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Dear Client/Associate,

The Public Committee for Taxation of Trusts published its recommendations last Thursday, July 24th.  Summarised hereunder are key features that are of relevance to clients and associates.  We can but stress that these are only recommendations, and that the basis for planning and implementation is the legislation, after due approval by the Knesset.

As always, we will be glad to clarify and assist.

General

Essentially, the recommendations neutralise any tax advantages of the trust, giving it similar tax status to that of an individual.  The trust is not considered a separate legal entity for tax purposes and taxability will be determined by the residence of the settlor and/or beneficiaries.

Revocable Trusts

A revocable trust  is one where the settlor (donor/grantor, etc.) retains direct or indirect control.  An Israeli resident settlor of such a trust will be taxed directly;  here the taxability is based on "transparency" of the revocable trust which is simply "discarded" for tax purposes.  This approach has relevance even prior to the Income Tax Reform of 2003.

Irrevocable (Fully Discretionary) Trusts 

Israeli resident trusts, viz. where the trustee/s and beneficiaries are resident in Israel, will be taxed on annual income - according to the nature of the income - and be required to submit annual tax returns in Israel.  Thus, passive income will be taxed at the rates stipulated under the tax reform, e.g. 15% on interest from bank deposits, 25-35% on dividends, 15-25% on capital gains, etc.

The status of the individuals comprising the trust impacts on the taxability, including the initial transfer of assets to the trust.

The Committee has recommended that, where the assets of the trust are held by a company, the assets will be treated as owned by the trust.

Distributions from the trust will not be taxed in the hands of the beneficiary (as the income is already taxed on an annual basis);  however, there is a provision that enables taxing distributions to beneficiaries within six months of the tax year-end, in which case these will be excluded from the taxable income of the trust for the previous year.

Mixed Trusts

Where the settlor/grantor is resident in Israel, but the beneficiaries are foreign residents, then foreign-sourced income of the trust will not be taxable, but Israeli-sourced income will be.  The initial transfer of assets to the trust may be taxable, subject to the tax status of the settlor/grantor.  Suitable declaration as to the beneficiaries being foreign residents, and that Israeli residents cannot be added, will be required annually.

Where the settlor/grantor was non-resident in Israel at the time the trust was established (more than 15 years continuously), and the beneficiaries are Israeli-resident, then essentially neither the trust nor the beneficiaries will be taxable on the income, unless the foreign settlor/grantor would have been liable to tax on such income in Israel.  Whilst the trust is not required here to submit an annual return, the beneficiaries will have to report on distributions received, even if not taxable.

It should be noted that where the settlor/grantor has not resided outside Israel for more than 15 years, or is a corporate entity, then the taxability will be based on distributions, including capital (at a rate of 15%).

Some Pertinent Comments

1.
In order to make this palatable, it is extremely concise, and has excluded many, possibly pertinent, issues.

2.
A settlor/grantor includes a person who has settled/granted assets to the trust.

3.
Entities similar to the trust, such as foundations and such like, will be taxed as trusts.

4.
Change in residence of the settlor/grantor or beneficiaries will impact directly on the taxation of the trust;  new immigrant status of the beneficiary or settlor will enable reduced/exempt taxation.

5.
The reporting requirements will require cooperation of the foreign trustees who have to submit the annual reports.         

6.
Charitable trusts are required to register with the Registrar of Endowments in order to enjoy tax-exempt status;  this may not be required where all the beneficiaries are recognised public charities.

7.
Non-disclosure or insufficient information concerning the settlor/grantor or beneficiaries would appear to be disadvantageous in terms of taxability.

8.
The advantages of the trust-mechanism remain intact, unless the real purpose is escaping the Income Tax cudgel.

As always, we counsel proper disclosure, careful evaluation of the post-tax reform era, and planning accordingly.  There is much room for serious tax planning.

We reiterate that the above is a very brief synopsis of matters considered pertinent for most clients;  the Committee's recommendations filled 125 pages . . . so do take careful note (plus, this is yet to be legislated).

We shall be glad to discuss further.

Sincerely,

THE BROIDE TEAM

