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 Sandeep Sharma

Executive Director

This simple yet powerful thought resonates deeply not just as a reflection on time gone

by, but as a gentle nudge to each of us. In both our personal journeys and within our

organisations, it is easy to dwell on what could have been done differently. We often

look back at missed opportunities, wishing we had acted sooner. Yet, the true strength

of this proverb lies not in regret, but in its quiet insistence on the present moment.

This edition is rooted in that spirit of action. It brings together critical insights on

governance frameworks, risk assessment, accounting standards, CSR implementation,

and regulatory compliance each contributing to a deeper understanding of how

institutions can evolve to meet growing expectations. Informed action today can create

stronger, more resilient institutions tomorrow. Each insight shared here is a step

towards bridging the gap between knowing and doing, between intention and impact!

If a tree had been planted 20 years ago, it would today stand tall, offering shade and

fruit. In the same way, early decisions, thoughtful planning, and strong systems laid in

the past would have yielded lasting benefits. But what matters more is, even if that

moment has passed, we are not without choice. The opportunity to begin still exists

here and now.

BETWEEN US 

“The best time to plant a tree was 20 years ago. The second-

best time is now.” 
- Chinese Proverb
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Introduction

A governance manual, also known as a board manual or governance handbook, is

a document that outlines the policies, procedures, and guidelines governing the

activities and responsibilities of an organization’s board of directors. This manual

serves as a comprehensive reference guide for board members, providing them

with essential information about the organization’s governance structure, decision-

making processes, and key operational aspects.

Here are key reasons why governance manuals are crucial for NPOs:

The importance of governance manuals in Nonprofit Organizations (NPOs) lies in

their ability to provide a structured framework for effective governance,

accountability, and transparency.

Why it Matters

Clarifies Roles and Responsibilities:

Why It Matters: A governance manual clearly outlines the roles and

responsibilities of board members, committees, and organizational leaders. This

clarity ensures that everyone understands their duties, fostering a more

organized and accountable governance structure.

Why It Matters: By establishing consistent governance practices, the manual

ensures continuity across different board terms and leadership changes. This

consistency helps maintain stability and ensures that the organization operates

cohesively over time.

Promotes Consistency and Continuity:

Why It Matters: Governance manuals provide guidelines for decision-making

processes, including voting procedures, reaching consensus, and approving

major decisions. This guidance contributes to more informed, transparent, and

effective decision-making within the board.

Guides Decision-Making Processes:

Why It Matters: New board members can refer to the governance manual during

orientation and onboarding. It serves as a comprehensive resource, helping new

members quickly understand the organization's governance structure, policies,

and procedures.

Supports Board Orientation and Onboarding:
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Promotes Effective Communication:

Why It Matters: Communication guidelines in the manual contribute to effective

internal and external communication. Board members can refer to these

protocols for consistent and transparent communication with stakeholders,

staff, and the community.

Ensures Legal and Regulatory Compliance:

Why It Matters: The manual outlines legal and regulatory requirements relevant

to the organization's governance. This helps ensure compliance with nonprofit

laws and regulations, reducing the risk of legal issues while maintaining the

organization's eligibility for nonprofit status.

Facilitates Risk Management:

Why It Matters: Governance manuals often include policies related to risk

management, conflict of interest, and ethical conduct. These policies help

mitigate risks, prevent conflicts, and establish a framework for ethical behavior

within the organization. 

Supports Board Development and Succession Planning:

Why It Matters:   The manual outlines procedures for board development,

including recruitment, orientation, and ongoing professional development. It

also provides information on succession planning for board leadership roles,

ensuring a smooth transition when leadership changes occur.

Aligns with Strategic Planning:

Why It Matters:  The manual may include information on the organization's

strategic planning process. This ensures that the board is aligned with the

organization's long-term goals, guiding decision-making and resource

allocation in line with strategic priorities.
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Aids in Crisis Preparedness:

Why It Matters: In times of crisis, having a governance manual is invaluable. It

can include crisis communication protocols, emergency decision-making

procedures and contingency plans, helping the board respond swiftly and

effectively to unforeseen challenges. 

Governance manuals are indispensable tools for NPOs, providing a structured

foundation for effective governance practices. They contribute to organizational

cohesion, accountability, and the ability to navigate challenges while aligning with

legal requirements and strategic goals.



1Indicators of an Effective Governance Manual

A well-crafted governance manual serves as a valuable resource for board

members and contributes to effective governance within a Nonprofit Organization

(NPO). Here are some quick indicators of a good governance manual:

Clear Roles and Responsibilities: The manual clearly outlines the

roles and responsibilities of board members, committees, and key

organizational leaders. Each role's duties and expectations are well-

defined.

Comprehensive Overview: It provides a comprehensive overview of

the organization's governance structure, mission, vision, and values.

New board members can quickly grasp the essential information

needed to contribute effectively.

Up-to-Date Information: The manual is regularly reviewed and

updated so that it reflects the current state of the organization

including any changes in governance practices, policies, or legal

requirements.

Accessible and User-Friendly: The manual is easily accessible to all

board members and is presented in a user-friendly format. It may

include a table of contents, an index, or a searchable digital format

for quick reference.

Legal and Regulatory Compliance: It includes sections addressing

legal and regulatory compliance, ensuring that the organization

operates within the bounds of applicable laws governing nonprofit

entities.
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Effective Decision-Making Procedures: The manual outlines clear

and effective procedures for decision-making, including voting

processes, consensus-building methods, and the approval of major

organizational decisions.

Communication Protocols: It includes communication guidelines for

both internal and external stakeholders. This ensures consistent and

transparent communication practices that align with the

organization's values.

Risk Management Policies: The manual incorporates policies related

to risk management, conflict of interest, and ethical conduct. These

policies contribute to the organization's ability to navigate

challenges and maintain integrity.



A good governance manual is a dynamic and accessible document that aligns with

the organization's mission, values, and strategic goals. It serves as a guide for

effective governance practices, ensuring clarity, compliance and adaptability within

the NPO.

Crisis Preparedness: Inclusion of crisis communication protocols,

emergency decision-making procedures and contingency plans

demonstrates a proactive approach to crisis preparedness.

Board Development and Succession Planning: It provides guidance

on board development, recruitment, orientation, and ongoing

professional development. Additionally, it outlines processes for

succession planning for board leadership roles.

Formatted for Quick Reference: The manual is organized in a way

that allows for quick reference to specific sections or topics. This

facilitates efficient use by board members during meetings or when

specific information is needed.

Commitment to Ethical Conduct: The manual underscores a

commitment to ethical conduct by board members and

organizational leaders. It emphasizes values such as transparency,

fairness, and integrity.
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Below is a suggested template for a Nonprofit Organization (NPO) governance

manual. The specific contents and structure of the manual may vary based on the

organization's unique needs, legal requirements, and governance practices.

Creating a Governance Manual



Nonprofit Organization Governance Manual

Mission, Vision, and Values

Brief History and Background

Purpose and Structure of the Governance Manual

Introduction1

 Organizational Overview2

2.1

1.1

1.2

1.3

Organizational Structure

                Board Composition

                Committees and their functions

                Executive Leadership

Bylaws of the Organization

Relationship between the Board and Executive Leadership

2.1.2

2.1.3

2.2

2.3

2.1.1

Governance Policies3

3.1

3.2

3.3

Code of Ethics and Conduct

Conflict of Interest Policy

Confidentiality and Privacy Policies

Meeting Protocols

Schedule and Frequency of Board Meetings

Agenda Development and Distribution

Rules of Order and Meeting Protocols

4

4.1

4.2

4.3
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Voting Procedures

Reaching Consensus

Approval Processes for Major Organizational Decisions

Decision-Making Processes5

5.2

5.3

5.1

Financial Oversight

Financial Management Policies

Roles and Responsibilities Related to Financial Oversight 

Budget Approval Processes and Financial Reporting

6

6.1

6.2

6.3

Board Development and Succession Planning

Recruitment and Orientation

Ongoing Professional Development

Succession Planning for Board Leadership Roles

7

7.1

7.2

7.3

Communication Protocols

Internal and External Communication Guidelines

Protocols for Interacting with Stakeholders

Crisis Communication Procedures

8

8.1

8.2

8.3

9.3

Legal and Regulatory Compliance

Overview of Legal and Regulatory Obligations

Compliance with Nonprofit Laws and Regulations

Reporting and Documentation Requirements

9

9.1

9.2
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Strategic Planning and Alignment10

Overview of the Strategic Planning Process

Roles and Responsibilities in Strategic Planning

10.1

10.2

11 Evaluation and Continuous Improvement

Strategic Planning and Alignment

Board Self-Evaluation

Evaluation of Executive Leadership

Organizational Performance Assessment

11.1

11.2

11.3

12 Risk Management

Risk Management Policies

Conflict of Interest Policy

Ethical Conduct Guidelines

12.1

12.2

12.3

13 Appendices and Additional Resources

Templates, Forms, and Checklists

Additional Resources for Board Members

13.1

13.2

This template provides a starting point, and organizations should customize it to

reflect their unique governance structure, policies, and practices.

Below is a checklist for board members to review the governance manual of a

Nonprofit Organization (NPO). This checklist can serve to ensure that board

members are familiar with key policies, procedures, and governance practices

outlined in the manual:
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Reviewing an Existing Governance Manual



Governance Manual Review Checklist for Board Members

Mission, Vision, and Values are clearly articulated.

The history and background provide context for the organization.

The purpose and structure of the governance manual are well defined.

Organizational structure, including board composition and committee

functions, is clearly outlined.

The Bylaws of the organization are included and up-to- date.

The relationship between the board and executive leadership is

described.

Code of Ethics and Conduct is comprehensive and aligned with the

organization's values.

Conflict of Interest Policy is clearly defined and includes procedures for

disclosure.

Confidentiality and privacy policies are outlined to protect sensitive

information.

The Schedule and frequency of board meetings are clearly

communicated.

Procedures for agenda development and distribution are outlined.

Rules of order and meeting protocols are specified. 

Processes for reaching consensus are outlined.

Approval processes for major organizational decisions are documented.

Financial management policies are comprehensive and aligned with best

practices.
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Roles and responsibilities related to financial oversight are clearly

defined.

Budget approval processes and financial reporting procedures are

outlined.



Succession planning for board leadership roles is addressed.

Internal and external communication guidelines are clear.

Protocols for interacting with stakeholders, including crisis

communication procedures, are included.

Overview of legal and regulatory obligations is provided.

Compliance with nonprofit laws and regulations is addressed.

Reporting and documentation requirements are outlined. 

Overview of the strategic planning process is included.

Roles and responsibilities related to strategic planning are outlined.

Procedures for board self-evaluation are specified.

Evaluation of executive leadership and organizational performance

assessment are addressed.

Risk management policies are comprehensive and aligned with

organizational goals.

Conflict of interest policy and ethical conduct guidelines are reiterated.
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This checklist can be customized based on the specific governance practices and

requirements of the NPO. Board members can use it as a tool for a thorough and

systematic review of the governance manual's effectiveness

Voting procedures are clearly defined.

Procedures for recruitment and orientation of board members are

specified.

Ongoing professional development opportunities for board members are

outlined.



A governance manual is not a static document; it needs to remain accessible,

regularly reviewed, and updated to reflect changes in the organization’s structure,

practices, and requirements. When maintained and used in practice, it supports

clarity, consistency, and accountability in governance, and strengthens the board’s

ability to perform its oversight role effectively.

Conclusion

A governance manual serves as a foundational document that outlines the rules,

procedures, and structures governing the functioning of the board and the overall

governance of the organization. It acts as a key reference for board members,

providing clarity not only on roles and responsibilities, but also on how the board

operates, how decisions are taken, and the standards expected in discharging

their duties.

It is also a useful resource for board orientation, as it consolidates essential

information on the organization’s governance framework. During the induction of a

board member, details such as board structure, roles of members, and basic

processes related to meetings and decision-making can be understood through

this single document, enabling quicker and more effective engagement.
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Introduction

Every organization, regardless of its size or sector, operates in an environment of

uncertainty. Decisions are made, resources are allocated, and strategies are

executed, all while navigating a landscape filled with risks that can surface

unexpectedly. In such an environment, risk assessment becomes not just a

compliance exercise, but a critical management tool.

Risk mapping is a process used to visually represent and analyse risks within an

organization. It involves plotting all the identified risks in matrix form based on the

two criteria; Probability of Occurrence and Severity of Impact. This matrix provides

an organization with information to develop a priority- based risk rating on the

scale of high risk to low risk.

Risk Mapping
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Risk assessment is the structured process of identifying, analyzing, and evaluating

risks so that organizations can respond to them effectively. It answers three

fundamental questions: What can go wrong? How likely is it? And what would be

the impact? Basically, it moves an organization from a reactive stance, dealing

with problems as they arise, to a proactive one, where risks are anticipated and

managed in advance.

This process, however, unfolds in stages. The previous article on Risk Assessment,

covered in Volume XXV, Issue 1 of the INTERface, focused on building a

foundational understanding by examining key analytical components such as

existing controls, risk attributes, risk measurement, and risk scores. These

elements help organizations assess identified risks by evaluating the effectiveness

of current controls, analyzing risk characteristics such as likelihood and severity of

impact, and quantifying risks through structured scoring mechanisms.

Building on this analytical groundwork, the present article moves the discussion

forward. Once risks have been measured and scored, the critical question

becomes: how do you make that data actionable? How does an organization

decide which risks demand immediate attention, which can be monitored, and

which fall within acceptable limits? This article addresses these questions by

translating assessed risks into a strategic framework, enabling organizations to

prioritize risks, determine appropriate responses based on risk levels, and develop

a comprehensive understanding of their overall risk exposure in alignment with

their risk appetite and tolerance.



The risk mapping will be as follows:

4 5

Risk Likelihood of Occurrence Severity of Impact

XYZ

Risk Mapping

Minor - 2 Moderate -3 Major - 4 Extreme - 5

XYZ Risk

Negligible - 1

Remote -1

Unlikely -  2

Possible - 3

Likely - 4

Almost Certain-5

Risk Mapping

Consequence/ Impact
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As can be seen in the above matrix, every risk can be plotted based on two

parameters, providing a clear view of each risk placed within the quadrants. For

the purpose of mapping, the multiplication of likelihood of occurrence and severity

of impact will be the basis for plotting each risk at the appropriate level. For

instance, if a particular risk has the following risk scores:

Risk Mapping

Minor - 2 Moderate -3 Major - 4 Extreme - 5Negligible - 1

Remote -1

Unlikely -  2

Possible - 3

Likely - 4

Almost Certain-5

Risk Mapping

Consequence/ Impact
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Risk Mapping

Allow 4

Supplementary 
Issue 5

Supplementary 
Issue 5

Supplementary 
Issue 8

Supplementary 
Issue 6

Supplementary 
Issue 6

Supplementary 
Issue 8

Issue 10

Issue 10Allow 4

Minor - 2

Stop 15 Stop 20 Stop 25

Stop 20

Stop 15

Stop 16Issue 12

Issue 12Issue 9

Moderate -3

Allow 4

Major - 4 Extreme - 5

Allow 3

Allow 3

Allow 2

Allow 2Allow 1

Negligible - 1

Remote -1

Unlikely -  2

Possible - 3

Likely - 4

Almost Certain-5

Risk Mapping

Consequence/ Impact
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d 
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This provides an organization with a good overview or basis for acting against

each risk. Risks that falls under:
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In this case, the XYZ risk score will be 20. Based on the score each risk obtains,

an organization can devise a response, treatment, or mitigation strategy. The

generally followed scoring principle would be as follows:

Score 1-4:

Allow

Score 9-14:

Issue

Score 15-25:

Stop

Score 5-8:

Supplementary

Issue 



These are those risks where either the probability of occurrence is low and the

impact is high, or risks that have a high probability of occurrence but their impact

is low. Therefore, they will fall between the low-risk and medium-risk levels.

For instance, an organization faces a potential risk of high staff turnover, which

could result in significant disruptions to project timelines, loss of institutional

knowledge, increased recruitment and training costs, and decreased team morale,

ultimately impacting overall productivity and employee satisfaction.

However, the organization’s proactive efforts to maintain a positive work

environment and offer attractive retention benefits such as competitive salaries

and professional development opportunities, have resulted in the majority of

employees remaining with the organization for long periods. As a result, the

likelihood of high staff turnover appears to be low. Hence, this risk shall be

categorized as a supplementary issue due to its high impact but low likelihood of

occurrence.

On the other hand, an organization with a limited social media presence due to a

lack of dedicated staff may experience delays in updating its social media

channels with information about organizational activities, which is crucial for

online fundraising. However, this organization remains financially robust, thanks to

consistent funding from long-term institutional donors, thereby minimally affecting

its capacity to raise funds. In this scenario, although the likelihood of occurrence

of the risk is high, its impact is relatively low. 

Supplementary Issue (5-8)
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It includes risks characterized by a low likelihood of occurrence and an impact

ranging from negligible to major, typically falling within Category 1 to Category 4.

This means that there is a remote possibility of such a risk occurring. Therefore,

organizations do not need to treat or respond to such risks. Instead, they can

allow these risks to remain within the organization’s risk tolerance or appetite

level.

For instance – A donor-dependent organization has established long-standing

partnerships with more than 10 funding agencies, ensuring stable financial

support for its operations. However, there is a remote chance that some of these

funding agencies could unexpectedly withdraw their support, leading to a

significant impact on the organization’s sustainability. The impact of losing funding

from multiple agencies simultaneously could be major, affecting the organization’s

ability to deliver programs and services effectively. However, the likelihood of

multiple agencies withdrawing simultaneously is minimal. As a result, the

organization considers this risk acceptable or tolerable within its risk management

framework.

Allow (1-4)



Risk Profile

For example, consider a construction project where unexpected delays in material

deliveries have led to significant setbacks in the project timeline. These delays

have resulted in increased costs, strained relationships with stakeholders, and

potential contractual penalties. The risk of material delays, initially identified and

assessed during the project planning phase, has now materialized into an issue

due to its impact on project progress and objectives. In this scenario, the

organization must address the issue promptly. Failure to address the issue in a

timely manner could further exacerbate the situation, leading to additional costs,

project delays, and reputational damage. Hence, this score ranging from medium

to high risk requires immediate resolution to mitigate negative impacts and

safeguard organizational objectives.

This is the most critical risk level and falls under the High Risk category. Such risks

have a severe impact on the organization, and their possibility of occurrence is

also very high. They require immediate attention and can only be effectively

managed by eliminating the source of the risk. Any activities or processes that can

lead to the emergence of such a risk should be stopped. For instance, an

organization is operating in an area where dengue has spread rapidly. In such a

situation, relief activities should be suspended immediately to prioritize the safety

of employees.

Stop (15-25)
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After conducting a comprehensive risk mapping exercise, the concept of a risk

profile becomes important in understanding an organization’s overall stance

towards risk.

When a risk score falls within the range of 9 to 14, it indicates that the risk has

escalated to the level of an issue, requiring immediate attention and action from

the organization. An issue represents a situation where the likelihood and severity

of the risk have reached a critical point, necessitating swift intervention to prevent

or mitigate adverse consequences.

Issue (9-14)

Immediate action might not be urgent in such situations, but ongoing monitoring

and the strategic implementation of cost-effective solutions are vital. These

measures ensure alignment with the organization’s risk tolerance and prevent

these issues from escalating into critical concerns that demand immediate

attention.



Therefore, establishment of a comprehensive risk profile serves as a critical

milestone in the risk assessment process. By evaluating the organization’s

exposure to various risks, including their likelihood of occurrence, potential

impacts, and alignment with risk appetite and tolerance levels, stakeholders gain

valuable insights into key vulnerabilities and areas for proactive risk management.

With this understanding, decision-makers are better equipped to prioritize risks

and develop targeted strategies for risk treatment.

Risk mapping and risk profiling represent the final and critical stages of the risk

assessment process, translating quantified risks into actionable and strategic

insights. By visually plotting risks based on their likelihood of occurrence and

severity of impact, organizations are able to prioritize risks, determine appropriate

responses, and allocate resources effectively. The development of a

comprehensive risk profile further enables organizations to understand their

overall risk landscape, align risks with defined risk appetite and tolerance levels,

and identify key vulnerabilities. Together, these tools support informed decision-

making and provide a structured basis for proactive risk management within the

organization.

Conclusion
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Risk Appetite

The amount and type of risk
that an organization is

willing to accept.

Generally, a risk profile is a term used to describe an organization’s attitude

towards risk. It can be defined as the analysis of the types of risks faced, their

likelihood of occurrence, potential impacts, and the strategies in place to manage

or mitigate them. Essentially, it provides a snapshot of the overall risk landscape,

helping stakeholders understand and prioritize risk management efforts. A risk

profile may also include information on risk tolerance, appetite, and any existing

risk management frameworks or policies in place. It is important for organizations

to determine the right level of risk appetite, which can ensure long-term resilience.

A risk profile can be determined for an organization as a whole and can be at a

strategic level but also for a particular function, unit, or department. These are

generally operational in nature.



ACCOUNTING STANDARD (AS)  3:
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1

Introduction

Applicability of AS 3

A Non-Profit Organization (NPO) is a legal entity established to pursue objectives

that benefit society or a specific group of beneficiaries rather than to generate

profits for distribution. Any surplus generated from operations is generally

reinvested in furthering the mission of the organization rather than distributed

among members.

Like other entities, NPOs prepare financial statements to provide information

about their financial performance and financial position to various stakeholders,

including donors, governing boards, regulators, and the public. These statements

commonly include the Receipts and Payments Account, Income and Expenditure

Account, and Balance Sheet. While these statements provide valuable information,

users of financial statements also require an understanding of how cash is

generated and utilised during a particular accounting period.

The Cash Flow Statement (CFS) addresses this requirement by presenting

information about the inflows and outflows of cash and cash equivalents during

the reporting period. In India, the preparation and presentation of the Cash Flow

Statement is governed by Accounting Standard (AS) 3 – Cash Flow Statements,

issued by the Institute of Chartered Accountants of India (ICAI).

As part of an ongoing series on Accounting Standards Relevant for Non-Profit

Organizations (NPOs), this article focuses on Accounting Standard (AS) 3

(Revised): Cash Flow Statements. It examines the applicability of AS 3 to NPOs,

explains the concept and classification of cash flows, and highlights the

importance of the Cash Flow Statement in strengthening financial transparency

and informed decision-making.
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The landscape for a non-profit entity is more textured when compared to a profit

making entity. NPOs in India operate under three principal legal forms:

The applicability of Accounting Standard (AS) 3 to NPOs must be understood in

the context of the legal form of the organization and the nature of its activities.

Organization registered under Section 8 of the Companies Act, 2013 – are

companies within the meaning of the Companies Act, 2013 and are governed

by its financial reporting requirements. The Act recognises a Cash Flow

Statement as an integral component of a company ’s financial statements.

Public Charitable Trusts,

Societies registered under the Societies Registration Act, and

Section 8 companies under the Companies Act, 2013. 



1

Section 129(1) mandates that financial statements must present a true and fair

view of the state of affairs of the company and must comply with the Accounting

Standards notified under Section 133. Section 133 vests the Central Government

with the authority to prescribe Accounting Standards recommended by the

Institute of Chartered Accountants of India (ICAI), following consultation with the

National Financial Reporting Authority (NFRA). Hence, every company registered

under the Act are required to prepare their financial statements in accordance with

the notified Accounting Standards, including AS 3 on Cash Flow Statements.

Although the Companies Act generally requires all companies to include a Cash

Flow Statement as part of their financial statements, certain categories are

granted exemptions. These include:
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ii. a  profit and loss account, or in the case of a company carrying on any

activity not for profit, an income and expenditure account for the

financial year;

iv. a statement of changes in equity, if applicable; and 

v. any explanatory note annexed to, or forming part of, any document

referred to in sub-clause (i) to sub-clause (iv)

Section 2(40) of the Companies Act, 2013 defines,

“financial statement” in relation to a company, includes

a balance sheet as at the end of the financial year;i.

iii. cash flow statement for the financial year;

One Person Companies (OPCs) - companies having only one member;

Small Companies - private companies meeting prescribed limits of paid-up

share capital and turnover;

Dormant Companies; and

Private companies recognised as start-ups under applicable regulations.



1

However, it is important to note that the definition of a "small company"

irrespective of the threshold, specifically excludes companies registered under

Section 8. Consequently, Section 8 companies are not eligible to avail themselves

of the exemptions available to small companies and are therefore required to

include a Cash Flow Statement as part of their financial statements.

Further, where a company does not comply with the prescribed Accounting

Standards, the nature of deviation, the reasons for such deviation, and the

resulting financial impact must be disclosed in the financial statements. 

For the purpose of determining applicability of Accounting Standards, ICAI

classifies non-corporate entities into Level I, Level II, Level III and Level IV entities,

based on factors such as public interest, turnover and borrowings. In the context

of Non-Profit Organizations, the criterion of turnover is generally interpreted as the

gross income of the organization.

Trust/Societies – are not governed by the Companies Act, 2013 and therefore are

not subject to the same statutory financial reporting requirements as Section 8

companies. The applicability of Accounting Standards to such entities is guided by

the framework issued by ICAI for non-corporate entities. Accounting Standards are

intended to apply to the general purpose financial statements of enterprises

engaged in commercial, industrial, or business activities, irrespective of whether

such entities are profit-oriented or established for charitable or religious purposes.

Accordingly, where an NPO carries on any activity of a commercial, industrial, or

business nature, even if it constitutes a small proportion of its overall activities, the

Accounting Standards issued by ICAI become applicable.
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With respect to Accounting Standard (AS) 3 – Cash Flow Statements, the standard

is mandatory for Level I entities, which represent large entities with significant

scale of operations (turnover excluding other income exceeding ₹250 crore) or

public interest. Entities falling under Level II, Level III and Level IV are collectively

referred to as Micro, Small and Medium-Sized Entities (MSMEs) and are granted

certain relaxations from the requirements of specific Accounting Standards.

Depending on their size and scale of operations, many trusts and societies fall

within the MSME categories. 

Entities classified as Level II, Level III or Level IV are exempt from the mandatory

preparation of a Cash Flow Statement. Accordingly, for many trusts and societies

that fall within these levels, the preparation of a Cash Flow Statement is not

mandatory. However, even where it is not mandatory, preparing a Cash Flow

Statement can help organizations understand how cash is generated and utilized

during the reporting period and is therefore considered a good practice in financial

management.



Cash – includes cash in hand and demand deposits with banks.

Demand deposits – refers to bank balances that are available for immediate

withdrawal and can be used to meet the day-to-day cash requirements of

the organization.

Cash equivalents – are short-term, highly liquid investments that are readily

convertible into known amounts of cash and are subject to an insignificant

risk of changes in value. These investments are held primarily for the

purpose of meeting short-term cash commitments rather than for

investment or other purposes. Typically, investments with a maturity of three

months or less from the date of acquisition are treated as cash equivalents.

Cash Flows – refer to the inflows and outflows of cash and cash equivalents

during a particular accounting period. The Cash Flow Statement presents

these movements to help users understand how cash is generated and

utilized by the organization.

AS 3 classifies cash flows into three broad categories:

Operating Activities :
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Understanding key terms under AS-3

Classification of Cash Flows

It represents the principal activities through which an organization carries out its

objectives. These activities relate to program implementation and routine

operations. Examples of operating cash flows may include:

These cash flows indicate the extent to which the organization’s regular activities

generate or consume cash.

Grants and donations received for program activities

Membership fees or service income

Payments to employees and consultants

Payments to suppliers and vendors

Program implementation expenses

Administrative and operational expenditures



It relates to the acquisition or disposal of long-term assets and investments. These

activities reflect how the organization manages its resources for long-term

sustainability. For instance:

Investing Activities : 

Financing Activities :

Such transactions may arise when establishing training centers, acquiring office

infrastructure, or managing endowment funds.

These activities show how the organization secures financial resources to support

its long-term operations and commitments.

Purchase of  property, equipment, or infrastructure used for programs

Sale of fixed assets

Investment in long-term financial instruments

Interest received on investments
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It relates to transactions that affect the capital structure or long-term funding of the

organization. For example:

Receipt of corpus donations or endowment funds

Borrowings from financial institutions or other entities

Repayment of loans

Interest paid on borrowings

Hence, this classification helps users understand the nature and purpose of cash

movements.

AS 3 permits two approaches for reporting cash flows from operating activities: 

Methods of Presenting Cash Flows from Operating Activities

Under the direct method, major classes of gross cash receipts and payments are

presented separately. For example, the statement may directly show cash received

from grants, payments to employees, and payments for program expenses. This

method provides clearer visibility into specific cash movements and is often easier

for stakeholders to understand.

Direct Method: 



The indirect method starts with the surplus or deficit reported in the Income and

Expenditure Account and adjusts it for non-cash items and changes in working

capital. Adjustments may include depreciation, changes in receivables, or changes

in payables. While widely used in practice, this method focuses more on

reconciliation between accrual accounting results and actual cash flows.

Indirect Method :

Importance of the Cash Flow Statement for NPOs

Liquidity Management – Organizations must ensure that adequate cash is

available to meet operational commitments such as salaries, program expenses,

and administrative costs. The Cash Flow Statement helps identify potential

liquidity constraints in advance.

Better Financial Planning – Understanding patterns of cash inflows and outflows

enables organizations to plan activities more effectively, particularly when funding

is received in instalments or tied to project milestones.

For non-profit organizations, the Cash Flow Statement is more than a reporting

requirement; it is a management tool that supports financial stability and

accountability.

Enhanced Transparency –  Donors and funding partners often seek assurance that

resources are managed responsibly. A well-prepared Cash Flow Statement

demonstrates how funds are received and utilized during the reporting period.

Informed Governance –  Board members and management rely on financial

information to make strategic decisions. Cash flow analysis helps them assess

sustainability, manage financial risks, and evaluate operational efficiency.
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Particulars ₹
Cash inflows from operating activities

Grants received xxx

Donations received xxx

Membership fees received xxx

Program/service income received (if any) xxx

Interest received on short-term deposits xxx

Total Cash Inflows (A) xxx

Cash outflows from operating activities

Payments for program/project expenses xxx

Payments to suppliers and vendors xxx

Payments for salaries and staff benefits xxx

Payments for administrative expenses (rent,
utilities, etc.)

xxx

Payments for outreach and program activities xxx

Income tax paid (if applicable) xxx

Total Cash Outflows (B) xxx

Net Cash Flow from Operating Activities (C = A-B) xxx

Cash inflows from investing activities

Purchase of property, plant and equipment (xxx)

Purchase of long-term investments (xxx)

Illustrative Format of Cash Flow Statement for Non-Profit

Organizations

Direct Method



Cash inflows from financing activities

Receipt of loans or borrowings xxx

Repayment of loans (xxx)

Interest paid on borrowings (xxx)

Receipt of corpus/endowment funds xxx

Net Cash Flow from Financing Activities (E) xxx

Net Increase / (Decrease) in Cash and Cash
Equivalents (C+D+E)

xxx

Net Increase / (Decrease) in Cash xxx

Add: Opening Cash and Cash Equivalents xxx

Closing Cash and Cash Equivalents xxx

Proceeds from sale of fixed assets xxx

Proceeds from sale/redemption of investments xxx

Interest received on investments xxx

Net Cash Flow from Investing Activities (D) xxx
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Operating surplus before working capital changes xxx

Changes in working capital

Increase / (Decrease) in receivables xxx

Increase / (Decrease) in payables xxx

Increase / (Decrease) in grants receivable xxx

Increase / (Decrease) in advances xxx

Cash generated from operations xxx

Less: Income tax paid (if applicable) xxx

Net Cash Flow from Operating Activities xxx
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Particulars ₹

Cash inflows from operating activities

Surplus / (Deficit) as per Income & Expenditure
Account

xxx

Adjustments for non-cash items

Add: Depreciation xxxAdd: Provision for expenses xxx

Less: Interest income (xxx)

Adjustments for investing/financing items

Loss/(Profit) on sale of fixed assets xxx

Indirect Method



The framework provided under Accounting Standard (AS) 3 – Cash Flow

Statements enables organizations to present a structured view of the movement of

cash and cash equivalents during a financial period. For Non-Profit Organizations,

such information provides valuable insights into how funds are received and

utilized in the course of carrying out their activities. When read alongside the

Income and Expenditure Account and the Balance Sheet, the Cash Flow

Statement helps present a more comprehensive understanding of the

organization’s financial position and its ability to manage financial resources

effectively.

For stakeholders such as donors, governing boards, regulators, and other

interested parties, clear information on cash flows strengthens confidence in the

organization’s financial management practices. It also supports better oversight

and informed decision-making by highlighting the patterns of cash generation and

usage across different activities. Accordingly, even where its preparation may not

be mandatory for certain entities, the principles underlying the Cash Flow

Statement remain an important tool for promoting transparency, financial

discipline, and sound governance within the non-profit sector.

Conclusion
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In the Indirect Method, the starting point is

the surplus/deficit from the Income &

Expenditure Account. This surplus/deficit

already includes certain non-operating items,

such as:

Profit or loss on sale of fixed assets

Interest income

Fõ�À�

However, the actual cash from sale of fixed assets belongs to Investing Activities,

not Operating Activities. Therefore, the profit or loss component included in the

surplus must be reversed while calculating cash flow from operating activities.
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Introduction

CSR Fund Treatment

The trajectory of philanthropy in India has been shaped by its unique history,

cultural ethos, and ethical frameworks derived from religious and philosophical

traditions. Wealth has long been regarded not merely as a personal possession

but as a resource carrying responsibilities toward society, to be used ethically,

purposefully, and for the welfare of deserving recipients. In modern times, the

Companies Act, 2013, and the associated CSR Rules have formalized this

principle, making it mandatory for companies meeting defined thresholds to

allocate a portion of their profits to social causes. These statutory obligations

bring with them a range of practical, operational, and regulatory considerations

that companies must navigate carefully.

This article, examines the challenges and complexities that arise once CSR funds

are to be spent, providing guidance on how companies can approach these

matters in a structured and compliant manner.

While the law prescribes the quantum and nature of CSR spending, practical

questions emerge in situations not explicitly covered by the basic framework. This

article aims to provide clarity on some nuanced aspects of CSR expenditure. By

offering guidance on operational and regulatory considerations, the article equips

companies and practitioners with an understanding to navigate their obligations

thoughtfully, ensuring that CSR is not merely a compliance requirement but a

meaningful contribution to India’s social development.
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In any financial year, if a company is unable to spend at least 2% of the average

net profits (calculated as per Section135(5) of the Companies Act, 2013) on CSR

activities, the shortfall is termed as Unspent CSR Amount. With regard to the

same, a practical question that is often raised by companies and auditors alike:

Section 135(5) of the Companies Act, 2013, requires the Board of every eligible

company to ensure that at least 2% of the average net profits of the preceding

three financial years is spent on CSR activities in each financial year. The proviso

to this section further states that if a company fails to spend such an amount, the

Board shall, in its report, specify the reasons for not spending it.

Is a provision for unspent CSR amount required to be created in the books of

accounts?

1.Unspent CSR Amount
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If a company spends more than the requirement provided under section 135, the

excess amount can be set off against the mandatory 2% CSR expenditure up to

the immediately succeeding three financial years subject to compliance with the

conditions stipulated under rule 7(3) of the Companies (CSR Policy) Rules, 2014. 

In light of this provision, no accounting liability arises merely on account of

unspent CSR amounts. Accordingly, a provision for the shortfall between the

amount required to be spent and the amount actually spent at the year-end should

not be created in the financial statements.

However, where a company has already undertaken a CSR activity and incurred a

liability, for example, by entering into a contractual obligation with an implementing

agency then, in line with generally accepted accounting principles, a provision

must be recognised in the financial statements to the extent that the CSR activity

has been completed during the reporting period.

For instance – If the company spends ₹1.20 crore against the obligation of ₹1

crore in FY 2024–25, the excess amount of ₹20 lakh may be set off against

future CSR obligations within the next three financial years (i.e., up to FY 2027–

28), subject to a resolution passed by the Board to that effect.

Rule 7(3) of the Companies (CSR Policy) Rules, 2014:

Where a company spends an amount in excess of requirement provided

under sub-section (5) of section 135 , such excess amount may be set off

against the requirement to spend under sub-section (5) of section 135 up to

immediate succeeding three financial years subject to the conditions that –

(i) the excess amount available for set off shall not include the surplus

arising out of the CSR activities, if any, in pursuance of sub-rule (2) of this

rule.

(ii) the Board of the company shall pass a resolution to that effect.

2.  Excess CSR Amount

This position became

applicable from 22nd

January, 2021 and had a

prospective effect. Thus,

no carry forward was

allowed for the excess

amount spent, if any, in

financial years prior to FY

2020-21.
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Surplus from CSR Activities
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It refers to any income or gains that arise in the course of implementing CSR

projects. This may include interest earned by the implementing agency on CSR

funds provided, revenue generated through CSR-linked initiatives, proceeds from

the sale or disposal of materials used in CSR projects, or similar incidental

earnings.

Such surplus is not to be treated as business profit and cannot be diverted toward

general business purposes, dividend distribution, or investment in unrelated

activities. The law mandates that any income generated from CSR spending must

be reapplied exclusively for CSR objectives, thereby reinforcing the principle that

funds earmarked for social responsibility continue to serve that very purpose.

Importantly, the surplus does not reduce the company’s mandatory CSR obligation

of 2% of average net profits. For instance, if a company has a CSR obligation of

₹30,00,000 and a surplus of ₹2,00,000 arises from CSR activities, the statutory

2% spend of ₹30,00,000 is still required. The surplus is in addition to this

mandated expenditure and must be ploughed back into CSR activities or

transferred to the Unspent CSR Account or a Fund specified in Schedule VII within

six months of the financial year-end.

Companies have several options for applying these surpluses, depending on their

CSR strategy and community needs. For example, they may expand or scale up

ongoing CSR projects by channelling the additional resources or initiate new CSR

initiatives, such as healthcare, education, or livelihood programs in underserved

areas.

1.What is Surplus from CSR activities?

2.Allocation and Compliance Requirements for Surplus

Rule 7(2) of the Companies (CSR Policy) Rules, 2014:

Any surplus arising out of the CSR activities shall not form part of the

business profit of a company and shall be ploughed back into the same

project or shall be transferred to the Unspent CSR Account and spent in

pursuance of CSR policy and annual action plan of the company or transfer

such surplus amount to a Fund specified in Schedule VII, within a period of

six months of the expiry of the financial year.
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A question often arises as to whether surplus generated from CSR activities

should be recognised in the company’s statement of profit and loss. Paragraph 5

of Accounting Standard (AS) 5, Net Profit or Loss for the Period, Prior Period

Items and Changes in Accounting Policies, states that all items of income

recognised during a period should generally be included in determining net profit

or loss unless specifically exempted by an Accounting Standard. For accounting

purposes, the Framework for Preparation and Presentation of Financial

Statements issued by the Institute of Chartered Accountants of India defines

‘income’ as “an increase in economic benefits during the accounting period in the

form of inflows or enhancements of assets or decreases in liabilities that result in

increases in equity, other than contributions from equity participants”. Since

surplus arising from CSR activities is not derived from transactions with owners, it

qualifies as ‘income’ only for accounting purposes. However, as it cannot form part

of the company’s business profits, such surplus should be immediately recognised

as a liability for CSR expenditure in the balance sheet and simultaneously

recorded as an expense in the statement of profit and loss. This ensures that the

surplus is allocated solely for CSR purposes and does not reduce the company’s

mandatory CSR obligation of 2% of the average net profits of the three preceding

financial years as required under its CSR Policy.

Companies can fulfil their CSR obligations under Section 135 of the Companies

Act, 2013, through multiple avenues, each with specific accounting treatment:

Contributions made to any fund specified in Schedule VII of the Act (e.g., PM

CARES Fund, Clean Ganga Fund) are treated as CSR expenses for the year and

should be charged directly to the statement of profit and loss.

CSR expenditure routed through a registered trust, society, or a Section 8

company, either individually, jointly with holding, subsidiary, or associate

companies, or in collaboration with other companies, also qualifies as an

expense for the year and must be recorded in the statement of profit and loss.

When the company itself undertakes CSR activities that fall under Schedule VII,

the related expenditure of a revenue nature should be charged to the statement

of profit and loss. Any surplus arising from these activities must be applied

exclusively to CSR purposes and cannot be treated as business profit or used

for any other purpose.

Contribution to Schedule VII Funds:

Spending through Registered Entities:

Direct CSR Implementation by the Company:

3.Accounting Treatment

Discharging CSR Obligation
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If a company receives grants to implement CSR initiatives, the CSR expenditure

should be recorded net of the grant received.

The first proviso to Section 135(5) of the Companies Act, 2013, stipulates that

companies shall give preference to the local area and areas surrounding their

operations for undertaking CSR activities. However, the practical application of this

provision warrants careful consideration, particularly in light of evolving business

models and the nature of certain eligible CSR activities.

Certain activities enumerated in Schedule VII, such as support for war widows and

their dependents, preservation of national heritage and culture, and similar

initiatives, inherently transcend geographical limitations and hold relevance across

the entire nation. These activities, by their very nature, cannot be confined to a

specific locality.

Further, the emergence of Information and Communication Technology (ICT) and

the rise of new-age business models have added complexity to the interpretation

of local area. E-commerce platforms, business process outsourcing firms,

aggregator companies, and digital service providers often operate through

distributed networks with no single identifiable operational base. For such entities,

determining a defined local area becomes inherently challenging, if not impractical.

It is essential to view the local area preference within the broader legislative intent

of the Act. The underlying objective of India’s CSR framework is to align corporate

initiatives with national development priorities and to mobilize corporate resources

toward achieving the Sustainable Development Goals (SDGs). Adopted by the

United Nations in 2015, the SDGs represent a universal agenda to eradicate

poverty, safeguard the environment, and ensure shared prosperity for all by 2030.

These 17 interconnected goals recognize that progress in one domain influences

outcomes in others, and that sustainable development must harmonize social,

economic, and environmental dimensions. Nations across the world have

committed to prioritizing those who are most marginalized, with the SDGs

specifically designed to eliminate poverty, hunger, disease, and gender-based

discrimination. Achieving these goals requires collective effort, drawing upon

innovation, expertise, technology, and financial resources from all sectors of

society.

CSR Grants from Third Parties:

Geographical Location of CSR Spending

Provided that the company shall give preference to the local area and areas

around it where it operates, for spending the amount earmarked for

Corporate Social Responsibility activities:

Section 135(5) of the Companies Act, 2013
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In this context, the preference for local areas should be understood as a guiding

principle rather than an absolute obligation. It is directional in nature, intended to

encourage companies to engage meaningfully with the communities in their

immediate vicinity. However, it does not preclude companies from undertaking

CSR activities that address broader national concerns or contribute to nationwide

developmental objectives. Companies are expected to exercise informed

judgment, balancing local engagement with the imperative of advancing national

priorities and the SDGs, thereby ensuring that their CSR efforts create meaningful

and sustainable impact.

A common area of confusion relates to whether CSR funds can be directly utilized

to finance Government schemes. The regulatory position on this matter is clear,

CSR funds cannot be used to fill resource gaps in Government schemes.

The CSR framework under the Companies Act, 2013, is designed to position

corporate entities as collaborative partners in India’s social development journey,

rather than as alternative funding sources for State obligations. The legislative

intent is to harness corporate innovation, management expertise, and operational

efficiency in addressing social challenges, bringing a distinct approach to the

delivery of public goods that complements, but does not substitute, governmental

efforts.

Corporates have consistently demonstrated solidarity with the Government during

periods of crisis, contributing to the nation’s social and economic resilience.

However, this partnership must be understood within the proper regulatory

boundaries. While certain activities listed in Schedule VII of the Act, such as

combating hunger and malnutrition, advancing healthcare and sanitation, ensuring

environmental sustainability, supporting research and development in science and

technology, and conserving natural resources align closely with Government

priorities and programmes, the manner of contribution matters significantly.

The Act permits specific, earmarked contributions to designated funds established

by the Central Government, including the Swachh Bharat Kosh (for sanitation

promotion), the Clean Ganga Fund (for river rejuvenation), and contributions

toward research and development projects in science, technology, engineering,

and medicine that are funded by Central or State Governments, Public Sector

Undertakings, or their agencies. These are explicitly recognized as eligible CSR

expenditure because they represent targeted contributions to specified national

initiatives, rather than general budgetary support.

CSR and Government Schemes
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What is not permissible is the direct channelling of CSR funds into existing

Government schemes to address their budgetary shortfalls. CSR is intended to

enable companies to conceptualize, design, and execute independent

interventions that address social needs creatively and efficiently. Companies must

exercise autonomy in project selection, implementation strategy, and beneficiary

identification, subject, of course, to the provisions of the Companies (CSR Policy)

Rules, 2014.

Thus, while a company cannot simply fund a Government scheme, it is entirely

permissible, and indeed encouraged for the Board of an eligible company to

undertake similar activities independently. For instance, if a Government scheme

focuses on skill development in rural areas, a company may design and implement

its own skill development programme targeting similar or overlapping beneficiaries,

utilizing its own resources, management systems, and delivery mechanisms. The

distinction lies in corporate ownership and execution of the initiative, ensuring that

CSR remains a channel for private sector innovation in public welfare.

Employee time and effort contributed toward CSR activities cannot be monetized

or recognized as CSR expenditure. This position is grounded in Section 135(5) of

the Companies Act, 2013, which mandates that companies “spend” a specified

percentage of their average net profits on CSR activities. The term spend refers to

actual financial outlay, the disbursement of funds toward CSR projects. Employee

participation, while valuable, does not constitute monetary expenditure and

therefore cannot be counted toward meeting the statutory CSR obligation.

Under Rule 4(4) of the Companies (CSR Policy) Rules, 2014, companies are

permitted to collaborate with one another to implement CSR projects or programs.

Such collaboration must be structured in a way that the CSR Committees of each

participating company can report separately on the activities, in compliance with

the reporting requirements under the Rules.

Employee Volunteering in CSR

Collaboration with other Corporates

A company may also collaborate with other companies for undertaking

projects or programmes or CSR activities in such a manner that the CSR

committees of respective companies are in a position to report separately

on such projects or programmes in accordance with these rules.

Rule 4(4) of The Companies (Corporate Social Responsibility Policy) Rules,

2014:
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This provision allows companies, including holding and subsidiary companies, to

jointly execute CSR initiatives, enabling them to pool resources, expertise, and

operational capabilities. Importantly, it also allows companies with small CSR funds

to participate in meaningful CSR activities by contributing jointly with other

companies, ensuring that even limited resources can be leveraged to create

significant social impact.

While the Act and the Rules do not prescribe detailed modalities for joint

execution, companies are expected to establish clear agreements on governance,

roles, responsibilities, and reporting. Proper planning and coordination ensure that

collaborative CSR projects remain transparent, effective, and fully compliant with

regulatory requirements.

A company that does not meet the CSR applicability thresholds in the immediately

preceding financial year i.e., net worth of ₹500 crore or more, turnover of ₹1000

crore or more, or net profit of ₹5 crore or more, is not required to comply with CSR

provisions for the current financial year.

This clarity comes after the deletion of Rule 3(2) of The Companies (Corporate

Social Responsibility Policy) Rules, 2014 in September 2022, which previously

created ambiguity regarding the duration for which CSR obligations remained

applicable. Earlier, even if a company did not meet the criteria in a given year, it

could not automatically discontinue CSR activities unless the criteria were unmet

for three consecutive years. Post-2022 amendment, CSR applicability is now

assessed solely based on the immediately preceding financial year, allowing

companies to adjust their CSR planning accordingly.

Hence, CSR obligations are to be evaluated on a year-to-year basis. If a company

meets the thresholds in the preceding year, it must comply; if not, it is exempt for

that year. This approach simplifies compliance, aligns CSR spending with current

financial realities, and enables companies to focus on initiatives strategically and

responsibly.

When a Company Ceases to Come Under CSR Criteria

Section 181, notified on 12  September 2013, allows a company’s Board of

Directors to voluntarily contribute to bona fide charitable and other funds. If the

contribution in any financial year exceeds five percent of the company’s average

net profits for the preceding three years, prior approval from the company in a

general meeting is required. In contrast, Section 135 mandates Corporate Social

Responsibility (CSR) expenditure for companies meeting specified financial

thresholds, with structured governance, reporting, and compliance requirements. 

th

CSR Spending and Voluntary Contributions
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Similar to voluntary contributions under Section 181, CSR spending also cannot be

claimed as a business expense for tax purposes, as clarified by the Finance Act,

2014 through Explanation 2 to Section 37(1) of the Income Tax Act, 1961.

Essentially, while Section 181 governs voluntary charitable giving, Section 135

establishes a mandatory framework for corporate participation in social

development.

CSR under the Companies Act, 2013 is a well-defined statutory obligation,

specifying not only the quantum of expenditure but also the reporting,

governance, and compliance responsibilities of companies. A clear understanding

of key aspects, such as treatment of unspent amounts, handling of excess

expenditure, allocation of surpluses, and collaborative projects enables companies

to navigate their CSR obligations with certainty and avoid regulatory ambiguities.

The law provides flexibility in planning and executing CSR, yet maintains

accountability by ensuring that funds are spent purposefully and in line with

Schedule VII activities. When implemented thoughtfully within this legal framework,

CSR not only fulfils statutory requirements but also creates meaningful,

measurable impact for society, reinforcing the principle that corporate resources

carry social responsibility.

Conclusion
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Introduction

In India, engagement with charity and social good has deep roots. For centuries,

giving back to society has been guided by our history, cultural values, and ethical

principles drawn from various religious philosophies. Ideas such as responsible

stewardship of wealth, supporting local communities, and viewing resources as

belonging to society at large have shaped Indian business behaviour long before

the modern term “CSR” existed. Yet, these contributions were largely voluntary

and unstructured. Every organisation followed its own understanding of what

social responsibility meant. This landscape changed with the introduction of

mandatory Corporate Social Responsibility under the Companies Act, 2013. India

became one of the few countries to provide a statutory framework for CSR. The

law did more than define eligibility thresholds. It placed strong emphasis on

governance. The intention was clear to shift CSR from scattered individual efforts

to a structured and accountable system that reflects national priorities and

ensures responsible use of corporate resources.

This article, gives an understanding of CSR governance. It provides an analytical

understanding of the CSR framework under the law, and what systems need to be

in place for CSR to be implemented effectively, consistently, and responsibly.

The article examines how this framework is actually operationalised within

companies. It explores the formation and functioning of the CSR Committee, the

formulation and approval of the CSR Policy, and the statutory obligations of the

Board in relation to implementation, monitoring, reporting, and disclosure of CSR

activities. The objective is to provide an understanding of how the Board, as the

apex authority, ensures that CSR initiatives are executed effectively within the

legal and ethical framework, while related provisions on transparency,

accountability, and compliance together strengthen the overall architecture of

CSR governance in India.

The foundation of an effective CSR framework lies in the establishment of a

dedicated Corporate Social Responsibility (CSR) Committee. A CSR Committee

(Corporate Social Responsibility Committee) is a statutory Board-level committee

mandated under the Companies Act, 2013 for eligible companies. It forms part of

the company’s governance structure and is constituted by the Board of Directors

to provide oversight related to the organisation’s CSR obligations. It is not an

independent body but an integral component of the Board’s formal governance

framework.

CSR Committee
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“CSR Committee” means the Corporate Social Responsibility Committee of

the Board referred to in section 135 of the Act.

“foreign company” means any company or body corporate incorporated

outside India which

(a) has a place of business in India whether by itself or through an agent,

physically or through electronic mode; and 

(b) conducts any business activity in India in any other manner.

Rule 2(e) of The Companies (Corporate Social Responsibility Policy) Rules,

2014

Section 2(42) of Companies Act, 2013:

Rule 3(1) of The Companies (CSR Policy) Rules, 2014, states that every company

including its holding or subsidiary, and a foreign company defined under clause

(42) of section 2 of the Act having its branch office or project office in India, which

fulfills the criteria specified in sub-section (1) of section 135 of the Act shall

constitute a Corporate Social Responsibility Committee. 

Further, a company that has any amount in its Unspent CSR Account of a financial

year with regard to an ongoing project, shall also be required to constitute a CSR

Committee and comply with the relevant provisions. (Proviso inserted to Rule 3(1)

of Companies (CSR Policy) Amendment Rules, 2022.)

Based on the applicability discussed above, in case a company is required to form

a CSR Committee, it needs to take into consideration the following composition

requirements that are laid down under Rule 5 of The Companies (CSR Policy)

Rules, 2014:

Every company (except those discussed in b, c & d below) who is mandated

under law to carry out CSR activities as per Section 135(1) of the Companies

Act, 2013, shall have to constitute a CSR Committee of the Board consisting

of three or more directors, of which at least one director should be an

independent director. 

  (a).  Applicability of CSR Committee:

  (b). Composition Requirements:
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Section 149(4) of the Companies Act, 2013 states that every listed public

company shall have at least one-third of the total number of Directors as

independent Directors and the Central Government may prescribe the

minimum number of independent Directors in case of any class or classes of

public companies.

When a company is not required to appoint an independent director under

section 149(4) of the Act, i.e. unlisted public company or a private limited

company, it may constitute its CSR Committee with two or more directors,

without an independent director.

A private company having only two directors on its Board shall constitute its

CSR Committee with two such directors. 

In the case of a foreign company, the CSR Committee shall consist of at

least two people, one as specified under Section 380(1)(d) of the Act, i.e. the

person authorized to accept on behalf of the company any notices or other

documents required to be served on the company, and another nominated

by the foreign company. 

Independent Director is a director

of a company who does not have

any material or pecuniary

relationship with the company or

its promoters, management, or

subsidiaries, other than receiving

director’s remuneration. They are

expected to act impartially and

help in corporate governance and

board oversight. Section 149(6) of

the Companies Act, 2013 defines

an independent director.

Note 

Under Section 135(2) of the Companies Act, 2013, every company to which CSR

provisions apply must disclose the composition of its CSR Committee in the

Board’s Report.
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 (c).   Role of CSR Committee:

Once the CSR Committee is formed, certain Roles & Responsibilities are to be

undertaken by the said Committee, which are laid down under Section 135(3) of

the Act & Rule 5(2) of the CSR Rules. These roles are with regard to developing an

annual action plan as well as other such matters related to the CSR Policy, which

are discussed as under:

The board is allowed to alter the said plan at any time during the financial year, as

per the recommendation of its CSR Committee, based on the need and on

providing a reasonable justification for the same.

The Committee is responsible to formulate and recommend to the board, a

CSR Policy which shall indicate the list of CSR activities, projects or

programmes, to be undertaken by the company, in the areas that are

approved under Schedule VII of the Act.

It would recommend the amount of expenditure to be incurred based on the

activities suggested as above.

It would formulate the manner of implementation of such projects, as

allowed in Rule 4(1), e.g., whether the CSR activities would be undertaken by

itself or through an organisation established for the same, via an existing

organisation having a track record of at least 3 years or an entity

established under Act of Parliament or a state of legislature, etc., as allowed

under Schedule VII of the Act.

It would suggest the modalities of utilisation of funds and implementation

schedules for the projects.

It would develop a monitoring and reporting mechanism for the suggested

projects.

It would develop a need and an impact assessment plan, if any, for the

projects undertaken by the company.

It would monitor the CSR policy of the company, from time to time, to

incorporate changes, if required.
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 (d).  Exception to formation of CSR Committee

 (e).  Quorum of CSR Committee:

 (f).  CSR Committee for Group Companies:

In order to provide relief to companies that do not have substantial CSR

expenditure, Section 135(9) of the Act provides that in cases where the amount to

be spent by a company on CSR activities does not exceed ₹50 lakhs, the

requirement to constitute a CSR Committee shall not apply, and the functions of

the Committee shall be discharged by the Board of Directors itself. However, the

circumstances in which a company may discontinue its CSR Committee need to

be assessed with caution. The exemption is linked to the CSR liability in that

particular financial year. If the prescribed CSR obligation for the year exceeds the

specified limit, the company must retain or constitute a CSR Committee, even if its

actual spending is lower than ₹50 lakhs.

Paragraph 3.5 of the Secretarial Standards on Board Meetings (SS-1) issued by

The Institute of Company Secretaries of India (ICSI) states that the Board may

decide the quorum for any of its committees. If the Board has not specified a

quorum, then all members of the committee must be present for the meeting to be

valid. Therefore, in the absence of a specified quorum for the CSR Committee,

every member’s presence is required to constitute the meeting.

CSR requirements under the Companies Act apply separately to each company.

Therefore, any company that meets the criteria under Section 135(1) of the Act is

required to form its own CSR Committee. Nevertheless, companies in a group can

coordinate their CSR policies and activities with a group-level framework, as long

as it adheres to the provisions of the Act.

A CSR Policy is a formal Board‑approved statement. It sets out a company’s

overall approach, priorities, and guiding principles for Corporate Social

Responsibility. This includes the activities a company will undertake, how these will

be implemented and monitored, and how the required CSR spending will be

applied in line with the law. In view of this, the law has laid down certain provisions

which are discussed below:

CSR Policy
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Rule 2(f) of Companies (CSR Policy) Rules, 2014:

“CSR Policy means a statement containing the approach and direction given

by the board of a company, taking into account the recommendations of its

CSR Committee, and includes guiding principles for selection, implementation

and monitoring of activities as well as formulation of the annual action plan;”



 (a).  Purpose of CSR Policy:

 (b).  Drafting of CSR Policy:

The definition of CSR Policy was revised through the Companies (CSR Policy)

Amendment Rules, 2021, notified on 22 January 2021. Companies that were

already subject to CSR provisions before this amendment had to revise their

existing CSR Policy to align with the updated requirements. The revised policy had

to incorporate, among other elements, the guiding principles for selecting,

executing, and monitoring CSR activities, as well as the framework for preparing

the annual action plan.

A CSR Policy is prepared to provide a structured and transparent framework for a

company’s CSR initiatives. It ensures that the company’s CSR efforts are aligned

with its core values, legal obligations, and national development priorities. By

formulating this policy, the Board of Directors and the CSR Committee can clearly

define objectives, set measurable goals, and establish accountability mechanisms

for CSR implementation.

Moreover, a well-defined CSR Policy promotes consistency in decision-making,

enhances stakeholder trust, and enables the company to monitor and evaluate the

impact of its CSR activities effectively. In essence, the policy serves as a strategic

roadmap that guides the organization in fulfilling its social and ethical

responsibilities in a systematic and compliant manner.

The CSR Rules require companies to include guiding principles in their CSR Policy,

which serve as broad indicators of the areas in which CSR initiatives will be

undertaken. These principles operate at a strategic level and are further detailed

each year in the company’s annual action plan. Illustrative guiding principles may

include:

Selection of CSR Projects: Key parameters to be considered that influence

project choice. These may include identifying the priority themes, assessing

needs within the local area or other regions requiring intervention,

recognising projects of national significance. The principles may also

indicate how CSR funds will be allocated across these priorities to ensure

that the company’s initiatives generate a meaningful and positive impact.

Implementation Approach: The manner in which CSR activities will be

carried out, whether directly by the company or through an implementing

agency. This may include criteria for selecting implementing partners, such

as the absence of conflicts of interest, non-political background, due

diligence outcomes, and performance history.
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 (c).  Suggestive structure of a CSR Policy:

Monitoring Mechanisms: The processes for tracking progress, including

review frequency, need for field visits, persons responsible for oversight, and

types of documentation or evidence to be collected to assess

implementation.

Formulation of Annual Action Plan: Considerations for preparing the plan,

such as choosing between long-term or short-term projects, evaluating

environmental or regulatory requirements, assessing project suitability, and

determining the timelines or frequency for impact assessments.

Purpose: States the company’s CSR intent, the meeting in which the Policy

was approved by the Board, its alignment with the company’s vision. It

should also confirm that the Policy is framed in compliance with section 135

of the Companies Act and the CSR Rules.

Effective Date: The financial year from which the Policy becomes applicable

should be clearly stated.

Definitions: Key terms used in the Policy should be mentioned as defined

under the Companies Act and the CSR Rules.

Functions of CSR Committee: The policy should cover the Committee’s

responsibilities, including drafting the CSR Policy, preparing and

recommending the annual action plan, suggesting budgets, monitoring

implementation, and proposing changes as required.

CSR Activities: Lists the activities permitted under Schedule VII and any

additional activities, approved by the Board in line with legal provisions.

Focus Areas: Highlight priority sectors such as health, environment, water,

rural development, education etc.

Annual Action Plan: The policy should state that the annual plan shall be

prepared by the CSR Committee and recommended to the Board, with

provisions for the Board to modify it during the year if justified.

CSR Spending: Specify the annual CSR allocation, how surplus will be used,

the requirement for pre-approval of expenditure, and the treatment of

unspent amounts.

Before the amendments to the CSR Rules, a CSR Policy was expected to contain

detailed information such as the list of proposed CSR activities, execution

modalities, implementation timelines, and monitoring arrangements. Following the

Companies (CSR Policy) Amendment Rules, 2021, notified on 22 January 2021,

these operational details are now intended to be part of the annual action plan,

while the CSR Policy provides the overarching framework and direction.
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 (d).  Spending on Activities Outside the Existing CSR Policy:

 (e).  Annual Action Plan

Modes of Implementation: Explain how CSR work will be carried out, either

direct implementation, or through registered implementing agencies,

through company-established foundations, or in collaboration with other

organisations.

Need and Impact Assessment: Provide for conducting need assessment

before initiating a project and impact assessment after completion, with the

results placed before the Board.

Capital Assets: Clarify ownership and custodianship of CSR assets and

ensures such assets are used for the intended beneficiaries.

Information Dissemination: Mandate the upload of the CSR Policy and

annual CSR information on the company website and to be published in the

annual return of the company.

Review: The clause related to periodic review and revision of the Policy by

the CSR Committee and the Board, based on legal requirements and

operational needs should also be included.

A well-structured CSR Policy ensures compliance with the statutory requirements

and reflects the organisation’s broader vision, mission and goals.

Section 135(5) of the Act requires that the company’s CSR expenditure be carried

out strictly in line with its approved CSR Policy. When a company intends to

support any activity that is permitted under Schedule VII but is not currently

reflected in its CSR Policy, it must first revise the Policy to include that activity. This

update must be approved by the Board, ensuring that the proposed activity

becomes an integral part of the company’s CSR framework. Only after such

incorporation can the company validly allocate and utilise CSR funds for those

additional programmes or projects.

An Annual Action Plan is a yearly roadmap that outlines the specific CSR projects

a company will undertake, along with how those projects will be implemented,

monitored, and funded during that financial year. It translates the broader

principles of the CSR Policy into concrete steps, listing the activities, timelines,

responsibilities, and expected outcomes.
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As per Rule 5(2) of The Companies (CSR Policy) Rules, 2014

The CSR Committee shall formulate and recommend to the Board, an annual

action plan in pursuance of its CSR Policy, which shall include the following,

namely:-

Provided that Board may alter such plan at any time during the financial year,

as per the recommendation of its CSR Committee, based on the reasonable

justification to that effect.

The annual action plan is updated every financial year, as it reflects the guiding

principles set out in the CSR Policy and their relevance for that particular year. The

plan should also indicate the expected results for the next financial year. For

instance, elements may include:

List of CSR programmes or broad criteria about what constitute a CSR

project that align with priority areas and are likely to create meaningful

impact.

Execution framework, such as the allocation of funds for each project during

the current year, projected spending for the next year, and identification of

implementing agencies etc.

Fund-utilisation modalities, including the stages at which funds will be

released (for example, disbursement upon completion of specific

milestones).

Monitoring and reporting mechanisms, such as engagement of external

agencies for verification, along with defined frequency and parameters for

review.

Impact assessment arrangements, specifying who will conduct the

assessment, the projects covered, and the timelines.

(a) the list of CSR projects or programmes that are approved to be

undertaken in areas or subjects specified in Schedule VII of the Act;

(b) the manner of execution of such projects or programmes as specified in

sub-rule (1) of rule 4;

(c) the modalities of utilisation of funds and implementation schedules for the

projects or programmes;

(d) monitoring and reporting mechanism for the projects or programmes; and

(e) details of need and impact assessment, if any, for the projects undertaken

by the company:
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The Companies Act, 2013 and Companies (CSR Policy) Rules, 2014 collectively

establish that the Board of Directors of a company are the central authority

responsible for CSR governance. The Board must ensure that CSR initiatives are

strategically planned, properly implemented, financially sound, and transparently

reported. Accordingly, the Board’s roles and responsibilities includes:

Role of Board of the Company

 (f).  Disclosure:

 (a).  Approval and Disclosure of CSR Policy: 

 (b).  Annual Action Plan:

 (c).  Implementation & Monitoring of CSR Activities:

The Board of Directors of the Company shall mandatorily disclose the CSR Policy

approved by the Board on company’s website, if any, for public access.

The Board of every company that is required to carry out CSR activities, approve

the CSR Policy for the company, after taking into account the recommendations of

the CSR Committee. It is also required to disclose the contents of the CSR Policy

in the Board’s report and place the same on the company’s website, if any, in such

a manner that the company’s CSR intent and focus areas are transparent and

publicly accessible.

Approve the annual CSR action plan recommended by the CSR Committee,

including any amendments during the financial year.

The Board shall ensure that the activities included in the approved CSR Policy are

actually undertaken by the company. 

Section 135(4) of the Companies Act, 2013 states:

The Board of every company referred to in sub-section (1) shall,

(a) after taking into account the recommendations made by the Corporate

Social Responsibility Committee, approve the Corporate Social Responsibility

Policy for the company and disclose contents of such Policy in its report and

also place it on the company's website, if any, in such manner as may be

prescribed; and

(b) ensure that the activities as are included in Corporate Social

Responsibility Policy of the company are undertaken by the company.
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Further, in the case of ongoing projects, as per Rule 4(6) of The Companies (CSR

Policy) Rules, 2014, the Board is required to monitor the implementation of the

project, with reference to approved timelines and year-wise allocation. The Board

is allowed to make modifications, if required, to ensure smooth implementation of

the project within the overall permissible time period. This ensures proper

governance over long-term CSR commitments.

 (e).  Financial Prudence:

 (d).  Mandatory CSR Expenditure:

The Board must ensure that the company meets the statutory requirement of the

CSR expenditure, in every financial year, i.e. it spends at least 2% percent of the

average net profits of the company made during the three immediately preceding

financial years, or such shorter period as applicable, in accordance with the CSR

Policy. 

If the company fails to spend the stipulated amount in any financial year, the

Board is responsible to specify the reasons for the same in its report. Further,

unless the said unspent amount relates to an ongoing project, the Board should

make sure that such unspent amount is transferred to a Fund specified in

Schedule VII within six months from the end of the financial year.

While carrying out CSR activities, it is expected that the company acts prudently

with regard to its finances. Thus, Rule 7(1) of the CSR Rules lay down the

responsibility on the Board to ensure that administrative overheads do not exceed

5% of the total CSR expenditure of the company for the financial year. It is

worthwhile to mention that the said 5% cap on administrative overheads is

applicable only to the company. It does not apply to the administrative or

operational expenses incurred by implementing agencies. 

Rule 4(5) of The Companies (CSR Policy) Rules, 2014

The Board of a company shall satisfy itself that the funds so disbursed have

been utilised for the purposes and in the manner as approved by it and the

Chief Financial Officer or the person responsible for financial management

shall certify to the effect.

Section 134(3)(o) of Companies Act, 2013:

“the details about the policy developed and implemented by the company on

corporate social responsibility initiatives taken during the year;”

51



 (g).  Impact Assessment:

 (h).  Reporting and Disclosure Obligations:

 (i).  Section 166 of the Act:

 (f).  CSR Surplus:

The Board must ensure that any surplus arising from CSR activities shall either be

reinvested into the same project, transferred to the unspent CSR account for

utilization in accordance with the company’s CSR Policy and annual action plan, or

deposited into a fund specified in Schedule VII of the Act, within six months from

the end of the financial year.

The Board shall ensure that an independent impact assessment is conducted for

CSR projects wherever applicable. It shall review the reports of such assessments

and annex them to the annual CSR report. While approving projects, the Board

shall consider the identified need for the project as a key parameter, ensuring that

the assessment measures the effectiveness and outcomes of the CSR initiatives.

Accurate and transparent disclosure of CSR initiatives is a key governance

obligation of the Board. Thus, as per Rule 8(1) of the CSR rules, the board of the

company is required to include an annual CSR report in the Board’s Report,

providing details as required under the CSR Rules.This disclosure forms part of the

statutory reporting obligations under the Act.

Section 166(2) of the Act further places responsibility on the directors of the

company, requiring them to act in good faith in order to promote the objects of the

company for the benefit of the community & for the protection of the environment,

apart from its employees and shareholders.
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The CSR framework under the Companies Act, 2013 places the Board of Directors

at the core of responsibility for ensuring that CSR commitments are fulfilled both in

compliance and in spirit. While the CSR Committee acts as a recommending and

monitoring body, the Board bears the ultimate accountability for the planning,

approval, execution, and oversight of CSR activities. Compliance with the statutory

provisions not only safeguards the company from legal exposure but also

enhances its goodwill, reputation, and commitment towards sustainable and

inclusive growth. A well-structured CSR policy, coupled with proactive Board

engagement, transparent reporting, and diligent monitoring, reinforces

stakeholder confidence and enhances the company’s role as a responsible

corporate citizen. Thus, effective CSR governance under the stewardship of the

Board plays a crucial role in translating corporate intent into tangible social impact.

Conclusion
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1 2The genuineness of activities Compliance with other laws

The Commissioner’s inquiry is limited to assessing whether the trust is genuinely

constituted for charitable purposes, whether the trust property is irrevocably

dedicated for those purposes, and whether the trustees have any power to divert

property or income for non-charitable purposes. The inquiry also considers

whether the deed contains any provisions that confer undue benefit to the

trustees. The CIT does not have the mandate to suggest or insist upon new

clauses; the role is confined to evaluating the legal validity of the trust deed, which

may or may not explicitly contain all recommended clauses.

It does not, however, mandate the incorporation of specific drafting clauses. This

issue has repeatedly been addressed in appellate forums, where courts and

tribunals have clarified that technical drafting deficiencies cannot override the

substantive charitable nature of an institution.

Introduction

Registration under Section 12AB of the Income-tax Act, 1961, is the gateway for

charitable and religious institutions to claim exemption on income applied to

charitable purposes. However, the registration process is often accompanied by

technical objections raised by the authorities. One recurring objection relates to

the absence of explicit Dissolution or Irrevocability Clauses in the trust deed. While

these clauses are desirable, the core legal issue is whether their omission, by itself,

can justify refusal of registration.

The statute requires the Commissioner to examine two factors:

Dissolution Clause: Scope and Purpose

A dissolution clause typically provides that, upon winding up and after discharge

of liabilities, the trust’s assets shall not be distributed among trustees, settlor, or

private individuals. Instead, the residue must be transferred to another entity with

similar charitable objects, duly registered under Section 12AB of the Income-tax

Act. 

The rationale is to:

Ensure continuity

of charitable

purpose

Prevent private

appropriation

Maintain

compliance with the

statutory regime
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Irrevocability Clause: Ensuring Perpetuity

The Legal Issue Under Section 12AB

Statutory Safeguards

The irrevocability clause affirms that once a trust is constituted, it is permanent

and cannot be revoked by the settlor or trustees. It prohibits withdrawal or

diversion of funds for non-charitable purposes. The clause protects the settlor’s

intent, provides comfort to donors, and assures authorities that the dedication to

charitable purposes is perpetual.

In practice, Commissioners have sometimes denied registration under Section

12AB on the ground that the deed lacks explicit Dissolution or Irrevocability

Clauses. The pivotal issue is whether such omission, without more, is fatal to

registration.

The correct legal approach is that the Commissioner must examine the presence

of any enabling clause permitting revocation or diversion of property for non-

charitable purposes. The Commissioner’s role is not to reject an application merely

because the deed is silent on protective clauses, but to test whether any provision

undermines the permanent and irrevocable character of the dedication to

charitable or religious purposes.

Accordingly, the Commissioner’s scrutiny must remain confined to identifying

whether the deed contains any enabling provision for diversion, and cannot be

extended to insistence on protective clauses already secured by statute.

Section 115TD (Exit Tax) : Inserted by the Finance Act 2016, Section 115TD

imposes tax on accreted income where a charitable institution is converted,

merged, or dissolved in a manner prejudicial to its charitable character. This

creates a statutory lock, ensuring assets remain within the charitable framework.

Section 92 of the Code of Civil Procedure: Even in the absence of explicit

protective clauses, statutory law ensures that charitable property cannot be

misapplied. Section 92 of the Code of Civil Procedure, 1908, empowers civil courts

to protect public trust property against mismanagement, diversion, or breach of

trust. Similarly, provisions of the Indian Trusts Act and general equitable doctrines

prevent trustees from applying trust assets to private ends. Thus, even where a

trust deed is silent, statutory and civil remedies guarantee that charitable assets

cannot be privately appropriated or diverted.
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Oral Trusts and Rule 17A(2)(B): Anomaly in Drafting Objections

Judicial Precedents

It may also be noted that Indian law recognises oral trusts. Rule 17A(2)(b) of the

Income-tax Rules permits registration even where no formal instrument exists,

provided other evidence of creation is available. If registration can be granted to

an oral trust that, by its very nature, lacks written clauses of dissolution or

irrevocability, it would be inconsistent to insist that written trusts must contain

such clauses. Hence, the Commissioner cannot impose a higher drafting standard

for written deeds than the law itself requires for oral trusts.

Judicial forums have consistently stressed that the focus must remain on the

charitable dedication of property and the genuineness of activities, rather than on

technical drafting apses. Courts and tribunals have applied the doctrine of

substance over form, holding that the absence of clauses does not defeat

charitable intent, unless the deed expressly authorises private benefit.

Several ITAT benches have consistently held that omission of a dissolution or

irrevocability clause is not, by itself, a valid ground for refusal of registration:
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Tribunal Rulings

Radisson India Charitable Foundation v. ITO (Exemption) [2025] 171

taxmann.com 845 (Delhi – Trib.): Omission of dissolution clause and

fateof assets cannot justify denial.

Kamla Nevatia Charitable Trust v. DIT (Exemption) [IT Appeal No.

3574(Mum.) of 2013] : Absence of dissolution clause not fatal.

Padmavati Foundation v. CIT (Exemption) [IT Appeal No. 1837 (Kol.)

of 2024]: Absence of clauses did not invalidate charitable character.

Tara Education & Charitable Trust v. DIT (Exemption) [IT Appeal

No.1247 (Mum.) of 2013]: Refusal unsustainable when activities

were genuine.

Shri Agarwal Panchayat v. ITO [2017] 88 taxmann.com 370 (Jodh. -

Trib.): Registration under Section 12A cannot be denied merely for

absence of a dissolution clause.

Women & Child Welfare Foundation v. DIT (Exemption) [IT Appeal

No.4747 (Mum.) of 2013] : Omission treated as curable; opportunity

to amend should be granted.



CIT v. Palghat Shadi Mahal Trust [2002] 120 Taxman 889/254 ITR

212(SC): Charitable property dedicated by settlor cannot be altered

beyond intent.

CIT (Exemptions) v. Paramount Charity Trust [2019] 103

taxmann.com 419/ 262 Taxman 164 (SC): Clarificatory amendments

aligned with original charitable intent are valid; technical omissions

alone are not decisive.
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High Court Ruling

Supreme Court Guidance

CIT (Exemptions) v. Shri Narshinghji Ka Mandir [2020] 119

taxmann.com 476/ 274 Taxman 446 (Raj.):Absence of dissolution

clause did not endanger charitable property; safeguards under CPC

Sections 91–92 suffice.

DIT (Exemption) v. Rampurji Gaushala Sewa Trust [2014] 45

taxmann.com 383/224 Taxman 30 (Guj.) (Mag.) : For Section 80G

approval, no dissolution clause is mandated if charitable character is

otherwise clear.

While the Supreme Court has not directly ruled on the absence of such clauses,

related jurisprudence is instructive:



From statutory provisions and case law, the following principles emerge:

(a)

(b)

(c)

(d)

Substance over Form : Absence of dissolution or irrevocability clause is not

fatal if deed dedicates property exclusively to charitable purposes and

contains no enabling provision for private diversion.

Curable Defect Doctrine: The omission of dissolution or irrevocability

clauses is at best a curable defect. Commissioners may invite trustees to file

supplementary declarations or affidavits clarifying the irrevocable nature of

the trust. However, such annexures operate only to explain and cannot

amend or override the original deed. The decisive question remains whether

the deed contains any positive power enabling diversion of property for non-

charitable ends.

Principles Emerging

Statutory Backstops : Section 115TD (exit tax) and Section 92 CPC (civil

control) already safeguard against misuse, reducing the need for mandatory

clauses.

Grounds for Denial : Refusal is justified only where the deed affirmatively

authorises diversion of income/property for private or non- charitable

purposes.

A recurring question is whether omission of such clauses can be cured through

supplementary or clarificatory instruments, and if so, to what extent. The settled

position in trust law is that a trust deed, once executed, cannot ordinarily be

amended to alter or delete its original objects, since the dedication of property to

charity is permanent.

The Supreme Court in CIT v. Kamla Town [1996] 84 Taxman 248/217 ITR 699

(SC) observed that even a civil court does not have inherent power to amend a

trust deed. However, an application may be made under Section 26 of the Specific

Relief Act, 1963, where an amendment becomes necessary to give effect to the

original intent of the settlor, in line with the doctrine of cy pres. Thus, while the

original trust deed prevails, trustees may execute supplementary or clarificatory

declarations, in the form of affidavits or supplementary deeds, to remove

ambiguity, provided such clarifications do not go beyond the original scope and

mandate of the trust.

Supplementary Deeds and Affidavits
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Accordingly, if the deed is merely silent on dissolution or irrevocability, the trustees

can be required to execute a supplementary deed clarifying these aspects.

However, where the original deed empowers trustees to distribute assets for non-

charitable purposes, no supplementary deed can cure the defect, as that would

alter the foundational character of the trust.

Judicial authorities have recognised this principle. In Laxmi Narain Lath Trust v. CIT

[1998] 99 Taxman 332/[2000] 244 ITR 272 (Raj.), the Rajasthan High Court held

that a supplementary deed permitted by the civil court was legally valid and

binding on the department. Similarly, in Paramount Charity Trust (supra), the

Supreme Court upheld a High Court ruling that registration could not be denied

where the amended objects, clarifying the running of a diagnostic centre on a no-

profit basis, remained within the broad charitable intent of the original deed.

At the same time, courts have cautioned against amendments that fundamentally

alter or dilute the charitable purpose. In Sakthi Charities v. CIT [1984] 19 Taxman

100/149 ITR 624 (Mad.), the Madras High Court held that deletion of original

objects through a rectification deed was invalid. Similarly, in the landmark decision

of Palghat Shadi Mahal Trust (supra), the Supreme Court invalidated a resolution

extending the trust’s scope from a particular community to all communities, since

such alteration was not contemplated by the settlor.

Tribunal rulings have also reinforced this distinction. For instance, in Satkrit

Service Trust v. CIT [2013] 40 taxmann.com 157/[2014] 61 SOT 46 (Chd. - Trib.)

(URO)/ Vyapari Vyavasayi Ekopana Samithi Welfare Society v. CIT [2013] 39

taxmann.com 147/[2014] 61 SOT 46 (Cochin - Trib.), it was held that execution of

multiple deeds did not alter the charitable character of the trust, so long as the

objects remained charitable.

In sum, supplementary deeds and affidavits are permissible to clarify ambiguities

but cannot expand or rewrite the settlor’s intent. This reinforces the principle that

the charitable character of a trust flows from its original dedication, and technical

omissions are curable, whereas substantive deviations are not.
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Conclusion

The controversy surrounding the absence of Dissolution and Irrevocability Clauses

in a trust deed has, over time, been addressed through a combination of statutory

safeguards and judicial pronouncements. Section 12AB requires the

Commissioner to ascertain the genuineness of activities and compliance with law;

it does not mandate the presence of any particular drafting clause. Risks of

misapplication or diversion of assets are already addressed by Section 115TD of

the Act and Section 92 CPC, and the recognition of oral trusts under Rule 17A(2)

(b) further demonstrates that insistence on express clauses is not a sine qua non.

Judicial authorities have consistently adopted the principle of substance over form,

holding that omission of such clauses cannot, by itself, justify refusal of

registration. The correct legal approach is therefore to determine whether the trust

has been constituted solely and irrevocably for charitable or religious purposes

and whether the deed contains any provision that affirmatively authorises

diversion of property to private ends. Where the objects are charitable and the

deed is silent on diversion, the absence of explicit clauses is a curable defect, for

which supplementary clarifications may be sought. However, if the deed itself

confers powers that undermine charitable dedication, denial of registration is

warranted, and no subsequent rectification can cure the defect.

Accordingly, the jurisprudence establishes a two-fold principle: 

Thus, the law recognises substance, safeguards against diversion, and permits

clarificatory deeds. Registration under Section 12AB must therefore be guided by

the charitable dedication of property, rather than by insistence on technical

drafting formalities.

Elevating technical omissions into substantive disqualifications is inconsistent with

statutory intent, judicial authority, and the established principles of trust law.

The absence of express

Dissolution or Irrevocability

Clauses does not vitiate the

charitable character of a trust.

The decisive factor remains

whether the property is

effectively and exclusively

vested for charitable purposes.
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1

Introduction

Legal Framework: Capital Gains under Section 11(1A)

62

Capital gains are the gains arising when a capital asset is sold at a price which is

higher than the cost of acquisition. As per section 2(14), a capital asset includes

every property held by the assessee, being movable or immovable. However, some

personal assets and rural agricultural land are not considered as capital assets.

Under normal provisions of the Income-tax Act, income is computed under the five

heads of income and income from capital gains is one of them. Part E of Chapter

IV of the Income-tax Act contains provisions for the computation of income from

capital gains. ‘Income’, as defined under section 2(24), includes capital gains;

therefore, for the purposes of section 11(1)(a), capital gains are also considered as

part of the income. However, there are special provisions for the computation of

capital gains under section 11(1A) of the Income-tax Act.

Section 11(1A), which deals with the treatment of capital gains, was not there

during the inception of the Income-tax Act. In the absence of any provision related

to capital gains, all charitable or religious organizations were required to apply the

capital gains for charitable purposes under the provisions of section 11(1)(a). The

requirement of utilizing capital gains on fulfilment of the objects of the

organization resulted in depletion of the corpus. Section 11(1A) allowed an option

to charitable and religious organizations whereby they could re-invest the sale

proceeds from capital assets in new capital assets so that in the long run the

corpus would remain intact.

‘Income’, as defined under section 2(24) of the Income Tax Act, 1961, includes

capital gains; therefore, for Trusts and NPOs capital gains are also considered part

of the income, subject to the 85% application requirement. However, such trusts

can avoid the application of capital gains by re-investing the entire sale proceeds

(not just the capital gains) into fixed deposits without any tax implications.

As capital gains are considered as part of income, they can be utilized for

charitable or religious purposes. Charitable trusts are assessed under section 11

and are not subject to section 14 & the five heads of income. Therefore, capital

gains for such trusts must be calculated on a commercial basis.

If capital gains are also required to be applied for charitable and religious

purposes, it will amount to the depletion of the corpus of the organisation. In order

to overcome this disadvantage, the Income-tax Act has introduced section 11(1A).

Under section 11(1A), if the entire amount of net consideration is invested in

another capital asset, then the entire capital gain will be deemed to have been

applied for charitable or religious purposes. Under section 11(1A), if part of the

entire amount of  net consideration is invested in another capital asset, then  the



Capital gain has to be reinvested in another capital asset in the same year, unless

the assessee exercises the option available under the Explanation to section 11(1),

to apply the income in the subsequent year.

amount in excess of the amount utilised (in acquiring another asset) over the cost

of the transferred assets will be deemed to have been applied for charitable or

religious purposes. The remaining capital gains will be subject to 85% application.

Explanation (ii) to section 11(1A) provides that the cost of the transferred asset

should be ascertained as per sections 48 and 49. Section 48 provides for the

indexation of the cost of the asset. Therefore, if provisions of section 11(1A) are

applied, indexation benefit can be claimed. In other words, the cost of the

transferred asset shall be indexed only for the purposes of section 11(1A).

If the entire sale proceeds are used for the purchase of another capital asset, then

the entire capital gain (calculated on the basis of indexation) shall be deemed to

have been utilised.

There are primarily three options available for the treatment of capital gain:

An organisation may compute capital gain without taking the indexation

benefit and apply the capital gain for charitable purposes up to 85% under

section 11(1)(a). In this case, the cost of the transferred assets will be the

cost without indexation.

(i)

(ii)

(iii)

An organisation may not compute capital gain and re-invest the entire sale

proceed in another capital asset. In this case, the capital gain shall be

exempt under section 11(1A) and there will be no need for application under

section 11(1)(a).

If an organisation invests a part of the sale proceed in another capital asset,

then capital gain should be computed based on the indexed cost and the

amount in excess of amount utilised (in acquiring another asset) over the

cost of the transferred assets will be deemed to have been applied for

charitable or religious purposes. The remaining capital gain will be subject to

85% application. In this case, the cost of the transferred assets will be the

cost after indexation.

The Finance (No. 2) Act 2024 has amended the second proviso to Section 48 to

provide that no indexation benefit shall be available in respect of the long-term

capital assets transferred on or after 23-07-2024.

The sale proceeds or net consideration itself will be treated as capital gain if the

transferred asset was claimed as application against income.

Investment in fixed deposit is considered as an investment in capital asset. CBDT

Instruction No. 883, dated 24-9-1975, specifies that such fixed deposits should be

for 6 months or more, but various High Courts have held that such 6 months’ time-

limit is legally not valid. The nature of asset is important and not the time-frame.
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Capital gain normally arises at the time of transfer, and therefore, normally the

reinvestment period should be after the date of transfer. However, in case of

charitable organisations, it is reasonable to reinvest in a new capital asset only

after the consideration is received. Similarly, if a trust or NPO receives advance

amount even prior to the transfer of the capital asset, the reinvestment can be

done even prior to the sale of asset.

No time-limit has been provided under section 11(1A) to retain the new asset.

Under the prevailing provisions, each year’s income and its application are treated

separately for the purposes of exemptions. Therefore, if the asset is held at the

year-end of the relevant previous year and is disposed of in the subsequent year,

then the exemption cannot be denied nor can it be withdrawn in the next year.

Provisions of section 50C do not apply to charitable trusts registered under

section 12AA/12AB.

Practical Issues and Interpretational Challenges

Investment in fixed deposit is considered as an investment in capital asset. The

CBDT Instruction No. 883, dated 24.9.1975, specifies that such fixed deposits

should be for 6 months or more. The relevant extract of the CBDT instruction is

reproduced as under:

“The Board has been advised that investment of the net consideration in

fixed deposit with a bank for a period of six months or above would be

regarded as utilisation of the net consideration for acquiring ‘another

capital asset’ within the meaning of s. 11(1A) of the IT Act, 1961.”

Query No. 1.: A trust registered under section 12AB sold a property for

Rs.2 crore and generated capital gain of Rs. 1 crore. In this case will

the tax liability be Nil if the trust keeps the entire sale consideration in

Fixed Deposits of 6 month tenure or it should be for 12 months?

The CBDT instruction is provided in Annexure - 1. However, it is recommended that

fixed deposits for a period of 1 year should be created, which will ensure that the

fixed deposits do not get liquidated within the year of receipt of capital gain.

The capital gain earned by NPOs is also considered a part of the Income and

therefore, it is subject to 85% application during the year. However, the Income

Tax Act provides exemption against such gain if the entire amount of sale proceed

is reinvested in another capital asset.

Income as defined under section 2(24), includes capital gains. Therefore, for the

purposes of section 11(1)(a), capital gains are also considered as a part of the

income. Therefore, all NPOs have two options:
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Under section 11(1A), if the entire amount of net consideration is invested in

another capital asset, then the entire capital gain will be deemed to have been

applied for charitable or religious purposes.

Under section 11(1A), if a part of the entire amount of net consideration is invested

in another capital asset, then the appropriate fraction of the capital gain will be

deemed to have been applied for charitable or religious purposes.

They can apply 85% of capital gain for charitable purposes or invest the

entire amount in another capital asset

The Income-tax Act has provided another option under section 11(1A), by

virtue of which capital gains can be re-invested in another capital asset. It

will be treated as valid application of income.

The entire sale proceeds has to be re-invested in another capital asset in the same

year. The gap of 2 months in reinvestment into fixed deposits will not make any

difference, the organisation can make reinvestment within the financial year in

which the capital gain arose and was received.

In context of Rs. 10 lakh applied for charitable purposes, we have to understand

that sale consideration and capital gain are two different things. In this case 5% of

the sale consideration has been applied for expenses. If such 5% is applied

towards advancement of objects then there will be no tax implication, it will only

denote that the organisation has partially applied the option available under

section 11(1A) and partially applied the capital gain for charitable purposes.
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Query No. 2: Out of the sale consideration of Rs.2 crore a sum of

Rs.10 lakh was applied for charitable purposes and remaining Rs.1.9

crore was invested in Fixed Deposits. Further, the re-investment was

made after 2 months of receipt of sale consideration.

(i)

(ii)

Query No. 3: In case the fixed deposits are liquidated after 6 months

i.e. before maturity, what are the implications regarding capital gains?

As such no time-limit has been prescribed for retention of the new asset for a

specified period for availing of the exemptions under section 11(1A). In other words,

if the fixed deposits are liquidated after a period of 6 months subject to condition

that the 6 months period is completed only after the financial year then there will

be no tax implication or violation of any provisions. In Dalmia Charitable Trust v.

ITO [1986] 27 Taxman 46 (Mag.), the Delhi Tribunal held that when the amount of

capital gain was invested in a new capital asset and the new asset was also

disposed of in the same year, then the exemption under section 11(1A), was not

permissible. In other words, the sale proceed is required to be invested in a new

capital asset and such new capital asset cannot be liquidated in the year of

creation/acquisition. Incidentally fixed deposit is also treated as an capital asset.
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However, the interest earned shall be subject to 85% application. Therefore,

whenever a capital asset is disposed of the benefits of section 11(1A) can be

availed of by re-investing these into other capital assets. The capital gains under

section 11(1A) are not distinguished as ‘short-term’ or ‘long-term’ capital gains; any

capital gains are permissible under section 11(1A). It is recommended that the term

deposits are created for a tenure of 1 year or more and are not liquidated before

maturity.

Legally, only the interest amount is required to be applied in subsequent years.

Therefore, the organisation is entitled to retain the amount at its discretion. In

other words, the organisation will be entitled to keep the funds in section 11(5)

investments without any obligation to spend for charitable purposes. Further, there

will be no tax implication in subsequent years, as well.

Fixed deposits can be made for a longer tenure. It may further be understood that

there will be no further capital gain at the time of liquidation of fixed deposits in

subsequent years. Only the amount of additional interest accumulated shall be

treated as income.

The organisation may opt for a longer tenure for the FDs or may renew the FDs at

the end of 12 month, in both cases there will be no tax implications.
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Query No. 4: Once the FD is broken, should the entire amount of fund

be utilised for activities in the year in which it is liquidated?

Query No. 5: Can the FD deposits be kept for a longer period than 12

months? 

Once the sale proceeds is invested in another capital asset including FDs, then

such amount can be retained indefinitely as corpus at the discretion of the

organisation. There will be no legal requirement to spend such amount in future,

however, the interest generated on FDs shall be treated as income subject to 85%

application.

Query No. 6 : Since the entire sales consideration was invested in FDs

to avoid tax on capital gains, will the organisation be required to

spend the entire amount in next 5 years?

Query No. 7: Is interest earned on our FDs added to the amount

chargeable under capital gains tax or will it come under income tax

regulations?

The interest earned will be added to the respective years income subject to 85%

utilisation.



“Explanation.—For the purposes of this section, any sum payable by

any trust or institution shall be considered as application of income in

the previous year in which such sum is actually paid by it (irrespective

of the previous year in which the liability to pay such sum was

incurred by the trust or institution according to the method of

accounting regularly employed by it):

It may be noted that for a charitable organisation availing exemptions under

section 11 of the Income Tax Act, 1961 the word ‘spent’ means actual payment. In

other words, to claim application the amount should have been actually paid, there

is no concept of accrual or matching of expenditure. A charitable organisation can

claim expenditure pertaining to past or future years if the payment is made during

the financial year. The Finance Act, 2022 inserted the following Explanation after

Section 11(7):

Provided that where during any previous year, any sum has been claimed to have

been applied by the trust or institution, such sum shall not be allowed as

application in any subsequent previous year.”
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Query No. 8: If the entire capital gain is spent for charitable purposes

then can the amount be spend on accrual basis? And what exactly

counts as “spent”?

This Explanation explicitly provides that any sum payable by any trust shall be

considered an application of income in the previous year in which such sum is

actually paid. Thus, the application of income shall be allowed only on payment

basis. This is irrespective of the previous year in which the liability to pay such sum

was incurred by such trust according to the method of accounting regularly

employed.

A proviso to the Explanation further provides that where any sum has been

claimed to have been applied by such trust during any previous year, such sum

shall not be allowed as an application in any subsequent previous year.

These amendments will take effect from 1st April, 2022 and will, accordingly, apply

in relation to the assessment year 2022-23 and subsequent assessment years.

Capital gains being available for application of income under section 11(1)(a), they

should be entitled to accumulation for 5 years under section 11(2), but once they

are accumulated under section 11(2), they have to be applied for the declared

charitable or religious purposes for which they were set apart and accumulated.

They will lose their separate identity as capital gains eligible for reinvestment into

another capital asset.

Query No. 9: Can the Capital Gain be treated as income and then

accumulated for 5 years under Section 11(2)?
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In this case, it seems that the Tribunal was in favour of allowing the benefit of

section 11(2), even for reinvestment in another capital asset, but the accumulation

can only be made for specified charitable or religious objectives, in which the

income is to be applied within the next five years. Since the investment in capital

asset was towards the corpus of the organisation, it would not be possible to

invest in capital assets out of accumulated income. The capital gains if they are

made available for religious or charitable purposes and they are, subsequently,

accumulated under section 11(2), then they along with other accumulated incomes

have to be applied for religious or charitable purposes and not in the purchase of a

capital asset.
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In Trustees of Dr. Sheth’s Charitable Trust v. Seventh ITO [1982] 2 ITD 649 (Bom. -

Trib.), the assessee was refused exemption when the unutilised capital gain was

invested in another capital asset in the subsequent year. The Tribunal held that the

assessee could have exercised the option under section 11(2). Since it failed to do

so, the exemption on that portion of capital gain was lost.

Capital gain normally arises at the time of transfer and therefore, normally the

reinvestment period should be made after the date of transfer. However, in case of

charitable organisations, it is reasonable to reinvest in a new capital asset only

after the consideration is received. Similarly, if the trust or NPO receives advance

amount even prior to the transfer of the capital asset, the reinvestment can be

done even prior to the sale of asset. In the case of Trustees of Shri Ramnagar

Trust No. 1 v. Third ITO [1985] 13 ITD 426 (Bom. - Trib.), the assessee had received

the consideration in advance in the earlier assessment years and had reinvested in

new capital asset in the earlier assessment year but claimed the benefits of

section 11(1A) in the subsequent assessment year. The Bombay Tribunal held that

the benefits under section 11(1A) were permissible.

Query No. 10: Can the investment in another capital asset be made

before the legal transfer if the advance money is received?

In the case of Trustees of Shri Ramnagar Trust No. 1 v. Third ITO [1985] 13 ITD

426 (Bom. - Trib.), it was held that advances received by a trust in the period prior

to the previous year in which the transfer of a capital asset by a trust takes place,

if invested in the purchase of a capital asset in the period earlier to the previous

year, shall also be considered as an application of capital gains for charitable

purpose.
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Trusts that are registered under section 12AA/12AB of the Income-tax Act, 1961

are governed by sections 11 to 13. As a result, the regular provisions under

different heads of income do not apply to them. Consequently, Section 50C, which

is a part of the provisions that deal with income from capital gain, is not relevant to

trusts that are registered under section 12AA/12AB of the Income-tax Act, 1961.

Section 11(1A) cannot be substituted with section 50C. It has been specifically held

that the provisions of section 50C are not applicable to charitable organisations

registered under section 12AA. In the case of ACIT-1, Kanpur v. Upper India

Chamber of Commerce ITA 601/LKW/2011, it was held that section 50C is not

applicable to the charitable organisation.
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Query No. 11: Whether Section 50C applies to charitable trust?

The other cases relevant in this regard are as under:

Sri Guru Dattatreya Mattum v. Income Tax Officer (Exemptions) Ward

Guntur, 2020 (3) Tmi 543 - Itat Visakhapatnam.

DCIT v. Saife Jubilee High School (Ahmedabad ITAT ITA No. 2301/Ahd/

2014) [2018 (11) TMI 540 – ITAT Ahmedabad]

The legal and judicial analysis in light of the judgment is provided as under.

The deemed fair market value of the property cannot be considered for the

purposes of the calculation of capital gains, as the provisions of section 50C of the

Income-tax Act, 1961 are not attracted, because, for charitable organisations, a

separate code i.e. section 11(1A) of the Act exists for taxation of capital gains.

Further, ‘Net Consideration’ and ‘cost of the transferred asset’ for the purposes of

section 11(1A) of the Income-tax Act, 1961 have been separately defined in the

Explanation to the said section.

CIT v. Thiruvendgadam Investments Pvt. Ltd. 2009 (12) TMI 48 - Madras

High Court.

ACIT-1, Kanpur v. Upper India Chamber of Commerce ITA 601/LKW/2011

[2014 (11) TMI 395 - ITAT Lucknow]

It is apparent from the above that though, the cost of transferred assets is

computed as per the provisions of sections 48 and 49, the determination of net

consideration for the purposes of the said section has no reference to sections 48

and 49. It is computed as defined in the Explanation to this section.

Further, the provision of section 11(1A) is specific provisions, whereas provisions of

section 50C are general provisions and provisions of section 50C do not start with

a non-obstante clause. Thus, as per the rules of interpretation, specific provisions

override general provisions. The principle is Generalia Specialibus Non Derogant  

which implies that general provisions must yield to the special provisions.
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Moreover, the sections in the Act do not overlap one another and each section

deals only with the matter specified therein and goes no further. If a case appears

to be governed by either of two provisions, it is clearly the right of the assessee to

claim that he should be assessed under the one, which leaves him with a lighter

burden.

The literal meaning of the expression ‘Generalia Specialibus Non Derogant’ is that

general words or things do not derogate or detract from the specific. The Courts

have held the expression to mean that when there is a conflict between a general

and special provision, the latter shall prevail, as held in the cases of CIT v.

Shahzada Nand & Sons [1966] 60 ITR 392 (SC) and UOI v. Indian Fisheries (P.)

Ltd. AIR 1966 SC 35, or the general provisions must yield to the special provision.
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Thus, by virtue of the above, specific provisions, whether they apply to taxing of

capital gains or to the definition of ‘Net Consideration’, section 11(1A) being a

section enacted specifically for the trusts shall prevail over section 50C.

The tax treatment of capital gains in charitable trusts under Section 11(1A) requires

a clear understanding and careful application of the reinvestment provisions. While

the law provides flexibility, practical challenges often arise in determining the

nature and timing of such reinvestments, including investments in fixed deposits.

Trusts should ensure that reinvestment decisions are aligned with the intent of the

provision and are properly documented. A consistent and well-reasoned approach

will help sustain the exemption and reduce the risk of interpretational disputes.

Conclusion



CBDT’S INSTRUCTION NO. : 883 DATED 24.9.1975

Annexure 1

Sec. 11(1A) of the IT Act, 1961, provided that where a capital asset, being property

held under trust wholly for charitable or religious purposes is transferred and the

whole or any part of the net consideration is utilised for acquiring another capital

asset to be so held, then the capital gain arising from the transfer shall be deemed

to have been applied to charitable or religious purposes to the extent specified

therein.

2.The Board had occasion to examine whether investment of the net

consideration in fixed deposit with a bank would be regarded as utilisation of

the amount of the net consideration for acquiring ‘another capital asset'

within the meaning of s. 11(1A) of the IT Act, 1961. The Board has been

advised that investment of the net consideration in fixed deposit with a bank

for a period of six months or above would be regarded as utilisation of the

net consideration for acquiring ‘another capital asset' within the meaning of

s. 11(1A) of the IT Act, 1961.

BOARD'S INSTRUCTION NO. 883 [XXI/1/74]

Dated 24.9.1975

Sec. 11(1A)of the IT Act, 1961

Another capital asset — Scope of the expression
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Introduction

Scope of Income Computation Under the Income Tax Act

Section 68 of the Income tax Act, 1961 deals with “cash credits”. It provides that

where any sum is found credited in the books of account maintained by the

assessee for any previous year, and the assessee either offers no explanation

about the nature and source thereof or the explanation offered is not satisfactory

in the opinion of the Assessing Officer, such sum may be charged to income tax as

the income of the assessee of that previous year. The burden of proof lies

squarely upon the assessee to establish the source and nature of such credits.

In the context of charitable organisations, the applicability of Section 68 has

remained contentious. Various judicial forums have delivered divergent views on

whether Section 68 of the Act applies to voluntary contributions and donations

received by trusts and institutions registered under Section 12AB.

This article aims to examine the structural inapplicability of Section 68 to

charitable trusts and to delineate the supremacy of Section 115BBC, a special

provision introduced to address anonymous donations.

The Income tax Act prescribes the computation of income under five heads

enumerated in Section 14. However, Sections 10 to 13 constitute a self-contained

code applicable to charitable and religious institutions.

For organisations assessed under Sections 11 to 13, the income is computed in a

commercial sense, i.e., based on gross receipts and application thereof. There is

no concept of computation under the five heads. This has been affirmed by CBDT

Circular No. 5-P (LXX-6), dated 19-6-1968, which clarifies:

This position is further substantiated by judicial pronouncements, including:

CIT v. Estate of V. L. Ethiraj[1982] 136 ITR 12 (Mad.)

DIT (Exemption) v. Girdharilal Shewnarain Tantia Trust[1993] 71 Taxman

150/ 199 ITR 215 (Cal.)

Both decisions assert that the application of Section 14 to charitable organisations

is untenable and income must be computed in a commercial manner.

“...for the purpose of Section 11, the income from trust

property shall be computed in a commercial sense, and the

five heads of income are not applicable.”
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Section 68 Operates within the Framework of Five Heads of

Income

Thus, before invoking any deeming provision such as Section 68, it is essential to

ascertain whether such a provision operates within the computational framework

applicable to the assessee. This becomes particularly relevant when dealing with

charitable institutions, whose income is not computed under the heads specified in

Section 14 but under a distinct regime provided by Sections 11 to 13.

Section 68 is part of Chapter VI, which pertains to the aggregation of income

under the five heads specified in Section 14. Section 66 clarifies that total income

shall include all income on which no income tax is payable under Chapter VII,

further cementing the principle that aggregation and computation are limited to

the conventional heads of income.

Section 2(45) defines “total income” as the income referred to in Section 5,

computed in accordance with the provisions of the Act. This points to the

methodology under Chapters IV to VII, which do not apply to organisations

governed by Sections 11 to 13 unless expressly stated.

Although Section 68 appears in Chapter VI (which deals with aggregation and set-

off), it functionally operates at the computation stage under Chapter IV. Its

application presupposes that the assessee’s income is computed under one of the

heads in Section 14. While Section 68 deems unexplained credits as income, it

does not constitute an independent head of income, and functions only within the

broader computation mechanism of the Act.

However, wherever the legislature intended to import provisions applicable to

general assessees into the domain of charitable institutions, it did so explicitly, as

seen in:

“For the purposes of determining the amount of application under clause (a) or

clause (b), the provisions of sub- clause (ia) of clause (a) of section 40 and

sub-sections (3) and (3A) of section 40A, shall, mutatis mutandis, apply as

they apply in computing the income chargeable under the head ‘Profits and

gains of business or profession’.”

“Cost of the transferred asset’ means the aggregate of the cost of acquisition

(as ascertained for the purposes of sections 48 and 49) of the capital asset

which is the subject of the transfer and the cost of any improvement thereto

within the meaning assigned to that expression in sub-clause (b) of clause (1)

of section 55.”

(a). Explanation 3 to Section 11(1):

(b). Explanation (ii) to Section 11(1A):
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In the absence of such a specific reference, it is impermissible to apply Section 68

to trusts whose income is computed under a separate regime.
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Precedence of Section 115BBC Over Section 68

When Donations are Already Disclosed as Income

The enactment of Section 115BBC, w.e.f. 1st April 2007, provides a specific

framework for taxing anonymous donations received by charitable institutions.

This provision operates independently and overrides general provisions, such as

Section 68, in these contexts.

The Kerala High Court in CIT v. Muslim Educational Society (IT Appeal No. 1711 of

2009, dated 4-10-2010) indirectly recognised the legislative intent behind Section

115BBC as a self-contained provision for taxing anonymous donations.

The consistent judicial trend reiterates the principle of Generalia Specialibus Non

Derogant: when a specific provision, such as Section 115BBC, governs anonymous

donations, the general deeming provision of Section 68 must yield, and invoking it

in such cases would bypass a legislatively intended special regime.

A consistent line of judicial decisions have held that Section 68 cannot be invoked

when the donations or voluntary contributions have already been disclosed as

income:

CIT v. Uttaranchal Welfare Society [2014] 42 taxmann.com 361/222 Taxman

34/ 364 ITR 398 (Allahabad): Held that Section 68 has no application

where the assessee had disclosed donations as its income. If there is full

disclosure and valid registration under Section 12A, exemptions cannot be

denied.

DIT(E) v. Keshav Social & Charitable Foundation [2005] 146 Taxman 569/

278 ITR 152 (Delhi): Affirmed by SC; reiterated that Section 68 cannot be

invoked when donations are disclosed.

Income tax Officer-II(3) v. Saraswati Educational Charitable Trust [2016] 69

taxmann.com 64 (Lucknow - Trib.): Once a donation was included in income

and applied to charitable purposes, Section 68 could not be invoked.

Mayor Foundation v. CIT[2025] 170 taxmann.com 749 (Punj. & Har.),

affirmed by SC in Mayor Foundation v. CIT[2025] 173 taxmann.com

584/304 Taxman 660/475 ITR 150 (SC): In this case, the Supreme Court

upheld the addition under Section 68 where the assessee failed to prove the

genuineness of donations received from non-existent companies.

These cases consistently reinforce that disclosed donations, especially when

applied for charitable purposes, fall outside the scope of Section 68. However,

contrary views have emerged:
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Corpus Donations and Anonymous Donation Compliance

Religious Trusts and Section 68

Cancellation of Registration and Section 68

The said ruling emphasised that disclosure in accounts is not sufficient unless

identity, creditworthiness, and genuineness are substantiated.

Certain judicial pronouncements have nonetheless treated Section 68 as a

standalone deeming provision applicable wherever unexplained credits appear in

the books. However, in the case of charitable institutions governed by Sections 11

to 13, such application is conceptually inconsistent with the self-contained

computation framework applicable to them.

Corpus donations are also subject to the provisions of Section 115BBC if the donor

details are not maintained. As per Section 2(24)(iia), such donations qualify as

income unless exempted under Section 11(1)(d).

In Radhakrishna Akshar Vikas Nyas v. ACIT[2024] 161 taxmann.com 739 (Indore -

Trib.), it was held that Section 115BBC(3) does not require PAN or bank statements

of donors. Maintenance of the name and address suffices to avoid being classified

as anonymous.

Even if donations are claimed as corpus, the trust must substantiate their nature.

However, if donor identity is proven, Section 115BBC cannot be invoked, as

reiterated in Saraswati Educational Charitable Trust (supra).

In Dy. CIT v. Jayananad Religious Trust [2022] 143 taxmann.com 281/197 ITD 810

(Mumbai - Trib.), it was held that religious trusts are excluded from the purview of

Section 115BBC under Section 115BBC(2)(b). Where the assessee disclosed

donations and explained their use (e.g., temple construction), addition under

Section 68 was unwarranted despite incomplete identity records. This

underscores that Section 68 cannot override express exclusions under Section

115BBC.

In Fateh Chand Charitable Trust v. CIT (Exemptions)[2017] 83 taxmann.com 33

(Lucknow - Trib.), the Tribunal held that even if donations were routed via

circuitous means, they could not be added under Section 68 if applied for

charitable purposes. The cancellation of Section 12AA registration was also

quashed due to lack of evidence and denial of opportunity to cross-examine.
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Applicability of Section 115BBC is Limited to Registered Trusts

Conclusion 

Section 115BBC applies only to trusts registered under Section 12A/ 12AB. In Dy.

CIT v. Shree Saraswati Education Sansthan [2023] 156 taxmann.com 182/203 ITD

668 (Ahd. Trib.), it was held that 115BBC could not be invoked against an

unregistered trust, and computation in such cases must be under normal

provisions of the Act.

Accordingly, in the case of unregistered entities whose income is assessed under

normal provisions, Section 68 may validly apply to unexplained credits, since the

computation framework under Sections 11 to 13 does not extend to them.

The application of Section 68 to charitable institutions is conceptually

incompatible with the computation framework under Sections 11 to 13. The

computation of income for such entities does not follow the framework under

Section 14 and, therefore, cannot be subjected to provisions like Section 68.

The enactment of Section 115BBC through the Finance Act, 2006 created a

specific and self-contained mechanism for taxing anonymous donations received

by charitable institutions. Being a special provision, it necessarily prevails over the

general deeming rule of Section 68. This legislative intervention effectively settled

earlier controversies where additions were made under Sections 68 or 69 in the

absence of a dedicated provision.

Judicial precedents applying Section 68 to trusts may require reconsideration, as

they often overlook the distinct computation framework under Sections 11 to 13.
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Introduction

Can the Shareholders of a Section 8 Company Limited by

Share Capital Transfer the Shares at Premium

A section 8 company limited by share capital is one of the available options to

register a charitable or religious organization. It has various features which are

distinct from trust and societies. It is a body incorporate and artificial legal person

unlike a trust or a society. The shareholders can have control in proportion to the

shareholding which is not permissible in case of a trust or a society. In other words,

technically, a section 8 company limited by share capital can be controlled by one

individual by holding most of the shares. In this article, we shall discuss the law

pertaining to transfer of shares of a section 8 company limited by share capital

and whether a shareholder can lawfully take premium on transfer of shares.

There is no explicit bar in the Companies Act, 2013 with regard to the transfer of

shares of a section 8 company to another person at a higher price over and above

the face value of such shares, unless the Article of Association specifically

provides for the manner and restrictions on transfer of shares. However, a section

8 company by its constitution is created for charitable purposes and the

shareholders as well as the directors cannot benefit directly or indirectly from their

fiduciary rights which they hold in a section 8 company. In this spirit it is not

advisable to transfer the shares of a section 8 company at a high premium or to

value the shares based on the assets of the section 8 company.

A Section 8 company under the Companies Act, 2013 is formed for charitable

purposes and is prohibited from distributing any profits or surplus to its members

(Sec. 8(1)(b) & (c)). However, this prohibition applies to profits and assets of the

company. Technically it can be argued that the gains to the shareholders from

selling their shares to another person does not dilute or liquidate the asset or

networth of the company. The text of section 8 of the Companies Act, 2013 is

annexed in Annexure 1.

Any contravention of the requirements of Sec 8, including high-value transaction

with regard to the transfer of shares, may attract revocation of license (sub-

section (6)) & may further subject to winding-up proceedings (sub-sec (7) of Sec.

8 of CA, 2013).

The Bombay High Court in the case Ashwin Jayantilal Shah v. Panjarpol Sanstha

Others, 2001 ALL MR 2 476 held that trustees of a public trust must be faithful

fiduciaries and protect the interests of the trust. The court warns about secret or

underhand deals by trustees benefiting themselves at the cost of the institution,

highlighting the need for vigilance to prevent trustees from making improper gains.
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In theory, shareholders of a section 8 company could sell their shares at a

premium (above face value) if a willing buyer agrees and the Board approves the

transfer. This premium would be a capital gain to the seller, not income from the

company itself. Therefore, the gain does not count as a “distribution of profit” by

the company, so it isn’t a direct violation of Section 8(1)(b).

The Articles of Association of most Section 8 companies severely restrict transfer

of shares. Many require that shares be transferred at face value or nominal value

to another person approved by the Board, precisely to prevent personal

enrichment.

The premium charged by shareholder should be perceived as indirect profiteering

from a charitable vehicle, which can:

Invite MCA scrutiny under Companies Act, 2013.

Jeopardize the Section 8 license if seen as undermining charitable

purpose.

In the light of the above, it can be concluded that a shareholder can in theory sell

at a premium. However, such transactions do not seem to be consistent with the

statutory intent behind creation of section 8 companies. Under normal

circumstances transfers should be made at face value to avoid allegations of

profiteering from a non-profit entity or any proceedings by MCA.

Technically, the amount of initial contribution made against allotment of share is in

the nature of corpus donation and ideally, even the face value should belong to the

section 8 company and not the transferring shareholder. However, the Companies

Act, 2013, has not provided any specific procedure for transfer of share of a

section 8 company and therefore, conflict and confusion arise when the normal

procedure of share transfer is applied to section 8 company. In our opinion, a

shareholder cannot directly or indirectly benefit out of the transfer of shares of a

section 8 company. Any absence or oversight in specific provisions would not

entitle the shareholder to take any such benefit.

Technically, the shareholders may transfer the shares at a premium though such

transactions do not seem to be consistent in the larger scheme of the statutory

provisions. The trusteeship rights cannot be monetized and sold by the trustees.
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In B. Ramachandra Adityan vs Educational Trustee Co. (P.) Ltd.; 2003 113

CompCas 334 Mad, the Madras High Court held that where a company formed

under section 25 of the Companies Act, 1956 exists solely for getting personal

advantage to any party and not in the public interest, the company is liable to be

wound up.



Legal Implications if Premium is Charged by Shareholder

In case of Section 8(1)(b) & (c) of the Companies Act, 2013, income and property

of a Section 8 company must be applied only towards its charitable objects.

Members do not acquire ownership rights over the assets of the company. The

members also do not own the net worth of the company unlike the for-profit

companies. The shares or membership in a Section 8 company cannot be sold for

consideration like in a commercial company, because there is no right to dividend

or profit or payout on liquidation. Membership is only for governance and

participation in charitable objectives, not for financial return.

Any transaction of shares between shareholders and outside parties where one

party sells the shares at premium would imply that the transferer has benefited

from the net worth valuation of a section 8 company which are public property.

Such transaction if investigated will require lifting of corporate veil and the real

purpose of the assets of section 8 company will be under scrutiny.

The National Company Law Tribunal (NCLT), Chennai Bench, in the case LBR

Foundation India, in re [2025] 173 taxmann.com 339 (NCLT-Chennai), held that a

section 8 company cannot buy back its share or reduce its capital. The capital

received by section 8 company will have to be used for charitable purposes.

“132. Another strong contention which has been raised that merely be

acquiring shares of a company shareholders would not become

owners of the company and in this regard, decision of Hon’ble

Supreme Court in the case of Mrs. Bacha F. Guzdar 375 vs. CIT 27

ITR 1 and also the judgment of Rustom Cawasjee Cooper vs. UOI

(1970) 1 SCC 248 and Carew & Co. Ltd. vs. UOI 46 CC 121 (SC) has

been relied upon. This line of argument has already been dealt by the

Hon’ble Delhi High Court and also by the Tribunal in paragraphs noted

(supra). Thus, this contention has no locus- standi in the light of the

binding judicial precedents, because the corporate veil has been

pierced and the separate juridical identity of two entities has been

blurred, therefore, the principle laid down in the aforesaid judgments

of Hon’ble Supreme Court is not applicable to the present facts.”

In the case Young Indian, New Delhi v. ACIT(E), New Delhi, ITA 1251/DEL/2019 the

ITAT of Delhi was adjudicating transactions pertaining to purchase of shares by a

section 8 company of another proposed section 8 company. The Tribunal held that

the corporate veil was required to be pierced and the transactions were held to be

dubious and subject to rest tax liability. Some relevant portion of para 132 and 136

are worth referring:
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The Supreme Court of India in the case M.K. Rajagopalan Vs. Dr. Periasamy Palani

Gounder, 2023 INSC 486 (May 3, 2023), referred to section 88 of Indian Trust

Act, 1882 in context of financial misuse or advantage taken by Director of a

company or any person in fiduciary capacity. The ruling was about the importance

of fiduciary capacity, in which a person cannot take any direct or indirect

advantage. The para 159 of the said judgement is reproduced as under:

In the light of the above, the share premium charged by shareholders, in lieu of the

value of the net assets of the section 8 company is a direct benefit derived by the

shareholders. One may argue that such premium is the price for control of the

company, and does not affect the funds designated for the beneficiaries. However,

in our opinion, such transfers are certainly susceptible to further inquiry,

investigation, and appropriate legal recourse.

“159. We may further take note of Section 88 of the Trusts Act which

essentially provides for nullifying the pecuniary advantage if gained by

a fiduciary and ordains that where a trustee, executor, partner, agent,

director of a company, legal advisor, or other person bound in a

fiduciary character to protect the interests of another person, by

availing himself of his character, gains for himself any pecuniary

advantage; or where the person so bound enters into any dealings

under circumstances in which his own interests are, or may be,

adverse to those of such other person and thereby the fiduciary gains

for himself a pecuniary advantage, he would hold the advantage so

gained for the benefit of such other person.”

“136…….Once the corporate veil has been lifted and the interested

parties have been found to be in collusion with each other to give

huge benefit of hundreds of crores of property to the appellant

company, the only inference which can be drawn is that all which has

been tried to showcase the picture was just phantasmagorical illusion

and not real.”

In our opinion, the shareholders of a section 8 company do not have any right on

the net worth or investment of the company, therefore, such shares cannot be

valued under Rule 11UA of the Income Tax Rules read with section 56(2)(x) of the

Income Tax Act. However, if a transfer of share at premium, in any case, is being

made then transferer of shares shall be liable for capital gains tax on the premium.

Will the Shares be Valued Under Rule 11UA of Income Tax Rules
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Annexure 1

8. (1) Where it is proved to the satisfaction of the Central Government that a

person or an association of persons proposed to be registered under this

Act as a limited company—

(ii) A company registered under this section may convert itself into company

of any other kind only after complying with such conditions as may be

prescribed.

(4) (i)  A company registered under this section shall not alter the provisions of

its memorandum or articles except with the previous approval of the Central

Government.

(3) A firm may be a member of the company registered under this section.

(2) The company registered under this section shall enjoy all the privileges and

be subject to all the obligations of limited companies.

 (a)  Has in its objects the promotion of commerce, art, science, sports,

education, research, social welfare, religion, charity, protection of

environment or any such other object;

(b) Intends to apply its profits, if any, or other income in promoting its

objects; and

Intends to prohibit the payment of any dividend to its members, the

Central Government may, by licence issued in such manner as may

be prescribed, and on such conditions as it deems fit, allow that

person or association of persons to be registered as a limited

company under this section without the addition to its name of the

word “Limited”, or as the case may be, the words “Private Limited”,

and thereupon the Registrar shall, on application, in the prescribed

form, register such person or association of persons as a company

under this section.

(c)

Formation of Companies with Charitable Objects

TEXT OF SECTION 8 OF COMPANIES ACT, 2013
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(5) Where it is proved to the satisfaction of the Central Government that a

limited company registered under this Act or under any previous company

law has been formed with any of the objects specified in clause (a) of sub-

section (1) and with the restrictions and prohibitions as mentioned

respectively in clauses (b) and (c) of that sub-section, it may, by licence,

allow the company to be registered under this section subject to such

conditions as the Central Government deems fit and to change its name by

omitting the word “Limited”, or as the case may be, the words “Private

Limited” from its name and 



(6) The Central Government may, by order, revoke the licence granted to a

company registered under this section if the company contravenes any of

the requirements of this section or any of the conditions subject to which a

licence is issued or the affairs of the company are conducted fraudulently or

in a manner violative of the objects of the company or prejudicial to public

interest, and without prejudice to any other action against the company

under this Act, direct the company to convert its status and change its name

to add the word “Limited” or the words “Private Limited”, as the case may be,

to its name and thereupon the Registrar shall, without prejudice to any

action that may be taken under sub-section (7), on application, in the

prescribed form, register the company accordingly:

thereupon the Registrar shall, on application, in the prescribed form, register

such company under this section and all the provisions of this section shall

apply to that company.

(7) Where a licence is revoked under sub-section (6), the Central Government

may, by order, if it is satisfied that it is essential in the public interest, direct

that the company be wound up under this Act or amalgamated with another

company registered under this section:

Provided that no such order shall be made unless the company is given a

reasonable opportunity of being heard:

Provided further that a copy of every such order shall be given to the

Registrar.

Provided that no such order shall be made unless the company is given a

reasonable opportunity of being heard.
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(8) Where a licence is revoked under sub-section (6) and where the Central

Government is satisfied that it is essential in the public interest that the

company registered under this section should be amalgamated with another

company registered under this section and having similar objects, then,

notwithstanding anything to the contrary contained in this Act, the Central

Government may, by order, provide for such amalgamation to form a single

company with such constitution, properties, powers, rights, interest,

authorities and privileges and with such liabilities, duties and obligations as

may be specified in the order.

(9) If on the winding up or dissolution of a company registered under this

section, there remains, after the satisfaction of its debts and liabilities, any

asset, they may be transferred to another company registered under this

section and having similar objects, subject to such conditions as the Tribunal

may impose, or may be sold and proceeds thereof credited to Insolvency

and Bankruptcy Fund formed under section 224 of the Insolvency and

Bankruptcy Code, 2016.
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(11) If a company makes any default in complying with any of the requirements

laid down in this section, the company shall, without prejudice to any other

action under the provisions of this section, be punishable with fine which

shall not be less than ten lakhs rupees but which may extend to one crore

rupees and the directors and every officer of the company who is in default

shall be punishable with fine which shall not be less than twenty-five

thousand rupees but which may extend to twenty-five lakh rupees.

(10) A company registered under this section shall amalgamate only with

another company registered under this section and having similar objects.
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1

Introduction

Charitable societies often receive grants from government and private parties, with

some donors deducting TDS under Sections 194C and 194J of the Income Tax

Act, 1961. The key question is whether these grants should be treated as

incidental business receipts solely due to the TDS deduction, in light of restrictions

under Section 2(15) on commercial activities.

The proviso to Section 2(15) restricts incidental business activities for General

Public Utility (GPU) organisations to 20% of their total receipts, and other

charitable organisations must operate without profit motives.

The Supreme Court’s ruling in the case of ACIT v. Ahmedabad Urban Development

Authority [2022] 143 taxmann.com 278/[2023] 291 Taxmann 11 clarified that

charitable entities may engage in business activities if they are incidental to their

objects and do not exceed 20% of total receipts.

The audit report in Form 10B requires auditors to report any business income or

income from commercial activities, including TDS deductions under Sections

194C, 194J, and others. Clause 19 of Form 10B specifically focuses on TDS

reporting, necessitating the classification of these incomes to determine their

nature and adherence to Section 2(15).

The mere deduction of TDS does not automatically classify the grants as business

receipts. Grants subject to 100% utilisation or those where the unspent balance

must be returned to the donor are not considered commercial receipts.

If donors wrongly deduct TDS, the charitable organisation can still claim

exemptions under Sections 11 and 12, as clarified in the case of Aroh Foundation v.

CIT, Exemption, [2024] 159 taxmann.com 608 (Delhi).

Grants should not be treated as commercial receipts or income from services just

because of TDS deductions, provided the grants are subject to proper utilisation,

align with the donee’s objects, and do not involve any profit element to the

implementor.
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Issue and Background

A charitable society receives grants from the government and private parties.

However, many of these donors deduct TDS under Sections 194C and 194J while

disbursing the grants. The question arises whether the grants received should be

treated as receipts from incidental business activities solely because of such tax

deductions under Sections 194C/ 194J, especially considering the restrictions on

commercial activities or contractual income as per the first proviso to Section

2(15).



Section 2(15) and restriction on business-like activity

The proviso to Section 2(15) of the Income Tax Act, 1961 limits business activities

for General Public Utility (GPU) organizations to 20% of their total receipts.

Additionally, other charitable organizations are expected to primarily operate

without a profit motive, even though they are not subject to the same 20%

restriction on business activities.

The Supreme Court of India in the case of ACIT v. Ahmedabad Urban Development

Authority [2022] 143 taxmann.com 278/[2023] 291 Taxmann 11 has clarified that:

An assessee in GPU category cannot engage itself in any trade, commerce

or business, or provide service in relation thereto for any consideration

(“cess, fee or any other consideration”);

However, in the course of achieving the object of general public utility, the

concerned trust, society, or such other organization, can carry on trade,

commerce or business or provide services in relation thereto for

consideration, provided that

The activities of trade, commerce or business are connected (“actual

carrying out…” inserted w.e.f. 01-04-2016) to the achievement of its

objects of GPU; and

(i)

The receipt from such business or commercial activity or service in

relation thereto, does not exceed 20% of total receipts of the

previous year, w.e.f. 01-04-2016.

(ii)
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Implications of Violating the Proviso to Section 2(15)

Section 13(8) outlines the consequences of violating the proviso to Section 2(15),

stating that exemptions under Sections 11 and 12 will not be available if a trust

violates these provisos. In other words, the exemption will be withdrawn if the trust

engages in business activities and the aggregate receipts from such activities

exceed 20% of the total receipts during the previous year. The institution would

then be subject to penal consequences under Section 13(8), read with Sections

13(10) and 13(11). Furthermore, repeated violations, i.e., year-on-year breaches of

the proviso to Section 2(15), may jeopardize the trust’s charitable status and lead

to cancellation proceedings under Section 12AB(4).



Types of Grant Contracts Which May or May Not be Treated

as Commercial

Grants from government and private entities may be subject to various conditions

and deliverables. Therefore, it is important to understand the different types of

contractual obligations in order to properly analyse the tax implications. For the

purposes of this query, the grant contracts and related issues are categorised as

follows:
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Grant agreements subject to 100% actual utilization, where any unspent

balance belongs to the donor. Such grants, as explained below, cannot be

treated as commercial receipts, even if TDS is deducted.

(a)

Delivery/ milestone-based grant agreements that are not subject to 100%

utilization, where the donor has no claim on the unspent balance. These

grants, as explained below, shall be treated as commercial receipts, even if

TDS is not deducted.

(b)

Cases where the donor incorrectly deducts TDS from the grant amount.

Such grants, as explained below, cannot be treated as commercial receipts,

even if TDS is deducted.

(c)

1

Grant Agreement Subject to 100% Actual Utilisation

Grant agreements are normally not be hit by proviso to Section 2(15) even if the

donor deducts TDS, if it satisfies the following conditions:

Grant agreement is in the nature of trusteeship contracts: We understand

that a grant agreement cannot be treated as a service agreement only

because TDS is deducted from the amount received as a grant. In our

opinion, if the Grant contract is based on contribution to be utilized entirely

without any possibility of profit or loss or any element of adventure, then

such contract are essentially trusteeship contracts in the nature of legal

obligation, therefore the question of such a contract being treated as service

agreement (with or without profit motive) does not arise. Generally, in case of

specific tied up grants and grants from Government or private parties, grant

is received for specific purposes which are covered within the object clause

of the Donee organization and are subject to utilization. Therefore, these are

in the nature of legal obligation and technically should not be considered as

income at all. Whether specific or restricted grants can be considered

income or not, has been settled by the Supreme Court in the cases of CIT v.

Tollygunge Club Ltd. [1977] 107 ITR 776 and CIT v. Bijli Cotton Mills (P.) Ltd.

[1979] 116 ITR 60 where it was held that legal obligation should not be

considered as income.

(a)
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No benefit/ reward to the implementing organisation: For a commercial

contract, it is necessary to create Client – Service Provider Relationship,

which implies that the client must not only pay the expenses of the service

but also the consideration or reward for the service to the service provider.

Grant agreements are subject to utilisation and any unspent balance is

required to be refunded back to the Donor and therefore, there is no room

for any reward to the donee organization. The Hon’ble Supreme Court in the

case Apitco Ltd. v. Commissioner of Service Tax, Hyderabad [2012] 26

taxmann.com 213 (SC) held that if grants-in-aid received from Central and

State Governments for implementation of welfare schemes for various

sections of society are totally utilized for such purpose, there is no service  

provider-client relationship between assessee and Government. Only

utilization of money for agreed purposes will not result in service provider-

client relationship; a client must not only pay the expenses of the service but

also the consideration or reward for the service to the service provider.

(b)

1

In this context, it may be noted that the actual utilisation should not include

internal transfers and intra-organisations cost recoveries. In other words, the

application should be based on actual payment and transfer of funds between two

parties.

Delivery-based grants are those provided or reimbursed by the donor upon the

completion of specified activities or milestones. The amount of the grant or

reimbursement is fixed at the time of entering into the agreement for each

milestone achieved and is not dependent on the actual expenses incurred. For

example, in a grant agreement where the donor agrees to pay Rs. 5,000 per

trainee regardless of the actual amount spent, such a delivery-based grant may be

considered a service contract. This could be subject to the proviso to Section 2(15)

if the total receipts from such business or commercial activity, or related services,

exceed 20% of the total receipts for the previous year. In such cases, whether

TDS was deducted or not is irrelevant. Additionally, grant contracts where internal

transfers are claimed as expenses for the use of staff or infrastructure may also be

treated as commercial contracts.

The interest or any other income shall be a part of project fund.(i)

The unspent balance shall belong to the donor or utilized as per the

mandate of Donor.

(ii)

Delivery Based Grant Agreements Which are not Subject to

Actual Utilisation
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In our opinion, the Supreme Court’s judgment primarily addresses the impact on a

charitable organisation’s status when beneficiaries are charged as part of a

charitable activity. Therefore, we believe that the ruling does not apply to cases

where a recipient organisation generates a surplus from a grant contract, even if

the surplus is reasonable. 

In a trusteeship grant agreement, there is no scope for generating a surplus or

retaining an unspent balance.

The Hon’ble Supreme Court in the case ACIT v. Ahmedabad Urban Development

Authority [2022] 143 taxmann.com 278/[2023] 291 Taxmann 11 explained that

generally, the charging of any amount towards consideration for such an activity

(advancing general public utility), which is on cost-basis or nominally above cost,

cannot be considered to be “trade, commerce, or business” or any services in

relation thereto. It is only when the charges are markedly or significantly above the

cost incurred by the assessee in question, that they would fall within the mischief

of “cess, or fee, or any other consideration” towards “trade, commerce or

business”. In this regard, the Court has clarified through illustrations what kind of

services or goods provided on cost or nominal basis would normally be excluded

from the mischief of trade, commerce, or business, in the body of the judgment.

If the donor erroneously deducts TDS from the grant amount and the donor

acknowledges this error, such a grant cannot be classified as receipts from

professional or technical services, or as contractual income, according to the first

proviso to Section 2(15).

In the case of Aroh Foundation v. Commissioner of Income-tax, Exemption [2024]

159 taxmann.com 608 (Delhi), the Court held as under:

Where the Donor Wrongly Deducts TDS

“If the deductor in its Income tax Return, under misconception,

deducts TDS under sections 194C and 194J, the same would not

disentitle the assessee to claim benefit under sections 11 and 12

unless the case of assessee is specifically hit by the Proviso of

section 2(15), which is not the case here. The Proviso to section

2(15) would not get attracted merely on the basis of deduction of

TDS by the donor under a particular head. [Para 21]”
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To summarize, grants received should not be treated as receipts from professional

or technical services, or as contractual income under the proviso to Section 2(15),

merely because donors deduct TDS under Sections 194C and 194J, if the

following conditions are met:

Concluding Remarks

The grant is for a purpose or objective that the donee organization is entitled

to pursue according to its approved objects.

(a)

The grant is subject to 100% utilization for implementing the specified

program, without any cost recoveries in the form of internal transfers.

(b)

The donee does not receive any benefit or reward beyond the grants-in-aid.(c)

The unspent balance, as per the agreed terms, must either be refunded to

the donor or utilized only with the donor’s approval.

(d)

Any interest or other income earned from the project or project funds must

be added back to the project.

(e)

If all these conditions are met, then the grant agreement cannot be considered an

adventure in the nature of a business activity. Consequently, the contract

essentially becomes a trusteeship contract with a legal obligation, and the grants

received would not be classified as receipts from professional or technical

services, or as contractual income under the first proviso to Section 2(15).
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