
FINANCE MATTERS
-By Peter Hewett

As announced during the Minister of Finance’s 2013 budget speech, there are likely to be very 
significant changes to the manner in which trusts are taxed in future.

To Trust or not to Trust

The key focus seems to be in the abolition of the conduit principle in respect of discretionary 
trusts, trading trusts and offshore foundations with a specific exclusion relating to trusts 
established for the legitimate maintenance of minors.

The current situation:
Most discretionary trusts are established and subsequently funded by means of loan accounts. 
The basic modus-operandi would entail the establishment of a trust by the founder with a 
minimal donation and the subsequent contributions of capital by the founder and often the 
beneficiaries by means of interest free loans.

In order to avoid the punitive taxation imposed on taxable income and capital gains generated 
within the trust, currently 40% and 26.7% respectively, such taxable income and gains are 
frequently allocated to beneficiaries of the trust who are often taxed at a lower marginal rate. 
The maximum tax rates applicable to these individuals on income and capital gains reduces to 
40% and 13.3% respectively but with the added benefit of the annual interest exemption and 
CGT exclusion.

Over and above the advantageous tax structuring that can often be achieved through a family 
trust, the growth on all assets in the trust takes place outside of the estate of the donors and 
thus reduces the estate duty liability that would be payable on their death. These gains can at 
any stage, in terms of current legislation, be allocated to a beneficiary with a significantly lower 
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marginal rate of tax than that levied within the trust, thus enabling the use of the annual CGT 
exclusion and ensuring that the growth on the assets is taxed at a lower rate than the current 
estate duty rate of 20%.

The proposed situation
The proposal tabled at the budget speech however significantly changes the tax treatment of 
income and capital gains within discretionary and trading trusts.

The intention is to amend legislation to ensure that all taxable income and capital gains vest 
in, and are taxed in, the trust at the current effective rates of 40% and 26.7% respectively and 
to permit any distributions to beneficiaries as a deduction against such income, limited to the 
taxable income of the trust.

Distributions to beneficiaries in respect of which deductions have been claimed within the 
trust, will be deemed as ordinary income in the hands of that beneficiary and such income will 
thus not retain its identity as capital gains and / or income.

The impact of this is significant in that:

•  Where capital gains are taxed in the trust, they are taxed at a significantly higher rate than 
would be the case at maximum individual rates.

•  Where capital gains and income are distributed to a beneficiary and claimed as a 
deduction, the distribution would have the impact of increasing the marginal tax rate of the 
beneficiary, thus increasing the rate of taxation on other income.

•  A further impact of the above proposal is that all taxable distributions to beneficiaries will 
be taxed as ordinary income and will thus not qualify for the annual interest exclusion or 
capital gains tax exemption.

Although the above proposals have far reaching implications as they relate to the 
management of trust affairs, it is important to note that the above overview is an 
interpretation of the proposals that have been made and that the ultimate actual legislative 
changes may end up being vastly different.

The benefits is terms of creditor protection and estate continuity remain intact and it would 
thus be prudent to obtain comprehensive advice before considering any changes to an estate 
planning structure, even after the clarification of the intended legislative amendments.
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