Genuine commercial transactions through
m recognised stock exchanges do not warrant GAAR
absentevidence of tax avoidance

I )

In the case of EKGE Retail LLP," the Telangana High Court held
that the General Anti-Avoidance Rule (‘GAAR’) could not be
invoked merely because short-term capital losses arising from
transactions in listed shares undertaken around a bonus issue
were set off against long-term capital gains from the slump sale of
a business. The Revenue had failed to establish that the
transactions constituted an “arrangement” or that their main
purpose was to obtain a tax benefit.

Tax Flash

The Court noted that the taxpayer had purchased and sold listed
shares through recognised stock exchanges at prevailing market
prices, in a transparent manner, at arm’s-length. The gains or
losses depended on market movements and were not
predetermined.

The Court further held that the Revenue had not established
misuse or abuse of the Act, or that the transactions were
\{-_—'1 . conducted through means or in a manner not ordinarily employed
4 for bona fide purposes. Accordingly, it set aside the approving
i panel’s directions treating the transactions as an impermissible
19 October 2026 avoidance arrangement (‘lAA’) and allowed the taxpayer’s writ
petition.
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Facts of the case Relevant provisions

The taxpayer had an investable surplus and decided to
diversify its investments.

It purchased shares of listed companies which
subsequently issued bonus shares.

The taxpayer thereafter sold a portion of its
shareholdings, resulting in short-term capital losses.

During the same financial year, the taxpayer earned long-
term capital gains from the slump sale of its business. It
set off the short-term capital losses against these gains.

The Revenue alleged that the share transactions were
undertaken to generate capital losses for set-off against
capital gains. It invoked GAAR provisions and referred the
matter to the approving panel.

The approving panel treated the transactions as an IAA.
The taxpayer challenged this order before the Telangana
High Court by way of writ petition.

GAAR provisions are applicable if an arrangement
qualifies as an I1AA.

Section 96(1) of the Income-tax Act, 1961 (‘the 1961 Act’)
provides that an arrangement is an IAA where its main
purpose is to obtain a tax benefit and it also satisfies at
least one of the specified conditions, including misuse or
abuse of the 1961 Act or being entered into or carried out
by means or in a manner not ordinarily employed for bona
fide purposes.

Section 102(1) defines an “arrangement” to include any
step in, or part or whole of, a transaction, operation,
scheme, agreement or understanding, whether
enforceable or not.

Revenue’s contentions Q’

The taxpayer had structured its transactions so that the
provisions governing the cost of bonus shares, under
which their cost of acquisition was taken as nil, and the
FIFO method prescribed by CBDT Circular,? operated
together to generate short-term capital losses. This
established the requisite purpose of obtaining a tax
benefit.

2CBDT Circular No. 704 dated 28 April 1995
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The transactions were not undertaken for bona fide
commercial purposes and were designed to obtain a tax
benefit by setting off short-term capital losses against
long-term capital gains.

High Court’s decision @)

The Court set aside the approving panel’s directions and
held that the taxpayer was entitled to set off the short-term
capital losses against the long-term capital gains arising
from the slump sale.

The Revenue had failed to establish that the transactions
constituted an arrangement, that their main purpose was
to obtain a tax benefit, or that they involved misuse or
abuse of the 1961 Act or were carried out through means
or in a manner not ordinarily employed for bona fide
purposes.

Transactions did not constitute an “arrangement”

GAAR carries serious consequences and its statutory
conditions must be construed strictly. Before GAAR can be
invoked, the Revenue must establish the existence of an
arrangement, the requisite main purpose of obtaining a tax
benefit and at least one of the specified conditions.

The expressions used in the definition of an “arrangement”
imply a degree of concert or design between identifiable
parties or, at the very least, a pre-ordained series of steps
whose outcome is within the taxpayer’s control.

In this case, the taxpayer purchased and sold shares of
listed companies through recognised stock exchanges at
prevailing open-market prices. The transactions were
conducted at arm’s length and transparently, and the
counterparties could not be identified by the taxpayer. The
gains or losses depended on market movements beyond
its control and were not predetermined. Accordingly, the
transactions could not be characterised as an
arrangement within the meaning of the 1961 Act.

Tax benefit must be the main purpose

Even if the transactions were assumed to constitute an
arrangement, the Revenue had to establish that obtaining
a tax benefit was the main purpose, not merely an
incidental consequence. The fact that the taxpayer
subsequently claimed a set-off expressly permitted by the
Act could not, by itself, establish that the transactions had
been undertaken mainly to obtain a tax benefit.

Transactions were conducted through ordinary means
for bona fide purposes

The relevant test concerned the means and manner in
which the transactions were conducted, rather than their
outcome. Purchases and sales of listed securities through
recognised stock exchanges regulated by the Securities
and Exchange Board of India, with Securities Transaction
Tax and applicable service tax duly paid, represented
ordinary, conventional and bona fide methods of dealing in
securities.
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The search and seizure operation conducted at the
taxpayer’s premises yielded no incriminating material.

Accordingly, the condition concerning transactions
conducted through means or in a manner not ordinarily
employed for bona fide purposes was not satisfied.

Commercial rationale for investment decisions

The taxpayer had received an investable surplus of
following the sale of its business. It consulted leading
financial institutions and an internal consultant to advise
on the deployment of the funds.

The taxpayer allocated one-third of the funds to listed
equities and two-thirds to bonds and debt mutual funds.
The purchase of pre-bonus shares formed part of this
equity allocation and was based on advice that historical
market trends offered the possibility of short-term
arbitrage returns of 1 per cent to 3 per cent.

The taxpayer sold only a portion of its pre-bonus
shareholdings after the bonus allotment and continued to
hold a substantial part of its investments. This was
inconsistent with the allegation that its sole objective was
to generate capital losses.

Set-off did not amount to misuse or abuse of the 1961
Act

The Revenue had wrongly inferred the taxpayer’s intention
from the resulting tax benefit, reasoning backwards from
the outcome to the purpose. A taxpayer is entitled to
arrange its affairs to minimise tax within the law. A lawful
course of action does not become impermissible merely
because it is tax-efficient.

The Court considered this to be the application of statutory
provisions for computing total income, rather than a tax
benefit obtained by circumventing or subverting the 1961
Act, which must involve more than the direct application of
a computation provision to a genuine, commercially
incurred loss.

The taxpayer had computed the cost of bonus shares in
accordance with the applicable statutory provisions,
followed the FIFO method prescribed by the CBDT
Circular and computed the slump-sale gains under the
applicable provisions. As the set-off provision had been
used for its intended purpose, there was no misuse or
abuse of the 1961 Act.
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The ruling emphasises that GAAR cannot be invoked
solely because a transaction results in a tax advantage.
The decision also highlights the distinction between a
transaction’s tax outcome and its commercial purpose.
Where investments are made through recognised stock
exchanges and losses are set off in accordance with the . 7
1961 Act, the resulting tax efficiency does not i
automatically render the transactions impermissible. The P | % L
“n {
=

Revenue must demonstrate that the statutory
requirements for invoking GAAR are met.
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