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The Law and Practice in

Other Countries

Since private trusts originated in the UK, it will be useful to

compare their interaction with taxation in that country with the

Indian experience. The doctrine of separate equitable and legal

interests in the same estate preceded the income tax by centuries

in the UK, unlike India where they were introduced at about the

same time. It is, therefore, obvious that trusts had grown in the

UK out of genuine needs that had little to do with taxation. It

was only with their increasing involvement in tax avoidance

exercises, that family settlements came to acquire an unsavoury

reputation. It is difficult to say whether the high rates of tax

drove the taxpayers to devise ingenious financial arrangements

or the high rates were the consequence, partly or wholly, of

the large-scale tax avoidance and evasion with which the

United Kingdom has been vexed as much as India. The truth

is probably that the damage was mutual, the contribution of

sheer cupidity being no less than that of the frustration and

despair caused by an unrealistic tax burden.

Conceived at the beginning of its development as a means

of getting over the legal prohibition on alienation of property,

a settlement in trust turned out to be a convenient, ready-

made shelter for conserving income and consolidating property,

without being exposed to the onslaughts of the Revenue. The

earlier provisions of the income-tax legislation aimed at over

taking and circumventing the efforts made by the taxpayer for

the disposal of his property in such a manner that the income

from it was not received by him though he retained certain
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powers over it or over the income : the efforts were foiled by

holding that the income of which the taxpayer tried to

disembarrass himself was his income for tax purposes. But as

the Meade Committee has pointed out, no effort has been made

in the UK to harmonise the treatment of trusts in the taxes

introduced from time to time.1

The treatment of disposition of income and property in the

UK is broadly similar to that prevalent in India. Income from

revocable or determinable settlements and those in which the

settlor retains an interest is deemed to be that of the settlor.

Dispositions which do not last beyond six years are taken to

be revocable.2 The income is assumed to be the topmost slice

of the taxpayer's income and liable accordingly to tax at the

highest marginal rate appropriate to it. When the settlor

retains interest in a settlement made by him, any income which

is not distributed is held to be the income of the settlor from

the property comprised in the settlement.3 If the settlement

provides for the payment or application of the whole or any

part of the income arising from the property covered by it, for

the benefit of the settlor or the spouse of the settlor, under a

power exercisable at the settlor's discretion, the income is

attributed to the settlor.4 It is immaterial that in fact the

income is paid to or applied for some other person. The

mere existence of the discretionary power brings the provision

into operation.5 Even capital sums paid to the settlor or the

settlor's spouse may be treated as the settlor's income upto the

amount of the trust's undistributed income, especially if they

reached the settlor6.

Payments made through settlements, on divorce or

annulment of marriage or legal separation or agreement to

live apart, are not liable to tax in the hands of the settlor if the

settlement is required to be made by a court order. Income

from trusts in favour of unmarried children below the age of

18 will be includible in the income of the creators of the trusts,

unless they have been set up under court orders. The term

"children" includes step-children, adopted children and illegiti

mate children. Settlements for the children of others or for

grand-children of the settlor are not hit, unless there are

reciprocal arrangements. Cross settlements, e.g., by two
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brothers simultaneously for each other's children, will be taken

to constitute a single arrangement and treated as parts of one
deed.7 Income derived from investments made out of pay

ments taxed to the settlor will not be included in the settlor's

income.8 Capital sums and loans received by the settlor

from a settlement or a connected body corporate are taken as
the income of the settlor to the extent that the settlement has

available or undistributed income.9
Trustees of a trust are liable to tax in their representative

capacity, in accordance with the schedule relevant to the

income which they are receiving. The income tax is payable

at the basic rate, with an additional 15 per cent charge on the

income of discretionary and accumulation trusts. The total

tax worked out to 48 per cent in 1978-79 and 45 per cent in
1980-81. The income of the trust attributable to the bene

ficiary's vested interest in it, is included in his total income,

whether or not he has actually received it, the tax paid by the

trustees being treated as tax paid by him against this income.10

Expenses incurred by the trustees of a trust are not deductible

from the income computed for tax purposes, but other reliefs

for which the income tax law provides will be admissible, as in

the case of any other taxpayer. The trust expenses are

deductible, however, in computing the income of the benefi

ciary in the sense that the beneficiary is taxed only on his

receipts, as grossed up for the taxes paid thereon.11 Most

trust income is investment income from which tax is withheld

at source. Where a business is conducted by a trustee, the

income is treated in his hand as unearned income, unless he is

himself a beneficiary.12

A trustee is not the agent of a beneficiary, except where

the beneficiary is incapacitated. He is directly taxed because

he is in receipt and control of the income. Even if there is

only one beneficiary and he is also sui juris, the trustee is

assessed to tax for this reason. Any distribution made by a

trust will be treated as distribution of income upto the amount

of the undistributed income of the trust.13

Trustees of a settlement are a single, continuing body,

though the persons who happen to be trustees may change

from time to time. They will be ordinarily resident in the
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UK, unless the trust is administered abroad and the majority

of the trustees are not resident in the UK. A resident bene

ficiary entitled to any income from a trust which has non

resident trustees can be assessed to tax on the trust income :

even if he receives a capital payment, he can be taxed on the

income of the trustees. Trust management can be done as a

business, e.g., by corporate trustees.

Income accruing directly to the beneficiary is taxed in his

hands without involving the trust.14 Annuity payments out of

the capital of the trust are the beneficiary's income, whatever

their description may be in the trust instrument.15 In certain

situations the income taxed to the beneficiaries may exceed the

income of the trust. When beneficiaries are exempt from tax,

the trustee may not be charged to tax, on application by them

to the revenue authorities.

Discretionary and accumulation trusts have been object

lessons in tax avoidance in the UK as in India. As far back

as 1965, GSA. Wheatcraft observed that "in Great Britain,

it is probably true to say that 95 per cent of all discretionary

and accumulation trusts are created solely for tax-saving

reasons."16 Estimates of the value of property settled on

discretionary trusts have ranged from £ 200 million by Revell

in 1961 to £ 1000 million assumed by Lyddall and Tipping in

1954.17 However, discretionary trusts have been shorn of most

of their attraction by the Finance Act, 1969, the Finance Act,

1970, and the Capital Transfer Tax Act, 1975, and the sharp

increase in the rates of tax applicable to them, including

income surcharge of 15 per cent.18

What had made discretionary and accumulation trusts

more popular than specific trusts was that the former did not

give the beneficiaries an interest in possession.19 Where the

trustee had also the power to accumulate the income, the

beneficiaries could not be taken to have an interest in posses

sion in the settled property, whether the trustee decided to

accumulate the income or refrained from doing so. The

interest could not go in and out of possession, depending on

the trustees' uncertain decisions.20 Discretionary and accumu

lation trusts served to reduce the high voltage of tax to which

the beneficiaries would have been exposed if they had an
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immediate right to enjoy an interest or claim the whole or part

of the income from a property in the hands of the trustees.

Compulsory accumulation of income under a will or a settle

ment till the occurre nee of a contingency, say. the beneficiary's

reaching a certain age or marrying, secured not merely a tax

deferral but also conversion of the accumulated income into

capital for the beneficiary/1

Trust property came within the estate duty charge in the

UK between 1894 and 1914. A life-estate was taxed at 1 per

cent in the initial stages, and later at 2 per cent, before its

aggregation with the separate property of the deceased from

1914.22 The Finance Acts provided for some of the contin

gencies affecting trusts and also dealt with the possibility of

avoidance of duty through dispositions of shares in controlled

companies. While control of a company which a person had

in a fiduciary capacity was disregarded for the purpose of levy

of duty on his death, it would assume significance if he was the

sole trustee of his own funds, settled on his family. Where the

directors of a company did not have a controlling interest in

it, in their own right, they were held to exercise control if they

held enough shares as trustees, to make up the balance of

power required for the purpose.2-1 It was not, however,

towards company control so much as the discretionary trust

that the ingenuity of the tax-planners was directed. Since no

property passed on the death of a "discretionary" beneficiary

and there was no new trust for a new group of persons with
new qualifications,24 discretionary trusts offered an easy

method of escaping estate duty. Section 36 of the Finance

Act, 1969, and section 31 of the Finance Act, 1970, countered

it by providing that estate duty should be paid on the death of

such a beneficiary on the same proportion of the trust pro

perty as the proportion that the deceased had received of the

trust income during the seven years before his death.20 The
Capital Transfer Tax, which came into force in 1975 and which

is charged whenever an interest in possession terminates or is

deemed to have terminated, whatever the duration of the

interest might have been, went further. A discretionary trust

is liable to pay the tax every ten years as if 30 per cent of its

capital has been transferred even if no transfer has actually
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been effected. Credit will, however, be available for all the tax
so borne when any distribution is in fact made and the tax

liability is determined with reference to the distribution. If a

settlement made by a domicile in the UK is not locally adminis

tered and the majority of the trustees are abroad, there will be

an annual charge at 3 per cent on the capital deemed to have

been distributed. This annual levy will be available as a

credit against the tax payable in any subsequent distribution,
including the tax raised on 10-yearly basis. This amounts to

collection of the 10-yearly charge in annual instalments. It

remains to be seen whether this periodic charge will render

discretionary trusts prohibitive and totally uninteresting, as

apprehended by a section of the taxpaying public. It has been

pointed out in this connection, that it may not be equitable to

assess the trusts at relatively high rates even when the rates are

likely to be low if the income is to be taxed in the hands of
the beneficiaries.

As a result of the increasing fiscal attack on discretionary

trusts, accumulation and maintenance settlements which have

been receiving a treatment which is less harsh, are reported to

be coming up in large numbers. Accumulation trusts become

attractive, particularly when they are transferred to or created

in one of the tax havens.-6 If an accumulation trust is set up

and it has all its assets in a low tax country, there is still scope

for considerable reduction of tax liability.-'7

Canada

It is a curious fact that private trusts have been thriving

better in the English-speaking countries than elsewhere. In

Canada, for instance, trusts have been found to be used pri

marily by the wealthy and their efforts are directed to

avoidance of succession duties on the "inter-generational

transfers" of property.28 Spouse trusts lost their importance

with the trend towards the repeal of the provincial succession

duties. Tax planners have concentrated in the recent years on

more sophisticated channels for reducing tax liability, like

trusts controlling corporations, trusts for the benefit of private

quasi-charitable foundations, partnership of trusts which

distribute their assets to their beneficiaries after winding up the
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partnership, etc. The Minister has been statutory vested
with the discretion to treat multiple trusts as a single trust

where the corpus has come from one individual and the income

of all the trusts will be ultimately enjoyed by the same

beneficiary or group or class of beneficiaries.29
The Carter Commission30 went into the functioning of

trusts in some detail, and the recommendations made by it

included the conferment of an option to the beneficiary to pay

tax directly on the income distributed by a trust and the treat

ment of the initial tax paid by the trust as withholding tax,

credit being available to the beneficiary ; no election is possible

in a discretionary trust in which the prospective beneficiary is

not identifiable. The Commission pointed out that there

appeared to be a definite correlation between the size of estates

and the use of the trusts : as income and wealth increased,

there was a greater flexibility in the mode and timing of gifts.
There would ordinarily be no gift tax on reversion, unless the

reversion occurred by reason of the release or renunciation of
the interest by an intended donee, in which case there would
be a completed gift and a gift-back to the original settlor. The

Commission was of the view that every trust should file returns

of income realised by it or accruing to it, but the ultimate

burden of tax on the beneficiaries would be measured by their

own ability to pay : the trustees' liability to pay tax would
obviously have to be limited to the assets under their control.
The Commission considered also various problems incidental

to the assessment of trusts, e.g., accumulated income, distribu

tion of capital, carry-forward of losses incurred by a trust,

multiple trusts and the possibility of aggregation of income,

trusts as tools for income-splitting, etc. As for the residence

of trusts, the Commission suggested that a trust should be

taxed as a Canadian resident where the majority of the trustees

were resident in Canada or where most of the business of a

trust was carried on or substantially all of its property was

situated in Canada.31

Australia

The provisions of the Australian law are broadly similar.

Assessment of a beneficiary is made on the basis of his present
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entitlement to any interest in the income of a trust. As in the

UK discretionary trusts, in which one has only a right to be

considered for grant of a benefit by the trustees and one

cannot therefore be taken to enjoy an interest of any value,

have provided considerable scope for death-duty avoidance.

The interest of a deceased in a discretionary trust which con

tinues after his death is not a part of the estate of the

deceased. Death duty is also avoided by a settlement ex

pressed to operate upto a specified date calculated to fall a

short while after the death of the deceased.32 It has been held

that the settlement does not take effect on the death but on a

predetermined date ; and the considerations which have

weighed with the settlor in fixing the date are of no relevance

in this connection.

Until 1964, income accumulating in a trust was taxed as if

it were the income of an individual. Thereafter, an alternative

was prescribed by way of tax at a flat rate which was 50 per

cent in 1975, in order to discourage tax avoidance practices.

The Taxation Review Committee, known as the Asprey

Committee,33 has recommended that the rate of levy on

income taxed to a trust should, in general, be the maximum

marginal rate applicable to an individual taxpayer. This was

expected to operate as a disincentive to the creation of

accumulation trusts having tax avoidance as their object.

The United States

Under the law in 1913, trusts in the United States were

t reated as merely agents of the beneficiaries. The tax was

assessed to the beneficiaries. Difficulties arose in cases in

which accumulation trusts were set up for individuals not yet

born. The fiduciary was then made a taxable entity under the

Revenue Act of 1916.

The trust is now liable to tax separately on its retained

income on the basis of the rate schedule for married persons

filing separate returns. Tax exemption of $ 300 is allowed in

the case of a trust that distributes all its current income among

its beneficiaries within the year, as against S 100 available to

other fiduciaries. The amount paid to the beneficiaries is

deducted from the trust income subject to the over-all limit of
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the distributable income of the trust. The balance is taxed to

the trust. The prerequisite for the deduction of the income

paid to the beneficiaries is that the latter should have disclosed

the receipts in their respective returns of income and cleared

the tax due thereon.

The methods of tax avoidance practised in the United

States have been similar to those elsewhere—multiple trusts for

the benefit of the same persons, accumulation and discretionary

(called "spray") trusts, generation-skipping settlements, gifts,

with reservation of interest and powers of appointment, etc.

The author of a trust could control the disposal of the trust

income through his reserved powers and also by the appoint

ment of a member of his family, or a friend or a bank as

trustee, if he did not himself want to be a trustee.34 The

direct or indirect control enabled him to have the trust income

accumulated and taxed for the time being at rates less than

those applicable to him. When the accumulated income was

distributed, it was taxed, with certain exceptions, to the bene

ficiaries under an averaging or "throw-back" provisions

enacted in 1954, credit being available for the tax, if any, paid

earlier by the trust. Despite the throw-back rule, the inter

vening postponement of tax liability at the highest rate was of

advantage in the cases of several families and the advantage

could be enhanced through trusts in tax havens. The Senate

Committee on Finance Tax Reform Act 1969 suggested, what

was in effect, a 6 per cent interest on the tax that was put off

if the rate of tax attracted by the trust was less than that at

which the beneficiaries were liable, but this suggestion was not

pursued because of the tough opposition encountered from

trust companies and the tax bar.

As regards the reduction in tax rates that was secured

through multiple trusts, it has been countered by taking all

trusts that have the same beneficiaries and that are motivated

by tax deferral or avoidance, as a single trust for tax

purposes.

In the past, there was a tax on the death of the owner of

a property but not on the death of a life tenant who had been

enjoying the income from the property. A transfer tax has

been imposed on generation-skipping transfers by the Tax
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Reform Act of 1976, but outright gifts are exempt even if they

skip generations. For example, if a property is transferred by
G, the grandfather, to a trust for the benefit of his son S for

life, with reminder to R, his grandson, there will be a tax on

the death .of S, determined on the basis of the rates appro

priate to the value of the estate of S, after certain exclusions

for each child of the grantor. The object is to collect tax to

the extent of the tax liability which would have resulted if the

property passed from generation to generation.35

There is a view that tax considerations may or may not

weigh in testamentary trusts but most irrevocable inter vivos

trusts are tax motivated.36 Total income of less than a billion

dollars had been reported by nearly 360,000 trusts in 1956, and

the income taxed in the hand of the trusts was less than § 700

million, the tax liability being about $ 250 million. Jantscher's

inference is that the great majority of trusts for which returns

were filed were either testamentary trusts or inter vivos trusts

created by deceased grantors, and that the amounts of taxable

income actually shifted each year from living grantors to

trusts or to beneficiaries might be relatively small during that
period.37

The tax treatment of foreign trusts is somewhat vague and
uncertain in the United States. The factors taken into con

sideration are the residence of the trustees, the place of
management and the situs of the trust property.38

Other Countries

Trusts are not popular in the European countries where, it
would appear, trust income is not ordinarily accumulated. In

family settlements, in which the settlor and members of his
family hold more than 50 per cent of the income or property,
income and wealth tax liabilities arise, even if there is no

distribution of income or capital. The income and wealth of
the foundation or settlement is assessed as the income of the

settlor or the beneficiaries, depending on the facts of the

individual cases. In Sweden, the capital is attributed and
taxed to the beneficiaries in the case of a specific trust. Assess
ment is made on the trust itself, as if it is the case of an

individual, where it is discretionary and has accumulated
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income. While the life-tenant is assessed on the entire corpus

in the Scandinavian countries, only 80 per cent of the value of
the corpus is taxed in the Netherlands. The actual share of

the beneficiary is taxed to the beneficiary, the balance being

covered in the hands of the owner.39
The treatment of trusts is not uniform in the tax haven

countries. Taking the Isle of Man, for instance, the trust

itself is taxable at 21 per cent of the income that is accumu

lated. The beneficiaries are directly assessable, when the
income is distributed. The general approach is to look through
the trust, for the individual beneficiaries, wherever possible.40

There is no country which had found the operation of
trusts prepossessing from the tax angle. But the possibilities

of the use of trusts as a vehicle for the avoidance of the estate

duty have been explored to the maximum extent in the UK,
the US, Canada and Australia. Though the English experience

has been the longest and most valuable in the income tax, the

UK is yet to have a tax on wealth, and it has already

abandoned the estate duty for a capital transfer tax, covering

all transfers of property, including gifts during a person's

lifetime, property that passes on death and all settlements.
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