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Prelude

India, as a country, has a long history of joint families and also joint family properties.
Traditionally, members of a family were residing together and were engaged in common
businesses. Families were together in food, worship and property. The wealth of the family,
which belonged to all, was either held as joint family property or was held in the name of family
members with an understanding that such properties would be common properties of all family
members. This traditional system was designed to ensure the welfare and continuity of the

family unit.

Succession within this framework was governed by intricate personal laws, primarily Hindu
law, which dictated the rights of coparceners (those with a birthright in ancestral property) and

other family members.

With societal shifts, including urbanization, economic changes, and evolving individual
aspirations, India has witnessed a gradual but significant move towards nuclear families. This
transition has brought about a new set of challenges concerning family properties. As families
become smaller and more independent, the traditional joint family structure and its associated

property management mechanisms became ill-suited to modern realities.

The very nature of joint ownership often led to disputes regarding management, income
distribution, and the eventual division of assets. There were increasing number of cases of
family disputes, particularly concerning the title and ownership of properties that were once
held jointly. As is well known, things do not always remain rosy and not always the members
of the family or their successors have identity of thoughts. This results in disputes/issues which
ultimately boils down to conflicting claims of various family members over various family

properties.

In this evolving scenario, instruments like Family Arrangements and Trusts have emerged as

crucial tools for managing and transferring family wealth.

A critical aspect of any property realignment, whether through a Family Arrangement or a

Trust, is the tax implication. The mere realignment of properties, even without a formal sale or



transfer, can trigger various tax liabilities, including capital gains tax, stamp duty, and
registration charges, depending on the nature of the transaction and the specific legal
instruments used. Understanding these implications is paramount to ensuring that family
wealth is preserved and transferred efficiently, without unforeseen tax burdens. An effort is

made in the present paper to deal with these aspects.

The topic is divided into two parts viz., family arrangements and trust.



Private Trusts

The taxation of private trusts is a vexed issue. Private trusts in contrast with public trusts are
those trusts which are for the benefit of private individuals and not for the benefit of the public

or section of public at large.

The undersigned had prepared a detailed paper on private trust for a conference organised by

AIFTP few years back. Since, the topic is same, [ am referring to the same paper.

. Background - The Indian Trust Act, 1882 (certain important provisions)

Definitions:

Section 3 - A "trust" is an obligation annexed to the ownership of property, and arising out

of a confidence reposed in and accepted by the owner, or declared and accepted by him, for the

benefit of another, or of another and the owner.

The person who reposes or declares the confidence is called the "author of the trust":
The person who accepts the confidence is called the "trustee":

The person for whose benefit the confidence is accepted is called the "beneficiary":
The subject-matter of the trust is called "trust-property" or "trust-money":

The "beneficial interest" or "interest" of the beneficiary is his right against the trustee as

owner of the trust-property; and the instrument, if any, by which the trust is declared is called

the "instrument of trust"

Chapter 1I deals with Creation of the Trust

Section 4 - Lawful purpose

A trust may be created for any lawful purpose. The purpose of a trust is lawful unless it is
(a) forbidden by law, or

(b) 1s of such a nature that, if permitted; it would defeat the provisions of any law, or

(c) is fraudulent, or

(d) involves or implies injury to the person or property of another, or



(e) the Court regards it as immoral or opposed to public policy.

Every trust of which the purpose is unlawful is void. And where a trust is created for two
purposes, of which one is lawful and the other unlawful, and the two purposes cannot be

separated, the whole trust is void.
Section 5 —

Trust of immovable property.

No trust in relation to immovable property is valid unless declared by a non-testamentary
instrument in writing signed by the author of the trust or the trustee and registered, or by the

will of the author of the trust or of the trustee.

Trust of movable property.

No trust in relation to movable property is valid unless declared as aforesaid, or unless the

ownership of the property is transferred to the trustee.
Section 6 - Creation of trust.

Subject to the provisions of section 5, a trust is created when the author of the trust indicates

with reasonable certainty by any words or acts (a) an intention on his part to create thereby a

trust, (b) the purpose of the trust, (c) the beneficiary, and (d) the trust-property, and (unless the
trust is declared by will or the author of the trust is himself to be the trustee) transfers the trust

property to the trustee.

Section 7 -Who may create trusts.

A trust may be created—

(a) by every person competent to contract, and

(b) with the permission of a principal Civil Court of original jurisdiction, by or on behalf of a

minor,

but subject in each case to the law for the time being in force as to the circumstances and extent

in and to which the author of the trust may dispose of the trust property.
Section 8 - Subject of trust.

The subject-matter of a trust must be property transferable to the beneficiary. It must not be a

merely beneficial interest under a subsisting trust



Section 9 - Who may be beneficiary.
Every person capable of holding property may be a beneficiary.
Section 10 - Who may be trustee.

Every person capable of holding property may be a trustee; but, where the trust involves the

exercise of discretion, he cannot execute it unless he is competent to contract.
Acceptance of trust

No one bound to accept trust. A trust is accepted by any words or acts of the trustee indicating

with reasonable certainty such acceptance.

Revocation or extinguishment of the trust

Section 77 - Trust how extinguished.

A trust is extinguished—

(a) when its purpose is completely fulfilled; or
(b) when its purpose becomes unlawful; or

(c) when the fulfilment of its purpose becomes impossible by destruction of the trust-property

or otherwise; or

(d) when the trust, being revocable, is expressly revoked.

Section 78 - Revocation of trust.

A trust created by will may be revoked at the pleasure of the testator.

A trust otherwise created can be revoked only—

(a) where all the beneficiaries are competent to contract - by their consent;

(b) where the trust has been declared by a non-testamentary instrument or by word of mouth—

in exercise of a power of revocation expressly reserved to the author of the trust; or

(c) where the trust is for the payment of the debts of the author of the trust, and has not been

communicated to the creditors—at the pleasure of the author of the trust

Section 79 - Revocation not to defeat what trustees have duly done.



No trust can be revoked by the author of the trust so as to defeat or prejudice what the trustees

may have duly done in execution of the trust.



B. Types of Trusts (relevant for income tax purposes)

1.

Revocable: A trust that can be revoked (cancelled) by its settlor at any time during this life;

2. Irrevocable: A trust will not come to an end until the term / purpose of the trust has been

fulfilled;

Section 63 of the Income-tax Act, 1961 (‘the Act’), defines the term ‘revocable transfer’ as

under:

Section 63(a) A transfer shall be deemed to be revocable if—

(i) it contains any provision for the re-transfer directly or indirectly of the whole or any part
of the income or assets to the transferor, or

(ii) it, in any way, gives the transferor a right to re-assume power directly or indirectly over
the whole or any part of the income or assets

Further, section 63(b) states that transfer includes trust.

Discretionary/ Indeterminate: An arrangement where the trustee may choose, from time to
time, who (if any-one) among the beneficiaries is to benefit from the trust, and to what extent;
(income as well as capital) the beneficiary, thus, has no more than a hope that the discretion

would be exercised in his favour.

Determinate/ Specific: The entitlement of the beneficiaries is fixed by the settlor at the time

of settlement or by way of a formula, the trustees having little or no discretion;

Under the Act, Explanation 1 to section 164 explains the meaning of the term indeterminate as

under:

“(i) any income in respect of which the persons mentioned in clause (iii) and clause (iv) of
sub-section (1) of section 160 are liable as representative assessee or any part thereof shall be
deemed as being not specifically receivable on behalf or for the benefit of any one person unless
the person on whose behalf or for whose benefit such income or such part thereof is receivable

during the previous year is expressly stated in the order of the court or the instrument of trust



or wakf deed, as the case may be, and is identifiable as such on the date of such order,

instrument or deed ;

(ii) the individual shares of the persons on whose behalf or for whose benefit such income or
such part thereof is received shall be deemed to be indeterminate or unknown unless the
individual shares of the persons on whose behalf or for whose benefit such income or such part
thereof is receivable, are expressly stated in the order of the court or the instrument of trust or
wakf deed, as the case may be, and are ascertainable as such on the date of such order,

instrument or deed.”

The Courts have held that a Trust would be determinate trust even if the Trust Deed only
provides for manner of computation of beneficial interest of each beneficiary (e.g. equally,
among all living family members or a case where the beneficial interest in the Trust would vary
due to birth and demise of family members) and may not state the interest of each beneficiary
in absolute terms. [See CWT vs. Trustees of H. E. H. Nizam’s Family (Remainder Wealth)
Trust (1977) 108 ITR 555 (SC), CIT v. India Advantage Fund-VII [2017] 392 ITR 209
(Karnataka HC), CIT v. Bapalal [2010] 321 ITR 322 (Mad. HC) & Pandit v. CIT [1972]
83 ITR 136 (Bom HC)]

5. Combination trusts namely: of (1) - (1i1)/(iv), (i1)- (ii1)/(iv)



. Some of the objects for creation of trusts

Inheritance tax planning

There is a possibility of reintroduction of Estate duty which levies tax on inheritance. An
inheritance tax is the tax levied on any person who inherits money or property i.e. tax on
property passing off on death of an individual. It is however possible to structure business and
family assets under an appropriate trust entity so as to mitigate inheritance tax as it is passed
onto generations. For example, one possible way of mitigation could be through creation of an
irrevocable discretionary trust which apart from preserving the value of business and sustaining
future growth, also facilitates maintenance of required control of the promoters, easy
management, efficient distribution of income and wealth, along with mitigation of inheritance

tax on devolvement of assets.

Trusts to reduce tax incidence

Earlier trusts used to be created rampantly for income tax planning. However, with the
introduction of tax at Maximum marginal rate (“MMR’) in the year 1985, on the discretionary
trusts in a case where even one of the beneficiary has income chargeable to tax at MMR, the
avenue for exploiting such vehicles has been curtailed.

Still, there are certain areas where private trust especially, the discretionary trust, can be used
as an income tax planning tool. Benefit can be taken of the fact that the share of the
beneficiaries of the discretionary trust cannot be ascertained. For example, deemed dividend

u/s 2(22)(e), transactions between related party u/s 40A(2) etc.

Protection against unforeseen action by creditors/lenders

A Trust is again a very important vehicle to safeguard assets for the benefit of one’s family
from a potential insolvency in future. In such a situation the purpose is dual. The settlor may
not want to let go of the entire control of the property but at the same time fears that if he
continues to own it in his name it may be attached in any action against him for recovery of
debts. Such planning is subject to the fact that the same is made well in advanced and is not

with the intention of defrauding one’s creditors.

Trusts for the benefit of minors / persons not competent to contract.

A settlor of the trust may want either his minor children or a person with disability to enjoy the

property he holds. However, he may not be in a position to manage the properties himself or



for some reason believes that he may not survive the minority of the beneficiary or survive the
person with disability. In such an event a private trust is created whereby during the period of
minority or until the beneficiary attains a particular age or until the death of the person with

disability the property is settled on a trustee.

Trust for welfare of the employees - Gratuity/Superannuation/Provident Fund/ ESOP trusts

As employers, corporations or other business entities are under an obligation to ensure welfare
benefits to their employees in the form of provident fund, pension, gratuity and in some cases
superannuation. These obligations are continuing obligations and are to be discharged on the
occurrence of a particular event or the superannuation of an employee. Since, these obligations
would involve pay out of substantial funds to the beneficiaries it is common to create trusts and
the business entities make annual contributions to ensure that the obligations can be discharged
when they arise. The objective of creation of these trusts is that if these funds are left at the
disposal of the employers fund may not ultimately be available when the obligations arise on
account of mismanagement. The law therefore mandates creation of such trusts.

Further, trusts are also created for transfer of shares under ESOPs scheme, wherein the trust

act as an extended arm of the company issuing such shares.

Trust as an investment holding vehicle

The importance and efficiency of Trusts being used as investment holding vehicle is
significant. Apart from the fact that it ensures retention of control over the business and increase
in efficiency, it also provides tax efficient treatment of income upstreaming and asset
upstreaming. The transfer of income by the Trust to its beneficiaries should not result in any
additional taxation in the hands of the said beneficiaries. Similarly, the transfer of asset by the
Trust to its beneficiaries should also not have any tax implications [this is subject to our

discussion on provision of section 56(2)(x)].

Offshore trusts

Frequently, offshore Trusts are used by returning non-resident Indians to block the levy of the
Indian tax law to the wealth earned by them while they were living abroad. This is typically
done by creating an offshore Trust before the NRI returns back to India and contributing the

foreign wealth within that offshore Trust.



D. Taxation of Private Trusts

We may break the taxation of private trusts into two parts: viz taxation of private revocable

trusts and taxation of private irrevocable trusts.

1. Taxation of private revocable trusts.

In case where an income is transferred (whether revocable or not) to a person without transfer
of the corresponding asset from which the income arises, the income so transferred would

taxable in the hands of the transferor only (Section 60).

Where an income arises as a result of revocable transfer of asset, such income is to be taxed in

the hands of the transferor (Section 61).
However, provision of section 61 would not apply where the trust is not revocable during the
lifetime of the beneficiary and where the transferor derives no direct or indirect benefit from

such income (Section 62).

2. Taxation of Private irrevocable trust - Brief Background

Under the Act, there are specific sections which lay down certain important provisions in
respect of taxability of private trusts. These provisions are contained in section 160 to 166 of
the Act. These sections (including their predecessors and those under The Wealth Tax Act,

1957) were subject matter of judicial interpretation by various courts.

In case of a private trust, the real owners of the income are the beneficiaries for whose benefit
the trust has been settled. Therefore, the tax should ideally be levied in the hands of the
beneficiaries. However, the Act provides for an alternate mechanism of recovering the tax from

the trustees of the trust on behalf of the beneficiaries.

In this respect, section 160(1)(iv) of the Act treats the trustees of the trust declared by an
instrument in writing who receive or are entitled to receive income on behalf of for the benefit
of any person, as representative assessee. Similarly section 160(1)(v) treats the trustees of an
oral trust, who receive or are entitled to receive income on behalf of for the benefit of any

person, as representative aSSEsSsEe.



Further, section 161 prescribes the liability of the representative assessee. Section 161(1) reads

as under:

“Every representative assessee, as regards the income in respect of which he is a
representative assessee, shall be subject to the same duties, responsibilities and liabilities as if
the income were income received by or accruing to or in favour of him beneficially, and shall
be liable to assessment in his own name in respect of that income; but any such assessment
shall be deemed to be made upon him in his representative capacity only, and the tax shall,

subject to the other provisions contained in this Chapter, be levied upon and recovered from

him in like manner and to the same extent as it would be leviable upon and recoverable from

’

the person represented by him.’

Thus, section 161(1) states that tax shall be recovered from the trustees in the like manner and

to the same extent as it would be leviable and recoverable from the person represented by him.

Section 166 states that “nothing in the foregoing sections in this Chapter shall prevent either
the direct assessment of the person on whose behalf or for whose benefit income therein
referred to is receivable, or the recovery from such person of the tax payable in respect of such

income”

Thus, section 166 states that even the beneficiaries can be assessed in respect of the income of
the trust received by the trustee on their behalf. This is how alternate mechanism exists under
the Act to either assessee the beneficiaries i.e. the real owner of the income or the trustees in

representative capacity.

Important findings in this regard are given by the Hon’ble Apex Court in case of CWT vs.
Trustees of H. E. H. Nizam’s Family (Remainder Wealth) Trust (1977) 108 ITR 555 (SC).

Section 164(1) states that:

where any income in respect of which the trustees are liable as representative assessees or any
part thereof

(1) 1s not specifically receivable on behalf or for the benefit of any one person or

(i1) where the individual shares of the persons on whose behalf or for whose benefit such

income or such part thereof is receivable are indeterminate or unknown

then tax shall be charged on the relevant income or part of relevant income at MMR.



Thus, in case of an indeterminate trust, subject to certain exceptions, the tax is paid by the

representative assessee 1.e. the trustees at MMR.

From the above discussion it can be deduced that, it is not the trust which is taxable. The

beneficiaries are taxable and in the alternate tax can be recovered from the trustees.

Status of the Trust

As can be seen from the above discussion, what is taxable is the income of the beneficiary and
not the receipt by the Trust/ Trustee on behalf of the beneficiary. Thus, the trust per se is not
taxable. In a way, a pass through status is given to the trust because of the peculiar relationship
between the trustee and the beneficiary. Also, the liability to pay tax in a representative capacity
is on the trustee and not on the trust per se. Can therefore, one can say that, trust is a person

under the Act?
Section 2(31) of the Act defines person.

Under the definition of the term person, the trust can possibly be qualified as individual, AOP,

BOI or artificial juridical person.

Trust is not a juristic person and therefore, cannot be considered as an artificial juridical person

- 178 ITR 1(Mad) Thanti Trust vs. WTO

Trust cannot be considered as a Body of Individuals - 188 ITR 253(Bom) Lalchand Tikamdas
Makhija & Anr. vs. CIT

Private trust is not an AOP - CWT vs. Trustees of H. E. H. Nizam’s Family (Remainder
Wealth) Trust (1977) 108 ITR 555 (SC). Also see 188 ITR 224(Bom) CIT vs. Marsons

Beneficiary Trust.

Though there are contrary judgments to the effect that the Trust would constitute an AOP —
CIT vs. Smt. Pushpawati 327 ITR 490 (Del)

As per section 161(1) of the Act, tax shall be levied upon and recovered from the trustee in like
manner and to the same extent as it would be leviable upon and recoverable from the person

represented by him. The Hon’ble Supreme Court in case of Nizam (supra) has interpreted the



above provision to state that “the assessment of the trustee would have to be made in the same

status as that of the beneficiary whose interest is sought to be taxed in the hands of the trustee”

Thus, the status of the trustee would depend upon the status of the beneficiaries. The above

applies in case of a determinate trust.

However, the Court have also held that the trustees constitute an assessable unit and were liable
to be taxed as an Individual — See 88 ITR 47(SC) Trustees Of Gordhandas Govindram
Family Charity Trust vs CIT, CWT vs. Trustees of H. E. H. Nizam’s Family (Remainder
Wealth) Trust (1977) 108 ITR 555 (SC), 221 ITR 649 (Mad), 263 ITR 428(Mad), 201 ITR
989(Cal) etc.

Even CBDT has accepted that the private discretionary trust is assessable as an Individual -

Circular No. 6/2012, dt. 3" August, 2012 reported in 346 ITR (St) 96.

The status of the Trust as an individual is possibly in case of a discretionary trust, where the

income cannot be attributed to any beneficiary.

4. Taxability of Private Determinate Trust.

a. Status of the Trust - would take the same status as the beneficiaries to the extent of their
share

b. Residential status of the Trust — would take the same status as the beneficiaries to the
extent of their share

c. Taxability in the hands of the Trustee or beneficiary? - in so far as the private non-
discretionary trust is concerned, the shares of the real owners of the income i.e. the
beneficiaries is known and therefore, the income can be taxed either in the hands of the
beneficiaries directly or in the hands of the trustees in their capacity of representative
assessee. However, there would be no double taxation. This has been clarified by the Board
in Circular No. 157 dt. 26.12.1974.

d. Taxability in the hands of the trustee — in a representative capacity u/s 161(1) r.w.s. 160
of the Act. Tax shall be levied upon and recovered from him in like manner and to the
same extent as it would be leviable upon and recoverable from the person represented by
him.

The Supreme Court in case of Nizams (supra) has held that



“It is also necessary to notice the consequences that seem to flow from the proposition
laid down in s. 21, sub-s. (1), that the trustee is assessable" in the like manner and to the
same extent "as the beneficiary. The consequences are three-fold. In the first place, it
follows inevitably from this proposition that there would have to be as many assessments
on the trustee as there are beneficiaries with determinate and known shares, though, for
the sake of convenience, there may be only one assessment order specifying separately the
tax due in respect of the wealth of each beneficiary. Secondly, the assessment of the trustee
would have to be made in the same status as that of the beneficiary whose interest is sought
to be taxed in the hands of the trustee....And, lastly, the amount of tax payable by the
trustee would be the same as that payable by each beneficiary in respect of his beneficial
interest, if he were assessed directly.”

Benefits available — All the benefits, deductions or allowances which an individual
beneficiary could have obtained are also available to the trustees assessed in representative
capacity— for instance benefit u/s 54 of the Act. (See 237 ITR 82 (Bom) Mrs. Amy P.
Cama, Trustee of the Estate of Late M.R. Adenwalla vs. CIT)

Rate of tax — If taxable in hands of the beneficiaries then the normal rates applicable to
the beneficiaries. Similar position to apply even if tax recovered from the Trustee in
representative capacity. Section 161(1A) states that, where the income consists of any
profits or gains of business, then the same is to be taxed at MMR, subject to certain
exception. Further, special rates as are applicable to special category of income like long
term capital gain would continue to apply. [See in favour - Mahindra & Mahindra
Employees' Stock Option Trust [2015] 44 ITR(T) 658 (Mumbai - Trib.), Jamsetji
Tata Trust v. JCIT [2014] 148 ITD 388 (Mumbai - Trib.). Against — DCIT v. India
Cements Educational Society [2016] 46 ITR(T) 80 (Chennai - Trib.) and Companies
Incorporated in Mauritius, In re [1997] 224 ITR 473 (AAR)]

5. Taxability of Private Discretionary Trust.

a.

Status of the Trust - would take the same status as the beneficiaries since the
representative assessee has to be taxed in the like manner and to the same extent as per
section 161 [See the judgment of the Apex Court in case of CIT vs. Smt. Kamalini
Khatau - 209 ITR 101(SC)]. Therefore, if all the beneficiary are of same status i.e. either

individual or company etc. then the trustees would take the same status.



However, if the beneficiaries are carrying different status, then the status of the trustees
cannot be determined. In such cases, the Courts have held that the trustees should be taken
an assessable unit liable to be taxed as an individual (as discussed above).

Proviso to section 164(1) states that, in certain cases tax would be leviable as if it were the
total income of an AOP. Proviso to section 164(1) only lays down that the rate of AOP
would apply and it cannot be inferred therefrom that the trust would be considered as an
AOP.

Residential status of the Trust — would take the same status as the beneficiaries. If all
are resident, the Trustees would be treated as a resident and vice versa. However, in case
where some of the beneficiaries are resident and some are not, then determination of the
residential status of the trustees is a grey area with no reasonable certainty. Though there
are opinions to the effect that the residential status of the trustees would be taken into
consideration, however, there is no or less legal backing.

Taxability in the hands of the Trustee or beneficiary —

In so far as the private non-discretionary trust is concerned, the shares of the real owners
of the income i.e. the beneficiaries is not known. Where the income of the trust accruing
in a particular year is not distributed amongst the beneficiaries, one would not be aware
about the income of any particular beneficiary. In such a case, the tax has to be paid by the
trustee in representative capacity u/s 164(1).

In case where the income has been distributed to the beneficiaries, tax can be recovered
from the trustee u/s 164(1). Further, in such cases, the Courts have held that the tax can be
recovered from the beneficiaries also [See Kamalini Khatau (supra)].

However, as already specified earlier there cannot be any double taxation.

Taxability in the hands of the trustee — in a representative capacity u/s 161(1) r.w.s. 160
of the Act. Tax shall be levied upon and recovered from him in like manner and to the
same extent as it would be leviable upon and recoverable from the person represented by
him. [See Kamalini Khatau (supra)].

Benefits available — it will be difficult to argue that all the benefits available to the
individual would be available to the trustee, unless any specific condition to claim the
deduction etc. has been fulfilled on behalf of any specific beneficiary. However, since the
trustee would be assessable as individual, all benefits so available to an individual would
be available to the trustee.

Rate of tax —



Section 164(1) states that the income of an indeterminate trust would be taxable at MMR.
Though it uses the word ‘charge’, section 164 does not create a charge [See Kamalini
Khatau (supra)].

Proviso, to section 164(1) provides for exceptions to the above rate of MMR and in case
of such exceptions, the rate applicable to AOP would apply.

If tax is recovered from the beneficiaries, it is doubtful whether the rates as applicable to
the beneficiaries would apply or whether MMR would apply in accordance with section
164(1). In my view, it should be the rate as applicable to the beneficiary should apply.
Further, section 161(1A) which provides for taxation of business income at MMR, would
equally apply in case of indeterminate trust.

Also, as discussed earlier, special rates as are applicable to special income like long term

capital gain would continue to apply.



. Other issues:

Income retains the same character when taxed in the hands of the trustees or the beneficiary —

59 ITR 666(SC) - CIT vs. H.E.H. Mir Osman Ali Bahadur. The natural corollary of this

would be that the tax would also be charged at the specific rates applicable to special category

of income (already discussed above).

. Credit of Tax in case of other person — There is a possibility that in case of a determinate trust,
the Officer, by resorting to section 166 and in case of a discretionary trust, by resorting to the
judgment in case of Kamalini Khatau (supra), assess the beneficiary though tax would have
been paid by the Trustees; or a reverse case where the tax is paid by beneficiary, the Officer
would like to tax the Trustees. In such cases, the Courts have held that credit of taxes paid by
one should be given to the other. [See (1966) 60 ITR 74 (SC) ITO v. Bachu Lal Kapoor, 33
ITR 517(Bom) Trustees Of Late Sri R.J. Vakil vs. CIT]

The representative assesse is also liable for penalty as by virtue of Section 160(2), such

representative assessee is deemed to be assessee [See 100 ITR 551(All) Pratap Chandra vs.
ITO]

Family arrangement vis-a-vis the assets settled under trust — there can be a family arrangement

in respect of the assets of the trust. This is provided the trust deed provides the trustee with
powers to enter into such kind of arrangement. If the family arrangement is between the
beneficiaries of the trust and same is even otherwise permissible in terms of the trust deed, then
such family arrangement would be valid and binding and the benefits of the judicial precedents
as brought out later in the part dealing with family arrangement can be claimed, if at all the
same are brought to tax. However, if the terms of family arrangement seeks to distribute assets
beyond the provisions of the trust deed say to a non-beneficiary or in a proportion different
from what has been prescribed in the trust deed, then there would be some ambiguity as to
whether such arrangement can at all be entered. One can argue, as already brought out earlier,
that if a family arrangement is a valid family arrangement, then the Courts have leaned in
favour of upholding the same instead of disturbing the same on technical or trivial grounds.

Legal lacunae or formal defects are ignored to uphold the spirit of family arrangement.



5. Taxability in the hands of the transferor — Where a settlor irrevocably transfers any asset by

way of a trust to a trustee, and if such an asset is held as capital asset in his hands, then such
transfer would be exempt from taxation as per section 47(iii) of the Act. Accordingly, the
recipient i.e. the beneficiary/ trustee will get the cost of acquisition of the previous owner as
per section 49(1) and even the period of holding would include the period for which such asset
was held by the previous owner.

In case, if the settlor holds the asset as stock in trade, then business loss would be booked in
his case. Correspondingly, the recipient would not get the advantage of extended period of

holding and cost to the previous owner

6. Taxability u/s 56(2)(x)

Background
Section 4,5 have to be given effect to read with section 161. As held by Apex Court in case of

Nizam (supra), trustees are taxable u/s 4 and 5 read with section 160 and 161. Without section
160, 161, no effect can be given to section 4 and 5. Same principle would be applicable to
section 56(2)(x). Thus, even while interpreting section 56(2)(x), reference should be made to
section 160 and 161 of the Act to arrive at a conclusion that it is not the trust per se which is a
taxable entity, but the beneficiary and alternatively the trustee on behalf of the beneficiary

which can be taxed.

Let us analyse various transactions to which section 56(2)(x) can be attracted.

a. Settlement of any sum of money or any property by the settlor on the trustee to be used for the

benefit of the beneficiaries or any subsequent donation by any person.

Taxability in the hands of the trustee —

Section 56(2)(x) levies tax on receipt of property without consideration or for inadequate
consideration. When a settlor settles a property on the trustee, there is an obligation on the
trustee to use the property for the object of the trust and for the benefit of the beneficiaries. It
can therefore, be said that on settlement of Trust, when the Trustee is receiving the property,
there is an obligation accepted by the Trustee and acceptance of such obligation would be an
adequate consideration for the receipt of property, thereby ousting the applicability of section

56(2)(x).



Trustee receives the property which is to be held in a fiduciary capacity for the benefit of the
beneficiaries. No gain, profit or rights accrue in the favour of the trustee in his personal
capacity. In fact section 51 of the Indian Trust Act, 1882, clearly states that a trustee may not
use or deal with the trust-property for his own profit or for any other purpose unconnected with
the trust. In such a scenario, it cannot be said that Trustee acquires a right in rem or any
beneficial right in the property which would be sine qua non for being taxed u/s 56(2)(x).
Reference in this regard can be made to the judgment of the Apex Court in case of Nizam,
wherein the Court held that “the very concept of a trust connotes that though the legal title
vests in the trustee, he does not own or hold the trust properties for his personal benefit but he
holds the same for the benefit of others, whether individuals or purposes.” Further, in the said
case, the Court held that under the Wealth tax Act, 1957, what can be taxed in the hands of the
trustee would be the value of the interest of the beneficiaries in the property and not the value
of the property per se. By extending this logic, one can state that whatever is held by the Trustee
is for the beneficiaries and therefore, nothing can be taxed in his hands.

The above reasoning would apply whether a trust is determinate or indeterminate.

Taxability in the hands of the beneficiary—

Determinate trust

In case of determinate trust, one view which exists is that the beneficiary doesn’t receive any
property physically, though he receives a beneficial interest in the property as the legal
ownership of the property vests with the trustee. As per section 3 of the Indian Trust Act, 1882,
the "beneficial interest" or "interest" of the beneficiary is his right against the trustee as owner
of the trust-property. The said expression has been interpreted by the Supreme Court in case of
W.O. Holdsworth vs. The State of Uttar Pradesh [1958] 33 ITR 472 (SC) as “The trustee
is thus the legal owner of the trust property and the property vests in him as such. He no doubt
holds the trust property for the benefit of the beneficiaries but he does not hold it on their
behalf. The expression "for the benefit of" and "on behalf of" are not synonymous with each
other.” Thus, the rights which the beneficiary get is a limited one and such right in the property
is not covered within the definition of term property as covered by section 56(2)(x) and

therefore, no tax would be leviable.

The other view which exist is that the property is received by the trustee on behalf of and for

the benefit of the beneficiary. Such receipt of the property by the beneficiary direct would have



attracted the provisions of section 56(2)(x) of the Act and therefore, the term “in the like

manner and to the same extent” would bring such income within the ambit of section 56(2)(x).

However, the above view is subject to the conditions mentioned in the trust deed in this regard.
The Madras High Court in case of CIT vs. Muthukrishnan 260 ITR 526(Mad), held that where
the specific sum of amount was required to be credited to the corpus of the trust and the same
was to be distributed to the beneficiaries only in the year of termination of the trust, such
amount cannot be taxed in the hands of the beneficiaries and therefore, in the hands of the
trustees. Similarly there may be a case where the beneficiary of income may be one person and
beneficiary of corpus may be another person. In such case, one has to look into the trust deed

to consider the tax treatment u/s 56(2)(x).

Indeterminate trust

In case of an indeterminate trust, on settlement, the trustee is granted the power and discretion
to decide the beneficiary who is supposed to receive the property of the trust. The Supreme
Court has held in case of CWT v. Estate of HMM Vikramsinhji of Gondal - 268 CTR 232
(SC), that in case of a discretionary trust, the beneficiary acquires nothing more than a hope
that the discretion would be exercised in his favour. In such a case, there is no question of

taxability in the hands of the beneficiary.

Exception as given under proviso to section 56(2)(x)

Certain clauses are given in proviso to section 56(2)(x) which provides for the exceptions. The
tenth clause is dealt with separately.

If receipt by the beneficiary from the settlor would be covered by such exceptions, then no

taxability arises.

For example:

If all beneficiaries of the trust are relatives of the settlor/ donor, then the receipt of the property
cannot be taxed. If it is a determinate trust and only some of the beneficiaries are relatives of
the settlor/ donor, then to the extent of their share, section 56(2)(x) cannot be attracted.

In case of a discretionary trust, the benefit of this exemption can be taken only when all the

beneficiaries are relative of the settlor/ donor.



Similarly, receipt of property on the occasion of the marriage of the beneficiary cannot be

taxed.

Thus, one has to look at all the exceptions provided in the proviso and nature of the trust to

determine the exemption available under the relevant clauses.

Receipt of property from an individual by a trust created or established solely for the benefit
of relative of the individual [Clause (X) of the proviso to section 56(2)(x)]

The said clauses state that receipt by a trust from an individual would be exempt if the
beneficiaries are the relatives of the individual. Merely because the exception clause provides
for only one situation does not mean the other situations would be taxable. It is settled law that
an exemption may be out of abundant caution and cannot be interpreted to mean that the
transaction was otherwise exigible to tax [ See CIT v. Madurai Mills - 89 ITR 45 (SC)].
Also, as already discussed above, one has to take into consideration the provisions of section
160 and 161 while determining the taxation of receipts u/s 56(2)(x) i.e. tax is not levied on the
trust but on the beneficiaries and only in the alternate it is recovered from the trustee.

Also, interesting to note is the fact that under Clause (I) of the proviso, receipt from any relative

1s exempt whereas under this clause, receipt by trust consisting of all relatives is exempt.

Distribution / payment by the trustee out of the corpus or out of the income to the beneficiary.

First and foremost thing — when the receipt of the sum of money/ property/ accrual of any
income has already been subject matter of tax in the hands of the trustee or beneficiary, then
on distribution of such income/ property, no taxable event arises in the hands of the beneficiary.
Accordingly, neither the trustee can be taxed in a representative capacity nor the beneficiary.

This is because, there can be no double taxation of the same income.

If on the receipt of any sum of money/ property, no tax was paid by the beneficiary or by the
trustee on behalf of the beneficiary, in such cases a taxable event arises on receipt of such
property or sum of money by the beneficiary on distribution. Such sum of money/ property

would be taxable as the same can be stated to be received without consideration.

For example, in a case of a discretionary trust, where the receipt of property on settlement is
held to be not taxable in light of the above discussion, then on distribution to the beneficiary,

the same can be held to be taxable u/s 56(2)(x).



Another view in this regard is that receipt by beneficiaries on the distribution of the corpus of
trust or otherwise cannot be termed to be an amount received 'without consideration' as such
amount would be on extinguishment of beneficial right in the property. Such an argument
would not be helpful in case of a discretionary trust, as already discussed above, in such cases,

the beneficiary does not acquire any right but only a hope.

Applicability of GAAR (Chapter XA of the Act)

If a person creates a trust with a main purpose of obtaining a tax benefit, then the said creation
of the trust can be treated as an impermissible avoidance arrangement and the provisions of

GAAR may be invoked, subject to the threshold prescribed in this regard.



Family Arrangement

A family arrangement is a mechanism for resolving intra-family property disputes amicably.
There is no formal law in this regard, though the principles touching upon this aspect of law
are laid down in many judgments. It is a unique concept having no statutory backing. In other

words, this is a judicially recognized concept i.e., a judge made law.

Concept of family arrangement

Halsbury’s Laws of England' defines a family arrangement as "an agreement between members
of the same family, intended to be generally and reasonably for the benefit of the family either
by compromising doubtful or disputed rights or by preserving the family property or the peace

and security of the family by avoiding litigation or by saving its honour".

It would be apt to refer to the findings of the Hon'ble Supreme Court in case of Kale and
Ors v. Deputy Director of Consolidation and Ors?, which brings out the entire concept of

family arrangement at one place.

“By virtue of a family settlement or arrangement members of a family descending from a
common ancestor or a near relation seek to sink their differences and disputes, settle and
resolve their conflicting claims or disputed titles once for all in order to buy peace of mind and

bring about complete harmony and goodwill in the family. The family arrangements are

governed by a special equity peculiar to themselves and would be enforced if honestly made.

The object of the arrangement is to protect the family from long drawn litigation or perpetual
strifes which mar the unity and solidarity of the family and create hatred and bad blood

between the various members of the family.

A family arrangement by which the property is equitably divided between the various

contenders so as to achieve an equal distribution of wealth instead of concentrating the same

! Halsbury’s Laws of England (5th Edn.) Vol. 91 (2012), p. 623, para 903.... reference
https://www.scconline.com/blog/post/2022/05/1 1/family-settlements-legitimising-traditions-over-time/
2(1976) 3 SCC 119




in the hands of a few is undoubtedly a milestone in the administrating of social justice. That is

why the term "family" has to be understood in a wider sense so as to include within its fold not

only close relations or legal heirs but even those persons who may have some sort of antecedent

title, a semblance of a claim or even if they have a spes successions so that future disputes are

sealed for ever and the family instead of fighting claims inter se and wasting time, money and

energy on such fruitless or futile litication is able to devote its attention to more constructive

work in the larger interest of the country. The Courts have, therefore, leaned in favour of

upholding a family arrangement instead of disturbing the same on technical or trivial grounds.
Where the Courts find that the family arrangement suffers from a legal lacuna or a formal
defect the rule of estoppel is pressed into service and is applied to shut out plea of the person
who being a party to family arrangement seeks to unsettle a settled dispute and claims to revoke

the family arrangement under which he has himself enjoyed some material benefits.

In other words to put the binding effect and the essentials of a family settlement in a concretised

form, the matter may be reduced into the form of the following propositions:

(1) The family settlement must be a bona fide one so as to resolve family disputes and rival
claims by a fair and equitable division or allotment of properties between the various members

of the family,

(2) The said settlement must be voluntary and should not be induced by fraud, coercion or

undue influence:
(3) The family arrangement may be even oral in which case no registration is necessary;,

(4) It is well-settled that registration would be necessary only if the terms of the family
arrangement are reduced into writing. Here also, a distinction should be made between a
document containing the terms and recitals of a family arrangement made under the document
and a mere memorandum prepared after the family arrangement had already been made either
for the purpose of the record or for information of the court for making necessary mutation. In
such a case the memorandum itself does not create or extinguish any rights in immovable
properties and therefore does not fall within the mischief of s. 17(2) of the Registration Act and

is, therefore, not compulsorily registrable;

(5) The members who may be parties to the family arrangement must have some antecedent

title, claim or interest even a possible claim in the property which is acknowledged by the



parties to the settlement. Even if one of the parties to the settlement has no title but under the
arrangement the other party relinquishes all its claims or titles in favour of such a person and
acknowledges him to be the sole owner, then the antecedent title must be assumed and the
family arrangement will be upheld and the Courts will find no difficulty in giving assent to the

same,

(6) Even if bona fide disputes, present or possible, which may not involve legal claims are
settled by a bona fide family arrangement which is fair and equitable the family arrangement

is final and binding on the parties to the settlement.

This Court has also clearly laid down that a family arrangement being binding on the parties
to the arrangement clearly operates as an estoppel so as to preclude any of the parties who

1

have taken advantage under the agreement from revoking or challenging the same.’

The above passage from the decision of the Hon'ble Apex Court succinctly brings out the
concept of family arrangement, the pre-requisites for a valid family arrangement and the

consequences flowing therefrom.
To summarise, some of the important facets of a valid family arrangement are as under:

1. Bonafide: The arrangement must be genuine, aimed at resolving family disputes.
The motive cannot be tax avoidance or fraud;

11. Purpose: To buy peace of mind and bring about complete harmony and goodwill
in the family;

1il. Present or possible disputes: Disputes may be present or may be possible disputes

which may arise in future;

1v. Division of properties: The arrangement is through a fair and equitable division of
properties;
v. Voluntary Nature: The agreement must be voluntary and not induced by fraud,

coercion, or undue influence;

vi. Meaning of family: the term "family" has to be understood in a wider sense so as
to include within its fold not only close relations or legal heirs but even those
persons who may have some sort of antecedent title, a semblance of a claim or even

if they have a spes successions. It cannot be confined only to a group of persons



who were recognised by law as having a right of succession or claiming to have a
share;

vii.  Antecedent Title or Claim: The parties to the arrangement must have some
antecedent title, claim, or interest in the property, however tenuous. The
arrangement works on the assumption that it acknowledges and defines this pre-
existing title rather than creating a new one . Even if one party has no title, but
another party relinquishes their claim in his favour, the antecedent title is assumed
to exist;

viii.  Consideration: The consideration for the arrangement is not monetary but is the
expectation of preserving family peace, settling disputes, and ensuring amity and

goodwill; and

1X. Oral Arrangement or written arrangement: A family arrangement can be made
orally. In such cases, as there is no document, no registration is required. If it is
written then the requirement for registration depends on the nature of the written
document. A mere memorandum prepared after the family arrangement had already
been made either for the purpose of the record or for information of the court for
making necessary mutation, itself does not create or extinguish any rights in

immovable properties and is, therefore, not compulsorily registrable.

If the family arrangement is a valid family arrangement, then the Courts have leaned in favour
of upholding the same instead of disturbing on technical or trivial grounds. Legal lacunae or

formal defects are ignored to uphold the spirit of family arrangement.

Income-tax incidents

A family arrangement would generally involve transfer of various properties/ assets between
family members or parties to the family arrangement and simultaneous receipts by the other
family members/ parties. Such assets are mostly held as capital assets by family members. Such

transfer from one person to another, technically invites the provisions of the Act.

However, the Courts, having considered the bona fide and the necessity of the family
arrangement, have held family arrangement not to be a "transfer" under Section 2(47) of the

Act. The Courts have held that transfer of asset under an family arrangement do not attract



capital gains tax under Section 45. Further, in some cases, the Courts have equated the transfer
under family arrangement with distribution of assets on partition of an HUF. This principle,
established in numerous judicial pronouncements, is founded on the legal fiction that a family
arrangement is merely a recognition and crystallisation of pre-existing rights, not the creation

of new ones.
Some of the decisions of the High Courts in this regard are as under:

1. CIT vs. R. Nagaraja Rao®
“This Court had an occasion to Consider the aforesaid questions in the case of K.N.
Madhusudhan (Gift Tax Appeal Nos. 1 & 2 of 2008) disposed off on 6th September,
2010, In the aforesaid Judgment it was held that the word transfer' does not include
partition or family settlement as defined under the Act. It is well-settled that a partition

is not a transfer. What is recorded in a family settlement is nothing but a partition.

Every member has an anterior title to the property which is the subject-matter of a
transaction, that is, partition or a family arrangement. So there is an adjustment of
shares, crystallization of the respective rights in the family properties and therefore it
cannot be construed as a transfer in the eye of law. When there is no transfer there is
no capital gain and consequently no tax on capital gain is liability to be paid. The
tribunal on a proper consideration of the entire material on record has categorically
held that the transaction in question is a family arrangement. There is no transfer, there
is no capital gain and therefore there is no liability to pay capital gain tax.”
2. CIT vs. R. Ponnammal*
“If the assessee found it worthwhile to settle the dispute between herself, her sons and
daughters by making the family arrangement as contained in the document dated 17-
12-1971 that family arrangement cannot be ignored by the tax authorities. Accordingly,
we must hold that the findings recorded by the Tribunal that the document dated 17-
12-1971 constituted a valid family arrangement and there was no transfer of property
involved within the meaning of section 2(xxiv) and there was no liability to gift-tax
either under section 4(1)(a) or under section 4(2), are correct.”

3. CIT vs. Sachin P. Ambulkar?®

312013] 352 ITR 565 (Karnataka)
411987] 164 ITR 706 (Madras)
>12014] 42 taxmann.com 22 (Bombay)



“3. The ITAT following the decision of the Apex Court in the case of Maturi Pullaiah
v. Maturi Narasinham AIR 1966 SC 1836, held that there is no transfer of assets in the
family arrangement and the amount received by the assessee is part of the family
arrangement and not towards the transfer of any capital assets and hence no Capital
Gains Tax liability arises. In our opinion, the decision of the ITAT is based on finding
of facts, hence no question of law arises.”
4. CIT vs. Kay Arr Enterprises®

“10. Hence, the Tribunal has rightly found that the impugned transfer of shares by way
of family arrangement would not attract capital gains tax, as the same is a prudent
arrangement to avoid possible litigation among the family members and is made
voluntarily and not induced by any fraud or coercion and, therefore, cannot be

doubted.”

This tax neutrality is stemming out of the rationale that the family arrangement does not create
new rights but only acknowledges and defines the pre-existing titles of the family members

and therefore, there is no transfer involved.

Bonafide arrangements

At the same time, it cannot be a matter of course that the family arrangement would be
considered to be an untouchable device. The arrangement must be a genuine effort to resolve
disputes. If it is found to be a sham or a collusive transaction designed to evade taxes, it will
be disregarded by the courts. The Courts would reject the scheme of family arrangement if it
is found out that the scheme was to avoid tax and there is no substantiation of family dispute’.
Now, with the recent judicial trends, transactions are looked at with a magnifying glass to

determine the sham nature of transaction.
Involvement of Corporate Entities

One more exception to the above, would be where a corporate entity is made a part of the

family settlement. High Courts have held that the company, being a separate legal person, is

612008] 299 ITR 348 (Madras)
7[1998] 230 ITR 114 (P&H) Banarsi Lal Aggarwal vs. CGT ; [2020] 420 ITR 71 (Bombay) P.P. Mahatme vs.
ACIT; [1989] 177 .T.R. 259(M.P.) S.R. Kalani (HUF) v. C.I.T.



liable for capital gains tax as the transaction constitutes a 'transfer' for the company. The
Hon'ble Bombay High Court in B.A. Mohota Textiles Traders (P.) Ltd. v. DCIT? held that
a transfer of shares by a company, even if pursuant to a family arrangement, is a "transfer" in
the hands of the company and is liable to capital gains tax. The court reasoned that extending
the benefit would require lifting the corporate veil, which is generally impermissible at the

taxpayer's request.

Similarly, the Hon'ble Karnataka High Court in Sea Rock Investment Ltd®. held that a
company, being a separate legal entity, cannot be a direct party to a family arrangement in the

same way as an individual, and any transfer by it would be taxable.

This view in my humble opinion needs a revisit.

Application of section 56(2)(x)

Though, the realignment of properties is not considered as transfer of properties, nonetheless,
properties are still received by some or the other persons. Taxability u/s 56(2)(x) arises on
receipt and not on transfer. Therefore, there may arise an issue, that though section 2(47) and

45 are not applicable, but provisions of section 56(2)(x) may apply.

As already brought out earlier, the taxability u/s 45 is because the scheme is not considered as
transfer. Further, the reason why it is not considered as transfer is because the Courts have held
that family arrangement does not create new rights but only acknowledges and defines the pre-
existing titles of the family members. Thus, firstly, there would not be any transfer on receipt
of any property under family arrangement. If at all the same is considered as receipt of property,
then the same cannot be considered to be without consideration as the rights in other family
properties are considered to be extinguished which tantamount to consideration for getting
another property. The provisions of Section 56(2)(x), which tax the receipt of property without
or for inadequate consideration, are generally not applicable to genuine family arrangements.
The consideration in a family settlement is the mutual relinquishment of claims and the "buying

of peace," which is considered valid, albeit non-monetary, consideration

8[2017] 397 ITR 616 (Bombay)
9[2009] 317 ITR 253 (Karnataka)



This is apart from the argument, that provisions of section 56(2) are anti-abuse provisions and

therefore, not applicable to a bonafide family arrangement.

Family arrangement vs. partition

A family arrangement is similar to partition of HUF. However, the technical difference would
be that HUF is a formal recognition of a person or an entity (in an informal sense) distinct from
the members. Further, joint family properties would be appearing in the books of HUF as
against in the name of family members. Thus, family arrangement would be to distribute the
assets which stand in the name of the individual family members whereas in case of HUF, it
would be partition of HUF and distribution of assets which stand in the books of HUF. Further,
there are specific provisions in the Act that deal with total/ partial partition of HUF, whereas
no similar provisions exist in respect of family arrangement / settlement. There are some
precedents wherein the Courts!? have equated and provided same treatment to partition and

family arrangement.
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