewed from a holding structure perspective, it appears that building substance and 
having a commercial rationale for transactions would be imperative to distinguish 
them from purely tax-motivated transactions. It is also a positive recommendation 
that GAAR should apply only to income accruing or arising on or after April 1, 2013. 
 
The committee's recommendations are subject to further discussions and therefore 
should not be considered final. Taxpayers should look for final guidance on the GAAR 
roll-out from the Indian Government in view of the committee's recommendations.  

 

For more information, please contact: 
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