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Chapter 1

General Report: GAARs

Richard Krever

1.1. Introduction

While they are very recent additions to some countries’ tax laws, GAARs
have played a central role in other tax systems for well over a century.! Quite
possibly no other feature of tax law provides a better insight into a nation’s
tax psyche than its anti-avoidance rules. The intersection of general anti-
avoidance rules (GAARs) — as well as their ancillary specific anti-avoidance
rules (SAARSs) — with operative provisions of tax law reveals much about all
aspects of a country’s tax system: citizens’ tax morale; judicial perspectives
on taxation and legal interpretation; drafters’ inclinations towards technical
or principled drafting; and legislators’ willingness to confront politically
sensitive issues or their tendency to delegate the tough decisions to admin-
istrators and courts. A comparative analysis of the role of GAARs (or the
lack of any GAAR) in tax systems such as that found in this volume can
thus offer unique perspectives on tax law across jurisdictions.?

At the same time, comparative study of GAARs raises challenges rarely
encountered in other areas of tax law. While some tax concepts — transfer
pricing, thin capitalization and permanent establishment, for example — have
common meanings across jurisdictions and tax systems, even if the details
vary at the margins, there appears to be no universal understanding of what
constitutes a GAAR or, for that matter, what constitutes “tax avoidance”,
the notional target of a GAAR. At one end of the spectrum, the avoidance
label is limited to convoluted and, at best, quasi-legal transactions verging
on evasion;® at the other, legitimate choices between alternatives yielding
different tax outcomes can amount to avoidance in some circumstances.

There is an equally wide spectrum of definitions of a GAAR. In most coun-
tries, the GAAR takes the form of a statutory rule, albeit with an extremely

1. See, for example, New Zealand, which has had a GAAR for 139 years.

2. This general report analysis refers to chapters in this volume on specific jurisdic-
tions by use of the name of the country covered in the chapter.
3. Russian jurisprudence, for example, merges avoidance and evasion into a single

issue; see Russia.
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large range of constructions. This is not always the case, however. In a juris-
diction lacking a statutory rule, a doctrinal approach based only on judicial
interpretation might be considered a GAAR.*

There is similarly a divergence of views on the merits of, or drawbacks to,
reliance on a GAAR as a tool to safeguard the integrity of a tax system.
The most commonly cited drawbacks are uncertainty for taxpayers and
unfairness resulting from selective application. The two perceived prob-
lems are related. Because a GAAR is only applied after the fact, taxpayers
cannot make investments predicting particular after-tax rates of return — a
key expectation essential to the efficient allocation of capital in any market
economy — as they cannot know with certainty what the tax consequences
of their intended actions will be after possible application of a GAAR.’ For
the same reason, the law will apply differently to different taxpayers in the
same circumstances. Unlike a substantive tax rule, which sets out general
rules for all taxpayers in a particular situation, a GAAR applies to each case
separately, and its elements, including the taxpayer’s purpose (to the extent
this is incorporated into the rule), must be considered separately for each
case.® Only a portion of the pool of taxpayers who may have entered into
similar transactions are subject to audit and only some of those transactions
might be identified as transactions to which the GAAR might apply, with the
rule applied successfully only to a portion of this subset. Equal application
to all taxpayers of a rule that looks at the totality of circumstances in each
case — including, as it does in most instances, the motives of each particular
taxpayer — is not possible.

Commentators sympathetic to the use of GAARs view these concerns as
exaggerated. While they may have some legitimacy prior to the first GAAR
cases being heard, proponents of GAARs argue, once the outcomes of
attempts to apply the GAAR are known, the rule can act as a supplement
to substantive measures by showing how particular types of arrangements
are likely to be treated under the rule, inhibiting behaviour similar to that
known to be caught. To the extent that the concerns of critics are valid, sup-
porters might further argue, the rule is nevertheless necessary to protect the
integrity of the tax law, given the inherent limitations on drafters’ ability
to anticipate every possible alternative transaction open to taxpayers.” The

4. See, for example, Norway and Russia.

5. See, for example, Poland. It has been suggested that the latitude afforded tax au-
thorities by a GAAR is fundamentally incompatible with the certainty that Adam Smith
saw as a cornerstone of legitimate taxation; see Ireland.

6. See Germany.

7. See Finland.



Models

most realistic of supporters concede that there is inherent uncertainty arising
from a GAAR but argue that this is a price that has to be paid in the interest
of the larger goal of protecting the integrity of the tax base.

Whatever their merits or flaws, there is no doubt that the lack of precise
borders in a GAAR transfers great power and responsibility to the adjudica-
tors. Supporters of a GAAR have to hope that the judges will exercise those
powers, in the words of a minister who oversaw the introduction of a GAAR

in the Netherlands, “as good men”.?

While GAARSs have proliferated in modern times, they are not universal
and proposals to introduce GAARs sometimes flounder in the face of reso-
lute opposition, including that of the legislature.® Jurisdictions reluctant to
adopt GAARs delegate to the courts the task of identifying cases where
the taxpayer’s characterization of transactions could or should be rejected'®
or rely on specific legislative responses where the courts decline to look
beyond legal form even where transactions were carried out in a particular
form with the clear objective of tax avoidance.!" In the rarest cases, there is
no effective remedy in the absence of a GAAR."

Somewhat ironically, the absence of a GAAR in a jurisdiction may be inter-
preted by courts as a sign that the legislature is willing to tolerate avoid-
ance when other jurisdictions with similar legal backgrounds have adopted
GAAR:s. In these cases, it may be an implicit judicial invitation that prompts
enactment of a GAAR." Also, ironically, adoption of a GAAR may have
the opposite effect: there is a risk that adoption of a statutory GAAR will
inhibit courts from adopting more robust interpretation doctrines to reduce
opportunities for avoidance on the assumption that the legislature has fully
occupied the anti-avoidance field."

1.2. Models

While the forms of GAARSs vary widely, they generally fall into four groups.

8. See the Netherlands.

9. See, for example, Mexico and, initially, the United Kingdom (the UK position has
since reversed, and a GAAR was adopted in 2013).

10.  See, for example, Brazil. Croatia has an “economic substance” provision, but some
argue this does not amount to a GAAR.

11.  See, for example, Denmark.

12.  See, for example, Mexico.

13.  See, for example, Ireland.

14.  See Australia.
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One group, the “acts and benefits” group, comprises rules that allow the
tax authorities to identify a transaction or series of transactions that had the
purpose or (more rarely) effect of providing a tax benefit and then recom-
pute the taxpayer’s liability on the basis of a hypothetical transaction that
the tax authorities surmise would have been the one used had the taxpayer
not followed the tax-effective path it did. GAARs in this group look at acts
carried out and benefits realized, without the need to identify an economic
substance."

A second group, usually with a statutory base but on occasion derived solely
from judicial practice,'® sets out rules that mandate an interpretation and ap-
plication of tax law to the economic substance of a transaction (or series of
transactions) rather than the legal form.!” The rule will normally allow the
tax authorities to reassess the taxpayer on the basis of a hypothetical legal
transaction that better reflects the underlying economic substance. While
almost all jurisdictions with a statutory substance over form rule regard the
rule as a GAAR,'® this characterization of the rule is not universal.'” Nor is
the view that a judicial substance over form rule (or variations such as the
“true import” of an arrangement) amounts to a GAAR.*

A possible third model, it is argued by some, is a judicial “GAAR” based
on the adoption by the courts of a broad abuse of law doctrine.!

A fourth model is a statutory abuse of law model that applies where a tax-
payer adopts a fictitious arrangement or one that is valid in law but used to
defeat the intention of the tax legislation.?

Whether a GAAR takes the form of the classic tax benefit identification rule
or an economic substance or abuse of law rule, it can only be effective if it
allows a reassessment on the basis of a hypothetical alternative transaction
different from the legal form chosen by the taxpayer to minimize tax. In

15.  The “acts and benefits” GAARs are mostly found in Anglo jurisdictions such as
Australia, Canada, India, New Zealand, South Africa and the United Kingdom, although
some other GAARs, including China’s and the current (but not the proposed replacement)
Italian GAAR, also satisfy this definition.

16.  In one case, the judicial substance over form test was subsequently codified; see
United States.

17.  In the case of Turkey, this is labelled the “real” substance; see Turkey.

18.  See, for example, Switzerland.

19.  See, for example, the debate in Korea.

20.  See, for example, Sweden, where the true import alternative is considered quite
distinct from the GAAR.

21.  See, for example, the Czech Republic.

22.  See, for example, France.
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the case of an explicit reconstruction rule, the tax authorities are allowed to
substitute an appropriate arrangement for the one used by the taxpayer. An
economic substance rule, in contrast, opens the door to assessment on the
basis of applying the tax law directly but interpreting the circumstances to
fit into the law.

The difference between the two can be illustrated with the example of a
taxpayer entering into a complex set of arrangements to avoid a loan having
the form of a debt. Under the explicit reconstruction rule, the tax authori-
ties would be allowed to substitute a fictional transaction (a direct loan)
for the arrangements used by the taxpayer. Under the economic substance
approach, the tax authorities can look at the totality of the arrangements
and find that there actually is a loan, albeit by a somewhat complex route,
and apply the tax law for debt directly. Commonly, the power of the tax
authorities to reassess on the basis of an alternative hypothetical transaction
is clear, whether it is based on an explicit or an implicit construction of the
GAAR. In some rarer cases, however, there is debate over how the GAAR
operates in this respect.?

1.3. When is the GAAR used?

While GAARs differ significantly in form and language, there are some
remarkable similarities between the types of cases in which tax authorities
have sought (not always successfully) to invoke the GAAR. These appear
to fall into three broad categories.

The most common situation is where the tax law offers, on its face, alter-
native tax outcomes depending on the form or structure of a transaction,
and taxpayers have arranged affairs to enjoy the reduced (or nil) taxation
available with one alternative rather than adopt the version, preferred by the
tax authorities, that would incur a higher tax liability. These are not cases
where the law offers a concession and the taxpayer has, in response to the
government subsidy for targeted activities, invested or acted as the govern-
ment sought. Nor are they cases where the law provides a tax advantage to
achieve a tax policy outcome such as avoiding double taxation** or features
structural asymmetries such as providing lower capital gains tax rates for
taxpayers who hold assets for longer periods or providing different tax rates

23.  For example, in Austria, one school of thought sees the GAAR as having an inde-
pendent reconstruction power, while another sees it as authorizing interpretation on the
basis of an economic substance approach.

24.  See, for example, Norway.
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for taxpayers who choose to operate through different types of companies.?
Rather, they are cases where a taxpayer changes the form of a transaction
to shift from one tax rule to another.

To achieve the shift, the taxpayer often substitutes a multi-step and multi-
party arrangement for the simple transaction that attracts a higher tax bur-
den. For example, rather than lend money directly to a borrower, a lender
might interpose a company and convert what would have been taxable
interest paid to the lender into tax-free inter-corporate dividends from the
interposed company.?® Similarly, rather than buy immovable property or
shares directly, a taxpayer may use an intermediary company to acquire
the property or shares and sell interests in the intermediary company rather
than the underlying assets if capital gains on the sale of interests in an inter-
mediary company fall outside the scope of the tax law.?” Other examples
include the interposition of entities between a service provider and clients
so the income can be diverted to related individuals facing lower marginal
tax rates,” the use of an interposed entity to avoid social security taxes oth-
erwise payable in respect of employees® and the creation of an interposed
entity between partners and clients to provide a vehicle for distribution of
tax-free benefits (by way of interest-free loans) to the former partners.’® A
further example is the creation of intellectual property, such as a copyright,
to convert remuneration for personal labour services to property rights that
can then be transferred to an interposed entity so the income it generates is
diverted to related persons in lower tax brackets.’!

In the second group of tax avoidance cases to which a GAAR is sometimes
applied, the taxpayer seeks to shift a transaction from one tax rule to another
not by establishing alternative structures and arrangements but simply by
relabelling a transaction in a different form. For example, if lower tax liabili-
ties apply when a person providing labour services is a contractor than if the
person is an employee, the parties might agree to substitute a contract call-
ing the person an independent contractor rather than an employee, without
any change to the actual working conditions.*> Similarly, an investor may
fund a company by way of what is described on paper as debt but which is in
fact equity with a variable “interest” rate that is actually based on the profits

25.  See, for example, Portugal.

26.  See, for example, Canada and Portugal.
27.  See, for example, China and Croatia.
28.  See, for example, New Zealand.

29.  See, for example, Russia.

30.  See, for example, South Africa.

31.  See, for example, South Africa.

32.  See, for example, Hungary.
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of the so-called borrower.* In theory, the arrangements could be attacked
under the civil law — tax authorities could show that what seemed to be a
loan was in fact an equity investment or could have a purported contractor
agreement declared a sham. The problem with this approach is that it lacks
any reconstruction rule that could be used as the basis for reassessment by
reference to a substitute arrangement. Relying on a recharacterization of the
transaction, the tax authorities could alter the assessment of the taxpayer in
respect of the issue in dispute. It may be much more difficult, however, to
extend that characterization to all the consequential issues that would fol-
low in respect of the taxpayer and all other parties to the transaction. From
the tax authorities’ perspective, a GAAR with a provision to deal with the
consequences of recharacterization is the preferable tool for attacking the
arrangement.

A third category of cases in which a GAAR can be used is where taxpay-
ers seek to exploit literal interpretations of rules accepted by courts that
are inconsistent with the purpose of those rules. For example, all tax laws
allow deductions for expenses incurred to derive income so only net gains
are subject to tax. Consistent with this goal, dual-purpose expenses incurred
only in part to derive income and in part to achieve a tax goal unrelated to
derivation of income only partially meet the threshold for deductibility. A
GAAR could be used to overcome an interpretation of the law that ignored
the aim of the deduction section and instead allowed a deduction for ex-
penses that deliberately exceed expected income to achieve other tax goals.**

1.4. Taxpayer’s purpose

GAARs cannot be used by tax authorities to substitute alternative hypo-
thetical arrangements simply because a higher tax alternative exists. The
trigger for application of a GAAR is almost always a subjective test — an
impugned transaction or arrangement will be subject to the GAAR if the
taxpayer’s purpose in using the transaction or arrangement under attack was
to avoid tax. While the GAAR may set out objective indicators to be used
in determining the taxpayer’s purpose® or an objective limb may be tacked
onto the GAAR,* at the end of the day, the taxpayer’s purpose usually needs

33.  See, for example, India.

34.  See, for example, Germany.

35.  See, for example, Australia.

36.  See, for example, the Netherlands.
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to be proved or disproved.’” Although the concept of a “purpose” sounds
inherently subjective, it can be fashioned in a more objective manner by,
for example, adopting an objective test such as whether it is reasonable to
conclude the taxpayer’s main purpose was to obtain a tax benefit.?®

The requirement for a tax reduction purpose before the GAAR can be
applied seems to be present even in cases where the law makes no mention
of purpose and even in a non-statutory GAAR based on judicial substance
over form doctrines.* For example, if the GAAR is triggered whenever
the form used by the taxpayer does not conform to the ultimate economic
substance of the transaction, read literally, the GAAR would apply even
to cases where the taxpayer mistakenly adopted a form with no intention
of reducing a tax liability. A provision of this sort will nevertheless com-
monly be read down and interpreted as requiring an intention to reduce tax
before it is applied.*’ The argument that tax law should be wholly objective
in nature, with no room for subjective intent in a GAAR,* has not found
traction in practice.

Among other things, the taxpayer’s purpose will depend on how broadly
the impugned transaction is defined. The ultimate purpose of most trans-
actions is commercial, apart from a limited group of avoidance schemes
that generate after-tax profits when they would yield real-world economic
losses. Taxpayers can almost always show that the ultimate goal of the
arrangements was an economic outcome — a purchase, a sale, an invest-
ment, etc. The primary tactic of tax administrators, therefore, is to look not
at the commercial goal of the entire scheme but rather to assert that there
is no valid commercial explanation for a subsidiary step or series of steps
undertaken for tax minimization reasons.*> The distinction is between the
aim of achieving a commercial outcome and the goal of minimizing tax by
pursuing a particular path to achieve the broader outcome.*

There is wide variation in the threshold level of the avoidance “purpose”
necessary to trigger a GAAR. Relatively rare, but not unknown, are

37. Inone case, there is no explicit or implicit reference to purpose in a GAAR, only
an authorization for the tax authorities to recharacterize a transaction in accordance with
its real substance; see Turkey. In practice, however, the “will of the taxpayer” becomes
an element in the application of the GAAR.

38.  See, for example, the United Kingdom.

39.  See, for example, Norway.

40.  See, for example, Finland.

41.  See, for example, Germany.

42.  See, for example, Spain.

43.  See, for example, France.
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thresholds that trigger the application of a GAAR only in cases that have
no plausible rationales other than obtaining a tax benefit, that is, where this
is “essentially” the purpose of a transaction** or the “sole” purpose of the
arrangements® or the “decisive” (the only or by far the most important)
reason for the transactions.*® An alternative high threshold construction can
state that the GAAR applies only to transactions that have “no valid com-

mercial reasons”.¥’

The need for a very high or exclusive tax avoidance motive could also be
stated in a negative fashion: the GAAR will not apply if there is a business
purpose as well, even if it is a limited business purpose.*® The original ver-
sion of the EU’s GAAR included in the CCCTB proposal, since modified,
adopted a “sole” purpose tax avoidance test for application of the GAAR.*
However, the norm is for the GAAR to apply if obtaining a tax benefit was
the “main” or “primary” or “greater” purpose of a taxpayer.*

In some cases, it may be necessary to read the purpose test for triggering
the GAAR in the context of the entire GAAR to ascertain the true threshold.
For example, the apparently high threshold of a main or sole purpose test
can be mitigated if the GAAR is constructed in such a way that it assumes
the threshold is met using objective indicators and shifts the onus onto the
taxpayer to prove otherwise.”!

In some cases, the purpose element of the GAAR is implicit rather than
explicit, with the provision applying, for example, where there is no reason-
able business purpose for the form taken.* In others, the level of unaccept-
able purpose is unstated — the law simply refers to the purpose of avoiding
tax — but this is interpreted as meaning the main purpose of the taxpayer.>
There are, in addition, cases where the law is silent and “the jury is still

44.  See, for example, Lichtenstein and Italy. The latter is being changed from “solely”
to “essentially”.

45.  See, for example, France.

46.  See, for example, the Netherlands.

47.  See, for example, Italy. The current rule is to be replaced. However, the replace-
ment GAAR may be interpreted as enjoying an equally high trigger threshold, applying
to transactions that lack any economic substance.

48.  See Norway.

49.  The proposal has since been changed to the “main” purpose.

50.  The Portuguese requirement of “wholly or mainly” implies a possibly higher stan-
dard than simply “mainly” in that jurisdiction; see Portugal.

51.  See, for example, South Africa.

52.  See, for example, China.

53.  See, for example, Finland.
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out” on what level of avoidance purpose the courts will need to recognize
for the GAAR to apply.>

While GAARS usually turn on a single explicit or implicit purpose test,
one of the most recent GAARs adopted utilizes a two-pronged test with
both a positive purpose limb and a second, tainted element, negative limb.
To invoke the GAAR, the tax authorities have to show, first, that the main
purpose of the targeted transaction is to obtain a tax benefit and, second,
that the arrangement fits into one of four categories of tainted transactions.”
It remains too early to know how this approach will operate in practice
compared to more traditional approaches.

The fact that purpose is central to the operation of even a non-statutory
GAAR developed by the courts in the form of interpretation doctrines®
illustrates the importance of purpose in almost all GAAR systems and the
assumption in most systems that GAARs should only be invoked where it
can be shown that transactions or arrangements were adopted mostly or
exclusively for the purpose of reducing tax rather than for a commercial or
private reason.

The most significant deviation from the general rule that GAARs are implic-
itly or explicitly triggered by the taxpayer’s tax saving purpose in adopting
a particular course of action or a particular set of arrangements is found in
a very small number of GAARs that may be triggered both by purpose and
effect. These GAARSs look to the purpose behind the arrangements under
attack and also, as an alternative, whether the effect of the transactions
was obtaining a tax benefit, whatever the taxpayer’s motivation might have
been.”” On their face, the “effect” tests look to be easier to apply from the
perspective of the tax authorities, as there is no need to rely on evidence of
the taxpayer’s subjective intent or objective factors that could point towards
particular motives.

However, the application of the “effect” test confronts the same problem
raised by the purpose test in terms of how narrowly the inquiry needs to be
focused. Apart from the rare cases where taxpayers turn economic losses
into after-tax gains through mismatches (for example, non-recognition of
some income and full recognition of related expenses), most schemes sub-
ject to GAARSs are based on actual commercial transactions. The end goal

54.  See, for example, Serbia.

55.  See India.

56.  See Norway.

57.  See, for example, New Zealand and, in respect of the GST, Australia.
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is legitimate — a takeover, an investment, a sale, etc. — and the only issue
is whether the steps taken to secure the outcome were deliberately chosen
to reduce taxes. A GAAR that relies on purpose can only be invoked if it
is restricted to some tax-driven elements of the overall plan. Similarly, the
overall effect of the transaction will be a commercial outcome — the tax-
payer will have acquired the target entity, divested the assets it wanted to
sell, shifted ownership from one entity to another, and so on. A GAAR that
relies on effect will also only be effective if it is possible to isolate particu-
lar transactions or arrangements and find that the effect of those elements,
viewed in isolation, was a reduction in tax liability, even though the effect
of the entire arrangement was a commercial outcome.

1.5. Counterfactual

The importance of a counterfactual to the success of a GAAR cannot be
understated. There is no tax recouped simply by striking down a tax-moti-
vated transaction or arrangement on the authority of a GAAR. Tax can only
be recovered if the tax authorities are allowed to develop a counterfactual
to the tax-motivated events that actually took place and assess on the basis
of that hypothetical transaction. This is equally true for classic GAARs that
look for transactions that were used to generate a tax benefit and “substance
over form” GAARs that recharacterize the transactions actually used as an-
other transaction that yields the same economic outcome. Tax can only be
assessed on the basis of a specific transaction, be it a hypothetical alternative
or a recharacterized transaction that achieves the same economic outcome
as the steps in fact taken. A fully effective GAAR must also envisage a
hypothetical “nil transaction” — the fiction that the taxpayer would not have
entered into any transaction if the actual one undertaken is disregarded for
tax purposes.*

GAARs differ dramatically in terms of the leeway they grant authorities for
developing the counterfactual transaction to be taxed. The trend has been to
enhance the power of tax authorities to use counterfactuals as the basis for
assessment. Thus, for example, under the GAAR formerly used in Belgium,
taxpayers were able to defeat counterfactuals by showing that they had
legitimate commercial aims in achieving particular legal outcomes that are
not replicated in any hypothetical arrangement. Recent amendments have
shifted the balance of power to the tax authorities, who can now “presume”

58.  See Ireland.
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alternatives for tax-motivated transactions, with the onus on the taxpayer to
show its choice of arrangements was not tax motivated.

In every case, however, the question remains whether the alternative hypo-
thetical transaction that the tax authorities seek to substitute for the one
that took place in legal form at least is the most appropriate alternative.>
Taxpayers may wish to argue that, if they had known the tax benefits from
the transaction they entered into would be cancelled, they would have
engaged in a transaction or series of transactions different from that postu-
lated by the tax authorities. To address this problem, the laws are interpreted
in most cases to shift the onus onto the taxpayer to show the tax authori-
ties” counterfactual is not the one that would have been used to realize the
economic outcome that was achieved. In the event of doubt, this priority of
the tax authorities’ hypothetical may be legislated.®

1.6. Abuse of the anti-abuse rule

GAARs are adopted as a means of stymying arrangements made by taxpay-
ers that abuse the form, intent or structure of tax laws to reduce their tax
liability. GAARS are subject to the same interpretative issues as other parts
of tax law, however, and just as taxpayers have found ways of avoiding tax
through weaknesses in the substantive tax law, tax authorities could try to
find ways to abuse the GAAR and apply it to increase tax liability beyond
the level envisaged in the substantive law.® A GAAR intended to apply
where taxpayers have real net profits and no taxable income thanks to tax
avoidance, for example, has been used by tax authorities to assess a taxpayer
with large gross proceeds but no net profit as a result of poor business judg-
ments.® Assessing on the basis of cash movements rather than actual profits
might be considered an abuse of the anti-abuse rule.

59.  The Liechtenstein law explicitly refers to the “appropriate” counterfactual as the
one mandated by law.

60.  See, for example, Australia and New Zealand.

61. Note the warning of the Finance Minister in India.

62.  See, for example, Hungary.
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1.7. GAARs and SAARs

All tax jurisdictions have SAARs that can operate alongside a GAAR.®
GAARs and SAARs appear to be quite compatible — there are no reported
conflicts between the two. Where a SAAR applies to the particular facts of
an arrangement, it will be used in preference to the GAAR as a matter of
practice and, in one case,* legislative fiat. On the other hand, tax authori-
ties might be inclined to rely on the GAAR in cases where taxpayers have
deliberately structured a transaction to circumvent a SAAR.%

One reason for the apparent compatibility of GAARs and SAARs is the
fundamentally different goals and modi operandi of the two types of rules.
A GAAR dismantles, for tax purposes, arrangements or agreements that can
continue to be effective for civil law purposes and substitutes hypothetical
arrangements and agreements in their place to recompute tax liability. A
SAAR, in contrast, generally accepts the legitimacy of transactions con-
structed for tax purposes but negates the tax benefits from aspects of the
transactions that exceed the boundaries set by the SAAR.

For example, a thin capitalization rule does not prevent investors from fund-
ing subsidiaries by way of debt rather than equity, but it establishes a limit
on the interest deductions that will be available in respect of the debt. A tax-
payer can avoid the operation of the SAAR completely by remaining inside
the safe harbour boundaries it establishes. Similarly, a rule that removes the
tax benefit from low-interest or nil-interest loans to shareholders will apply
where interest charged falls below the SAAR trigger threshold, but it has
no impact on loans bearing higher interest rates.%

By setting boundaries for the use of particular tax rules, SAARSs also pro-
vide signals on what is and is not considered abusive. For example, a con-
trolled foreign corporation (CFC) rule does not unwind any investment in a
tax haven, but it does attribute some of the income to the ultimate indirect
owners under some conditions. There is no suggestion that the tax authori-
ties would seek to invoke a GAAR to attribute income to the indirect owners
where the income is earned by a subsidiary in a lower tax jurisdiction not
covered by the CFC regime rules or the income is of a type explicitly not
attributed under the CFC rules.

63.  Some narrow SAARs in the United Kingdom may be described as TAARs, or
targeted anti-avoidance rules; see the United Kingdom.

64.  See Germany.

65.  See the view offered in Ireland.

66.  See, for example, Liechtenstein.
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The different roles of GAARs and SAARs do not preclude simultaneous
application of the two types of anti-avoidance rules in appropriate circum-
stances. An example is the use of loans from related companies to avoid
the application of thin capitalization rules that only apply to loans directly
made by parent companies. The tax authorities might first apply the GAAR
to recharacterize the loans from related companies as loans from the parent
company and then apply the thin capitalization SAAR to limit the interest
deductions available to the borrower.”’

An interesting question in respect of the relationship between GAARs and
SAARs is what happens if there is no SAAR and the taxpayer enters into
a transaction that would be caught by SAARSs in other jurisdictions. This
would be the case, for example, if a taxpayer used very high levels of debt
to provide capital to a foreign subsidiary when there is no thin capitalization
rule or invested via subsidiaries in low-tax jurisdictions when there is no
CFC rule in effect. It has been suggested that the inaction of a legislature
in areas such as these implicitly signals acceptance of the arrangements
that would have transgressed the boundaries established by a SAAR.®® The
proposition remains untested in the courts.

1.8. GAARs and tax treaties

Can a GAAR in a country’s domestic law be used to deny the benefits of
a tax treaty? The Commentaries on the OECD Model Convention suggest
that domestic GAARs are compatible with the application of a treaty.®® This
is despite the fact that, through a variety of mechanisms including con-
stitutional design,” almost all countries ensure that treaties will override
domestic law.

In some cases, the compatibility of domestic law GAARs and treaties that
override domestic law derives from the treaties themselves (or ancillary
agreements). Thus, treaties may include a measure that states directly that
the treaties will not prevent authorities from applying domestic anti-avoid-
ance rules.” Alternatively, the parties may agree jointly in supplementary

Please note that this sample chapter is limited to 14 pages.

To read more about this book, please visit the book’s page on our website.

67.  For examples, see Russia and Spain.

68.  See, for example, India.

69.  See paragraph 22 of the Commentary on Article 1 of the OECD Model Convention.
70.  See, for example, Ireland.

71.  See, for example, Hungary and Liechtenstein.
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