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Trusts and non-resident beneficiaries:
2023 TLAB proposal a step too far?

The conduit-pipe principle in the context of trusts

has long been part of South African law. In essence,

it states that income earned by a trust can flow through
to the trust beneficiaries, pursuant to vesting of such
income by the trust. The amount vested will retain its
nature and will be subject to tax in the hands of the
beneficiary, if the amount is vested in the beneficiary
before the end of the year of assessment.
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The conduit-pipe principle in the
context of trusts has long been part
of South African law. In essence,

it states that income earned by

a trust can flow through to the
trust beneficiaries, pursuant to
vesting of such income by the trust.
The amount vested will retain its
nature and will be subject to tax in
the hands of the beneficiary, if the
amount is vested in the beneficiary
before the end of the year

of assessment.

In our 2023 Special Edition Budget
Speech Alert, we discussed a proposal
in the 2023 Budget that would

amend section 25B of the Income
Tax Act 58 of 1962 (ITA) and limit

the application of the conduit-pipe
principle. We noted at the time

that the potential impact of this
proposal could be very far-reaching.
This proposal has been included in the
2023 draft Taxation Laws Amendment
Bill (Draft TLAB) that was published on
31 July 2023 for comment.

Background

In the Explanatory Memorandum
to the 2023 Draft TLAB (EM), it is
noted that government is concerned
about the differences between
the rules covering the normal tax
treatment of income attributed to
trust beneficiaries in section 25B
of the ITA and the rules regarding
the tax treatment of capital gains
in relation to beneficiaries in terms
of paragraph 80 of the Eighth

Schedule to the ITA. Whereas SARS'
view is that the effect of paragraph
80 is that a capital gain vested in

a non-resident beneficiary will be
taxed in the hands of the trust at the
effective rate of 36%, section 25B
read with section 7, makes it possible
for an income amount to be vested
in the hands of the beneficiaries,
including non-resident beneficiaries.
While not stated in the EM, this means
that income amounts (other than
capital gains) vested in non-resident
beneficiaries are currently taxed
according to the normal marginal
income tax tables and not
automatically at the rate of 45%.

Reason for change and proposal

With this background in mind,

the EM states that it is proposed that
section 25B be amended to align

it with paragraph 80 of the Eighth
Schedule to the ITA by limiting the
flow through (conduit-pipe) principle
only to resident beneficiaries.
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It is useful to quote the entire rationale
for the proposed change as it appears
in the EM:

“Section 25B of the Act does not
have a limitation on who the
beneficiaries of a South African
trust may be; they could be
residents or non-residents.

The flow through of amounts
by South African trusts to
non-residents places SARS in

a difficult position to collect
income tax from those
beneficiaries as they may not
be taxed on foreign sourced
amounts, tax recovery actions
may be difficult and in the case
of non-resident trusts that

are beneficiaries, SARS may
not have information on the
persons in whom the foreign
trusts vest the income.”

In addition, it is proposed that the
amendment apply retrospectively
from 31 July 2023.

Comment

As we explained in our 2023 Budget
Alert, the far-reaching impact of this
proposal lies in the fact that if the
proposal is implemented, the tax

rate applicable to the same amount
vested in resident and non-resident
beneficiaries will differ substantially.
As it stands, SARS holds the view that
a capital gain vested in a non-resident
beneficiary will be subject to tax at
the effective rate of 36%. If the same
capital gain is vested in a resident
beneficiary, it would be taxed at an
effective rate of no more than 18%.

If section 25B is also amended,

all income, including rental income
and interest, vested in a non-resident
beneficiary will be taxed at the rate of
45% in the hands of the trust, whereas
the marginal income tax tables will
apply if the amount is vested in a
resident beneficiary, where the rate

of 45% only applies to the portion
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of the resident beneficiary’'s taxable
income above R1,817 million. If the
amendment proceeds as proposed,
the only amounts that will be treated
the same in the hands of resident
and non-resident beneficiaries, will
be dividends received from a South
African resident company. This is
because the company declaring the
dividend would have paid dividends
withholding tax to SARS on the
dividends paid to the trust and there
would be no additional tax when the
dividend is vested in a resident or
non-resident beneficiary.

One of the issues with the proposal
is that it potentially irrationally
differentiates between non-resident
trust beneficiaries and resident
trust beneficiaries by taxing them
differently on the same amount.
National Treasury has previously
indicated its agreement (at least
implicitly) with the principle that
irrational differentiation in tax

legislation should not take place.
Furthermore, it is arguable that part
of the reason for the proposal — that
SARS is placed in a difficult position to
collect income tax from non-resident
beneficiaries — is not accurately
addressed through the proposal as

it merely means that the income is
taxed at a far higher amount if vested
in a non-resident beneficiary. This is
particularly unfair in the cases of trusts
with only non-resident beneficiaries
and where the beneficiaries became
non-resident, through none of the
trust’s doing.

It remains to be seen whether the
proposal is implemented, pursuant to
workshops held by National Treasury
on the 2023 Draft TLAB where the
public will also receive an opportunity
to make submissions.
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