M

WORLDWIDE

BUSINESS SOLUTIONS

Trust news

UNPAID FAMILY TRUST DISTRIBUTIONS

It has been a popular, tax effective
strategy for many years for a
trustee of a discretionary trust to
allocate some or all of the income
of a trust to a related company at
the end of an income year. That
portion of the income which has
been allocated to the corporate
beneficiary attracts tax at the
corporate tax rate (currently 30%),
which could be up to 16.5% less
than the individual tax rates.

In the majority of cases, the
income that is allocated to the
company is not physically paid
across to the company from the
trust and creates what is referred
to as an ‘“unpaid present
entitlement”. The Taxation Office
has previously been of the opinion
that this present entitlement does
not create a loan relatlonshlp
between the parties auld h
q;uae‘-—
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pull money out of the company for
private use in excess of what is
drawn as wages or dividends. This
division of the Tax Actdeems the
amount that the company has
loaned to the shareholder to be an
unfranked dividend - attracting tax
in the shareholder's name at their
marginal rate, potentially up to
46.5%.

The impact of this can be minimised
by the shareholder entering into
an agreement with the company
that the loan will be repaid over no
more than 7 years and the company
will charge interest at the bench-
mark interest rate advised by the
Tax Office each year (5.75% for
2010).
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TRUST DEEDS AND THE BAMFORD CASE

Discretionary trusts have long been
used as an effective business and
investment structure for families as
they can provide asset protection

and easy transfer of wealth

between generations.

Unfortunately, the view is often
incorrectly taken by the media and
Taxation Office that discretionary
trusts are tax avoidance vehicles
and as a result are often subject to
much scrutiny.

One of the major subjects of
contention over the years has been
how Income Tax Law interacts with
trust law, particularly in relation to
the distribution of income by a
discretionary trust. Often issues
arise where the trust makes a
capital gain or the trust's income

for accounting  purposes s
different to its income for tax
purposes, such as where the
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to be distributed out to the
beneficiaries, resulting in the gains
being taxed at the penalty tax rates
of the trust (46.5%) rather than the
beneficiaries’ marginal tax rates.

Fortunately, the High Court
disagreed with the Commissioner
on this issue and confirmed that
capital gains and other statutory
income can form part of the
income of the trust estate and be
distributed to beneficiaries, where
itis allowed under the trust deed.

The second issue considered in the
Bamford Case was in relation to
how income is to be apportioned
between beneficiaries where there
is an adjustment to taxable income.
In this instance, the Tax Office had
disallowed a deduction at a later
date that the trust had claimed in
the original tax return. As a result,
the income of the trust was
substantially more than the
trustees had originally dealt with
when they resolved how the

come should be divided between
ion by the HMﬂe beneficiaries.
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