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Tax Avoidance in India

Confusion caused by family trusts

IN 1969, Jerome Kurtz, former Legislative Counsel to the
Treasury Department in the USA, pointed out that the drafting
of wills and trusts had developed into a practice concerned
primarily with taxes.! This is no less true of trusts in India.

Even if they are not deliberately designed to nullify the
progressive element in the tax structure, intricacies in settle-
ments leave a trail of confusion in their wake®>. A will may
create complex settlements. One document may provide for
various strata of interest; and a multiplicity of trusts providing
for diverse interests may compound the difficulty for the revenue
authorities.® Where the same donor sets up several trusts, the
trustees of a particular trust may often become beneficiaries in
other trusts and similarly the beneficiaries of the trust may
become trustees in others. A network of checks and counter-
balances is a safeguard against trustees who may be vindictive
or indifferent : all the beneficiaries have a built-in guarantee of
even treatment.

In some of the trusts, life-tenants are specified and are also
given powers to appoint the remaindermen. In such cases, the
trust is discretionary only in regard to the assets receivable by
the remaindermen and this will have repercussions in the wealth
tax assessment alone,

Difficulty has been frequently experienced in deciding
whether a trust is discretionary or specific. For instance, a
certain trust was created in 1968 for the male members of the
family of a settlor who reached the age of 50, Each such
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member was to be given Rs. 6,000 per annum or such sum as
made up Rs. 6,000 in a year if he had separate income. Accord-
ing to the Comptroller and Auditor General, the trust fell
within the discretionary category, in view of the uncertainty of
the number of beneficiaries. The assessing authorities had,
however, treated it as a specific trust and did not apply the
maximum marginal rate.*

The Comptroller and Auditor General has also given seve-
ral instances of the confusion resulting from the game of hide
and seek to which some of the taxpayers have recourse. A lady
set up three trusts in 1957, each for the exclusive benefit of one
of her sons. Since there was only one beneficiary in each
trust, the only reason for resorting to the medium of a trust
was apparently to cause complication, and she did succeed in
her design. The fact that each of the sons had separate pro-
pertics and that he would be liable to the wealth tax if the
value of the trust property was added to the value of the rest
of his properties, escaped the attention of the revenue authori-
ties. It is significant that revocable transfers of certain shares
had also been made by the same lady to her father-in-law and
mother-in-law, and these were also not declared by her as part
of her wealth.®

The Comptroller and Auditor General has similarly pointed
out that a large industrial house escaped substantial wealth tax
by holding unquoted equity shares of some companies under its
control in a number of firms in which private family trusts were
partners through their trustees. The firms and the trusts served
as conduits for storage of valuable shares of the close compa-
nies. On a test check of the assessments in the cases of 13 of
the private trusts, it was discovered that the book value of the
unquoted shares had been accepted as the base for valuing the
partnership interests of the trusts, and the under-assessment of
wealth tax would be Rs. 4,57,384 for the assessment year 1976-77
alone, if the intrinsic worth of the shares or their probable
market value in the event of their becoming saleable were taken
into consideration.®

Since the same official does not always deal with the cases
of the trusts as well as the beneficiaries, such escapement of
properties from wealth tax assessment has been noticed by the
‘Comptroller and Auditor General in several other cases also.
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The avoidance is not limited to the non-filing of wealth tax
returns or non-aggregation of the income of the beneficiary
with his other income or under-valuation of assets.

The Comptroller and Auditor General has referred to a
case in which the tax withheld from dividends has not been
taken into account in evaluating the life-interest of the con-
cerned beneficiary on the basis of his average income.” In one
of the trusts, the trustee was himself the sole beneficiary. He
sold some properties of the trust, making “long-term” capital
gains to the extent of Rs. 2,51,155. While he accounted for
his other income from the trust in his personal assessment, he
offered the capital gains separately for tax in his capacity as a
trustee, thus securing reduction in his tax liability to the extent
of Rs. 84,8738

The ruler of an erstwhile state, which has since been
integrated with the rest of the country, created a trust for his
wife with a sum of Rs. 6 lakh. He did not include the income
from the amount so transferred in his own income or the asset
in his wealth. The wife was separately assessed to the income
tax and wealth tax, though if her income and wealth had been
added to her husband’s under section 64 of the Income-tax Act
and section 4(1) of the Wealth-tax Act, the tax lability would
have been heavier.®

The position in regard to the gift tax is no better, as
evident from some of the cases scrutinised by the Comptroller
and Auditor General. For example, unquoted shares of the
same private limited company were transferred by a family
group to several connected personsin 1973. The transferors
and transferees were assessed to tax by different officers exercis-
ing jurisdiction over different “wards”, though in the same
city. While the shares gifted to the donees in one ward were
valued at Rs. 7035 per share as against Rs. 7400 determined by
the departmental valuer, shares transferred to two trusts in
another ward were valued at Rs. 2668 per share, on the basis
of an estimate made by a valuer appointed by the donor. The
same lack of coordination between the concerned authorities is
exhibited also in the cases of three private family trusts which
contributed unquoted equity shares of three different private
limited companies to certain firms in which they became part-
ners, as part of their capital in the firms in the previous year
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for their assessment for 1974-75. The values declared for the
purpose of these transfers were Rs. 1800, Rs. 1404 and Rs. 122
per share as against the market values of Rs. 7730, Rs. 3650
and Rs. 219, respectively, per share, worked out by the depart-
mental valuer and adopted in various other income tax assess-
ments. Another private family trust of the same group made
a similar capital subscription to a partnership concern in the
form of shares. The value of the shares shown for the purpose
of the transfer was only Rs. 1713 per share while the market
value was Rs. 7200 per share. The Comptroller and Auditor
General has calculated the gift tax which escaped assessment at
Rs. 11,26,780 in the cases of all the four trusts together. A no
less blatant case of evasion of gift tax was the transfer of 1000
shares of the admitted value of Rs. 2,57,620 to a private family
trust which subsisted for the sole benefit of the transferor’s son.
The gift tax which had been avoided in this case was Rs. 44,655
in the assessment for 1976-77.

Cases of such escapement of not merely the gift tax but
also the wealth and income taxes are not negligible in number,
and the escapement cannot be attributed entirely to lack of
coordination among the revenue authorities. The main object
of the creation of trusts in most of these cases was only to
bewilder the assessing officers: the smoke-screen created by the
trusts hides and diffuses the tax liability. The Comptroller and
Auditor General has referred, for instance, to a case in which
two individuals created revocable private trusts in October 1969
and December 1971 and the revenue authorities failed to
subject the income of these trusts amounting to Rs. 65,805 to
the income tax for the assessment years 1977-78 and 1978-79
though they included the value of the assets in the relevant
wealth tax assessment of the settlors : the short levy of income
tax in these two cases amounted to as much as Rs. 53,040.%°
It will, however, be wrong to assume from such cases that if
the revenue authorities are more alert, escapement of tax can
always be prevented. As long as there are loop-holes in the
law, it may not be possible to eliminate tax avoidance.

Common tax avoidance devices

A broad survey of some of the contrivances adopted by
private trusts in India shows that they are not feeble imitations
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of models elsewhere. Some of the methods that have come to
notice through reports of cases which have been taken to the
courts or through the annual audits made by the Comptroller
and Auditor General are described below.

(i) A specific trust as a mask for personal business

Tax avoidance through family settlements, which assume
the form of specific trusts, is sought to be counteracted through
section €4 of the Income-tax Act.!* The provisions of this
section have been amended repeatedly, but many lacunae still
remain. For instance, 4 can reduce his tax liability, distributing
income from a source among as many beneficiaries as he likes,
if he can find somebody, say B, to set up a trust for him (i.e.,
A), his wife and the other members of his family. 4 can be the
trustee with power to commence a business with funds borrowed
on behalf of the trust. B should be a person other than the
relatives mentioned in section 64, viz., husband, wife, father-in-
law and grandfather. A big initial capital is not required : a
nominal amount may serve as the nucleus. The power to
borrow will enable the trust to obtain its working capital from
A or concerns with which 4 is connected or the beneficiaries
themselves or even banks or other outsiders. The profits of
such a business, carried on by the trust, for all practical pur-
poses, like a proprietary concern or a partnership, can be
distributed to the beneficiaries, viz., 4 and his family members,
without attracting the aggregation provisions of section 64. If
the concern is treated as A’s personal business, it may suffer
tax at high rates. If it is held as a “registered firm” in which 4
and members of his family are partners, it will have to pay the
income tax at rates ranging from 5 per ceni on income in excess
of Rs. 10,000 to 24 per cent in excess of Rs. 1,00,000 in addition
to surcharge at 12} per cent on the income-tax'*. A specific
trust is the simplest method of lowering one’s tax liability.

If a business is transferred to a trust as a going concern,
the income from the business may become liable to be included
in the transferor’s own income, if the beneficiaries are either the
spouse or minor children or both.!* If, however, the trust
conducts a business with the transferred assets, e.g., dealings
in shares of companies, it is only the income from the transfer-
red assets, say dividends from shares, that will be caught by the
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aggregation provisions of section 64 and not the gains from
share-dealings.!* The profits from the business in shares may
be taxed to the beneficiaries either directly or through the
trustees, but not to the author of the trust. It is the trust
corpus that triggers the attribution provisions and its target is
limited to the direct yield; a new business founded on loans is
outside the firing range.

The innovation which dispenses with the annual rituals
which firms have to go through for the continuance of their
registration with the revenue authorities, has been getting increas-
ingly popular after the courts held that there was nothing
legally wrong with it. Since the income is derived by the bene-
ficiary not from any asset entrusted to the trustee but out of
the trustee’s income-producing skills, the provisions of section
60 which seek to nullify transfers of income without transfer of
assets, cannot be invoked for assessing the income in the hands
of the trustee who conducts the business, though it is obvious
that he is deliberately deflating his own income and average
tax-rate by this means. The contention that the income from
the business belongs to the trust and that it is receivable for or
on behalf of the beneficiaries is supported by a court ruling.!®
There is also a ruling to the effect that if, under a settlement, a
portion of the gains from speculation made with the settled
resources is to be made over to the settlor, it cannot be held that
the settlor is having a portion of the assets or income of the
trust retransferred to himself aud the trust is, therefore,
revocable.1®

An interesting illustration of the extent to which the
Revenue is required to suspend its disbelief, is provided by the
case of a lady who settled Rs. 5,000 in trust for the benefit of
her son, his wife and his two minor sons. The son and
his wife were appointed as the trustees. The trust-deed
expressly authorised them to undertake a new business or
industry. The trustees obediently ventured into business, which
included consultancy services based on the professional
experience of the son, in the interest of the four beneficiaries
including himself, his wife and his two minor children. The
revenue authorities sought to tax the son on the entire income
of that business, but this was not approved by the court. The
court held that the Revenue had no right to see through the
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business to ascertain whether it was in reality the son’s “‘show”’.
According to the court, it is not permissible in law, so far as
trusts are concerned, to pierce the veil as in the case of a com-
pany, with a view to finding out the person behind the scene,
The trustees have been held to be under a legal obligation to
carry out the objects of the trust and follow the directions in
the trust-deed, subject to the provisions of the Indian Trusts
Act. If they fail in their duty they are accountable for their
omissions and commissions in their capacity as trustees.!” This
seems to be a case of the triumph of form over the substance
of a settlement.

It is obvious that it will not be proper to leave the chojce
of taxable persons to Judicial construction alone, If trusts are
to have unrestricted freedom to manoeuver, resort to benami
transactions will be rendered unnecessary. Tax can be comfor-
tably avoided within the framework of the trust law.

(ii) Trusts for daughter-in-law and son’s minor children

The utmost care will be required in making any modifica-
tions in the statute that may be called for, since the plugging of
one loop-hole may sometimes result in the opening up of
another. How an oversight in drafting can leave a gap, which
the taxpayers are quick to exploit, can be illustrated with
reference to trusts which are created for daughters-in-law and
grandchildren, as substitutes for direct and indirect trans-
fers of assets, which were covered by a provision in section
64(1)(vi) of the Income-tax Act, in accordance with one of the
recommendations of the Direct Taxes Enquiry Committee
(Wanchoo Comnmittee).!® However, it appears that generation-
skipping is feasible even without a separate trust : a grand-
mother who has a life interest in the income from some settled
property is free to assign it to her grandchildren. When there
is diversion of income before it accrues in favour of the life-
tenant there is no scope for taxing the life-tenant!®.

(iii) Cross trusts

Since direct transfers to spouse, minor child, daughter-in-
law or minor child of a son are hit by the aggregation provi-
sions of sections 64(1)(iv) and (v) of the Income-tax Act and
4(1)(a)(i) and (ii) of the Wealth-tax Act, log-rolling is resorted
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to. If A and B find themselves in the same predicament, i.e.,
if both have close relatives to whom they want to transfer funds
without being stalked by the Revenue, A can set up a trust for
B’s relatives and B can create a trust for the members of 4’s
family.”® The inter-relation between the trusts should not be
manifest, for the courts have held that covenants actuated by
a mutual understanding can be taken to form a single disposi-
tion.®! But even replicated operations may be made less
vulnerable if they are skilfully devised and staggered over a
period of time. Itis difficult for the Revenue to establish the
motive of every transaction and to bring on record definite
evidence to show that two transactions occurring on different
dates were planned at the same time.

(iv) Trusts of brief duration in which discretion is exercised by
bencficiarics

Since the scope for tax avoidance through the conventional
specific trusts is limited and discretionary trusts have got
into disrepute, new types of trusts have been evolved during the
last ten years, with the following features :

(i) The period of duration of the trusts is divided into
several sub-periods and the beneficiaries, who are
usually young and have relatively small incore, are
shuffled from time to time. The trust provisions are
also diversified for the different sub-periods, which
never stretch beyond six years.

(ii) The income beneficiaries in each sub-period are speci-
fied, say, as 4, B, C, and D. The trustee is authorised
to offer the income of the trust first to 4, say between
the 1st September and the 30th October. If the offer
is rejected by 4, the trustee turns to B between the
1st November and the 3lst December, and goes
through a similar drill. The same motions are follow-
ed on every disclaimer. If the income cannot be
distributed on account of renunciation by all the
specified beneficiaries, the trustee can apply it to
charities. This ritual is repeated with varied benefici-
aries in each sub-period, till the end of the drama. In
the last sub-period, the corpus of the trust fund is
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distributed in definite, prescribed proportions either to
the beneficiaries or their legal heirs or their nominees.
The beneficiaries, who receive any income may declare
it as part of their total income; and the trust itself will
not be assessed to tax on it.

This is a type of trust in which the last word rests with the
bencficiaries; and the trustees are not armed with any discre-
tionary powers. How far annual disclaimers of interest are
tenable is not free from doubt: a disclaimer is considered
ineffective in Canada unless it is absolute and unqualified.

For purposes of the wealth tax, however, the uncertainties
in regard to the quantum of wealth receivable by a beneficiary
may result in the application of the provisions of section 21(4)
of the Wealth-tax Act. Under section 2(e)(i)(v) of the Wealth-
tax Act, an asset is so defined as not to include any interest in
property, where the interest is available to an assessee for a
period not exceeding 6 years from the date on which it vests in
him. Since, in these trusts, the duration of the sub-periods is
less than 6 years, none of the beneficiaries is likely to derive
any interest from the trust fund for more than 6 years and
therefore, the present value of the interest for such sub-periods
cannot be considered as an asset assessable to the wealth-tax in
the case of any of them. In the result, the wealth tax may be
levied on the value of the assets held on trust either at the
rates specified in Part I of Schedule I or at the rate of 3 per
cent, whichever is more beneficial to the Revenue.

(v) Charity as a beneficiary in a private trust

The competence of a trustee of a charitable trust to embark
on a business which does not subserve the primary purpose of
the trust is open to doubt. However, if a business is held in a
private trust, there can be no objectionin law to making a
charitable institution a beneficiary in it.2> In such a private
trust, the shares of the beneficiaries, including the charity, may
be identifiable and the income of the charity will be liable to tax
like the income of an individual or an association of persons.
If one is unable to make donations to a public charity in excess
of the ceiling prescribed for tax relief purposes under section
80G of the Income-tax Act, one can get round the restriction
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by setting up a trust for carrying on his business and assigning
a part of the busincss income to charity*".

An interesting variant is a trust which is a public charity
and a private family settlement by turns. Charity is declared
as the sole intermediate beneficiary of the income and the
corpus during the minority of a person in respect of whom the
provisions of section 64 regarding income-splitting may other-
wise be applicable.”* Gift tax is also avoided in such a case.”®

(vi) Ambivalence in regard to accumulation trusts

Accumulation trusts have not fared badly, thanks to judi-
cial construction of the implications of accumulation of income
in terms of a trust deed.

Section 64(1) (vii) of the Income-tax Act provides that in
computing the total income of an individual, there shall be
included all such income as arises, directly or indirectly, to any
person or association of persons from assets transferred other-
wise than for adequate consideration to the extent to which
the income from such assets is for the immediate or deferred
benefit of his or her spouse or minor child (not being a married
daughter) or both.”¢ This provision does not appear to be
adequate for aggregating the income accumulating for the
benefit of an infant during the period of his minority, with the
income of the parent who has made the settlement. It may
cover a benefit that is immediately available, but the actual
enjoyment of which is put off to a subsequent year but not one
dependent on his becoming a major.*” The distinction is
between an income or a benefit that has materialised but that
is stored for the beneficiary’s advantage later and income or
benefit that will accrue to the beneficiary only on a certain
contingency.

When a settlement by a parent directs the capitalisation of
the income every year till a child attains majority or for a
specific period extending beyond the minority of the child, when
the enlarged capital, with all its accretions, will be paid to him,
the beneficiary has only a contingent interest, which will not
ripen into a vested interest before he reaches the age of majority
or the stipulated period expires. No benefit has immediately
arisen and been shelved. In such circumstances, therefore,
there is no income to be added to the income of the settlor.™®
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When the accumulated income becomes payable to the
beneficiary eventually, he is no longer under the disability of
infancy. He is capable of exercising his rights; and the income
ceases to be includible in the income of the parent who made
the settlement under the existing provisions of the Income-tax
Act which cover only income accruing or arising to the child,
immediately or on deferred basis, while he is still 2 minor.

The value of the property, whichis held in trust, is inclu-
dible, however, in the wealth of the parent who has transferred
it to the trust as long as the beneficiaries are minor sons or
minor unmarried daughters in terms of section 4(1){(a) of the
Wealth-tax Act.*® Such inclusion may be challengeable where
a public charity is made the sole beneficiary of the income as
well as the corpus for the duration of the minority of the
settlor’s children with the further stipulation that the charity
will have the interest in the remainder, if the children do not
survive their minority.

Where three separate trusts were created for accumulation
of the income from shares in a private company for a period of
ten years, the interest of the beneficiary, though contingent on
his being alive beyond ten years, was held to be still includible
in his taxable wealth from the vesting date3® The position
would be different if the beneficiary had no right to demand
that the trustees should spend any particular amount out of the
trust fund for any of the purposes mentioned in the trust deed
and the trustees had the absolute discretion to expend such
part of the corpus as they thought fit for the benefit of the
beneficiary. In such a case, the beneficiary’s interest which is
contingent, say, on his completing a certain age, will not be an
asset includible in his or his parent’s wealth.3' The interest
cannot be taken to be even contingent, if the trustees are
empowered to distribute the corpus among the income bene-
ficiary, his wife, and his children in the manner they consider
best and on a date of their choice.3?

(vii) A trust for a Hindu Undivided Family

While a discretionary trust has been surviving like a cat
with nine lives and the accumulation trust is tied to minors, the
specific trust has been widening the range of its service. It is
possible to set up a trust exclusively for the benefit of all the
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members of a family.3® The converse, viz., the creation of a
trust by a Hindu undivided family for the benefit of its members
is, however, disapproved by some of the courts because a trust
cannot alter the course of devolution of property under the
Hindu law of succession. Trusts can be created only with
properties that can be gifted; and the assets of a Hindu
undivided family cannot be abstracted from the family estate or
gifted even to the members by the karta except in certain
specific circumstances.?* It may not, therefore, be proper to
set up a trust with any assets of the family as the corpus for the
benefit of some of the corparceners or even of all of them.*’

Settlements are not, however, precluded in a case in which
there is only one male member. No partial or total partition can
be effected in such a family, in the absence of a coparcener
entitled to demand partition; but settlements can be made by
the karta, distributing assets among the ladies in the family.
Shares in firms can be allotted by him to the individual ladies
and the income from them cannot be added to the familv’s.
The Hindu undivided family can thus divest itself of some of its
sources of income and reduce its tax liability.

Even where the karta of a Hindu undivided family that has
several coparceners sets up a trust with cash and other movable
assets of substantial value, it is not free from controversy
whether such a trust which may be voidable if the coparceners
object, can be taken to be, per se. void®, particularly if the
claims of all the members of the family have been given due
consideration in devising the trust. A family settlement, in
which all the coparceners acquiesce, may sidestep partitions. A
trust of this type offers an alternative to a partial partition, of
which the income-tax authorities may refuse to take cogni-
sance under sub-section 9 of section 171 of the Income-tax Act.

Apart from by-passing the legal objections to recognition of
a partial partition, the creation of a trust safeguarding the
interests of all the members of the family and making suitable
provisions for them in conformity with the line of devolution
prescribed under the Hindu Succession Act, 1956, has the
advantage of avoiding the gift tax. Since the instrument of trust
will merely define and specify the benefits which the individual
members of the family will be entitled to and which they have
been enjoying through their dormant rights in the family, there
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is no transfer, as such, of any property. The coparceners will
continue to hold in severalty what they would have obtained
by the law of survivorship or on a partition, in the normal
course.

It is open to a coparcener, who has interest in a trust
property, to impress his interest under the trust with the
character of Hindu undivided family property. Since section 58
of the Trusts Act permits any beneficiary, who is competent, to
contract to transfer his interest, the coparcener can throw his
right to receive any income from a trust property into the
common stock of the joint family by making a unilateral
declaration to that effect.?” Section 64(2) of the Income-tax
Act and section 4(1A) of the Wealth-tax Act have been recently
amended to frustrate avoidance of tax by an individual's
impressing his own property in this way with the character of a
“Hindu undivided family”’ property. However, the amendment
can still be made ineffective by creating a trust for the benefit of
the members of the family individually, instead of transferring
the income or the corpus to the joint family as such. The
income and the assets cannot be added to the individual’s
income or wealth after the creation of the trust, unless the
beneficiary is the spouse or a minor child.

(viii) A trust for a company or a chamber of commerce

There can be a trust of the shares of a company for the
company’s own benefit. While a company is prohibited from
purchasing or holding its own shares by section 77 of the Com-
panies Act in India, there is no baron a shareholder’s bequeath-
ing his shares to the company. If a shareholder sets up a trust,
a trustee appointed by the shareholder may hold the shares
for the benefit of the company. Where a company holds its own
shares directly, the effect is a reduction in its capital to that
extent. The position is slightly different where the shares are
registered in the name of a trustee; there is no reduction in
capital, though the trustee will have to vote in accordance with
the company’s directions, whenever necessary.®® A trust of
this type raises the question of the tax treatment of the
dividend declared by the company in respect of the shares in
trust. The Companies Act, 1981, in the UK now allows a limited
company to buy back its own shares out of distributable profits
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or out of the proceeds of fresh issue. Earlier, this was prohi-
bited by section 54 of the Act.

Equally intriguing is the case of a trust set up by a
chamber of commerce for constructing a building and letting
it out for meetings, etc., 75 per cent of the net collections
being payable to the chamber. While the Comptroller and
Auditor General has taken the view that the trust is liable to
the wealth tax, the revenue authorities have assumed that it is
saved from the tax, since the chamber, which is the main
beneficiary of the trust income, is exempt from the tax. The
Comptroller and Auditor General’s point is that the ownership
of the property does not vest in the chamber and the wealth
tax liability, which attaches itself to the trust under section
21(1A), of the Wealth-tax Act, is not affected by the limited
interest enjoyed in the income by the chamber.?®

(ix) Partnership concern for thwarting the gift tax

A trust is a multi-purpose tool. It can secure large savings
not merely in the income and wealth taxes, but also in the
companion taxes, viz., the gift tax and the estate duty. A gift
has been defined to mean the transfer by one person to another
of any movable or immovable property, made voluntarily and
without consideration in money or money’s worth. Accordingly,
any property settled in trust in favour of any person other than
a public charitable or religious institution is liable to the gift
tax. The tax is avoided, however, by the transfer of a property,
in the first instance, to a partnership concern which is formed
temporarily. Since one cannot trade with oneself, there is no
tax liability when properties which were acquired at a nominal
cost years ago are passed on to the firm as part of the partner’s
capital.'® As there is no bar under the Partnership Act to a
trust’s being a partner through a trustee,® the settlor and the
trust that he has created can both be partners in a firm. The
partnership may be dissolved after some time, the under-valued
assets held by the firm being transferred to the trust at the value
at which they have been transferred to the firm by the settlor
against his capital in the firm. The transfer of the properties to
the trust cannot be subjected to either the capital gains tax or
the gift tax, in view of section 47 (ii) of the Income-tax Act and
the general trend of opinion in the courts that is there is no
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tax liability when assets are distributed by a firm to its
partners. 4

(x) Artificial stipulations in regard to sale of trust property

Where a covenant provides that a certain property held in
trust can be sold only to the beneficiaries and at a price fixed in
the covenant or the trust deed, the market value of the property
is, for tax purposes, ordinarily to be pegged to the value speci-
fied in the covenant or trust deed. A provision has been made
in the Wealth-tax Act with effect from April 1, 1980, to ignore
any such restriction in the valuation of the property for wealth-
tax purposes.*® In the absence of a similar provision in the Gift-
tax Act, the gift tax and estate duty liability can be substantially
lowered through such covenanted restrictions when any property
is gifted in settlement. If G hasthus left a property to S, his
son, subject to the condition that if he sells it, the first option
to make the purchase should go to his grandsons or any other
relatives who need pay only a specified amount (which is much
less than the market value), gift tax and estate duty will be
assessable only on the value so frozen, though the market value
may be the basis adopted in a comparable case without any
such condition. An amendment to the Gift-tax and Estate Duty
Acts, similar to the one already made in the Wealth-tax Act,
may remove this discrimination. The market value does not
diminish merely because there is a dynasty situation, i.e., a gift
is made within the family and the asset gifted has been received
as a part of the family heritage. The anomaly is heightened
when a larger tax is demanded in similar circumstances where
the only element that is lacking is the grandfather’s fiat.

(xi) Deemed gifts outside the purview of the Estate Duty Act

A novel technique use to foil the gift-tax liability was utili-
sation of powers of appointment and release of interest. The
beneficiary who had the powers of appointment and also the
right to release his interest in a trust, designated several other
trusts as beneficiaries in his place and thereafter relinquished
his interest in the trust. By this process a beneficiary transferred
his interest from one set of trusts to another without incurring
any gift-tax liability on the transfers. This device was counter-
acted by amending the definition of the expression “transfer
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of property” in section 2 (XXIV) (c) and also including a pro-
vision covering renunciations of interest in section 4(1)(e) of
the Gift-tax Act. The exercise of a power of appointment of
property vested in any person who is not the owner of the
property, to determine its disposition in favour of any person
other than the donee of the power, is to be taken as “transfer
of property”” with effect from April 1, 1980. It will be immate-
rial whether the power of appointment is general, or special or
subject to any restrictions as to the persons in whose favour
the appointment may be made. Similarly, where a life tenant
or a remainderman surrenders or relinquishes his interest in the
property or otherwise allows his interest to be terminated with-
out consideration or with inadequate consideration, the value of
the interest surrendered or forfeited shall also be deemed to bea
gift after April 1, 1980.44

There are, however, areas where these amendments to the
Gift-tax Act may not achieve their object. To illustrate, the
terms of a settlement were altered and the settlor’s son made
the sole beneficiary under the powers reserved to the settlor.
The settlor thereafter released and disclaimed his power of
revocation and alteration or new appointment of beneficiary.
The court held that the change in the beneficiary was a unilateral
act and the subsequent bona fide surrender of the power of
appointment would not be chargeable to the gift-tax. The con-
tention of the Revenue was that in view of the power of revoca-
tion, the settlor should be taken to have been the absolute owner
of the trust assets till he appointed his son as a beneficiary and
surrendered his powers of fresh appointment or change. This
was not accepted by the court.*’

The estate duty is chargeable on gifts other than charitable
gifts, made by the deceased less than two years before his death.
In the absence of any provision to hold that, in this context,
gifts should be taken to include releases of life interest, etc.,
deemed to be gifts under the Gift-tax Act, there is no scope
for including the value of the relinquished life interest, etc., in
the estate of the deceased for estate duty purposes. There is
no transfer of property within the meaning of section 53 of the
Transfer of Property Act where the lifc-estate holder surrenders
his intetest and thereby accelerates the interest of the remain-
dermen. The courts have held that there will be no estate
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duty liability where the surrender has been made in favour of
the entire body of persons with reversionary and absolute inte-
rest and not in favour of any chosen individuals forming part
of the body of remaindermen. The release of life interest is a
self-induced, unilateral action, while a gift is, ordinarily, a
bilateral transaction.®

(xii) Discretionary trusts

The reduction in the maximum rate of income tax including
surcharge to 67.5 per cent in non-company cases and the levy
of tax at that rate on discretionary trusts have diminished their
attraction but not put them out of commission. The reason is
that the proviso to section 164(1) makes exceptions in certain
circumstances. One of these exceptions relates to a trust in
which “none of the beneficiaries has any other income charge-
able under this Act exceeding the maximum amount not
chargeable to tax in the case of an association of persons or is a
beneficiary under any other trust.” Ifa trust has two private
limited companies as its beneficiaries and the income of each of
them is below Rs. 15,000 they will gain by this provision, since
the tax-exempt threshold for an association of persons is
Rs. 15,000 at present. This is a gap in the fence which requires
mending. The proviso to section 164(1) lays down that tax
shall be charged on the discretionary part of a trust’s income
“as if it were the total income of an association of persons”,¥
and once the trust is charged to tax, the beneficiary companies
cannot be assessed on the same income again on its distribution
to either or both of them. Persons controlling or owning non-
industrial private limited companies which are liable to tax at
65 per cent plus surcharge on their total income may plan to
form trusts if the other income of the companies is below

Rs. 15,000.
There is also scope for tax savings schemes based on the

absence of a definition of the term “beneficiary’’. One can
contend that he does not become a beneficiary till he actually
receives a benefit and that the mere right to consideration by
the trustee while distributing the trust income does not make
that income belong to him. He can not, on this count, be
deprived of the benefit conferred by clause (i) of the proviso to
Section 164(1). If two persons are eligible to receive benefits
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under several discretionary trusts and they have no other income
of their own chargeable to the income tax, and if the trustees
of none of the trusts distribute any income to them during the
relevant year of account but accumulate the income under the
terms of the trust deed, the trusts having income above the tax-
exempt threshold will be liable to pay tax as if their total income
is that of an association of persons.

Another exception to the operation of the provisions of
section 24(1) seems also to be unwarranted. A discretionary
trust that has been constituted under a will escapes the automa-
tic application of the maximum marginal rate to its entire
income, if it is the “only trust so declared” by the testator. This
stipulation has little relevance to the issue, for even a single
discretionary trust can cause a large loss of revenue. And if it
is a “warm body trust”, its corpus may continue to receive
transfers of valuable properties from relatives and friends of the
testator or the beneficiaries even after the testator’s death. It
will not cease to be a testamentary trust merely because of its
subsequent growth.*®

Some confusion has been created by the introduction of sec-
tion 167-A dealing with “associations of persons” from April 1,
1981. The new provision charges tax on the total income
of an association at the maximum marginal rate, where the
individual shares of the members (other than a company or a
cooperative society) in the income of the association are indeter-
minate or unknown.** What are the implications of the proviso
to sub-section(1) of section 164 in this context 2 Will all the
exceptions to the general rule regarding application of the
maximum marginal rate to a discretionary trust cease to be
relevant after April 1, 1981, since the income of a discretionary
trust which satisfies any of the conditions set out in the proviso
to sub-section (1) of section 164 will suffer tax “‘as if it were the
total income of an association of persons”? There is a fear that
the proviso may be taken to be nullified by section 167-A on
the ground that a discretionary trust is, in effect, an association
with members whose shares are indeterminate ot unknown. The
argument is that if the beneficiaries of a trust are to be assessed
like an association of persons, section 167-A coalesces with the
proviso to sub-section (1) of section 164. Tax will accordingly
be chargeable at the maximum rate, even if none of the bene-
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ficiaries is a beneficiary under any other trust or has any other
income chargeable under the Act. The position may be the
same where the trust is a testamentary one and the testator has
not been responsible for any other trust. This fear may be
unjustified in view of the fact that section 164 is directed against
the trustees, who are representative assessees and not agaiast
the beneficiaries, and that in the absence of an express provision
to the contrary, trustees of the discretionary trusts coming
within the purview of the proviso will be liable to pay tax under
the proviso and not as an association under section 167-A. The
fact that discretionary trusts which conform to the provisions
of the almost identically worded proviso under section 21(4) of
the Wealth-tax Act are required to pay tax at the relevant
marginal rates specified in Part I of Schedule I to the Act and
not like an association of persons with members whose shares
are unknown, governed by section 21AA of the Wealth-tax
Act, supports the view that the proviso to section 164(1) is
unaffected by the new section 167-A of the Income-tax Act.

The attack on discretionary trusts under the Wealth-tax
Act is two-pronged. In determining their total wealth, no
deduction under clauses XV, XVI, XXII, XXIII, XXIV, XXV,
XXVI, XXVII, XXVIII and XXIX of section 5(1) of the
Wealth-tax Act is allowed, vide explanation 2 to section 21(4)
of the Wealth-tax Act. This means that even if the funds of
discretionary trusts are invested as deposits in banks or coopera-
tive societies or under schemes notified by the Central govern-
ment or in Government securities, shares, approved debentures,
etc., such investment will not enable them to get any relief in
the computation of their net wealth. Apart from this, a discre-
tionary trust has to pay tax on its net wealth at the rate of three
per cent or at the rates specified in Part I of Schedule I, which-
ever course is more beneficial to the revenue. The categories of
trusts that are saved from the operation of section 164(1) of the
Income-tax Act are, however, excepted for wealth tax purposes
also, under the proviso to section 21(4) of the Wealth-tax Act.
Tax will be levied in the excepted cases at the rates specified in
Part I of Schedule 1.

If the discretionary trusts have not been jettisoned despite
the severe damages they have suffered through the amendments
to the Income-tax and Wealth-tax Acts during the last few
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years, it is because they have not ceased to be serviceable, in
certain circumstances, even for avoidance of these taxes, and
they are not hit by the estate duty. The estate duty is attracted
only by property which “‘passes” on an individual’s death, i.e.,
property which he has left or which changes hands or in which
rights have been modified by reason of his death. Since no
such consequence can follow where any property is held in a
discretionary trust and the deceased is only one of several
persons eligible for consideration by the trustces while assigning
the benefits available in the trust, the property is unharmed by
the estate duty.

Properties under discretionary trusts were escaping the duty
in the UK also till, by an amendment of the law, the dutiable
slice of the trust capital was worked out on the basis of the
income paid to a beneficiary during a specified period preceding
his death, expressed as a fraction of the entire income of the
trust during that period. As pointed out in Chapter 4, the
change in the law to enable the determination of the property
passing on the death of a discretionary beneficiary at a propor-
tionate value of the corpus based on the ratio of the income
derived by the beneficiary discouraged the formation of these
trusts to some extent; and the current levy of a periodical
capital transfer tax on all properties held in discretionary trusts
may further contribute to their discarding.

Where a scttlor is himself one of the discretionary beneficia-
ries, he has been held in India to have reserved to himself an
interest in the settled properties and thus been trapped by
section 12 of the Estate Duty Act which subjects settlements
with reservation to the estate duty.®* The implied assumption
is that the trusteces are likely to be susceptible to the settlor’s
influence. If this assumption is carried to its logical conclusion,
the trustees may follow the settlor’s secret instructions even if
he is not a direct beneficiary himself, and the scttled property
should be deemed to pass on his death. This conclusion is not,
however, acceptable to courts. A trust does not cease to be
discretionary even if there is only one surviving beneficiary, and
the trustees can either refrain from application of the trust
income or make payments to the beneficiary. It is only if the
beneficiary is entitled to assign or surrender or release  his
interest in the trust that he will be liable to the wealth tax and
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that the estate will be subjected to the estate duty on his death.
The need for a modification of the Estate Duty Act is obvious.

~ (xiii) Purchase of interest after death

Certainty has been counted as one of the principal merits
of the levy of the estate duty; but how one can give the slip to
the duty on death is shown by a trick taking its cue from a
decision in the House of Lords in the UK. All that is
necessary is the acquisition of the remainderman’s interest for a
short period extending beyond the life-tenant’s death, and its
“grafting” on the life tenancy. This results in the continuance
of the life-tenant’s interest in the property in question tiil the
expiry of the stipulated period, even after he has closed his eyes
on this world. According to the House of Lords, what passes
on the death of the life-tenant in such a case is only the
actuarial value of the interest superimposed on the life-tenancy
for the short while that it is projected beyond the grave.®

(xiv) Reservation of benefit without charging it to
any specific asset

Certain provisions of the Indian Estate Duty Act are in
pari materia with those which were in force in the UK
till 1975. Despite this fact, however, there is an occasional
divergence in the construction of almost identical provisions.

The Supreme Court in India has, for example, held®® that
duty cannot be charged under section 10 of the Estate Duty
Act unless the benefit reserved to the deceased has arisen out of
the gifted property itself and that a collateral benefit will not be
adequate to attract it. This differs from the view taken in the
UK.5® The Supreme Court decision can lend itself to abuse by
enabling a settlor to reserve all the benefits he wants for himself
without specifically charging them on the estate settled by him.
As long as the benefits do not attach themselves to any parti-
cular asset, the Revenue cannot reach them.

(xv) Annuities payable by a trust

A good way of reducing tax liability for the head of a
family owning and managing a thriving business may be to
have the ownership of the business transferred in trust for the
benefit of his children, keeping for himself only the right to a
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fixed annuity for life. The same course can be availed of for
transfer of patents, copyright and the like to the family without
attracting gift tax liabillty, for the annuity can be reasonably
argued to be the consideration for the transfer of the assets.
The trust is thus used as a pipe through which assets as well
as the taxpayer’s income pass to the recipients.

While a life intcrest in the income from a property is, in a
sense, a life interest in the capital, an annuity does not have to
be correlated to any fixed proportion of the capital.’® An
annuity is a fixed amount, unaltered by changes in the
yield of a trust property®®, and where a beneficiary receives an
annuity from a trust, it cannot be said that his interest in the
trust is indeterminate or unknown.*® What is important is the
intention of the settlor— whether the beneficiary has been
offered a pre-determined sum cvery year, encrcaching on the
capital if there is a short-fall in income, or whether he can get
only the net income of the trust fund.’? Section 40 of the
Estate Duty Act provides that the value of the benefit accruing
or arising from the cesser of interest on the death of the bene-
ficiary shall

(i) if the interest extends to the whole income of the
property, be the principal value of the property; and

(i) if the interest extends to less than the whole income, be
the principal value of an aliquot part of the property,
j.e., proportionate to thc income to which the interest
extended.®

Where an annuity of a fixed amount is payable, the annuitant
can accordingly te taken to be entitled to such proportion of the
capital as his annuity bears to the whole income of the settled
property®.

It is interesting to see how the drafting of an instrument
can determine whether a receipt is liable to or exempt from
tax. If a settlement provides for an annuity, vesting the
trustees with the discretion to make up deficiencies in income
by drawing on their capital, the entire annuity is treated as
income.®® Capital sums which are successively received, stand
the risk of being treated as income®?, unless the amounts vary,
there is no regularity in the receipts and the payments are not
planned in the trust deed. Sometimes the settlor is stung by
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the income tax when he receives his own capital back.®? But
in the UK where a capital sum was paid by a charitable orga-
nisation in consideration of which the recipient covenanted to
make annual payments, it was held that the payments were not
really annuity in terms of section 52(1) of the Taxes Act 1970;
the payments were treated as contributions to charity, in respect
of which the charitable organisation claimed tax refund. When
it was argued that Parliament could never have intended to
exempt from the taxing provisions any arrangement solely
designed to obtain fiscal advantages as in this case, Lord
Wilberforce observed that such a canon of interpretation would
not be workable. The question to be decided was whether a
certain series of transactions in a certain legal form did or did
not fall within the taxing words. If they did not, Parliament
could change the law if it liked but the subject was entitled to
be judged under the law as it stood at the relevant time.%

The precise terms of an instrument of trust are no less
decisive in determining the liability to the wealth tax where an
annuity is granted to a recipient for life and thereafter equally
to all his children. If the annuitant is not entitled to call upon
the trustee to commute the annuity into a lump sum grant or
sell it for a capital payment or otherwise dispose of it, its value
is excluded from his net wealth under section 2(e)(1)(iv) of the
Wealth-tax Act.® It is only if the annuitant is vested with
powers of disposition over the annuity, that the capitalised
present value of the annuity will be included in his wealth for
tax purposes. It is odd that the present value of life tenancy
should be subjected to the wealth tax, but an annuity for a
fixed amount for the life of the beneficiary should be exempted
from the tax, though the value of the annuity can also be
computed, like the value of life tenancy, on the basis of the
life expectancy of the annuitant. An annuitant may have no
more freedom to negotiate with the trust for a lump sum in
settlement of his annuity than a life tenant in regard to his
life tenancy. Any tax differentiation based on their respective
rights to demand commutation would be artificial.

(xvi) Personal services and income-earning assets

There is no scope for* etting up a trust for professional
services.®® Section 5 of the Indian Trusts Act visualises only
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an obligation attached to property; and the most important
characteristic of a property is that it shoulb be capable of being
owned. The personal skill of a person cannot be classed as
property for which a trust can be constituted. A trust cannot
hinge on the services or professional competence of a third
party. There cannot be a vested rtight to the services or the
income ecarned by any individual. A trust cannot be founded
on a transfer of income, but on the property which yields the
income.f¢ However, there is no legal impediment to a business
being conducted by a trust and the services of individuals being
fully utilised by it, with or without remuneration. Thus, if a
doctor functions as a free consultant in a medical shop held in
trust for his wife and minor son, to which he has not himself
transferred any asset, no income can be attributed to the doctor
and assessed in his hands. Since the object is to minimise the
family taxes by accepting no fee or less than full compensation
for the services, where a father undertakes to manage a corpora-
tion or a business that is held in trust for the benefit of his wife
or children, there is reduction in the overall tax obligations of
the family. There is no remedy in law, at present, to escape-
ment of proper tax liability through the use of an individual’s
initiative, expertise and experience in the service of his family
through the trust ploy. It is only the transfer of his financial
and physical assets that is caught by the Income-tax and
Wealth-tax Acts.

In the USA,% a taxpayer, on the termination of his insur-
ance agency, assigned to a family trust his right to receive the
renewal commission which he had earned through the insurance
policies secured by him in the earlier years. Since the taxpayer
was following the cash method of accounting, the commission
could not be taxed to him unless he actually received it in cash.
The commission was subsequently collected by the trustees and
held for the tenefit of the family memters. The question was
whether the commission was includible in the taxpayer’s income
or the assignee’s income. The Court of Appeal held that it was
a case of transfer of a property right. However, the Supreme
Court reversed the order, holding that the mere power to collect
commission was insufficient to shift the income to the assignee
for tax purposes. Personal services income did not become
property which could be transferred to any other tax payer. It
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is difficult to say what view courts in India would take on the
facts of this case. Itis evident, however, that this is a case in
which the services which had earned the right to the income
had already been rendered. What had been postponed was the
mere realisation of the income. Irrespective of whether the
commission agent was taxable on the cash or mercantile
system of accounting, the income was his and what he had
assigned to his nominees was only his right to receive it or a
debt. A case of this type does not pose as much difficulty as
one in which some of the important ingredients of a business
other than capital, e.g., entrepreneurship, managerial skill and
personal labour are placed at the disposal or a trust by the
settlor.®®  This is analogous to an individual’s running a
company for the advantage of his family, the shareholders of
the company being members of his family. Itis the difference
in the tax treatment of a company and a trust that operates in
favour of trusts; a company suffers tax at a relatively high rate
on its entire income, while a specific trust entails tax on the
beneficiaries at the marginal rates appropriate to their respec-
tive incomes.

(xvii) The advaniage in unauthorised use of trust
assets by settlor

Under section 63(a) of the Income-tax Act, a trust may be
deemed to be revocable and its entire income added to that
of its author if its instrument contains any provision for the
retransfer, directly or indirectly, of even a part of its income
or assets to him. While it will be courting trouble to provide
for the exercise of unlimited powers by him which may result in
the treatment of the trust income and assets like his income and
assets’, a subtler way of achieving the same end is probably to
reserve only the power to advance loans.” Courts have held
that this power is subject to the general law of trusts and will-
not be hit by section 63(a).”™ Even if the loan is availed of by
the settlor himself and not by any concerns connected with him,
money that is lent cannot be construed as retransfer of the
income or assets of the trust to its author.” And if a benefit is
enjoyed from the trust, despite there being no provision in the
instrument authorising it, the beneficiary may protest or take
legal action against the author and the trustees, but the revenue
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has no cause for grievance. An impropriety on the part of the
trustee or even settlor cannot justify the trust’s being deemed
to be revocable for tax purposes.” It is only a lawful right
to recassume power over the trust assets that can result in the
trust’s being held revocable,™ not an abuse of power.

(xviii) Trust assets used by beneficiary or his nominee or a
concern in which he is interested

Trusts are also copying some of the tax-avoidance methods
orginally patented by companies, without being subjected to the
latter’s disabilities. For instance, where a trust lends money to
the nominee of a beneficiary, or a firm or a company in which
the beneficiary or a close relative of the beneficiary is interested,
without charging any interest, or on an interest which is much
lower than the commercial rate, the advantage enjoyed by the
beneficiary or his nominee or relative or associate from such a
loan cannot be deemed to be income derived by the beneficiary
for purposes of determining his liability to the income tax.™

Where a house which a trust can let out on a good rent is
occupied by the beneficiary, the beneficiary can be assessed to
tax on the basis of the rent that may be payable or might
have been ordinarily paid for the house carlier, and also for the
tax, if any, paid by the trustee.”® If the house is permitted to
be occupied by a nominee or a relative of a beneficiary for his
residence at a pepper-corn rent or for being sublet to the advan-
tage of the nominee or relative, there is no reason why the
income which the trust has deliberately foregone should not be
reckoned to be a part of its income for tax purposes.

These are not mere theoretical niceties but possibilities
which have been recognised in section 13(1)(c) of the Income-
tax Act dealing with cases in which the income or property of a
charitable or religious institution is applied or used for the
benefit of the author of the trust, any of the trustees or any of
their relatives. It is only because discretionary trusts have been
diverting their income to such of their beneficiaries as are
liable to less tax than the others, that they have received so
much legislative attention.

A typical example of the constant battle of wits between
the taxpayer and the Revenue is provided by the wealth tax
treatment of jewellery. A benefit in kind which was exempt
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from the wealth tax till March 31, 1963, was use of jewellery
held in trust.” The amendment of section 5 (1)(viii) of the
Wealth-tax Act in 1971, with restrospective effect from 1963,
withdrawing the tax exemption in respect of jewellery, had the
effect of chasing the jewellery to take refuge in “close” com-
panies which were not liable to the tax. Trusts were driven to
hold shares of the close companies instead of the jewellery. This
shelter has now been pulled down by section 40 of the Finance
Act, 1983, which has revived the levy of the wealth tax in
the case of close companies with effect from the assessment
year 1984-85.

(xix) Provisions out of step with public policy

Under the Hindu law, the illegitimate son of a brahman,
kshatriya or vaishya is entitled to maintenance and not to any
share of inheritance, while the illegitimate son of a person
belonging to any other castes is entitled to a share of the inheri-
tance subject to certain conditions.”® An illegitimate Muslim
child does not inherit at all from either of its parents under the
Shia law, while under the Sunni law, it inherits from its mother
and other relations though it cannot inherit from the legitimate
son of the same mother.”

The position in regard to a couple who cohabit without
being married or whose marriage is voidable is similar.
Neither of them has any claim on the other’s property as a
matter of right.

The treatment of income from assets transferred directly or
through a trust to a child born out of wedlock or to its mother
is, however, more liberal under the Income-tax and Wealth-tax
Acts in India. “Child” includes an illegitimate child under
section 444(1) of the UK Income and Corporation Taxes
Act, 1970, but not under section 2(15A) of the Indian Income-
tax Act, 1961.

The minor’s income from a trust created by either of his
parents is aggregated with the income of the concerned parent;
and if the trustee is a partner in any firm for the benefit of the
child, the share income is also included in the tax assessment of
the parent with the larger income. These aggregation provisions
do not, however, apply to persons who have illicit relations
with each other or their offspring.®® This differential treatment
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is not in harmony with the provisions of any of the personal
laws, and it serves to encourage the rich to enter into what have
been called Maitreyi Krar—a friendship or companionship
“contract”’—which may be mere euphemism for concubinage.

It is significant that the English and the Australian laws have
specifically removed the disabilities from which children born out
of wedlock suffer; and such reform merits consideration in India
too. However, irrespective of any reform that may be brought
about in the personal law, particularly the law of inheritance, in
this regard, it is evident that there is hardly any justification for
extending a more favourable tax treatment to assets and income
diverted to a person with whom one has been living in con-
travention of the law or a child born of a relationship not
recognised in law, than to one’s lawfully wedded spouse or a
child of such union. It is true that tax laws do not have to take
up moral postures but they certainly have to conform to the law
of inheritance and other laws. Any concession, even if it is
unintended, to those involved in transgressions of the law is
untenable. A few stray deviations from conventions may not
require notice in a permissive society, but what has been
publicised as Maitreyi Krar is a recent phenomenon which can-
not be ignored, since it is not negligible in scale, and it is
incident to money-power and high life.

A similar anomaly resulting from the same blind attach-
ment of importance to formal connubial relationship in disregard
of realities is noticed in the treatment of direct or indirect pre-
nuptial and post-nuptial transfers to a spouse. If a taxpayer
transfers funds or other assets directly to his wife or has them
held in trust for her, section 64 of the Income-tax Act and
section 4 of the Wealth-tax Act immediately swing into opera-
tion. They require the inclusion of the income and the value of
the transferred assets in the taxpayer’s assessments to the income
tax and wealth tax. If he is careful to do his tax-planning, he
will set up a trust for the lady of his choice before he leads her
to the altar.® Tt is passing strange that marriage, which unites
a couple, should be taken to be the dividing line for tax pur-
poses. Pre-marriage financial arrangements are considered
sacrosanct and the revenue cannot go behind or ignore them;
but the husband and wife are treated as one flesh and the tax
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liability in respect of transfers of assets made after their marriage
fastens on the transferor.

(xx) Liability to the wealth-tax and estate duty where property
is held in a private religious trust

A Hindu deity is assessable as an individual through its
shebait.® Trusts for worship of family deities are subject
accordingly to the income tax®®. Similarly, the mutawalli of a
waqf functions like a shebair and is assessed to the income tax,
although the wagqf property is dedicated to God. The position
is, however, not clear in regard to the wealth tax and estate
duty. Properties settled in trust for “poojas” (offering of
prayers to God) and other ceremonies that have been and are
being pcrformed for the benefit and well-being of the author
and the members of his family cannot be aggregated with the
author’s wealth, since they are not for his individual benefit or
the benefit of his wife and minor children alone. The trustees
would be liable for assessment under section 21 of the Wealth-
tax Act but there is no scope for the inclusion of the properties
in the wealth of the settlor under section 4(1)(a)(iii) of the
Wealth-tax Act™ or for subjecting them to estate duty liability
on the death of any of the members of the family who might
have derived any spiritual benefit from them. So far as wagfs
are concerned, it has been held that the right of a beneficiary
to receive remuneration®® or an aliquot share of the net income
of the waqf property is an asset within the meaning of the
Wealth-tax Act and that the capital value of such a right is
assessable to the wealth tax®S,

It would appear that it is only the right of the shebair to
any benefit from a Hindu private religious trust that is liable to
the estate duty on his death. All properties dedicated to a
deity in a Hindu endowment seem to be outside the purview of
the Estate Duty Act, since the property belongs in perpetuity
to God.®” But, if the matter is considered objectively and
realistically, the conclusion is irresistible that every private
religious or quasi-religious trust, including a debuttar estate that
is served by a shebait, a math that is managed by a mahant and
a waq f that has a mutawalli to superintend it, should be subjected
to both the wealth tax and the estate duty. Semi-religious
endowments in which the public have no interest provide easy
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means of avoidance of the wealth tax and the estate duty. The
argument against the levy of the wealth tax on the estate as a
whole is that God is treated as an individual only for the
limited purpose of income tax liability of a debuttar estate.
How far section 21(A) of the Wealth-tax Act will aid the
Revenue in taxing the entire value of a debuttar or a waqf estate
is yet to be tested in the courts while the estate duty is clearly
out of the question®. The tax liability will be negligible if it
is determined with reference to the usufruct of the individual
beneficiaries, if any. In fact, even the income tax liability is
inconsiderable in the case of a private religious trust, which is
free from the inhibitions imposed by sections 11, 12, 12A and
13 of the Income-tax Act on a public religious or charitable
trust, e.g., treatment of voluntary contributions as income. A
private religious trust enables enjoyment of the exclusive privi-
leges and other obvious advantages of privacy, including the
performance of personal acts of piety, at the cost of the
Revenue. The corpus of the trust, which is inalienable, passes
also to the legal heirs and successors of the settlor, in perpetuity,
without any erosion attributable to tax at any point of time. A
private religious trust may not even come to the notice of the
Revenue because it is not required to be registered with the
Commissioner of Income Tax under section 12-A of the Income-
tax Act.
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