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What is a Testamentary Trust?

What are they?

A trust explains a legal relationship, where one person (a ‘trustee’) holds assets on
behalf of one or more people (‘beneficiaries’). A ‘testamentary trust’ means a trust
created under a Will. The Will contains the trust ‘deed’ and the trust isn’t ‘settled’ until
after you die. There are many types of testamentary trusts, including:

o Fixed Trusts- the direct gift of an asset to a beneficiary, perhaps contingent on age;

e Testamentary Discretionary Trusts - where a trustee has the discretion to determine
how much and to whom income and capital is distributed;

e Protective trusts — for vulnerable beneficiaries who need to interact with social
services, including Special Disability Trusts.

Fixed Trusts

What do they do?

Provides for a direct gift to a beneficiary such that they own the asset outright in their
own name. This is often contingent on certain qualifying factors

e Surviving the willmaker by 30 days

e Turning a certain age

When would you use one?

e When the gift to a beneficiary is small or the estate is small
e To keep things simple
e \Where there are no beneficiaries who could benefit from other trust structures
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Testamentary Discretionary Trusts

What don’t they do?

Testamentary Discretionary Trusts ‘do’ two main things:
1. Allow for tax planning;
2.Protect assets:

a. From bankruptcy
b. From divorce and property settlement proceedings

They are an alternative to beneficiaries of an estate receiving assets directly, in their own
personal name. Instead, beneficiaries can receive their inheritance into one of these
trusts and control that inheritance without owning it beneficially or directly.

Testamentary trusts allow income to be split between beneficiaries and taxed at marginal
rates. For minors, income is taxed at adult rates instead of penalty rates. Additionally,
assets can pass from the deceased to the trustee and from the trustee out to a
beneficiary without triggering a capital gains tax event.

Testamentary trusts can protect assets from a Trustee in bankruptcy, protects assets for
vulnerable beneficiaries, allow intergenerational wealth transfer and protect assets from
property settlement proceedings and divorce.
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What don’t they do?

e Deal with assets that don’t form part of your ‘estate’

e Prevent a claim against your estate for further and better provision

e Constitute ‘adequate provision’ in a family provision claim (particularly for vulnerable
beneficiaries)

e Provide any advantages where the estate is too small

e Don't provide the intended advantages if they are not structured exactly right (eg.
matrimonial breakdown and property settlement)

Protective Trusts

What do they do?

Protective trusts are designed to provide for vulnerable beneficiaries or beneficiaries with
a disability, where it is impractical or unwise for them to manage an inheritance. They
can overcome the risk of a family provision claim, unlike a testamentary discretionary
trust.

Features of a Protective Trust:

e Sole beneficiary who receives income and capital (disabled beneficiary) or limited
class of beneficiaries who receive funds with sole beneficiary’s consent (vulnerable
beneficiary);

e The sole beneficiary is not in a position of control;

e Should outline the nature of the needs to be met by the trustees for the beneficiary
(accommodation, healthcare, lifestyle);

o Hardwires in where the remaining funds go on the death of the sole beneficiary.

What don’t they do?

e Allow a beneficiary to have control of their inheritance — risk of a family provision
claim where the beneficiary is not vulnerable or disabled enough;

e Doesn'’t interact with social security unless there is provision for the trustees to
contribute to a special disability trust;

e Assets and income will be assessed as such for social security purposes;

e Social Security Guide to assessing assets in protective trusts: 4.12.3.40 -
https://guides.dss.gov.au/social-security-guide/4/12/3/40.
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Special Disability Trusts
What are they and what do they do?

Special Disability Trusts are a construct of the Social Services Act 1991 — Part 3.18A.
They are designed to allow people with disabilities to receive assets which are exempt
under the assets and income test for that disabled person. You can refer to the Social
Security Guide to assessing assets in  special disability trusts -
https://guides.dss.gov.au/social-security-guide/4/14 . They are particularly helpful in
allowing family members of disabled people to provide for them under a Will without
affecting social security benefits and minimizing the risk of a family provision claim.

A brief overview
Eligibility
e One beneficiary per trust
¢ One trust only for each beneficiary

e Principal beneficiary must have a ‘severe disability’ (s1209M) -
https://guides.dss.gov.au/social-security-guide/4/14/2

Purpose
e To provide for the reasonable accommodation and reasonable care needs of the
principal beneficiary only - https://guides.dss.gov.au/social-security-guide/4/14/3/30
e Also permits discretionary spending up to $12,500 per year (as at 1 July 2021).

Funding
e Anyone can contribute except for the principal beneficiary and their partner unless:

e The contribution is an inheritance from an estate or superannuation death
benefit; and
e The asset is transferred into the trust within 3 years of receipt;
e Trust assets are exempt assets for social security, including:

e the principal beneficiary’s principle place of residence up to any value; and
e Other assets up to the concessional value limit of $700,250 (as at 1 July 2021).
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Trust requirements
e The deed must be contain compulsory clauses from the Model Trust deed prepared
by the Department of Social Services;
e The Trustees must be:

e Two individuals; or
e A company with two individuals as directors; or
e A professional trustee;

e Yearly financial reporting to DSS and audits upon request.

Ending of the Trust
e The trust ends when the principal beneficiary dies;
e Remaining assets in the trust are refunded to contributors as directed by them.
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