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In the West a Trust is a kind a body corporate with an identity of its own.   Israel does not recognize this concept.  A trust in Israel is really a simply a kind of agency.  The trust therefore is not the owner of trust property: the beneficiary is the deemed owner.  This has important legal and tax consequences.  Some Western trained advisors miss this.  Further, the tax authorities look askance at a trust and in recent years have legislated quite onerous and complicated reporting requirements.  Nevertheless a trust may be useful in certain circumstances.
Real estate transactions

Section 69 of the Land Tax Law describes a trustee as a person who holds property in his own name but on behalf of a beneficiary.  Provided this relationship is recorded in a written “trust deed” and reported to the tax authorities within 50 days of purchase of the property in trust, in the property may be registered in the name of the trustee but for tax purposes it is deemed to be the property of the beneficiary.  In the past the court ruled that therefore it was not possible to have a trust with an unnamed beneficiary.  

The law states that any transfer of the property from the trustee to the beneficiary is free of land tax.  The reasoning is that the beneficiary was always the real owner, but for whatever convenience, the registered owner was a “trustee” on his or her behalf.

This may be useful for persons who do not want to have property registered in their own names.  It may also be used for an example to register property for someone with limited capacity.

Trust for the benefit of disabled persons / Will trusts
A trust for the benefit of a disabled person most often is created in the Will of the parents.  In general, the parents state that upon the passing of both of them, a guardian is appointed for their disabled child.  Funds are set aside to care for the child during his or her lifetime and a trustee (one or more) is appointed to manage those funds.  This may be the same person as the guardian or a different person.
Offshore trusts –draconian new tax proposals
In April 2013, draft proposals were published and presented to the Israeli government for approval as part of the Economic Arrangements Bill whose stated purpose is the reduction of the deficit.

One of the proposed amendments would affect trusts settled by a non-Israeli settlor for the benefit of an Israeli resident beneficiary. This is a very common situation.

Up until now, a foreign settlor trust, like any other foreign resident, is liable to Israeli taxation only on income generated in Israel.  Distributions from foreign settlor trusts to an Israeli beneficiary were not subject to Israeli tax.  

Residency of a deceased settlor is determined by the place of residency on the day of death. Accordingly, if a foreigner settled a trust for the benefit of his family members, who are Israeli resident, the trust remains a foreign settlor trust, even after the demise of the settlor, subject to exceptions.

The draft proposals substantially restrict the tax exemptions applying to foreign settlor trusts in 3 fundamental aspects:

a. The familial relationship between settlor and beneficiaries. 

The draft proposals determine that a trust can be regarded as a foreign settlor trust, only if the following familial relationships exist between settlor and beneficiaries:

i. If there is a first tier relationship between settlor and beneficiaries (meaning – parents, children or grandchildren), the trust can be deemed a foreign settlor trust, as long as all of the other requirements of the law are fulfilled.

ii. If there is a second tier relationship between the settlor and the beneficiaries (a more general definition including siblings, siblings’ offspring and parents’ siblings), a preemption for contradiction exists, and then the trust is categorized as a foreign settlor trust (as long as all of the other requirements of the law are fulfilled).

iii. When no familial relationship exists between settlor and beneficiaries exist, the trust is classified as an Israeli resident trust.

In order to assist in the directives, the draft proposes that a new trust report within 30 days of its establishment, detailing the relationships described above, and an existing trust shall submit this report within 60 days of the law taking effect.

b. The trust ceases to be a foreign settlor trust after the death of the settlor. 

Upon the death of the settlor of the foreign settlor trust, the income and trust assets will be regarded as income and assets of the beneficiaries.  In such a case, if at least one of the beneficiaries is Israeli resident, the trust ceases to be a foreign settlor trust, and becomes an Israeli resident trust (meaning – liable to Israeli tax on its worldwide income).  

The draft proposals allows the trust to receive a “Step-Up” whereby the date of acquisition and cost price of the foreign assets of the trust will be determined in accordance to the value at the date of the settlor’s death and the trust then becoming liable to Israeli tax.

If there are foreign beneficiaries of the trust, it is possible to allocate their share of trust income and assets.

c. Choice of taxation method between tax on beneficiaries when the distribution is received or current taxation of a trust. 
A foreign settlor trust that satisfied the above criteria (the close familial relationship between settlor and beneficiaries, and the settlor is still alive), is taxable on its current income or on distributions in accordance with the election by the trustee.

In this case, the trustee can elect between two alternatives –

i. Taxation of current income.  In accordance with this alternative, current trust income is liable at a 25% tax rate.

ii. Taxation of distributions. As per this alternative, trust distributions are liable to a 30% tax rate on the distribution (unless the trustee or the beneficiary has proven that part of the distribution had as its source the trust capital settled by the settlor, as the trust capital is not tax liable). Likewise, where it can be shown that the distribution includes both capital and profits, the distribution shall be seen resulting initially from profits, and only afterward from capital.

These recent amendments dramatically affect any Israeli residents who are beneficiaries of overseas trusts. 

It is strongly advised that professional input be obtained by anyone affected by these tax law changes.

This article is for general information only.  It is not legal or tax advice.  For any specific question, consult your professional advisor/s.
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