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1 Overview
This paper addresses the following questions:
1. Is it time to use a trust for investment purposes?
2. Commercially, is a trust useful as a trading vehicle?
3. Is a trading company better understood commercially and taxwise?
4. The difficulties with trusts and business or family succession?
The answers, so far as the author considers them answers, are at heading 5 below. But before turning
to the specifics, the prevalence and their types of trusts will be discussed, as will their benefits and
detriments generally.
But this paper as a whole does not seek to approach trusts from a generic or commoditised view: the
discussion at:
•

heading 1.2.2 makes clear that there is no such thing as a generalised trust, but rather the
specific trust based on its particular deed/terms;

•

headings 1.2.3 and 2.2.1 make clear that trusts exist for specific purposes and there is not a
one size fits all offering.

Therefore, various specific issues will be addressed rather than a general discussion, before some
themes are drawn to answer the questions posed.

1.1 Prevalence of Trusts
There are significant and varied benefits from using a trust (see heading 2 of this paper), though there
are also detriments as opposed to other structures available (see heading 3 of this paper). Indeed, the
proliferation of trusts can be put down to these benefits and the general view amongst practitioners that
trusts are the preferred structure for many situations presented by clients.
The Australian Taxation Office (ATO) statistics for 2013-2014 confirm that the number of trust in
Australia trebled from 1990 to 2014:
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It can be seen that the use of trusts significantly increased in the early 1990s, then plateaued, and
increased again through the first decade of the new millennium.
The table above is from the RMIT report the ATO commissioned on the use of trusts in Australia. Its
key points included:
1. Trusts held more than $3 trillion in assets generating at least $340 billion in income;
2. The use of trusts was projected to continue to rise;
3. Taxing trusts is not new, as it first occurred in Australia in 1922; and
4. A significant driver of the use of trusts was income splitting whereby the “bucket company” rate
of 30% was available.
It also suggested that Australia was behind the curve because the information gathering process of
trusts is voluntarily disclosed (e.g. from lodgements to the ATO) whereas other country – such as the
United Kingdom from 2017, has maintained a registry of trusts providing more transparency of them.

1.2 Types of Trusts
The types of express trusts being used in Australia are varied:

© Michael Bennett 2019
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That table confirms a number of underlying drivers of trusts in Australia:
1. The most significant use of trusts is for holding assets, primarily for investment purposes but
closely following by trading activities and service entity arrangements;
2. The most common “type” of trust is a discretionary trust;
3. Despite the prevalence of discretionary trusts, fixed unit trusts, which often apply where more
than one family is involved, are commonly used; and
4. There are surprisingly few disability trusts in Australia, and seemingly no records of child
maintenance trusts being used in Australia.
The nature of a trust, the importance of a trust’s governing terms, and then the various “types” of trusts,
will be considered in more detail.

1.2.1 Nature of a Trust
Broadly a trust is a relationship in relation to identified property; it is not an entity.1 It is a relationship
between the legal owner (the trustee) of property (the trust property) and the beneficial owner or owners
of that property (the beneficiaries) to whom the trustee owes obligations.

1

Though legislation at times will deem a trust to be an entity for the purposes of that legislation: see ss 960-100(1)
and 995-1 of the Income Tax Assessment Act 1997 (Cth) (the ‘1997 Act’), which defines ‘entity’ as including a
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Most trusts are intentionally created and usually the terms of the trust are found in the trust deed. It is
the distributions of this type of trust (an express trust) that is the subject of this paper.
However, that is not to say that non-express trusts – such as resulting trusts, implied trusts or
constructive trusts – are not relevant to considerations of distributions or matters arising in a taxing
context. Indeed, cases in a taxing context show how important the trust principles discussed herein are
to the subsequent consideration of tax law issues:
(a)

In a land tax context Dixon J said in Stewart Dawson & Co (Victoria) Pty Ltd v FC of T (1933) 48
CLR 683 at 691 that he could see ‘no reason why [an equity] rule should not apply in revenue
matters. If liability for tax depends upon the existence or non-existence of a trust, the occasion
seems to demand the application of the rules by which the determination of such questions are
governed in Courts of equity.’

(b)

In MacFarland v FC of T (1986) 13 FCR 356 Beamont J, when referring to the effect of a
constructive trust on income derivation, said that it was an error to say that for the purposes of
the income tax law that ‘the legal title to income is determinative. The Act … takes the taxpayer’s
income as it finds it – that is to say, subject to the general law in all its aspects. This will pick up
the position at law and in equity, modified by any relevant legislation, including the provisions of
the Act itself.’

It follows that the proper equitable principles governing trusts are the fundamental starting point in an
analysis of distributions issues.

1.2.2 Difficulty in Generalising a Type of Trust
The Courts have repeatedly reminded us that shorthand references to trusts may be helpful colloquially
but are also inaccurate. This is because the trust under consideration will be peculiar based on the
terms of its deed. The following cases show how the courts approach the issue nomenclature.
In MSP Nominees Pty Ltd v Commissioner of Stamps (1999) 198 CLR 494 at [7] per Gleeson CJ,
Guardron, Gummow, Hayne & Callinan JJ said:
The significant provisions made by the Trust Deed for the exercise of powers and discretions
by the Trustee with respect to distributions to Unit Holders support the description of the trusts
established by the Trust Deed as discretionary trusts.
In CPT Custodian Pty Ltd v Commissioner of State Revenue (2005) 224 CLR 98 at [15] Gleeson CJ,
McHugh, Gummow, Callinan & Heydon JJ said:
In taking those steps, a priori assumptions as to the nature of unit trusts under the general law
and principles of equity would not assist and would be apt to mislead. All depends, as

trust; see also ss 184-1 and 195-1 of the A New Tax System (Goods and Services Tax) Act 1999 (Cth) that are to
the same effect.
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Tamberlin and Hely JJ put it in Kent v SS “Maria Luisa” (No 2), upon the terms of the particular
trust. The term “unit trust” is the subject of much exegesis by commentators. However, “unit
trust”, like “discretionary trust”, in the absence of an applicable statutory definition, does not
have a constant, fixed normative meaning which can dictate the application to particular facts
of the definition in s 3(a) of the Land Tax Act 1958 (Vic).
On this issue, and in the context of fixed and discretionary trusts, Gummow J said in FCT v Vegners
(1989) 90 ALR 547 at 551-552:
12. There was some discussion by counsel of the term "discretionary trust" and related terms.
A fixed trust is used to describe a species of express trust where all the beneficiaries are
ascertainable and their beneficial interest are fixed, there being no discretion in the trustee or
any other person to vary the group of beneficiaries or the quantum of their interests. The
expression "discretionary trust" is used to identify another species of express trust, one where
the entitlement of beneficiaries to income, or to corpus, or both, is not immediately ascertainable.
Rather, the beneficiaries are selected from a nominated class by the trustee or some other
person and this power may be exercisable once or from time to time. The power of selection is
a special or hybrid power; a power exercisable in favour of any person including the donee of
the power would be a general power and thus would be tantamount to ownership of the property
concerned, whilst the objects of a special power would be limited to some class, and the objects
of a hybrid power would be such that the donee might appoint to anyone except designated
classes or groups.
13. The trust will be "purely discretionary" where income and capital may be withheld altogether
but this would not be so where the donee of the power of selection had a discretion only as to
the time or method of making payments to or for beneficiaries; see Scott on Trusts, 4th Ed.,
para 155. In this regard, the special or hybrid power would be further classified, or, subclassified as a trust power or a bare power within the meaning of those expressions as
discussed by the House of Lords in Re Gulbenkian's Settlement Trusts (1970) AC 508 and Re
Baden's Deed Trusts [1970] UKHL 1; (1971) AC 424. However, some courts and commentators
have used the expression "discretionary trust" only to describe cases where the power involved
is a trust power rather than a bare power; see, for example, Re Baden's Deed Trusts (No. 2)
(1973) Ch 9 at 26 and Hanbury & Maudsley, "Modern Equity", 12 Ed., 1985, pp 199.

14. It will be apparent that unlike the division of trusts between purpose trusts and non-purpose
trusts, and between express trusts, implied or resulting trusts and constructive trusts, and the
classification of powers between general, special and hybrid powers, and between trust and
bare powers, the usage of the term "discretionary trust" is essentially descriptive rather than
normative. The meaning of the term is primarily a matter of usage, not doctrine.
More recently the Full Court of the Federal Court observed, in FCT v Ramsden [2005] FCAFC 39 at
[32]:
The expression ‘discretionary trust’ is not a term of art, but merely a useful description. The
term serves a useful purpose in emphasising the instability of the interests and prospective
interests of those taking under the deed: Chief Commissioner of Stamp Duties for NSW v
Buckle [1998] HCA 4; (1998) 192 CLR 226 at 243. The term refers to the directions of the
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creator of the trust which confer the discretion rather than to the instrument in which these
directions are contained. A single instrument may contain both discretionary trusts, as well as
fixed trusts: Ford & Lee Principles of the Law of Trusts.
This has significance as it should not be assumed that a trust has particular rights or obligations merely
because of the trust’s loose description as a particular kind of trust; the terms of the deed that govern
the trust must be considered.

1.2.3 Trusts for Specific Purposes
Subject to the warning in the preceding heading, it can be said there are a variety of types of express
trusts. The commonly2 referred to ones are as follows.

Discretionary Trusts
Discretionary trusts are so called because of the discretion or power conferred on the trustee in dealing
with or distributing the beneficial interests in the trust estate. Those discretions will usually include:
(a)

discretion to select from the designated range of objects of the trust those who are to receive
benefits of income, capital or both;

(b)

an accompanying power to decide the amount or proportion of income or capital to be allocated
to the selected object or objects; and

(c)

a power to decide not to allocate benefits to some objects or, indeed, to allocate benefits to one
object to the exclusion of all others.

In addition to those powers there is sometimes an additional discretion: a power to add to or remove
from the designated range of objects.
In a discretionary trust no beneficiary (other than default beneficiaries’ whose interests are contingent)
has any entitlement to any specific part of the trust property unless and until the trustee decides to
allocate some or all of the income or capital to that beneficiary. Prior to making that decision, the rights
of the beneficiary, known as a mere object, are restricted to a right to be considered for nomination by
the trustee and to compel proper administration of the trust: Gartside v IRC [1968] AC 553. The interest
of an object of a discretionary trust is thus not an ‘interest in possession’ and can be best described as
a ‘mere expectancy’: Pearson v IRC [1981] AC 753.
Two lengthy passages that discuss the nature of a discretionary trust and a fixed trust are those of
Gummow J in FCT v Vegners (1989) 90 ALR 547 at 551-552 and the Full Court of the Federal Court in
FCT v Ramsden [2005] FCAFC 39 at [32] in the preceding heading.

2

There are also charitable trusts, blind trusts, custodian trustees, trading trusts and other more exotic descriptors.
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Subject to the case mentioned at the end of this paragraph, neither the objects of discretionary powers
nor the members of a class of beneficiaries of a discretionary trust have any right to demand a
distribution in their favour. Both have an ‘interest’ in the assets of the trust in the sense that they can
enforce due administration of the trust. They are entitled to information about the trust: Spellson v
George (1987) 11 NSWLR 300; Tierney v King [1893] 2 Qd R 580. But they are not entitled as of right
to inspect the trust books and records: Silkman, Forise Enid v Shakespeare Haney Securities Limited
(ACN 087 437 783 (in its capacity as responsible entity of the Shakespeare Haney Premium Income
Fund (ARSN 106 223 483) [2011] NSWSC 148 per Hammerschlag J. Where the class of objects of a
discretionary trust is ascertained (that is, able to be identified and listed), and all of legal age and
unanimous, that class of objects combined can call for a distribution: Sir Moses Montefiore Jewish
Home v Howell & Co (No 7) Pty Ltd [1984] 2 NSWLR 406 at 411 per Kearney J.

Unit Trusts
Unit trusts are trusts in which the beneficial interest in the trust is divided into a number of units, whether
of one class or multiple classes, which can be sold or issued, as the case may be. The term ‘unit trust’
is not a scientific term, and will often be misused to refer to a ‘fixed trust’ which carries with certain tax
consequences. As to fixed trusts, see the heading that follows.
The term ‘unit trust’ is not prescriptive: see CPT Custodian Pty Ltd v Commissioner of State Revenue
(2005) 224 CLR 98 at [15] quoted at heading 1.3 below. Despite this, the Commissioner of Taxation
states in Interpretative Decision ATO ID 2010/57:
There is however a consistent approach to what constitutes a unit trust which can be found in
authoritative works. This definition reiterates the concept that the beneficial interest of the trust
is held in “units”. Units are expressed and defined as part of the whole beneficial interest of the
trust (or in some circumstances of the whole beneficial interest of a particular kind). Other than
this “unit trusts” are , like all other trusts, subject to the terms of the impressed or stated trust
and to the application of the law of trusts.
Although doubts initially arose about the legality of unit trusts,3 based on the prohibition on formation of
trading partnerships and associates over a certain size, their legitimacy was upheld.4 It is now clear
that properly constituted unit trusts do not contravene this prohibition which, in Australia, is found in s
115 of the Corporations Act 2001 (Cth): West Merchant Bank Ltd v Rural & Agricultural Management
Ltd (1996) 20 ACSR 563 at 574.
From a beneficiary’s commercial point of view, owning units in a unit trust is the same as owning shares
in a company. Legally, however, this is not the case. In Charles v Federal Commissioner of Taxation
(1954) 90 CLR 598 at 609 the High Court said:

3
4

Sykes v Beadon (1879) Ch D 170.
Smith v Anderson (1880) 15 Ch D 247.
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[A] unit held under this trust deed is fundamentally different from a share in a company. A share
confers upon the holder no legal or equitable interest in the assets of the company; it is a
separate piece of property … But a unit in the trust deed before us confers a proprietary interest
in all of the property which for the time being is subject to the trusts of the deed.
Again, it is critical to consider the particular deed.
A significant consequence of being a ‘unit trust’ is the potential application of CGT Event E4, which can
result in double taxation.

Fixed Trusts
In very simple terms a fixed trust is a trust the beneficial interests in which are fixed. They may be so
fixed via unit holdings or other means.
According to the tax definition of a fixed trust, it is one in which beneficiaries have fixed entitlements to
the income and the capital of the trust: s 995-1 of the 1997 Act. The term ‘fixed entitlement’ in this
context is defined in the trust loss rules Division 272 of Schedule 2F to the Income Tax Assessment Act
1936 (Cth) (the ‘1936 Act’), which provides as follows:
If, under a trust instrument, a beneficiary has a vested and indefeasible interest in a share of
the income of the trust that the trust derives from time to time, or of the capital of the trust, the
beneficiary has a fixed entitlement to that share of the income or capital.
The term ‘indefeasible’ takes it ordinary meaning: that it cannot be terminated, invalidated of annulled.
As shown by Colonial First State Investments Limited v FCT [2011] FCA 16 – where Stone J considered
that because a unit holder’s interest could be reduced or detrimentally affected as a result of a special
resolution of the unit holders, the unit holder could not be said to have a vested and indefeasible interest
– it will be very difficult to establish that a fixed trust exists.
Although, to an extent, beyond the scope of this paper, it is worth noting that whether a trust is a fixed
trust may determine, amongst other things:
(a)

availability of franking credits for beneficiaries. Section 207-145 of the 1997 Act provides that
a franking credit will only be available in circumstances where the recipient is a qualified person.
In the case of a trust, this condition will be satisfied if the trust is a fixed trust or if the trustee
has made a family trust election.

(b)

the ability to utilise tax losses.
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whether income received by a self-managed superannuation fund from an interest in a trust will
be non-arm’s length income. If that income is from a fixed entitlement to income it will not be
taxed at the higher rates, though see the Commissioner’s difficulties in this regard.5

(d)

the extent of the application of the value shifting provisions to a transaction.

Given the fixed nature of a beneficiaries’ entitlement, fixed trusts will be related to, but not be the focus
of, this paper on distributions.

Bare Trusts
The term ‘bare trust’ is often used to describe a trust in which the trustee has no active duties to perform.
However, in Corumo Holdings Pty Ltd v C Itoh Ltd (1991) 24 NSWLR 370 at 398 it was pointed out that
as a matter of strict logic almost no situation could be contemplated or postulated where a trustee in
some circumstance does not have active duties to perform by, for example, being immediately bound
to transfer the trust property to the beneficiary who was absolutely entitled to it.

5

The policy intent of moving to a self-assessment model – from the “special income” provisions to the “non-arm’s
length income” provisions – would be significantly undermined by adopting the position that a fixed entitlement for
present purposes was defined by reference to the meaning of that term under Schedule 2F to the ITAA 1936 as
taxpayers would have to approach the Commissioner for the exercise of his discretion to treat a trust interest as a
fixed entitlement which is not administratively distinguishable to approaching the Commissioner to treat special
income as ordinary income under the former regime. However, in The Trustee for MH Ghali Superannuation Fund
v FCT [2012] AATA 527, Egon Fice SM held that the term was defined in Schedule 2F of the ITAA 1936 and
covered the meaning of that term for the purposes of the (former) special income rules. In his Decision Impact
Statement on Ghali, the Commissioner concluded this was in error and that the Trust Loss definition did not apply
to the non-arm’s length income provisions. The Commissioner said:
“In light of recent authority, it might be said that the fixed entitlement test in Schedule 2F is relatively
difficult to satisfy. See, for example, Colonial First State Investments Ltd v. FCT , and the Commissioner's
Decision Impact Statement in respect of that case. Having regard to the strictness of that test, the
Commissioner perceives that the adoption of the Schedule 2F definition for the purposes of s 273 (or its
successor, s 295-550) would give rise to adverse and unintended impacts on superannuation funds that
hold arm's length trust investments.
The Commissioner proposes to adhere to his existing view that the Schedule 2F definition is inapplicable
for the purposes of s 273. Although not considered by the Tribunal, we note that the Commissioner's view
is that the Schedule 2F definition also does not apply for the purposes of s 295-550: see TR 2006/7 and
the minutes to NTLG Superannuation Subcommittee meeting of March 2010.”
Despite the Commissioner’s public views on Ghali in his DIS, in Private Ruling 1012585947911, the Commissioner
ruled that an amount was non-arm’s length income applying the definition of a fixed entitlement under Schedule 2F
of the ITAA 1936 (that is, the complete opposite to what was publicly stated!).
The critical point is that advisers would be loath to advise on the operation of these provisions in the absence of
extraordinarily rigid trust deed or a successful Private Ruling, whether in relation to:
1.

the meaning of ‘fixed entitlement’ for present purposes falling outside the scope of the definition in
Schedule 2F of the ITAA 1936; or

2.

if the Commissioner seeks to rely on Ghali – the exercise of his discretion to treat the relevant interest as
a fixed entitlement.
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The rights and duties of a bare trustee were articulated by the High Court in its unanimous decision in
CGU Insurance Limited v One.Tel Limited (2010) 242 CLR 174 at 183:
The trustee of a bare trust has no interests in the trust assets other than those which exist by
reason of the office of trustee and the holding of legal title. Further, the trustee of a bare trust
has no active duties to perform other than those which exist by virtue of the office of the trustee,
with the result that the property awaits transfer to the beneficiaries or awaits some other
disposition at their direction.
A bare trust often arises within another kind of trust, where the trustee thereof has declared property of
the broader trust it to be held for a particular beneficiary. It is commonly referred to as a sub-trust. The
Commissioner of Taxation has embraced the sub-trust in his current approach to Division 7A of the Part
III of the 1936 Act and trusts: see Taxation Ruling TR 2010/3.
Are bare trust is also relevant to a capital gains tax context because s 106-50 of the 1997 Act provides:
If you are absolutely entitled to a *CGT asset as against the trustee of a trust (disregarding
any legal disability), this Part and Part 3-3 apply to an act done by the trustee in relation to
the asset as if you had done it.
That is, the capital gains tax regime will ignore the bare trustee and consider the events to have
happened to the beneficiary thereof.
Given the fixed nature of a beneficiaries’ entitlement, fixed trusts will be relevant to, but not be the focus
of, this paper on distributions.

Hybrid Trusts
A hybrid trust has the elements of both a fixed and a discretionary trust. For example, A and B may
have equal entitlements to trust capital while the trustee may have a discretion to accumulate income
and transform it into capital or distribute it at their discretion between X, Y and Z. The hybrid nature
can be achieved by a unit mechanism or by merely fixing the entitlements.
The Commissioner of Taxation is suspicious of hybrid trust arrangements where there is a possibility
that they allow deductions to be used by beneficiaries that may not derive the ultimate economic benefit
of the underlying assets: see Taxation Determination TD 2009/17. The Commissioner’s Decision
Impact Statement concerning his loss in the Full Court of the Federal Court in Forrest v FCT (2010) 78
ATR 417 shows he maintains his suspicions.

Specific Purposes for Trusts
Trusts also exist for specific purposes, examples of which are set out in heading 2.2.1 below.
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2 Benefits of Trusts
There are commonly understood benefits, and less commonly understood benefits, of using trusts, both
of which are considered below. These are not exhaustive lists.

2.1 Commonly Understood Benefits of Trusts
There are some commonly understood benefits of trusts, which seem to be one of the underlying drivers
of their proliferation. This is particularly the case with discretionary trusts which account for the majority
of trusts used in Australia.

2.1.1 Asset Protection
The main benefit of a discretionary trust is the asset protection it affords. This is a commercial driver
for the establishment of many of the trusts in Australia. It arises from the nature of the beneficiaries
interest.
In DKLR Holding Co (No. 2) Pty Ltd v Commissioner of Stamp Duties [1980] 1 NSWLR 510 at 518 to
521 Hope JA set out the nature of a beneficiary’s interest. Although lengthy it bears repeating in full
(footnotes omitted):
[14]
[After discussing the origin of equitable estates and interests] … After some hesitation,
a trust interest in respect of land came to be regarded, not merely as some kind of equitable
chose in action, conferring rights enforceable against the trustee, but as an interest in property.
The fact that equitable estates were not enforceable against everyone acquiring a legal title to
the property did not prevent them from being so regarded; a legal owner of land could lose his
estate in, or become unable to enforce his rights in respect of, land in a number of ways.
Although there has long been a controversy whether trust interests are true rights in rem …
there can be no doubt that the interest of the cestui que trust is an interest in property …
[15] These essential features of interests arising under private trusts are thus described in
Jacobs’ Law of Trusts, 3rd ed, p 109: “…the trustee must be under a personal obligation to deal
with the trust property for the benefit of the beneficiaries, and this obligation must be annexed
to the trust property. This is the equitable obligation proper. It arises from the very nature of a
trust and from the origin of the trust in the separate of the common law and equitable
jurisdictions in English legal history. The obligation attaches to the trustees in personam, but it
is also annexed to the property so that the equitable interest resembles a right in rem. It is not
sufficient that the trustee should be under a personal obligation to hold the property for the
benefit of another, unless that obligation is annexed to the property. Conversely, it is not
sufficient that an obligation should be annexed to property unless the trustee is under the
personal obligation.”
[16] Several consequences follow. Firstly, [sic] an absolute owner in fee simple does not hold
two estates, a legal and an equitable estate. He holds only the legal estate, with all the rights
and incidents that attach to that estate. If he were to execute a declaration that he held the
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land in trust for himself absolutely, the declaration would be of no effect; it would give him no
separate equitable rights; he would remain the legal owner with all the rights that a legal owner
has. At least where co-extensive and commensurate legal and equitable interests are
concerned, “… a man cannot be a trustee for himself.”: Goodright v Wells, per Lord Mansfield.
“You cannot have a legal estate in trust for yourself.”: Harmood v Oglander, per Lord Eldon.
Secondly, although the equitable estate is an interest in property, its essential character still
bears the stamp which its origin placed upon it. Where the trustee is the owner of the legal fee
simple, the right of the beneficiary, although annexed to the land, is a right to compel the legal
owner to hold and use the rights which the law gives him in accordance with the obligations
which equity has imposed upon him. The trustee, in such a case, has at law all the rights of
the absolute owner in fee simple, but he is not free to use those rights for his own benefit in the
way he could if no trust existed. Equitable obligations require him to use them in some particular
way for the benefit of other persons …
[18] This position can be analysed in a similar way in respect of all rights given to a trustee who
holds property at law in trust absolutely for a beneficiary. In some cases the rights vested in
the trustee may be such that he cannot be compelled to allow the beneficiary to exercise it
except (unless, because of the nature of the right, it is not permissible to do so) in his, the
trustee’s, name. If this analysis be correct, although the beneficiary has an interest in the trust
property, the content of that interest is essentially a right to compel the trustee to hold and use
his legal rights in accordance with the terms of the trust. Where the trustee holds absolutely for
the beneficiary, the beneficiary has a right in equity to be put, so far as practicable and generally
subject to appropriate indemnities being given, into a position where directly, or indirectly, or for
all practical purposes, he enjoys or exercises the rights which the law has vested in the trustee
…
[20] What then is the result of the actions of the plaintiff [B, the putative trustee] and of 29
Macquarie [A, the registered proprietor], and of the instruments executed by them; or, rather,
what will their effect be when the transfer has been registered? Before the passing of the
resolutions and the execution of the instruments, 29 Macquarie was the registered proprietor of
the land for an estate in fee simple. It can, no doubt, be said that it was the beneficial owner of
that land, but it held no separate equitable interest in the land; the statement means merely that
it was the legal owner, and there was no equitable right in anyone to regulate or control the way
in which it might exercise the rights which the legal ownership gave to it. The passing of the
resolutions and the execution of the instruments, have not yet changed that position. When the
transfer is registered, the plaintiff will undoubtedly be the registered proprietor of the land for an
estate in fee simple, and will have, at law, all the rights and powers in respect of the land which
the ownership of the fee simple will give. However, consequent upon its becoming entitled to
these rights and powers, there will be created, at the same time as it become so entitled, an
equitable estate in the land in 29 Macquarie, an estate which will entitle 29 Macquarie to require
the plaintiff to hold and exercise its rights and powers, so far as practicable, as 29 Macquarie
shall direct. Although it may not matter, the interest so arising in 29 Macquarie will not flow
from the simple circumstance that the transfer was made without valuable consideration; it will
arise (so far as it appears in the state case) because of the intention of the parties evidence by
the resolutions and the declaration of trust. The interest will arise only because the rights and
powers which were previously vested in 29 Macquarie have been transferred to the plaintiff. It
would not have been possible for 29 Macquarie to have acquired its equitable interest by some
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kind of exception from the transfer of the legal title. In a loose or popular sense, it may be said
that 29 Macquarie transferred a bare legal title to the plaintiff and retained for itself the beneficial
ownership, but that is not a correct description of what the memorandum of transfer, and the
resolutions and declarations of trust achieved. They achieved a transfer of the estate in fee
simple and, thereupon, the create of an equitable state in 29 Macquarie.
From Hope JA, whose observations have been approved,6 we may observe two important things:
(a)

the content of a beneficiary’s interest is a right to compel the trustee to adhere to the terms of
the trust; and

(b)

a beneficiary’s interest is engrafted onto, or imposed on, the holder of the legal title; it is not
carved out of the legal estate.

In CPT Custodian Pty Ltd v Commissioner of State Revenue (Vic) (2005) 224 CLR 98 the High Court
confirmed that the nature of the beneficiary’s interest is shaped by the terms of the trust in question.
Again the deed is all important.
The lack of any interest that a beneficiary has, which could otherwise be pursued by creditors, derives
from the trustee’s discretion and the limited ability to review any decision of the trustee.
The concept of “discretion” involves making a choice from a number of available alternatives, amongst
which the decision-maker is free to choose.

Can the trustee’s decision be reviewed?
The often quoted passage of McGarvie J in Karger v Paul [1984] VR 161 at 163-164 has resulted, in
practice, in many trustees, especially of what are called “family discretionary trusts” not giving reasons
for many decisions. His Honour there said:
The discretionary power given to the trustees by cl 3, was a power, upon the request of Mr
Smith, in their absolute and unfettered discretion to pay or transfer the whole or part of the
capital of the estate to him. In my opinion the effect of the authorities is that, with one exception,
the exercise of a discretion in these terms will not be examined or reviewed by the courts so
long as the essential component parts of the exercise of the particular discretion are present.
Those essential component parts are present if the discretion is exercised by the trustees in
good faith, upon real and genuine consideration and in accordance with the purposes for which
the discretion was conferred. The exception is that the validity of the trustees’ reasons will be
examined and reviewed if the trustees choose to state their reasons for their exercise of
discretion.

6

See Re Transphere Pty Ltd (1986) 6 NSWLR 309 per McLelland J and Commissioner of Taxation v Linter Textiles
Australia Ltd (in liq) (2005) 220 CLR 592 at 606.
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There are two points to note about this passage. First, it relates to a discretion “in these terms” – that
is, it is dealing with a particular trust instrument. A peculiarity of the terms of the relevant clause was
that the trustees had power to transfer to one of them; at least in relation to that one any fiduciary duty
not to derive a personal advantage from exercise of the power must have been impliedly negatived by
the terms of the gift. Further, the power was described in these terms ‘absolute and unfettered
discretion’. Secondly, the allegation in the case was that the breaches consisted of not acting in good
faith and not acting upon a fair and proper consideration. Thus, McGarvie’s J statement as to some
different allegation than what was actually made in the case would be obiter dictum.
These points of note, themselves, show the broadness (if taken out of context) of the above statement
may not be appropriate. There are also other decisions that establish a trustee’s exercise of discretion
is in no way immune to review or alteration.
In Parkes Management Ltd v Perpetual Trustee Co Ltd (1977) 3 ACLR 303 at 311 Hope JA (with whom
Moffit P agreed) held:
In equity, where a trustee has a discretionary power, that power “must be exercised with an
absence of indirect motive, with honesty of intention and with a fair consideration of the issues”:
Jacobs Law of Trusts, 4th ed p 301. In Lewin on Trusts 15th ed p 32, the requirement is
expressed to be that the trustee’s conduct be bona fide and the determination not influenced
by improper motives. There is ample authority for these propositions.
Chief Justice Barwick, in Lutheran Church of Australia South Australian District Inc v Farmers’ Cooperative Executor & Trustees Ltd (1970) 121 CLR 628 at 639, said of a mere power conferred on a
trustee:
... whilst the power is not in the nature of a trust so that the trustee must exercise it, equity
would ensure that the trustee bona fide considers whether or not the power should be exercised,
and that in doing so, proper considerations are in mind, and improper considerations excluded.
The discretionary nature of the power does not mean that the discretion is absolute, in the
sense that it can be exercised irresponsibly, capriciously or wantonly.
Another formulation of when an exercise of a discretionary power can be held ineffective is if the trustees
act for reasons that are ‘irrational, perverse, or irrelevant to any sensible expectation of the settlor.’: Re
Manisty’s Settlement [1974] Ch 17 at 26. Other cases have also highlighted what constitutes a valid
exercise of a discretionary power – for instance, there being a duty for the donee of the power to
exercise it in person and not under the dictation of someone else, and a duty not to fetter the exercise
of a discretion.
In the context of a superannuation fund, Heerey J, in the Full Court of the Federal Court, in Wilkinson v
Clerical Administrative & Related Employees Superannuation Pty Ltd (1998) 79 FCR 469 at 480 quoted
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a statement of Northrop J in the court below concerning the grounds on which an exercise of a trustee’s
power could be challenged in a court:7
Where a trustee exercises a discretion, it may be impugned on a number of different bases
such as that it was exercised in bad faith, arbitrarily, capriciously, wantonly, irresponsibly,
mischievously or irrelevantly to any sensible expectation of the settler, or without giving a real
or genuine consideration to the exercise of the discretion. The exercise of a discretion by
trustees cannot of course be impugned upon the basis that their decision was unfair or
unreasonable or unwise. Where a discretion is expressed to be absolute it may be that bad
faith needs to be shown. The soundness of the exercise of a discretion can be examined where
reasons have been given, but the test is not fairness or reasonableness.
The joint decision of Gleeson CJ, McHugh, Gummow, Hayne and Callinan JJ in Attorney-General (Cth)
v Breckler (1999) 197 CLR 83 suggests their Honours approved of the above quote.
These cases show that the exercise of a trustee will be subject of review and how they will be reviewed.

The Karger v Paul Test
The first task of a court in deciding whether a trustee has exercised a discretion or formed an opinion
appropriately is to turn to the trust documents. Careful attention must be paid to the exact discretion
that is under review. If the trustee has not considered the correct question, the decision is not the type
of decision that the trust deed empowers the trustee to make, and so it is not an effective exercise of
power. If the correct question(s) was asked by the trustee the court then reviews the way the trustee
answered the question.
The court can be assisted in deciding whether a trustee has complied with the Karger v Paul
requirements for the exercise of a discretion or formation of opinion by examining the material on the
basis of which the trustees have made their decision. If on that material trustees acting honestly and
reasonably could not have come the conclusion to which the trustee actually came, the decision is
invalid. Justice Bryson said it thus in Sayseng v Kellogg Superannuation Pty Ltd [2003] NSWSC 945
at [63]:
... if the Trustee came to a conclusion which no reasonable person could have come to one of
the first three grounds of challenge referred to in Rapa v Patience must be available; an
unreasonable conclusion cannot be reached without either a failure to exercise power in good
faith, or a failure to exercise the power upon real and genuine consideration, or a failure to
exercise the power in accordance with the purposes for which it was conferred.
In finding that the decision is invalid the court need not identify precisely which of the first three grounds
of challenge has been breached; it is sufficient to decide that one or other of them must have been
breached. Such a process of reasoning is one that had been used by the High Court. In Elders Trustee

7

Citations in the quote itself are removed.
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& Executor Co Ltd v Higgins (1965) 113 CLR 426 at 451-452 Dixon CJ, McTiernan and Windeyer JJ
said:
the appellant has asked us to infer that, since mala fides or neglect is not to be imputed to a
trustee from his silence alone, the various possibilities must have all been considered and a
decision made to reject them. If that were so, the decision would seem to have been one that a
prudent man, duly considering the relevant facts, could not reasonably reach.
The message to take from these cases would appear to be a trustee’s exercise of a discretion:
(a)

is not immune to challenge – the usual principles of a fiduciary nature will impose restricting
constraints and require the trustee to properly conduct the trust; but

(b)

it need not be the subject of recorded reasoning as to do so invites an easier critique than would
otherwise be the case.

The benefit a trustee obtains by not recording reasons is also not lost because a beneficiary applies to
a court for production of documents or the provision of information in relation to the decision or
determination that was made: Mandie v Memart Nominees Pty Ltd [2014] VSC 290.

Is a trust an asset
Discretionary beneficiaries are not liable to indemnity a trustee: Dwyer v Ross (1992) 34 FCR 463 and
Re Burton, Wily v Burton [1964] ALR 557. It is therefore only whether the interest in the trust is an asset
that can be taken.
Practitioners in this area have expressed concern about the decision of French J (as he was then) in
the Australian Securities and Investments Commission: In the matter of Richstar Enterprises Pty Ltd
(ACN 099 071 968) v. Carey (No. 6) [2006] FCA 814.

This case concerned the collapse of the

Westpoint Group. The Australian Securities and Investment Commission (ASIC) had already obtained
orders that receivers be appointed to the property of a number of Westpoint directors and companies
controlled by them.

The point of these actions was to preserve property of the individuals and

companies to prevent it being dissipated pending the ASIC enquiries.
The question before the Court was whether a receiver could be appointed to property held in trust. The
relevant provision was section 1323 of the Corporations Act. This section allowed the Court on
application by ASIC or an aggrieved person to appoint inter alia a receiver to property of a person, who
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is subject to an investigation being carried out under the ASIC Act or the Corporations Act. ‘Property’
is defined as meaning:
‘any legal or equitable estate or interest (whether vested or contingent) in real or personal property
of any description and includes a thing in action’8.
The Court was satisfied that it could make such an order where the property was held as trustee by the
persons being investigated and in relation to superannuation funds where the individuals were members.
In each instance it was considered that the individuals subject of investigation had an ‘interest’ (legal or
equitable).
The ‘interest’ of the individuals in discretionary trusts posed a more difficult question because the
objects have nothing more than a right to be considered by the trustee as a potential beneficiary of the
trustee’s largesse as to income or capital.
French J undertook a detailed (but in the writer’s view not exhaustive) review of the case law on the
powers of trustees and their controllers. The two most telling observations made by the Court were
these (at [25]):
‘in the ordinary case the beneficiary of a discretionary trust other than perhaps the sole beneficiary
of an exhaustive trust, does not have an equitable interest in the trust income or property which
would fall within even the most generous definition of ‘property’ in s9 of the Act and be amenable
to control by receivers under s.1323. I distinguish the ‘ordinary case’ from the case in which the
beneficiary effectively controls the trustee’s power of selection. Then there is something which is
akin to a proprietary interest in the beneficiary’.
And (at [36]):
‘I am inclined to think that a beneficiary in such a case ... at arm’s length from the trustee, does not
have a ‘contingent interest’ but rather an expectancy or mere possibility of a distribution ... On the
other hand, where a discretionary trust is controlled by a trustee who is in truth the alter ego of a
beneficiary, then at the very least a contingent interest may be identified because, in the words of

8

Section 9 Corporations Act
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Nourse J “it is as good as certain that the beneficiary will receive the benefits of distributions either
of income or capital or both’.
In a wealth preservation and tax planning context it might well be said that ‘it is as good as certain that
the beneficiary will not receive the benefits of distributions ... ‘.
The Court concluded that a Mr Beck who was the sole director and secretary of a corporate trustee of
a discretionary trust had an interest in property of the trust (it did not matter that his wife was the
Appointor – it seemed to be implied that she would act in concert with him) (at [41]):
‘Mr Beck is a beneficiary of the Agribusiness Annuity Trust of which Eagle Buff Nominees Pty Ltd is
a trustee. He is the director and secretary of that trustee company. He is the original appointor
under the trust and his wife, Anne Beck, the current appointor. The trustee has a wide discretion
including the power to prefer one or the other beneficiary to the total exclusion of any other
beneficiary. Mr Beck would appear, through his trustee company, to have effective control of the
assets of the trust. At the very least he has a contingent interest in the sense used earlier. His
interest would appear to amount to effective ownership of the trust property. The property of that
trust is, in my opinion, amenable to control by the receivers and s.1323.9
Does this decision sound the death knell of discretionary trusts as wealth preservation mechanisms?
No. First, technical differences between the legislation under consideration in Richstar and the
Bankruptcy Act. The Court was considering s 9 of the Corporations Act on an interlocutory hearing.
That is very different to ss 5 and 116 of the Bankruptcy Act on any final basis.
Second, a practical reason, lack of assured funds on the part of trustees in bankruptcy.
This is supported by two decisions of the Supreme Court of New South Wales. In neither instances
has the boundary been extended beyond the confine of the Corporations Act: ASIC V. Burnard [2007]
NSWSC 1217 per Barrett J and The Public Trustee v. Smith[2008] NSWSC 397 (esp at [108]) per
White J.

2.1.2 Income Splitting
The other main benefit of a trust with discretion – usually a discretionary trust but possibly also a hybrid
trust – is the ability to direct income to the most tax advantageous positions (within the class of
beneficiaries) each year.
It is because the recipient has the legal rights to the income that their relevant tax rates are applied to
the income. This is obvious on its face but can result in unintended consequences if not properly
understood: see, for instance, heading 3.7 below.

9

(2006) FCA 814 at para. 41
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2.1.3 Streaming
The ability to stream income or capital of a trust is a significant benefit. It is considered elsewhere in
the conference.

2.1.4 Discount Capital Gains
One of the main benefits of trusts is that they can access the discount capital gains, of 50%, via Division
115 of the 1997 Act. That is, if the trustee of a trust is to be assessed on a capital gain it will, provided
the CGT Event is not excluded by s 115-25, be able to be halved.
For superannuation funds – a type of trust – the discount is 1/3rd, from 15% to 10%.
As to a tax planning tip see heading 2.2.4 regarding the medicare levy.

2.1.5 Ability transfer control
It is relatively easy to transfer control of a trust because:
•

the changing of the office of appointor is not subject to duty or a Commonwealth tax event;

•

the change of a trustee is not a Commonwealth tax event and, unlikely to cause duty or, if it
would be subject to duty, can be made nominal of $50 only via s 54(3) of the Duties Act 1997
(NSW).

Of course this benefit is limited to 80 years in all states other than South Australia, where there is no
perpetuity period.

2.2 Uncommonly Understood Benefits of Trusts
There are less commonly understood benefits of using trusts. These are set out below after some
specific trusts, that themselves may not be commonly understood, are discussed.

2.2.1 Trusts for Specific Purposes
A trust can be as bespoke as the situation calls for. Some general categories (noting the caveat at
heading 1.2.2 above) that are less well known are as follows.

Service Trusts
A service entity is the most efficient and effective means of directing wealth from professional practice
including counsel. For professional, ethical and tax reasons the risk-free entity can rarely be involved
in the business as a participant.
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Service entities usually comprise unit trusts, joint ventures of discretionary trusts and less often
companies. They can also be discretionary trusts. They have three main general objectives:
1. the facilitation of asset protection;
2. the conduct of a separate business from the professional practice; and
3. tax planning opportunities, in particular income splitting.
The first and third of these objectives are particularly relevant to counsel, as counsel would generally
be less concerned with establishing an independent business. It will be seen that the lack of the second
objective may raise issues with the Commissioner of Taxation (“Commissioner”).
In the context of a professional practice that is risk exposed – e.g. in particular accounting and law –
the asset protection aspect is very significant. How this is so is obvious – the more value or wealth that
can be moved to the service entity the less wealth there is to pursue in litigation.
You might expect that the Commissioner of Taxation does not view favorably these entities; you would
be right. The tax history of these entities commenced in the 1970s with the sanction of the Full Court
of the Federal Court (see FCT v Phillips (1978) 78 ATC 4361) and has grown since then.10 In response
to this growth the Commissioner has increased his reviews in the area and published information
seeking to reign in their use. As often occurs the Commissioner’s restrictive view, more restrictive than
the law in my opinion, should be respected unless you have the funds and the inclination to test that
view and get your name in the reports. We don’t all end up as Handley Q.C.11
The Commissioner has summarized the issues with service entities, as he sees them, thus:12
We understand that it is common for accountants, lawyers and other professionals (particularly
those who are required to operate their businesses as individuals or as partnerships) to engage
associated entities to provide them with labour hire, recruitment, clerical, administrative and
other services (also known as service arrangements). These arrangements can also be used
in the broader business community.
We also understand that it is common for professionals to view service arrangements as an
effective means of protecting their assets from professional negligence actions and other claims.
Our concern is whether the service fees being claimed are deductible under the income tax law.
If you have a conventional service arrangement where your payments are correctly calculated
and the services are reasonably connected to the conduct of your business, then the
presumption will be that your service fees and charges are a real and genuine cost of our
business and deductible in full.

The next instalment in the Commissioner’s interest in service entities was correspondence in 2005 with
the Law Council of Australia the Assistant Treasurer indicated that cases which have come to the ATO

10

The table at heading 1.2 shows there were 40,221 in the 2014 year.
Handley v FCT (1981) 81 ATC 4165; 41 ATR 644
12
Your service entity arrangements (NAT13086-04.2006) (the “Guide”) at 3
11
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attention indicate that some service trust arrangements are not of the kind contemplated by Phillips
Case and do not appear to justifiable on commercial grounds. Such cases are said to include those
where:
1. the service trust is charging far in excess of commercial rates;
2. the service trust has been paid for services it did not provide; and
3. the service trust is receiving a very large proportion of the firm’s income.
The Commissioner then issued Taxation Ruling TR 2006/2 and the accompanying Guide. These are
significant as the Commissioner cannot issue an assessment that is contrary to a public ruling,13 such
as Taxation Ruling TR 2006/2, however, the more important Guide (not being a public ruling) will not
bind the Commissioner.
The approach taken in Taxation Ruling TR 2006/2 is:
1. To accept the correctness of the decision in Phillips Case.
2. To note that the case is not authority for the proposition that service fees calculated using the
particular mark-ups adopted in that case will always be deductible under section 8-1 of the 1997
Act. This is a reference to the fact that following the decision in Phillips the use of service trusts
became widespread. Generally, given the ATO’s acceptance of the decision in Phillips, tax
advisers and their professional organization clients came to regard the facts in Phillips as a
“safe harbor” not only in relation to the type of structure which might be adopted in a service
trust arrangement, but also in relation to the manner of calculation of the service charges. Given
the findings of fact by Waddell J the mark-ups of 50% on non-professional staff wages and 15%,
effectively, on equipment, were applied as a safe “rule of thumb” which became commonly
referred to as the “15/50 rule”.

This has been a matter of common knowledge among

professional tax advisers and the ATO for almost 30 years.
3. To require taxpayers to establish in each case that service charges are deductible under section
8-1 (or under section 51 of the 1936 Act) and that Part IVA does not apply. The Commissioner
will require to be satisfied in order for deductions to be available, that the service charges:
produce a benefit to the acquirer of the services and are commercially realistic.
4. Failing that, the Commissioner will accept that a service charge for certain types of services is
deductible only be reference to charges for those services which the Commissioner has
identified as charged by certain listed public company providers of those services.
The Guide provides parameters for mark-ups and profit margins that the Commissioner will accept as
appropriate. That is, the Guide indicates that:
1. an audit would not ordinarily commence unless there is substantial divergence with the
indicative rates provided or substantiation requirements in the Guide;

13

Section 170BA of the 1936 Act.
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2. if the arrangement comes within the indicative rates in the Guide, there is a low risk of audit;
and
3. a higher rate may be appropriate if adequately benchmarked.
The Guide provides two methods of determining whether costings are appropriate. The Guide provides
both indicative net mark-ups of 3.5% to 7.5% (net mark-ups) and gross mark-ups of 10% to 30% (gross
mark-ups) on certain costs depending on the type of service provided.
There is a further cross-check in that the use of the mark-ups must not result in greater than 30% of the
combined profits of the firms and the service trust being earned by the service trust due to the service
arrangement (profit ceiling). Strangely the Guide provides a 40% to 45% profit ceiling for medical
practitioners and rural and sole medical practitioners respectively. It’s hard to see the difference – so
far as the tax characteristics of counsel are concerned – between a sole medical practitioner and a
barrister. On this reasoning a 45% profit ceiling would also apply to barristers. Accountants and lawyers
may desire to exceed the 30% profit ceiling to obtain sufficient net profitability for the arrangement to
be viable. Exceeding the indicative profit ceiling is likely to result in a review or an audit.
It is important to note that the profit ceilings are not in themselves a safe harbor. They are a crosscheck. It remains necessary to comply with the pricing structure.

Testamentary Trusts
A ‘testamentary trust’ is an ‘express trust’14, created under the terms of a will, or a codicil15 of a will.
Testamentary trusts have the same attributes as other trusts. That is, they are a relationship as between
a trustee and beneficiary16 with respect to trust property. Further, and for the purposes of both trusts
created inter vivos and those created under testamentary instruments, the following elements must be
present in order for a trust estate to subsist:17

14

There are three categories of trusts, being express trusts, resulting trusts and constructive trusts. An express
trust is a trust created by express intention. A resulting trust is a trust created by implied intention. A constructive
trust is a trust that is imposed to prevent person(s) from succeed in making an unconscionable assertion of
ownership over property.
15
A codicil is a ‘… document supplementary to a will made earlier which is executed by a testator with the intention
of adding to, altering, revoking, explaining or confirming a will, provision or part of a will. As a subsidiary
testamentary instrument, a codicil must be executed with the same formalities as a will and when so executed,
becomes part of the will and must be provides with the will …’ (see Butterworths Concise Australian Legal
Dictionary).
16
Charitable trusts do not vest beneficial estates or interests in any persons, as they are established to promote a
purpose, or purposes, and not for the direct benefit of persons as individuals or members of a class of individuals
(see Attorney-General for New South Wales v Perpetual Trustee Company (Limited) (1940) 63 CLR 209 at 222223).
17
See paragraph 104 and following of Jacobs’ Law of Trusts in Australia.
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first – there needs to be at least one trustee, who holds a legal (or equitable) interest in the trust
property. The trustee has an obligation to deal with the trust property in terms of the trust;

•

second – there must be property capable to be held on trust (Port of Brisbane Corporation v
ANZ Securities Ltd [2003] 2 Qd R 661). Further, there must be certainty as to the property held
subject to a trust (Herdegen v Federal Commissioner of Taxation (1988) 84 ALR 271);

•

third – there must be a beneficiary for whom the trust assets are held; and

•

fourth – the trustee must be under a personal obligation to deal with the trust property for the
benefit of the beneficiaries.

Testamentary trusts are also known as ‘executory trusts’.

Gummow J in Herdegen v Federal

Commissioner of Taxation (1988) 84 ALR 271 observed at 280 that the term ‘executory trust’:
… is used usually to describe situations where there is (a) an agreement or covenant for the
subsequent execution of a trust instrument or (b) a direction or declaration (usually in a will)
giving instructions or short leads from which the trustee is to prepare a formal written
statement …
Lord Cairns in Mortimer Sackville-West v Viscount Holmesdale (1870) LR 4 HL 543:
[T]he second codicil to the will of the testatrix … creates what is commonly described as an
‘executory trust’, that is to say, not a trust which remains to be executed, for in this sense all
trusts are ‘executory’ at their creation, but a trust which is to be executed by the preparation
of a complete and formal settlement, carrying into effect, through the operation of an apt and
detailed legal phraseology, the general intention compendiously indicated by the testatrix.
The codicil is, in fact, equivalent to directions or instructions for a settlement.
Broadly speaking, a testamentary trust displays the following characteristics:
•

first – testamentary trusts are established under a testamentary instrument;

•

second – testamentary trusts are funded by either:
o

the assets of a deceased estate; or

o

payments to the estate in consequence of death, such as superannuation death
benefits or insurance proceeds paid to a deceased estate, rather than being paid to
nominated beneficiaries under a will; and

•

third – testamentary trusts are typically administered by the executor of the estate, or another
person appointed as the trustee under the terms of the will. The testamentary trust is subject
to the terms of the will.

Why establish testamentary trusts?
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The main taxation benefit of a testamentary trust is the income tax concessions for minors, who are
taxed as adults with the benefit of the tax free threshold under Division 6AA of the 1936 Act. Section
102AG of the 1936 Act provides for ‘excepted trust income’, being a category of income derived by
minors.
‘Excepted assessable income’ includes Income derived by a minor from property of a deceased estate
or which is transferred to a minor from a deceased estate (see paragraph 102AE(2)(c) of the 1936 Act).
‘Excepted trust income’ includes:
•

paragraph 102AE(2)(c) of the 1936 Act – ‘… assessable income of a trust estate that resulted
from … a will, codicil or an order of a court that varied or modified the provisions of a will or
codicil …’; and

•

paragraph 102AE(2)(d) of the 1936 Act - ‘… is derived by the trustee of the trust estate from
the investment of any property … that devolved for the benefit of the beneficiary from the estate
of a deceased person …’

That is, the essential requirement for minors to be eligible for the concessionally taxed income is that
the income is ‘… assessable income of a trust estate that resulted from … a will…’. That is, it is essential
to ensure that the trust under which the minor benefits is established under the testamentary
instruments, and not subsequently declared or settled without the appropriate intentions / actions of the
testator.
Further, it should be noted that a distribution to minor beneficiaries under the terms of a testamentary
trust creates a legal entitlement in favour of the minor beneficiary. As a result, the distribution must
either be physically paid to the minor beneficiary, or a loan account in favour of the minor beneficiary
will be created, which will ultimately be payable to the minor either at demand, or when the testamentary
trust vests.
Recent Announcements
It was announced recently 18 that the Morrison Government will proceed with plans to limit the tax
benefits above to the assets that are actually part of the estate or funded thereafter from the income of
those assets.
This will put to be a long standing dispute on whether the tax benefit was always so limited. It reduces,
but does not eliminate, the benefits of a testamentary trust.

18

Australian Financial Review, 17 October 2019, “Wealthy to be stopped from ‘Trust Stuffing’”, Tom McIlroy.
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Special Disability Trusts
Special disability trusts are trusts established in accordance with Part 3.18A of the Social Security Act
1991 (Cth) to help families and carers provide financially for the care and accommodation of a person
with a severe disability – referred to as the principal beneficiary.
The tax rules for special disability trusts are designed so that the net income of the trust is taxed at the
principal beneficiary's marginal tax rate, rather than some or all of it being assessed to the trustee at
the rates applicable under section 99A.
Unlike other trusts, where taxation of net income depends on a beneficiary being actually presently
entitled to trust income, a principal beneficiary is deemed to be presently entitled to all of the income of
a special disability trust (even if there is none). The principal beneficiary of the trust is also taken to be
under a legal disability. This means the entire net income of the trust is assessed to the trustee on
behalf of the beneficiary.
If the principal beneficiary is a beneficiary in more than one trust or derives income from other sources,
the net income of the special disability trust should also be included in the beneficiary's assessable
income. Any tax payable by the trustee of the special disability trust should be claimed as a credit on
the beneficiary's individual tax return (to prevent double taxation).
If a trust estate is not a special disability trust at the end of an income year, these rules do not apply
and net income is taxed under the ordinary trust taxation rules.

Child Maintenance Trusts
The purpose of a child maintenance trust is to allow income to be distributed to children for whom
support is required to be made on a tax efficient basis.
Passive income derived by children under the age of 18 years is generally liable to tax at the top
marginal rate on every dollar over $416 of income. In contrast, adults are entitled to the tax free
threshold (currently $18,200 per annum) and a sliding scale of tax rates thereafter. Passive income
derived by children or the trustee under a child maintenance trust will be treated as income of an adult
taxpayer, and therefore benefit from the tax free threshold and the sliding scale of taxation. This will
allow the spouse with the liability to meet the child maintenance requirements to obtain a beneficial
tax position.
The effect of a child maintenance trust is that each child derives the income that supports them rather
than the supporting parent deriving all of the income, on which much higher tax is paid, then having to
distribute the funds to each child.
The Child Maintenance Trust must have the following features to obtain the benefit of avoiding the
operation of Division 6AA of the 1936 Act:
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1. The trustee of the Trust can be a person (usually one of the parents of the children who benefit)
or a company controlled by one of the parents.

2. The Trust has two classes of beneficiaries –the income beneficiaries and the capital
beneficiaries.

3. The income beneficiaries would not be limited to the children who benefit from the Trust. It may
include a relative of the children, or a company or trust in which such a person may have an
interest. The inclusion of an income beneficiary in addition to the children who benefit is
important to prevent the children from using the rule, in Saunders v Vautier (1841) 49 ER 282,
to bring the Trust to an end and acquire the Trust corpus before it is intended to end.

4. The trustee would have absolute discretion as to how the income of the Trust would be
distributed each year. However, if the income distributed for the benefit of the children at any
given period is insufficient to meet the requirements of support imposed on the maintaining
parent, that parent will have to make up the shortfall out of their own income or other assets.
The trustee should have some discretion over at least some of the Trust income. For instance,
an amount transferred to the Trust sufficient to purchase an annuity that provides an income
stream during the child’s minority, but leaves no corpus on the child’s 18th birthday would be
viewed sceptically by the Australian Taxation Office. To avoid this result, the above annuity
could be purchased in addition to the purchase of another investment (for instance, $5,000
invested in “blue chip” shares listed on the Australian Stock Exchange) that would be distributed
to the children at the end of the Trust.

5. The children for whom the Trust was established would be the capital beneficiaries entitled to
the corpus of the Trust as tenants in common in equal share.
Although each child would be entitled to the corpus of the Trust in equal share, during the term
of the Trust the trustee has an absolute discretion in making capital distributions. This
discretion relates to the size of any capital distribution and to which child it is to be made, always
subject to each child receiving no more than their total share. The trustee can stagger the
capital distributions to each child, but cannot alter the total entitlement of the child.
For example, if the Trust was established to maintain three children of a marriage, the trustee
could not make a capital distribution to any of the children that results in that child receiving
more than a one third share in the corpus of the Trust. This limitation flows from the
requirements of subsection 102AG(2A) of the ITAA 1936. This flexibility assists, for instance,
where an older child turns 18 and can use their share of the corpus of the Trust to fund university
fees.

6. Upon vesting (when the trust ends), each child is entitled to the notional equal share of corpus
remaining in the Trust (if any). Each child must receive the distribution of corpus for their own
benefit – they do not hold the distributed property on trust for anyone else.
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If part of a child’s share of a Trust is advanced to the child during the term of the Trust, then
that child’s property is reduced proportionately and so is the capacity of the trust to produce
excepted trust income to that child or distribute amounts to them upon the Trust’s vesting.
In the event that a child dies before the Trust ends the child’s share of capital of the trust must
go to his or her estate and be distributed according to the laws of intestacy, in the event that
child has not made a will, or in accordance with their will if they have.

7. The income derived by the trustee or the children must be appropriate for the amount invested.
That is, the investment must be made on an arm’s length basis. This does not mean that the
parties need to be arm’s length parties – only that their transaction must be one that arm’s
length parties acting at arm’s length would have undertaken.
An example is a parent who owns a business transferring a piece of depreciating equipment to
the Trust. As long as the business pays a market rate fee for use of the equipment the
transaction would be an arm’s length transaction.

Bare Trusts
Where there is a bare trust, the beneficiary is absolutely entitled to the capital of the trust (i.e. the CGT
assets). Section 106-50 treats the acts of the trustee for CGT purposes as the acts of the beneficiary.
So a disposal of a CGT asset held under a bare trust results in the automatic CGT consequence to the
beneficiary. The trustee is ignored for CGT purposes.
However, if there are two beneficiaries, together absolutely entitled to the trust assets as against the
trustee, then s106-50 cannot apply as there is no single “you” and no way to divide the CGT liability.
There is no single person entitled to a particular trust asset against the trustee.19
There are, however, issues regarding real estate or other non-fungible assets. They are articulated in
Draft Taxation Determination 2004/D25, which remains in draft form 15 years after issue. It remains a
burden for advisors in this area.
Bare trusts can be particularly handy where it is desirable that the identity of the owner of an asset not
be revealed. Together with the apparent purchaser exemption for stamp duty (e.g. s 55 of the Duties
Act 1997 (NSW), it can ensure that no tax is payable at the time of ultimately moving the asset to the
beneficiary.

19

ATOID 2004/428
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Secret Trusts
‘Secret trusts’ are a type of trust that may arise under a will. Secret trusts have been described as
follows: 20
Secret trusts arise where a testator leaves property to X after communicating with X that X
is to hold the property on trust. … Since a will is open for public inspection on the testator’s
death, a secret trust allows a testator to provide for an object he or she wishes to be kept
secret.
However, it should be noted that ‘secret trusts’ may arise in wills under the terms of wills. In addition to
the requirements required to establish an ‘express trust’, 21 secret trusts require the following three
elements (see Blackwell v Blackwell [1929] AC 318):
•

the testator’s intention that the property is to be used according to its specifications;

•

communication of intention to the intended trustee(s); and

•

acquiescence on behalf of the trustee(s).

It should be noted that secret trusts arise in a will, but do not operate because of a will. Secret trusts
arise outside of a will, and the beneficiary obtains its interest because of the trust and not the will:
Ledgerwood v Perpetual Trustee Co Ltd (1997) 41 NSWLR 532.

2.2.2 Escaping Family Provision
In New South Wales it is not possible to circumvent the Succession Act 2006 (NSW), which permits
eligible persons (see s 59) to claim from an estate if they feel they have not been adequately provided
for. There are notional estate provisions that permit the Court to include assets in the estate if a relevant
transaction occurred within three years of death (being an act, omission or acquiescence).
A benefit of a trust structure, established more than three years prior to death, is that the assets of the
trust will not be subject to a family provision claim. They can therefore be planned for via a proper
estate planning approach without fear of a judge later disrupting the process.

2.2.3 Asset Revaluation Reserves
Although notoriously disliked by the Commissioner of Taxation, strategies to distribute asset revaluation
reserves do not seem to be assessable to the recipient. They are a return of capital: the point to be
made is that the asset revaluation reserve ‘distribution’ is in fact a distribution of capital of the trust

20

G. E. Dal Pont and DRC Chalmers. Equity and Trusts in Australia. Law Book Co, Sydney, 2007 para18.45.
That is, the ‘three certainties’ – being the certainty of intention to create a trust; certainty with respect to trust
property; and certainty of objects / beneficiaries.

21
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estate or an advance of the capital of the trust estate and must be given strict effect to by the rules in
the trust deed that allow the trustee to appoint or advance capital of the trust estate to a beneficiary.
If a trustee revalues an asset – a credit to an asset revaluation reserve account and a corresponding
debit to the asset account – the gain is ordinarily not assessable income of the trust estate. It is merely
the means by which the trustee accounts for the trust assets. A distribution to a beneficiary of an
amount from an asset revaluation reserve (either in cash or by way of a journal entry) is ordinarily not
assessable income of the beneficiary: Taxation Ruling 2005/2 at [30]. However:
(a)

a sale of or a dealing with a right to receive such a distribution could result in a receipt of
assessable income: FCT v McNeil [2007] HCA 5 dealing with the sale of a right by a shareholder
of an option to sell back to the company a share.

(b)

further considerations – such as repetition of receipt (see Interpretative Decision 2011/58) –
may treat it as ordinary income.

Section 99B
It is necessary to consider s 99B of the 1936 Act in this context.
Although the purpose of s 99B of the 1936 Act was to assess trust income that had been accumulated
overseas and not subject to Australian tax (as expressed in Union Fidelity Trustee Co of Aust Ltd v FCT
(1969) 119 CLR 177), its literal terms are much wider than this. In my experience the Commissioner of
Taxation does not apply the provision as widely as its literal terms would permit.
Subsections 99B(1) of the 1936 Act would apply to the distribution of the revaluation reserve. The
operation of s 99C of the 1936 Act confirms this position. It is important, however, to set out the relevant
passage of s 99B(2) of the 1936 Act in full. It provides:
The amount that, but for this subsection, would be included in the assessable income
of a beneficiary of a trust estate under subsection (1) by reason that an amount, being
property of the trust estate, was paid to, or applied for the benefit of, the beneficiary
shall be reduced by so much (if any) of the amount, as represents:
(a)

corpus of the trust estate (except to the extent to which it is attributable to
amounts derived by the trust estate that, if they had been derived by a taxpayer
being a resident, would have been included in the assessable income of that
taxpayer of a year of income);

(b)

an amount that, if it had been derived by a taxpayer being a resident, would
not have been included in the assessable income of that taxpayer of a year of
income; …

The operation of s 99B(2)(a) of the 1936 Act was considered by the Full Court of the Federal Court in
Howard v FCT [2012] FCAFC 149. The Court22 held a resident taxpayer received over $6 million from

22

Middleton, Perram and Dodds-Streeton JJ.
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a Jersey-based trust, the Esparto Trust. The Esparto Trust had received this amount as part of a share
buy-back from another Jersey trust, the Juris Trust. The taxpayer asserted that the amount was a
distribution of the corpus of the trust estate and was therefore a capital receipt. The Commissioner of
Taxation did not take issue with this assertion, but said the amount was nevertheless assessable under
s 99B of the 1936 Act to the extent that it was not assessable under s 97 of that legislation. The Full
Court agreed, finding that the amount was caught by s 99B as it would have been assessable if derived
by a resident taxpayer (i.e. the exception to the corpus exception in s 99B(2)(a) applied). This was
because the distribution represented the proceeds of an off-market share buy-back, which would have
been deemed (by s 159GZZZP of the 1936 Act) to be assessable dividends (under s 44 of the 1936
Act).
The Full Federal Court explained the "simple" application of s 99B(2)(a) to the complex facts of the case
as follows (at [41]):
In this case, having penetrated two layers of trusts – first the Esparto Trust; then the
Juris Trust – one encounters for the first time a non-trust relationship. The trustee of
the Juris Trust received non-trust distributions from another Jersey company called
Esparto Ltd. Although the process of conjoining Mr Howard to the amounts paid by
Esparto Ltd seems complicated, in reality it is not. Section 99B(2)(a) will simply apply
as many times as there are interposed layers of trusts. Each application of s 99B(2)(a)
leads to a hypothetical question about whether the amounts received by the trust estate
would have been assessable income if they had been earned by a resident taxpayer.
Once an answer to that question is known at the level of the deepest trust the answer
cascades back up to the original (genuine) resident taxpayer. To unpick that slightly:
if the Juris Trust estate had been a resident taxpayer and the amounts received by it
had been assessable income, then the amounts received by the Esparto Trust,
although corpus, would have fallen within the parenthetic excision in s 99B(2)(a) and
would have been assessable income in its hands. This, in turn, provides the affirmative
answer to the question posed by s 99B(2)(a) as to whether the amounts received by
the Esparto Trust estate would have been assessable income on the hypothesis that
the Esparto Trust estate was a resident taxpayer. But it is that answer on that
hypothesis which applies to Mr Howard himself. What is revealed therefore is not
complexity but repetition.
The issue therefore becomes whether the distribution of the revaluation reserve would be assessable
to an Australian resident taxpayer. This is so because it is the question for the exception in s 99B(2)(a)
and it is the question itself in s 99B(2)(b).

Two Problems with the Asset Revaluation Reserve Proposal
There are two problems with the asset revaluation reserve proposal:
(a)

It may cause CGT Event E4 to occur. See the discussion at heading 3.14 below.
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The Trust may have received assessable income in a given year. If the trustee has an amount
of taxable income in the year of receipt, it should distribute that amount to beneficiaries lest it pay
top marginal tax rates pursuant to s 99A of the 1936 Act.

Private Binding Ruling PBR 90106 confirms that a distribution from the trustee of a unit trust, sourced
from an asset revaluation reserve, is not assessable income of the unitholder, but will trigger CGT Event
E4 happening. It is akin to the current situations and confirms the Commissioner of Taxation’s views
that CGT Event E4 would apply to the distributions.

Accounting Treatment Imperative
The following case shows the importance of the accounting and administrative treatment of an ‘asset
revaluation reserve’ amount as it can easily be treated as income if the trustee is not particular to
maintain the character of the distribution.
Part of Brereton’s J decision in Wood v Inglis [2009] NSWSC 601 involved the question of whether
movements in the value of assets can be treated as income or otherwise distributed to beneficiaries. In
that case it was the movement in value of shares held by the trustee. His Honour held at [14] to [17]:
I do not accept that it cannot be said that a profit has been made (or “incurred”, for the purposes
of clause 10 of the Trust Deed), just because it has not been realized. Comparison of the value
of the assets of an entity at the end of the relevant period with their value at the beginning of
that period is one well-recognised means of ascertaining profit [Re Spanish Prospecting Co
Limited [1911] 1 Ch 92 at 98; QBE Insurance Group v ASIC (1992) 38 FCR 270 at 284-285].
…
That conclusion is only reinforced by clause 6(f). I do not accept that the reference in clause
6(f) to “property or moneys held by the Trustee”, coupled with the definition of “property”, means
that the reach of the clause does not extend to “unrealised capital gains”; the purpose of the
clause is plainly to avoid disputation as to whether receipts, profits and distributions received
by the trust are capital or income by empowering the Trustee to make that determination. The
effect of treating “unrealised capital gains” as income is that so much of the value of a share
(which is expressly within the definition of “property”) as reflects that gain is treated as income.
As has already been observed, the proviso contained in clause 6(f) demonstrates that the
Trustee may choose to treat as capital in the Trust accounts what is income for income tax
purposes (although a specific declaration to that effect is required); likewise it may (and without
any such specific declaration) chose to treat as income in the Trust accounts what is capital for
income tax purposes. In that context, submissions that “unrealised capital gains” are not income
in the ordinary sense of the word are beside the point.
Accordingly, the Trustee was entitled to treat the movements in the net value of investments as
income. Accounts prepared on that basis were nonetheless “proper accounts”. Moreover, even
if the “unrealised capital gains” were not income, they could be distributed as capital under
clause 5(a), which gave the Trustee a discretion to apply capital in favour of any eligible
beneficiary at any time before the Perpetuity Date.
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In that case at [66] Brereton J found that Dr Inglis was the corporate trustee’s controlling mind and,
therefore, in approving the financial accounts that provided for the unrealized gains being income it was
the trustee’s determining to so treat those gains. At [67] his Honour also found that Dr Inglis was acting
on the corporate trustee’s behalf in validly and effectively making distributions to his beneficiary loan
account.
In Clark v Inglis [2010] NSWCA 144 the Court decided that, for the purposes of the trust deed provision
concerning the distribution and allocation of trust ‘income’ of a year, unrealized gains arising upon
revaluation of investments in accordance with a policy of annual ‘marking to market’ were property
treated as part of a year’s income.
This issue arose in Fischer v Nemeske Pty Ltd [2016] HCA 11 in which the High Court confirmed that
provided a trust deed permits it there is legal effect given to a revaluation reserve.
It is therefore clear that the trustee of a trust must properly account for the revaluation reserve lest it
run the risk of being assessable to the beneficiary.

2.2.4 No Medicare Levy
A not-often thought of benefit of a trust being assessed on income – because no other beneficiary has
become presently entitled to it – is that no medicare levy is paid by trustees.
It is almost taken as gospel that beneficiaries are to be made presently entitled to all income – via ss
97 and 98 of the 1936 Act – to avoid the application of s 99A of the 1936 Act with its top marginal rate.
Indeed, some deeds even have default beneficiary clauses to ensure a charity receives the income
before the trustee is taxed.
But if a family group have used up all of their marginal rates such that the only option left is a corporate
beneficiary, it may be beneficial to leave the funds assessable to the trustee. This would be the case
where a discount capital gain is involved, as the trustee’s rate of tax will be the same as an individual’s,
but without the medicare levy applying.

2.2.5 Reduced Scope of Resettlements
A traditional drawback of trusts was that any amendment to them could trigger a resettlement, with
consequent duty and capital gains tax consequences. But it will be seen that this risk has materially
diminished in the last decade.

Context and historical background
Whilst relatively common, any amendments to an existing trust deed should be carefully considered
from both a tax and duty perspective. Broadly, if amendments to a trust are taken to alter the ‘foundation’
or substratum of the trust such that it has become a different trust relationship to the one that existed
prior to the amendments, this can trigger both:
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(a)

the creation of a trust by declaration or settlement (CGT event E1) – which triggers the effective
disposal by the trustee of the original trust to the trustee of the ‘new’ trust (even though they will
almost always be the same entity); and/or

(b)

a declaration of trust by the trustee in relation to a ‘new’ trust relationship – which can trigger
stamp duty in various States/Territories depending on the type and location of trust assets.

This is commonly known as a ‘resettlement’.
In Re Ball’s Settlement Trusts [1968] 1 WLR 899 at 905, the Court described the distinction between
an ordinary amendment and amendments giving rise to a resettlement as follows:
“If an arrangement changes the whole substratum of the trust, then it may well be that it cannot
be regarded as merely varying the trust. But if an arrangement, while leaving the substratum,
effectuates the purpose of the original trust by other means, it may still be possible to regard
that arrangement as merely varying the original trusts, even though the means employed are
wholly different and even through the form is completely changed.”

More recently, it was held in Lock v Westpac Banking Corporation (1991) 25 NSWLR 593 at 606 that
if the deed can be construed as seeking maximum flexibility and an amendment is within the terms of
the deed, then as a matter of construction the amendment cannot be an infringement of the substratum
on the basis that the amendment power forms an essential part of the substratum itself.
In Kearns v Hill (1990) 21 NSWLR 107 Meagher JA dismissed the substratum analysis altogether in
circumstances where it is impossible to locate any substratum at all. That is, particularly in relation to
modern discretionary trust deeds drafted to provide maximum flexibility there may be no substratum at
all and therefore, amendments pursuant to a broad power would be very unlikely to trigger a
resettlement.
In Cachia v Westpac Financial Services Ltd (2000) 170 ALR 65 it was suggested that the substratum
principle may be no more than an application of the doctrine of ‘fraud on the power’. The equitable
doctrine of fraud on the power requires that a power (including an amendment power) under a trust
instrument must not be exercised for a purpose, or with an intention beyond the scope of or not justified
by the instrument creating the power.23 That is, the power has to be exercised bona fide for the purpose
for which it is given.24
There is case law supporting the view that a power of variation cannot be used to vary a trust in a way
which would destroy its substratum.25 However, following Kearns v Hill, the very existence of such broad
powers of amendment may deny the existence of, or at least operate to significantly reduce the content
of, any substratum at all.26

23

See Vatcher v Paull [1915] AC 372, 378
See Lancedale Holdings Pty Ltd v Health Group Australasia Pty Ltd [1999] NSWSC 609
25
Re Dyer (1935) VLR 273
26
See D Raphael, “Variation & Resettlement of Trusts”, paper presented at a seminar conducted by the Tax
Institute of Australia, New South Wales Division, 7 April 2004
24
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Resettlements in the income tax/CGT context
From a federal tax perspective (including CGT), the Commissioner has traditionally maintained a very
low threshold as to the type of amendments to a trust deed that would trigger a ‘resettlement’. The
apparent basis for this view was the Commissioner’s interpretation of the High Court’s decision in
Federal Commissioner of Taxation v Commercial Nominees of Australia Limited (2001) 75 ALJR 1172.
In Commercial Nominees, a complying superannuation fund incurred losses, underwent significant
amendments to its trust deed (all within the scope of the original amendment power) and sought to
utilise those losses in a subsequent income year.
The Commissioner sought to deny the losses on the basis that the fund that incurred them was different
to the fund seeking to apply them on account of significant amendments to its trust deed during the
interim.
The Full Court of the Federal Court held at [55]-[56]:
“Thus, in order to determine whether losses of particular trust property are allowable as a
deduction from income accruing to that trust property in a subsequent income year, it will be
necessary to establish some degree of continuity of the trust property or corpus that earns the
income from the income year of loss to the year of income. It will also be necessary to establish
continuity of the regime of trust obligations affecting the property in the sense that, while
amendment of those obligations might occur, any amendment must be in accordance with the
terms of the original trust.
So long as any amendment of the trust obligations relating to such trust property is made in
accordance with any power conferred by the instrument creating the obligations, and continuity
of the property that is the subject of trust obligation is established, there will be identity of the
'taxpayer' for the purposes of s 278 and ss 79E(3) and 80(2), notwithstanding any amendment
of the trust obligation and any change in the property itself.”
The Full Court of the Federal Court found in favour of the taxpayer and the Commissioner was granted
special leave to appeal to the High Court. The High Court, however, dismissed the appeal, holding [35][36]:
“The question is whether the eligible entity which derived the taxable income in the year ended
30 June 1995 is a different entity from the eligible entity that incurred losses in the earlier years.
If, as the appellant contends, it is a different entity, there is a question as to what happened to
the original entity. The three main indicia of continuity for the purposes of Pt IX are the
constitution of the trusts under which the fund (if a trust fund) operated, the trust property, and
membership. Changes in one or more of those matters must be such as to terminate the
existence of the eligible entity, or to produce the result that it does not derive the income in
question, to destroy the necessary continuity. The trusts under which the fund operated in 19941995 were constituted by the original trust deed in 1988 as varied by the exercise, in 1993, of
a power of amendment. The property the subject of the trusts did not alter at the time the
amendments took effect. Persons who were members of the fund before the amendments
remained members of the fund after the amendments. The fund, both before and after the
amendments, was administered as a single fund, and treated in that way by the regulatory
authority.”
In the aftermath of Commercial Nominees, the Commissioner issued a Statement of Principles as to
the circumstances giving rise to a resettlement, however, he maintained a very low threshold on the
basis that the authority in Commercial Nominees was limited to the superannuation context.
The Commissioner’s views in this regard persisted for a decade before the issue of resettlement outside
the superannuation context came before the courts in Federal Commissioner of Taxation v Clark [2011]
FCAFC 5.
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In Clark, like in Commercial Nominees, the trustee (this time of a unit trust rather than a superannuation
fund) sought to apply carry forward losses where the trust deed had undergone significant changes
between incurring those losses and seeking to apply them. The Commissioner argued that the relevant
changes to the trust deed had triggered a resettlement and therefore, the trustee could not apply the
carry forward losses as the ‘new’ trust was effectively a different taxpayer to the ‘old’ trust that incurred
the losses.
The Commissioner sought to distinguish Commercial Nominees, however, Edmonds and Gordon JJ in
their majority decision in the Full Court of the Federal Court concluded:27
“We cannot accept the Commissioner's contention. When the High Court in Commercial
Nominees spoke of trust property and membership as providing two of the indicia for the
continued existence of the eligible entity or trust estate, the Court was not suggesting that there
had to be a strict or even partial identity of property for the first and objects for the second. It
was speaking more generally: that there had to be a continuum of property and membership,
which could be identified at any time, even if different from time to time; and without severance
of one or both leading to the termination of the trust in question. In the present case, the
Commissioner never contended, nor on the evidence could he, that there was a severance in
the continuum of trust property and objects of the CU Trust. Their identity changed from time to
time, but not their continuum.
Such an approach is consistent with the position at general law in relation to the four essential
indicia of the existence of a trust: the trustee, trust property, the beneficiary and an equitable
obligation annexed to the trust property: JD Haydon & MJ Leeming: Jacobs' Law of Trusts in
Australia (2006) 7th ed, at [104]-[110]. In Commercial Nominees both the Full Court, at [49] of
its reasons, and the High Court, at [35] of its reasons, pointed out that there was nothing in Pt
IX, nor in the 1936 Act generally, which imposed some statutory requirement of continuity for
determining when there is a sufficient identity of the trusts involved. With respect, the same
applies in the case of Div 6 of Pt III of the 1936 Act.”
That is, the authority of Commercial Nominees was not limited to the superannuation context in this
regard and broadly, the decision is Clark is authority for the position that amendments to a trust deed
will not trigger a resettlement where:
(a)

there is continuity of trust obligations;

(b)

there is continuity of trust property and membership; and

(c)

the changes are in accordance with the original terms of the deed (i.e. a specific power
or a broad general power of variation).

The Full Court of the Federal Court found in favour of the taxpayer and the Commissioner was denied
special leave to appeal to the High Court. In the aftermath of Clark, the Commissioner withdrew his
Statement of Principles and issued Taxation Determination TD2012/21.

27

At 87-88
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Relevantly, TD 2012/21 states:28
“. . . as a general proposition, it would seem that the approach adopted by the Full Federal
Court in Commercial Nominees, as explained by Edmonds and Gordon JJ in Clark, is authority
for the proposition that assuming there is some continuity of property and membership of the
trust, an amendment to the trust that is made in proper exercise of a power of amendment
contained under the deed will not have the result of terminating the trust, irrespective of the
extent of the amendments so made so long as the amendments are properly supported by the
power. Relevantly, in Commercial Nominees the Full Federal Court had stated that:
“...in order to determine whether losses of particular trust property are allowable as a
deduction from income accruing to that trust property in a subsequent income year, it
will be necessary to establish some degree of continuity of the trust property or corpus
that earns the income from the income year of loss to the year of income. It will also be
necessary to establish continuity of the regime of trust obligations affecting the property
in the sense that, while amendment of those obligations might occur, any amendment
must be in accordance with the terms of the original trust.
So long as any amendment of the trust obligations relating to such trust property is
made in accordance with any power conferred by the instrument creating the
obligations, and continuity of the property that is the subject of trust obligation is
established, there will be identity of the 'taxpayer' for the purposes of section 278 and
sections 79E(3) and 80(2), notwithstanding any amendment of the trust obligation and
any change in the property itself.”
And further, the Commissioner notes:29
“Even though Clark and Commercial Nominees were decided in the context of whether
changes in a continuing trust were sufficient to treat that trust as a different taxpayer for the
purpose of applying relevant losses, the ATO accepts the principles set out in these cases have
broader application. Relevantly, the principles established by those cases are also relevant to
the question of the circumstances in which CGT event E1 or E2 may happen as a result of
changes being made to the terms of an existing trust pursuant to a valid exercise of a power in
the deed (including a power to amend). In light of those principles, the ATO accepts that a
change in the terms of the trust pursuant to exercise of an existing power (including an
amendment to the deed of a trust), or court approved variation4 will not result in a termination
of the trust and, therefore, subject to the observation in paragraph 27 below, will not result in
CGT event E1 happening.5””
However, the ATO did note:30
“. . . depending on the facts, the effect of a change to the terms of a trust might be such as to
lead to the conclusion that a particular asset has been settled on terms of a different trust by

28

Taxation Determination TD 2012/21 at paragraph 21
Note above but at paragraph 24
30
At paragraph 29
29
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reason of being made subject to a charter of rights and obligations separate from those
pertaining to the remaining assets of the trust.”
In Lam & Kym, the trustee of the trust had made a declaration in relation to trust property to
hold it on behalf of a more limited class of beneficiaries. The trustee did not argue that the new
and old trusts were so similar as to mean that the true legal characterisation of the declaration
was a variation of existing trusts.”

ATO Private Rulings
The Commissioner has issued various rulings as to the tax implications (if any) of amending trust deeds
in the aftermath of Clark. Although not binding, the Private Rulings register does provide guidance as
to how the Commissioner is likely to rule on similar facts. For example:
(a)

in Private Ruling 1012802358976, the Commissioner concluded:
“Amendments to the trust which are validly made pursuant to power of
amendment and which will not result or lead to the creation of a new trust,
include amendments adding to, or deleting beneficiaries, the extension of the
vesting day, amendments to the definition of income and amendments to
permit the "streaming' of the definition of different classes of income.
As the trustee in this instance is proposing to delete/exclude a beneficiary from
the class of General Beneficiaries and such action and amendment is
supported under clause 1.2.5 of the Trust Deed, such change will be made in
proper exercise of power of amendment contained under the trust deed, and
will not have the result of terminating or resettling the trust.”

(b)

in Private Ruling 1012771064638, the Commissioner concluded:
“Based on the information provided: . . .
●

a clause of the Trust Deed gives the trustee the power to amend or
vary any terms and conditions of the trust deed

●

the current Guardian and Appointor of the Trust is X

Therefore, as any amendment made to the Trust Deed to remove X and Y as
specified beneficiaries will be made pursuant to a valid exercise of power
contained within the trust deed, with the consent of the guardian, being X, the
making of these resolutions will not give rise to the happening of a CGT event.”
(c)

in Private Ruling 1012728213027, the Commissioner states:
“Drawing on the decisions of Clark and Commercial Nominees, paragraph 21
of TD 2012/21 explains that, assuming there is some continuity of property and
membership of the trust an amendment to the trust that is made in proper
exercise of a power of amendment contained under the deed will not result in
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terminating the trust, so long as the amendments are properly supported by
the power.
Whether a purported change to a trust in exercise of a power under the deed
is properly supported by the power is to be determined in accordance with
principles of trust law having regard to the scope of the power properly
construed. Relevant to this question will be whether the deed itself explicitly
specifies conditions that need to be satisfied for the exercise of the power to
be effective.
The power of variation under clause 9 contemplates a change to beneficiaries
as indicated by the wording. Therefore, the proposed changes to the
beneficiaries are considered within the scope of the power.
We accept that the variation to the terms of the Trust is made by a valid
exercise of power under the Deed and the conditions therein. The power to
amend provided in the Deed is very broad, and the changing of beneficiaries
under the Deed is made within the scope of that power. The variation will not
cause the Trust to terminate and new trust to arise for tax law purposes.
Therefore, CGT events E1 and E2 do not happen.”
(d)

in Private Ruling 1012516972522, the Commissioner concluded:
“In the current circumstances, the trustee is proposing to exercise a valid
amendment power at subparagraph 1(b)(iv) of the trust deed, to specifically
remove some beneficiaries from the class of General Beneficiaries. Because
the amendment to the class of General Beneficiaries is in accordance with the
terms of the trust, there will continue to be identifiable property of Y trust and
a continuation of the membership and obligations of the trust.
Therefore, the making of the resolution, being a valid exercise of a power of
amendment contained within the trust deed, does not give rise to CGT event
E1 or E2.”

Stamp Duty Issues
In relation to discretionary trusts, the Chief Commissioner has ruled31 that an amending variation or
supplemental deed that merely adds to or subtracts from the class of discretionary objects (whether or
not the trust also has takers in default) does not affect dutiable property and is not liable to duty.
Broadly, the Chief Commissioner summarises his views as follows:32
“The following variations to discretionary trusts are not dutiable transactions over
dutiable property, and will not be liable to duty:

31
32

See Revenue Ruling DUT 017 at paragraph 16
Note 18
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a) a variation that adds a beneficiary to, or deletes a beneficiary from, the class of
persons who are takers in default;

b) a variation that adds a beneficiary to, or deletes a beneficiary from, the class of
persons who are discretionary objects;

c) a variation that varies the interests inter se of beneficiaries without altering the
identity of beneficiaries; and

d) a variation that merely inserts or amends administrative powers without affecting
the interests (if any) of the beneficiaries in the trust property.

If the variation is or includes a declaration of trust, the variation will be liable to duty on
the unencumbered value of the dutiable property in the trust fund at the date of the
declaration, without any deduction for liabilities of the trust.
In the case of a discretionary trust over dutiable property, an assignment of the interest
of a taker in default will be a dutiable transaction over dutiable property, and will be
liable to duty on the greater of the consideration for the transfer and the unencumbered
value of the ‘dutiable property’. In most cases, the unencumbered value of that interest
will be minimal, and duty of $10 will be assessed on a notional value of $800.”
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3 Detriments of Trusts
There are commonly understood benefits, and less commonly understood benefits, of using trusts,
both of which are considered below. These are not exhaustive lists.

3.1 No Deductions for Borrowings outside of Trust
If the borrowing occurs at the trust level, for instance because the trustee has the assets that form part
of the security for the borrowings, there is no ability to claim deductions for interest paid at the individual
level. This can be restrictive.
In the last decade hybrid trusts were in vogue, though seem to have dropped out of favour because of
the Commissioner’s dislike of them. In effect they sought to permit borrowing at a beneficiary level,
though a fixed interest such as a unit holding, but allowed an ever increasing proportion of the income
from the asset (funded by the borrowings) to be distributed to other beneficiaries.

3.2 Passive Company Tax Rate
The advantage of income splitting of a discretionary trust can permit the maximum tax rate to be paid
be 30%, by distributing any income that would otherwise be taxed in the other beneficiaries’ names at
higher rates to a corporate beneficiary.
If, however, a trading activating (e.g. a non-passive investment activity) was to be conducted by a
company in its own right its tax rate is currently 27.5% and is to be further reduced in the future. There
is, therefore, a small tax premium payable in having a trading activity in a trust that distributes to a
corporate beneficiary.
This premium, however, may be offset by the access to lower tax rates that can be made by distributing
to other beneficiaries in the nil ($0-$18,200) or 19% ($18,201-$37,000).

3.3 Dealing with Lenders and other third parties
In the author’s experience there can arise difficulties in dealing with lenders or other third parties where
a trust is involved as opposed to a corporate or other structure.
Such difficulties are odd in light of the prevalence of trusts (see heading 1.1 above).
Issues arising can range from an unwillingness to lend to the trustee to there being a deed of
amendment needed, even if the terms are almost identical to, but not quite identical to, the wording
preferred by the bank’s in house lawyers. Sometimes, and this is a frustrating but good outcome, a
mere discussion of the issues will give the bank sufficient comfort to proceed.
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3.4 30 June is a Deadline
Unlike a company, that can accumulate income and determine when it is to pay a dividend is resolved
to be paid, a trust (of whatever “type”) must resolve to appoint the income to beneficiaries by midnight
each 30 June, lest the trustee be assessed at top marginal tax rates pursuant to s 99A of the 1936 Act.
There is therefore an administrative hassle of trusts that require attention every June that does not
exist for companies.
In this regard see also heading 4.1 below.

3.5 Implications of a Failed Distribution
Incorrect distributions give rise to issues for the distributing trustee and the incorrect
recipient.

3.5.1 The distributing trustee
If a trustee pays trust funds to the wrong persons – for whatever reason – the trustee will be liable for a
breach of trust even where the trustee made an honest and non-negligent mistake: Re Hulkes (1886)
33 Ch D 552. This is so even if the trustee did so on the basis of a forged:
(a)

authority from a beneficiary: Re Smith (1902) 71 LJ Ch 411; or

(b)

marriage certificate: Sutton v Wilders (1871) LR 12 E1 373.

This also includes where distributions are made to the correct beneficiaries but an overpayment occurs;
it remains a breach of trust.

3.5.2 The recipient
The recipient of an improper distribution holds that distribution on constructive trust. They can be
ordered to return the distribution to the trustee: Re Diplock’s Estate [1948] Ch 465. The recipient will
not, however, be required to return profits made from the investments of the receipt, unless they have
had actual or constructive knowledge that the distribution was in breach of trust: Perpetual Trustees Co
Ltd v Westpac Banking Corp Ltd (2002) 20 SR (WA) 301.
Proceedings for the recovery of the improper distribution can be taken by the trustee, or persons acting
on behalf of the trustee such as a receiver or liquidator, and – with leave of the court – the beneficiaries:
Alexander v Perpetual Trustees WA Ltd (2004) 216 CLR 109 at [55]. However, the general rule is that
defaulting trustee must take proceedings to recover its misapplied trust property and there is no
requirement to join the beneficiaries: Young v Murphy [1996] 1 VR 279 at 281-283.
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3.6 Rule Against Perpetuities
The rule of perpetuities was introduced into the common law to prevent testators of wills ruling from the
grave for an indefinite period of time on how their property could be used by their beneficiaries and thus
locking up alienability of the property for an indefinite period of time.
The common law rule of perpetuities states that an interest in property must vest not later than 21 years
after the termination of a life being in existence at the date of the creation of the interest. The creation
of an interest, which does not vest in this period, is void from the outset.
The existence of the common law rule of perpetuities is one reason why many old trust deeds have a
"vesting date" definition which reads as follows:
21 years after the death of the last to die of the descendants of King George V living at the date
of this deed.
All states and territories in Australia have legislation that modifies the common law rule
of perpetuities. In New South Wales the rule is that an interest created by a settlement (such as a trust
interest) must vest in 80 years from the date when the settlement takes effect: section 7 of
the Perpetuities Act 1984 (NSW). This is commonly known as the rule that trusts cannot have a life
longer than 80 years. The 80-year rule can also apply to gifts such as bequests under a will.
The rule of perpetuities is an issue often overlooked when making distributions through multiple trust
structures.
Where the common law rule of perpetuities was breached it used to have the effect of making such a
distribution void from the outset. Where the rule of perpetuities operates to void a distribution, the
distribution has not been made. This will result in a default beneficiary or the trustee being liable to tax
on the distribution rather than the beneficiary trust.
The Perpetuities Act 1984 (NSW) amends the harshness of the common law position in that section 8
has a "wait and see" rule which provides that where a distribution prima facie offends the rule
of perpetuity it is not void from the outset but rather one can wait and see whether the property the
subject of the offending distribution will vest in a beneficiary within the perpetuity period. Most other
states and territories in Australia have similar "wait and see" rules. This rule is now reflected in the case
law: Nemesis Australia Pty Ltd v Commissioner of Taxation [2005] FCA 1273.
In the case of one trust distributing to another trust whose vesting date occurs after the former trust's
vesting date, the "wait and see" rule in the Perpetuities Act 1984 (NSW) (and now the case law) has
the effect, in my opinion, that the distribution will not be void from the outset. Rather one can wait to
see whether the distribution is then distributed by the recipient trust within the 80-year perpetuity period
applicable to the distributing trust.
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Where it applies, the "wait and see" rule assists with distributions through multiple trust structures where
the distributions are ultimately passed through to a beneficiary.
The rule may not save a distribution where the recipient trust does not on-distribute the distribution to a
beneficiary but instead accumulates the distribution and the life of that recipient trust may be longer
than the life of the distributing trust. Where such an accumulation occurs, the distribution may be held
within the trust for more than the 80-year perpetuity period and thus contravenes the rule
against perpetuities.
Where the "wait and see" rule is relied upon to save a distribution it may be many years before one
discovers that the distribution contravenes the rule of perpetuities. The distributing trust may no longer
exist, having been vested. It is uncertain what happens in such a case. For example, does the
distribution then belong to the settlor of the distributing trust. It has not, as yet, been tested how a
period of up to 80 years of distributions are undone from a trust but that is an issue that can be put off
to a later time.
There is a risk that the Commissioner of Taxation may become aware of the issue and seek to attack a
distribution by invoking the rule against perpetuities. This may be where the recipient trust has
tax attributes which minimise the tax liability attaching to the distribution. Alternatively, a disgruntled
beneficiary of the distributing trust to attack the distribution may invoke the rule. I raise these issues for
completeness.
In New South Wales, only trusts established after the Perpetuities Act 1984 (NSW) commenced can
benefit from the wait and see rule. The Perpetuities Act 1984 (NSW) did not come into force until 31
October 1984. Trusts established prior to that date cannot take the benefit of the "wait and see" rule in
the legislation and are subject to the common law rule of perpetuities on their distributions. The Trust
will clearly satisfy this requirement, as it has not yet been established.
Distributing profits through a series of trusts requires exact accounting records to be maintained so that,
among other things, one is able to show that an interest in those profits has vested before the
relevant perpetuity date and not after that time. This should be borne in mind if it is decided to use
more than one trust as part of your investment structure.
It is necessary to also raise the issue of the South Australian legislation, the Law of Property Act (SA)
as amended by the Law of Property (Perpetuities and Accumulations) 1966 (SA), which has abolished
the perpetuity period. Many commentators suggest it is possible – and some trust providers actually
attempt – to have a trust subject to South Australian law. They do so by merely stating in the trust deed
that the governing law is the law of South Australia. However, a court will determine a trust’s governing
law by reference to all aspects of the trust to determine which State it is relevant State to the trust. The
‘governing law’ stated in the trust deed is only one factor. Others are where the trustee is incorporated,
where the decisions concerning the trust are made, where the trust’s property is located, et cetera. I
do not, therefore, consider it open to the Trust – where the Trustee is a New South Wales company and
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all decisions will be made in New South Wales, to obtain no perpetuity period by merely stating that the
governing law is South Australia.

3.7 Legal Rights Created
It might seem trite, but resolving to appoint income to a beneficiary gives the beneficiary the legal right
to that money. To the extent that they are not paid it, the beneficiary receives an unpaid present
entitlement that may be called upon at their choosing. The exception to this is a corporate beneficiary
that will be subject to Division 7A of Part III of the 1936 Act (being a deemed dividend) unless Taxation
Ruling 2010/3 is satisfied.
Where clients often fall foul of this issue is that beneficiaries are appointed the income, e.g. to children,
but the controller of the trust does not realise that the amounts must, at some point, be paid to those
beneficiaries. For it to be otherwise is a sham and changes the tax outcome: see

3.8 Director’s Liability
The traditional view of the law is that a director of a corporate trustee is not liable for losses of the trust.
This view was challenged in Hanel v O’Neill [2003] SASC 409. The Full Court, by majority, held s 197
of the Corporations Act 2001 (Cth) renders a director liable for debts the corporate trustee cannot meet.
However, Hanel v O’Neill has been criticised in Intagro Projects Pty Ltd v Australia and New Zealand
Banking Group Ltd [2004] NSWSC 618 and in Edwards & Ors v Attorney General [2004] NSWCA 272.
It is unlikely that a New South Wales Court would adopt the reasoning of Hanel v O’Neill to impose
liability on a director of a corporate trustee for the debts the Trustee could not meet.
But it should be considered, nonetheless.

3.9 The Family Court
The starting point of a property division is determining the nature of the assets and liabilities of the
parties to the marriage, and to classify those assets and liabilities as either property of the parties or a
financial resource or, potentially, neither.
Section 4 of the Family Law Act 1975 (Cth) defines “property” as ‘property to which those parties are,
or that party is, as the case may be, entitled, whether in possession or reversion.’ If an asset is property
the court has a wide power to vary its legal interests and to make orders for a settlement of property in
substitution for any interest in the property: Kennon v Spry (2008) 238 CLR 366 at [10]. Section 79 of
that Act applies where the court finds that any assets, including those of a particular trust, are property
of a party to the marriage.
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Examples of cases determining if the asset is a marital pool asset or merely a financial resource show
the issues that arise (each of the following being factors suggesting a financial resource rather than a
marital pool asset):
(a) Leone’s testamentary intentions: A similar case to the Trust was the decision of Harris v Harris
[2011] FamCAFC 245. The husband’s father had caused the trust to be established. The husband,
his mother and his sister were directors of the corporate trustee. The husband’s mother held 50%,
and the husband and his sister both held 25%, of the corporate trustee’s shares. The wife argued
the husband controlled the trust and anything else was a sham. The Full Court applied the
principles of Kennon v Spry (2008) 238 CLR 366 and found that, while the husband was a
‘beneficiary of the trust, he did not control the trustee directly or indirectly’ and there was no basis
to notionally include the assets of the trust as part of the pool of assets.
In this case the fact that the trust had been established by the husband’s father and its development
was at least partially referable to the ongoing estate and succession planning arrangements of the
husband’s father provided strong support for the conclusion that the trust was not a sham and
confirmed that the trust assets were not property for the purposes of the Act.
(b) No control of the Trust: In Morton v Morton [2012] FamCA 30 the court decided that, as the
husband was merely a potential beneficiary and did not in fact control the trust, the trust was not
his “alter ego” on the basis that there was insufficient control by him.

In Morton v Morton the

husband, his mother and brother were the primary beneficiaries, the brothers were directors of the
corporate trustee and were appointors of the trust. The court held that neither brother had control
of the trust because they had no better right than the other to force through their decisions.
(c) In Beeson v Spence [2007] FamCA 200, it was held the court could “look through” a trust but only
because the spouse had control of the assets and could determined where the income or capital
was distributed.
(d) Requirement for others’ consent: In Edgehill v Edgehill [2007] FamCA 1102 at [22] the court held
a trust established by the wife’s mother required consensus from a number of parties before the
wife would be able to receive a distribution of income or capital from the trust.
(e) Testamentary intentions & lack of contribution: In Ward v Ward [2004] FMCAfam 193 involved a
30 year marriage with 2 children. There the court held that testamentary trusts from the husband’s
mother was not property, but a financial resource, and one to which the wife had contributed very
little. There was no evidence of any distributions forthcoming in the immediate future.
(f) Correct Outcome: In Essex v Essex [2009] FamCAFC 236 the court held that the husband’s
brother controlled the trust that was established by the husband’s parents.
Some commentators suggest that Kennon v Spry (2008) 238 CLR 366 is a widening of the court’s
power to effectively disregard the existence of a trust when considering the division of assets on a
property settlement. However, over time the practical impact of the decision has arguably softened, as
the cases discussed above confirm. Further, the actual decision in Kennon v Spry – where the High
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Court majority held (amongst other things) that the husband’s legal ownership of the assets as sole
trustee, combined with the wife’s interest as a beneficiary of the trust, were a proper basis for the assets
of that trust to be treated as property of the parties – is not akin to these proceedings in any event.
There is, therefore, a need to consider the role of a person in relation to their trust. But this may be a
false negative, as the alternative is that the assets would surely have been a marital pool asset.

3.10 Trustee’s Right of Indemnity
However, the beneficiary’s interest is subject to the trustee’s right of indemnity out of trust assets (which
applies unless excluded). If an indemnity applies the beneficiary’s interest in the trust assets is qualified
or deferred because the beneficiary cannot assert a right to compel the trustee to adhere to the terms
of the trust to hold the property on the beneficiary’s behalf without allowing for that indemnity. In Octavo
Investments Pty Ltd v Knight (1979) 144 CLR 360 at 367 the majority said (citations omitted) that a
trustee:
… is entitled to be indemnified against [liabilities incurred in discharge of the trust] from the trust
assets held by him and for the purpose of enforcing the indemnity the trustee possesses a
charge or right of lien over those assets … the charge is not capable of differential application
to certain only of those assets. It applies to the whole range of trust assets in the trustee’s
possession except for those assets, if any, which under the terms of the trust deed the trustee
is not authorised to use for the purposes of carrying on the business. …
In such a case there are two classes of persons having a beneficial interest in the trust assets:
first, the cestuis que trust, those for whose benefit the business was being carried on; and
secondly, the trustee in respect of his right to be indemnified out of the trust assets against
personal liabilities incurred in the performance of the trust. The latter interest will be preferred
to the former, so that the cestuis que trust are not entitled to call for a distribution of trust assets
which are subject to a charge in favour of the trustee until the charge has been satisfied.
The High Court subsequently refined the nature of a trustee’s right in indemnity, confirming the right is
not in the nature of an encumbrance, in Chief Commissioner of Stamp Duties (NSW) v Buckle (1998)
192 CLR 226 at 264, saying:
[48] Until the right to reimbursement or exoneration has been satisfied, ‘it is impossible to say
what the trust fund is.’ [Dodds v Tuke (1884) 25 Ch D 617 at 619] The entitlement of the
beneficiaries in respect of the assets held by the trustee which constitutes the ‘property’ to which
the beneficiaries are entitled in equity is to be distinguished from the assets themselves. The
entitlement of the beneficiaries is confined to so much of those assets as is available after the
liabilities in question have been discharged or provision has been made for them. [Kemtron
Industries Pty Ltd v Commissioner of Stamp Duties (Q) [1984] 1 Qd R 576 at 587] To the extent
that the assets held by the trustee are subject to their application to reimburse or exonerate the
trustee, they are not ‘trust assets’ or ‘trust property’ in the sense that they are held solely upon
trusts imposing fiduciary duties which bind the trustee in favour of the beneficiaries. [Octavo
Investments Pty Ltd v Knight (1979) 144 CLR 360 at 370].
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It seems, therefore, that the trustee’s right of indemnity is a right in the nature of a lien or charge, but
that is only to enable a court of equitable jurisdiction to authorise the sale of conversation of those
assets to satisfy the trustee’s right or reimbursement or exoneration.
The right can be enforced even if there has been a change of trustee: Lemery Holdings Pty Ltd v
Reliance Financial Services Pty Ltd [2008] NSWSC 1344.
Although the right of indemnity is not a commercial disadvantage, because other structures such as a
partnership or corporate vehicle would also entitle recovery from the relevant assets, the land tax
issue in above cases show that it is a detriment if the tax planning does is not properly addressed.

3.11 Losses are trapped in the trust
A trust suffers from having any losses it incurs trapped in the trust, available only for use when that trust
later makes profit and passes the trust loss provisions. This is not necessarily an easy thing to do.
How a trust calculates a current year loss is different to its ability to access losses from earlier income
years.

3.11.1 Calculating a Tax Loss
Like other types of taxpayers, a trustee’s tax losses are calculated according to the rules in s 36-10 of
the 1997 Act. If a trust’s allowable deductions exceed its assessable income – based on the hypothesis
in s 95(1) of the 1936 Act – it will incur a tax loss for that year. The year will then be a loss year. A
trust’s tax loss is carried forward until it has been recouped or absorbed on a beneficiary distinct basis.
The s 36-10 process is simple; the tax loss is calculated by:
(a)

calculating the allowable deductions for the year, which does not include tax losses of earlier
income years;

(b)

subtracting from the allowable deductions the total assessable income;

(c)

subtracting any net exempt income.

For loss calculation purposes, certain deduction provisions set out special restrictions so that they
cannot of themselves create or add to a tax loss.

3.11.2 Trust Loss Rules
The trust loss rules are contained in Schedule 2F to the 1936 Act. They apply to the transfer of the tax
benefit of trust losses from 7:30pm on 9 May 1995.
The Commissioner of Taxation states their purpose to be:
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The purpose of the trust loss measures is to restrict the recoupment of prior-year and currentyear tax losses and debt deductions of trusts in order to prevent the transfer of the tax benefit
of those losses or deductions.
The measures achieve this aim by examining whether there has been a change in underlying
ownership or control of a trust or whether certain schemes have been entered into in order to
take advantage of a trust's losses.
There three issues that must be considered in applying the tests: the type of trust involved; the relevant
tests for that type of trust that must be satisfied; and the ‘test time’ at which the relevant tests must be
satisfied. They will be considered in turn.

Type of Trust
The legislation divides trusts into three general categories and – within two of those categories – into
sub-categories. They are:
(a)

fixed trusts – of which there are five types;

(b)

non-fixed trusts – generally any trust that is not a fixed trust; and

(c)

excepted trusts.

If a trust is an excepted trust, the trust loss rules do not apply, although the scheme injection rules in
Division 270 of Schedule 2F may operate if the excepted trust is a family trust.
The categories of non-fixed trusts includes:
(a)

ordinary discretionary trusts; and

(b)

unit trusts where there can be discretionary distributions between classes of unitholders.

When applying the rules, it is important to know whether trusts ‘above’ the trust whose losses and debt
deductions are being considered – that is, other trusts that have a direct or indirect interest in the
relevant trust – have elected to become family trusts.
The five categories of fixed trusts are:
(a)

fixed but not widely held;

(b)

unlisted widely held;

(c)

listed widely held;

(d)

unlisted very widely held; and

(e)

wholesale widely held.
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Tests
The general rule is that a trust, other than an excepted trust, that fails to satisfy certain tests relating to
ownership or control of the trust – or, in the case of a unit trust, abnormal trading in its units – cannot
deduct prior year losses, current year losses and debt deductions. See the stated purpose set out
above. If the relevant test is failed, the trustee’s income year is divided into periods and the net income
or tax loss of the trustee is calculated for each such period. A trustee may therefore have a number of
‘income years’ in a particular year where there are successive failures of the applicable tests.
The tests are as follows:
(a)

50 per cent stake test (Subdivision 269-C) will be satisfied if the same individuals have fixed
entitlements to more than 50 per cent of the income of the trust and the same individuals have
fixed entitlements to more than 50 per cent of the capital of the trust: s 269-55.

(b)

Same business test (Subdivision 269-F), which only applies to a listed widely held trust, is
satisfied if the trustee is carrying on the same business before and after the abnormal trading
in its units occurs: s 269-100.

(c)

Non-fixed trust stake test (s 266-45), which only applies to ordinary fixed trust held 50 per cent
or more by non-fixed trust, is satisfied where not more than 50 per cent of the fixed entitlements
in an ordinary fixed trust are held by non-fixed trusts (other than family trusts) or, if that is not
satisfied, there has not been any change in the fixed entitlements to income or capital of the
relevant trust and any non-fixed trusts (other than family trusts or excepted trusts) that hold
entitlements satisfy the tests applicable to non-fixed trusts.

(d)

Patter of distribution test (Subdivision 269-D) compares the percentage of distributions received
by beneficiaries in each of the test years. If the trust has made distributions the same group of
individuals must have benefit directly or indirectly from more than 50 per cent of the distribution.
If the percentages vary from year to year, each beneficiary is taken to have received in each
year the smallest percentage distribution received: s 269-70.

(e)

Income injection test (Division 270) – which will apply to all fixed trusts, non-fixed trusts and
family trusts – will apply to deny losses or debt deductions where the benefit of the deduction
would flow through to persons who provided a benefit to the trust in exchange for the use of the
deduction. This is an objective test; it can be failed despite no tax avoidance intention.

The applicable tests for each trust category are as follows:
Type of Trust

Applicable test(s)

Fixed but widely held

50% stake; alternative

Unlisted widely held

50% stake
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Listed widely held

50% stake; same business

Unlisted widely held

50% stake

Wholesale widely held

50% stake

Non-fixed

50% stake; control; pattern of distributions

Test Time
The tests must generally be satisfied at all times during the ‘test period’. The test period usually changes
depending on the nature of the deductions. Generally, the relevant test period for:
(a)

current year losses is the income year being considered;

(b)

prior year losses is the income year in which the loss was incurred, the income year being
considered and all intervening income years; and

(c)

debt deductions is, if the debt is incurred in the income year in which the deduction arises, that
income year. If the debt arose in an earlier income year it is from the time the debt is incurred
to the end of the income year in which the deduction is sought

Diagram of Tests
The following table summarises the tests that apply to each type of trust.

Type of trust
Fixed trust other
than a widely held
unit trust

50%
stake
test

Same
business
test

Pattern of
distributio
ns test

Control
test

Income
injection
test

(1)

Unlisted widely
held trust
Listed widely held
trust

(2)

Unlisted very
widely held trust
Wholesale widely
held trust
Non-fixed trust
*
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Family trust
(4)
Excepted trust
(other than a
family trust)

(1) An alternate test is also available in certain cases where non-fixed trusts hold
fixed entitlements in the fixed trust.
(2) This test can be applied if the 50% stake test is failed by a listed widely held
trust.
(3) This test does not apply for current-year loss purposes.
(4) The income injection test does not apply where entities and individuals within a
family group inject income into a family trust with losses

3.12 Use of a Trust in Superannuation
There has been much confusion surrounding the meaning of the phrase, ‘fixed entitlement’ in the
context of the non-arm’s length income rules. The problem centres on the fact that the term, ‘fixed
entitlement’ is defined in Schedule 2F of the 1936 Act but that definition appears to have a limited
application to that particular Schedule.
The Commissioner accepts that the term, ‘fixed entitlement’ for present purposes was separate and
distinct to that which applies for the purposes of Schedule 2F of the 1936 Act as follows:33
The term 'fixed entitlement' is not defined for the purposes of section 273. The meaning to be
ascribed to these terms must therefore be determined according to the ordinary meaning of the
words having regard to the context in which they appear.
When inserting subsections 273(6) to (8), Parliament sought to distinguish between investment
returns on 'fixed entitlements' in 'unit trusts' and distributions made to persons as beneficiaries
of 'discretionary trusts' resulting from the exercise of discretions. Parliament considered it
appropriate that the latter should be treated as special income taxed at the non-concessional
rate whereas the former should only be treated as special income if the acquisition of the fixed
entitlement or the derivation of the income failed to satisfy an arm's length test.
Having regard to the statutory context, it is considered that the composite expression 'income
derived....by virtue of a fixed entitlement to the income' is designed to test whether an amount
of trust income that had been included in the assessable income of a superannuation entity
under subsection 97(1) was included because the entity had an interest in the income of the

33

See Taxation Ruling 2006/7 at paragraphs 206-208
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trust that was, at the very least, vested in interest, if not in possession, immediately before the
amount was derived by the trustee.
As outlined above, other than the change to a self-assessment model, the replacement of the ‘special
income’ regime with the ‘non-arm’s length income’ regime did not involve a change in underlying policy
or legislative operation other than moving to a self-assessment model.
However, if the term, ‘fixed entitlement’ for present purposes is covered by the definition in Schedule
2F of the 1936 Act the move to self-assessment model would be largely defeated. That is, the
Commissioner has discretion to deem a fixed entitlement under Schedule 2F of the 1936 Act where:
1.

a beneficiary with an interest in a share of income that the trust derives from time to time, or of
the capital of a trust, does not have a fixed entitlement to the share; and

2.

the Commissioner considers that the beneficiary should be treated as having the fixed
entitlement, having regard to:
(a)

the circumstances in which the entitlement is capable of not vesting or the defeasance
can happen; and

(b)

the likelihood of the entitlement not vesting or the defeasance happening; and

(c)

the nature of the trust;

the beneficiary has the fixed entitlement.
The Commissioner’s discretion is intended to provide for circumstances where, despite the trust not
technically meeting the requirements to be a ‘fixed entitlement’, the likelihood of the beneficiary’s vested
interest being defeated is low, and it would be unreasonable in the context of the statutory scheme to
treat the beneficiary’s interest as not constituting a ‘fixed entitlement’.34
Further, in the Trust Consultation Sub-Group Issues Register, the Commissioner states in this regard:35
“For unlisted unit trusts (including those that are not registered managed investment schemes
for the purposes of the Corporations Act 2001) with a single class of units on issue, it would
generally be expected that the Commissioner would exercise the discretion on a year by year
basis or for a certain point in time (depending on the relevant legislative provision) provided
that, for the relevant year of income:

34

See Explanatory Memorandum to the Tax Laws Amendment (Trust Loss and Other Deductions) Bill 1997 (Cth)
at paragraph 13.13
35
See https://www.ato.gov.au/General/Consultation/In-detail/Technical-and-special-purpose-working-groups--minutes/Trust-Reform-and-Compliance-Working-Group/Trust-Consultation-Sub-group-issues-register/
(accessed 16 January 2016)
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any issue or redemption of units was actually done at a price determined on the basis
of the net asset value at the time of the redemption or issue (that is, the price does not
necessarily have to equate precisely to the net asset value, provided that the deviation
from that value does not unduly favour or prejudice particular unit holders, is done in
the best interests of all unit holders, complies with any relevant ASIC relief, and the
Commissioner considers the extent of the deviation to be reasonable in all the
circumstances); and

(b)

no amendments have been made to the trust’s constitution that have had the effect of
significantly defeasing a beneficiary’s interest in the income or capital of the trust.”

Returning to the non-arm’s length income rule, the policy intent of moving to a self-assessment model
would be significantly undermined by adopting the position that a fixed entitlement for present purposes
was defined by reference to the meaning of that term under Schedule 2F to the 1936 Act as taxpayers
would have to approach the Commissioner for the exercise of his discretion to treat a trust interest as
a fixed entitlement which is not administratively distinguishable to approaching the Commissioner to
treat special income as ordinary income under the former regime.
However, in The Trustee for MH Ghali Superannuation Fund v FCT [2012] AATA 527 (“Ghali”), Egon
Fice SM held that the term was defined in Schedule 2F of the ITAA 1936 and covered the meaning of
that term for the purposes of the (former) special income rules.
In his Decision Impact Statement (“DIS”) on Ghali, the Commissioner concluded:
The Tribunal considered that 'fixed entitlement' in s 273 takes the meaning provided in s 272-5
in Schedule 2F to the ITAA36. This is contrary to, and would be less favourable to taxpayers
than, the Commissioner's existing approach.
And further:
Section 272-5 of Schedule 2F provides that if a beneficiary has a vested and indefeasible
interest in a share of income of a trust that the trust derives from time to time, the beneficiary
has a fixed entitlement to that share of income. The Tribunal made some observations
regarding the nature of that test which are discussed further below. Because of the way the
case was argued, the Tribunal did not have the benefit of submissions on the way in which the
test operates including relevant case law.
And finally:
In light of recent authority, it might be said that the fixed entitlement test in Schedule 2F is
relatively difficult to satisfy. See, for example, Colonial First State Investments Ltd v. FCT , and
the Commissioner's Decision Impact Statement in respect of that case. Having regard to the
strictness of that test, the Commissioner perceives that the adoption of the Schedule 2F
definition for the purposes of s 273 (or its successor, s 295-550) would give rise to adverse and
unintended impacts on superannuation funds that hold arm's length trust investments.
The Commissioner proposes to adhere to his existing view that the Schedule 2F definition is
inapplicable for the purposes of s 273. Although not considered by the Tribunal, we note that
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the Commissioner's view is that the Schedule 2F definition also does not apply for the purposes
of s 295-550: see TR 2006/7 and the minutes to NTLG Superannuation Subcommittee meeting
of March 2010.
Despite the Commissioner’s public views on Ghali in his DIS, in Private Ruling 1012585947911, the
Commissioner ruled that an amount was non-arm’s length income applying the definition of a fixed
entitlement under Schedule 2F to the 1936 Act (that is, the complete opposite to what was publicly
stated!).
The writer does note that Private Rulings are not binding other than in relation to the particular rulee
and the Private Binding Rulings Register does contain unfavourable rulings from which taxpayers may
have successfully objected.
However, the critical point is that advisers would be loath to advise on the operation of these provisions
in the absence of extraordinarily rigid trust deed or a successful Private Ruling, whether in relation to:
1.

the meaning of ‘fixed entitlement’ for present purposes falling outside the scope of the
definition in Schedule 2F to the 1936 Act; or

2.

if the Commissioner seeks to rely on Ghali – the exercise of his discretion to treat the
relevant interest as a fixed entitlement.

3.13 Section 100A – Reimbursement Agreements
Section 100A of the 1936 Act operates where:
(a)

a beneficiary of a trust is presently entitled to a share of income from the trust; and

(b)

the present entitlement arose out of a reimbursement agreement or arose by reason of any act,
transaction, or circumstance that occurred in connection with, or as a result of, a reimbursement
agreement.

3.13.1 Reimbursement Agreements
A ‘reimbursement agreement’ is an agreement which provides for the payment of money, the transfer
of property to, or the provision of services or other benefits for, a person or persons other than the
presently entitled beneficiary or the beneficiary and another person or other person: s 100A(7) of the
1936 Act.
For a reimbursement agreement to exist the agreement must be entered into for a tax avoidance
purpose: s 100A(8) of the 1936 Act. It is an anti-avoidance provision.
Section 100A of the 1936 Act was introduced to prevent trust stripping arrangements where trust income
was diverted to third parties and away from the truly intended beneficiaries of a trust under a scheme
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where the truly intended beneficiaries or an associate would in return receive a non-taxable amount or
benefit. Section 100A operates to prevent these trust stripping schemes by taxing the trustee on the
income subject to the present entitlements at the rate of 49.5% under s 99A of the 1936 Act.

3.13.2 The corporate beneficiary
Conceivably, s 100A could apply to the practice of making unpaid distributions to a corporate beneficiary
since the corporate beneficiary is presently entitled to the income of the trust and the present entitlement
may be considered to arise out of a reimbursement agreement. That reimbursement agreement being
the provision of a benefit to the trustee of the trust in being able to keep the money which is the subject
of the present entitlement for an indeterminate period of time. The tax avoidance purpose would relate
to the fact that the corporate beneficiary’s marginal tax rate is lower than other trust beneficiaries'
marginal tax rates.
The critical issue underpinning this interpretation of s 100A is whether the corporate beneficiary's
allowing of the trustee to retain the funds which are the subject of the present entitlement can be
considered to be the provision of a “benefit”.
Prior to the Full Court of the Federal Court decision in Corporate Initiatives Pty Limited v FCT [2005]
FCAFC 62 one would have thought that there was a reasonable argument to say that a corporate
beneficiary who is merely passive and does not seek to call for the payment of an unpaid present
entitlement owed to it by a trust, could not be considered to be giving a benefit to the trustee. All that
the corporate beneficiary has done is essentially remain passive. In Corporate Initiatives, albeit in the
different context of the trust income injection provisions of Division 270 of Schedule 2F of the 1936 Act,
the Full Court of the Federal Court accepted an argument that a beneficiary's failure to call for payment
of its unpaid present entitlement constituted the provision of a "benefit" to the trustee since it allowed
the trustee to retain use of the funds covered by the present entitlement.
This argument has now been applied by the Commissioner of Taxation in relation to unpaid present
entitlements generally: see Taxation Ruling 2010/3 and Practice Statement PSLA 2010/4.
Arguments against the application of s 100A of the 1936 Act to the practice of making unpaid
distributions are basically twofold:
(a)

The first argument relies on the fact that reimbursement agreements that are entered into ‘in
the course of ordinary family or commercial dealings’ are excluded from s 100A’s operation: s
100A(13). Arguably, since this practice of providing corporate beneficiaries with unpaid present
entitlements is common in the commercial market place and with family groups the practice is
shielded by this exception. The term ‘in the course of ordinary family or commercial dealings’
is, however, very vague and reminds one of John Howard's pronouncement that Part IVA of
the 1936 Act is not aimed at such dealings.
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The second argument against s 100A applying relies on a purposive approach to interpreting
the section rather than a literal approach. The background of s 100A shows that it is aimed at
trust stripping arrangements where a third party becomes involved in a trust so as to soak up
excess trust income at a lower tax rate and then distributes that income back to the true
beneficiaries of the trust after taking out a fee for their services (see Hill's J discussion of trust
stripping in East Finchley Pty Limited v FCT (1989) 20 ATR 1623 at pages 1637-1638).
Arguably, since a corporate beneficiary would have been listed as a beneficiary of the trust
since its inception, then no trust stripping has occurred as the corporate beneficiary is one of
the truly intended beneficiaries of the trust.

In any event, but subject to heading 11.3 that follows, the Commissioner of Taxation’s approach to
Division 7A and trusts – set out in Taxation Ruling 2010/3 and Practice Statement PSLA 2010/4 – has
largely overtaken this issue of s 100A.

3.13.3 Wholly Owned Corporate Beneficiary
Where the Commissioner’s Division 7A has not overtaken s 100A is in relation to wholly owned
corporate beneficiaries.
Relevant in this regard is the Commissioner of Taxation’s publication Trust taxation – Reimbursement
Agreements. It was issued on 21 August 2015. It says:
A reimbursement agreement generally involves making someone presently entitled to
distributable income of a trust in circumstances where both:
o

someone else actually benefits from that income, and

o

a purpose of a party to the agreement is obtaining a tax benefit.

Although a wholly owned corporate beneficiary, to whom the distributions are actually paid and on which
tax is assessed by, and remitted to, the Commissioner of Taxation would not fall within this description
– because no one else actually benefits from the declaration, other than the company and, in due course,
the recipients of is dividend payments – the Commissioner goes so far as to suggest this may be caught
by s 100A. In fairness to the Commissioner of Taxation example 5 therein also includes an washing of
dividends each year in a non-commercial way, but numerous statements from ATO officers confirms
the Commissioner is unlikely to accept a wholly owned corporate beneficiary as escaping s 100A.
The consequence of this in a usual family structure is the establishment of a second trust to hold the
shares of the company that is a beneficiary of the first trust. Rules against perpetuity are here relevant
as they need to ensure the vesting date of the second trust is not after the perpetuity period of the first
trust.
This area is the focus of upcoming ATO attention, so its importance will only grow.
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3.14 CGT Event E4
If the relevant trust is a unit trust, no distribution issues are conclusive dealt with until CGT Event E4 is
confirmed as applying or not applying. It is convenient to consider the event itself and then strategies
to deal with it.

3.14.1 The Event – E4
CGT Event E4 event happens if the trustee of a trust makes a payment to the taxpayer in respect of
that taxpayer’s unit or interest in the trust, and some or all of the payment is not assessable: s 104-70
of the 1997 Act.
CGT Event E4 will arise where a unit holder receives a distribution of trust income for an income year
which exceeds the trust’s net income for that year even where the difference results from an expense
being deductible for taxable purposes in that year which was properly charged against income for trust
law purposes: Interpretative Decision ATO ID 2012/63.
The active asset discount in the Small Business CGT concessions, depreciation deductions or asset
revaluation distributions are two examples of how non-assessable amounts can be distributed to a unit
holder. Importantly, the general discount in Division 115 of the 1997, whilst potentially available on an
E4 gain, will not cause CGT Event E4 when amounts so protected are distributed to the unit holders.
CGT Event E4 operates to reduce the unitholder’s interest in the units on issue and, when that amount
is exhausted, to derive a capital gain. For guidelines on this issue see Taxation Determination TD
93/170 and Taxation Determination TD 93/171.
CGT Event E4 cannot produce a capital loss. But if the units were acquired before 20 September 1985
the gain is disregarded.
Although the Commissioner of Taxation’s pronouncements are unclear, various commentators consider
that the general discount in Division 115 of the 1997 Act can apply to a capital gain arising under CGT
Event E4. For these reasons I agree with this view:
(a)

The 1997 Act states that the general discount does not apply to CGT Events D1, D2, E9, F1,
F2, F5, H2, J2, J5, J6 and K10: s 115-25(3) of the Act. That the 1997 Act expressly excludes
some CGT Events implies the others are able to apply the general discount.

(b)

The mechanical application of Division 115 of the 1997 Act, which contains the general discount
provisions, suggests it can be applied a capital gain arising from CGT Event E4.

It therefore seems a unitholder could nonetheless apply the general discount to any CGT Event E4 gain.
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3.14.2 Strategies to Deal with It
From the above it can be seen that having a low cost base in the units of a unit trust will more quickly
turn a CGT Event E4 from a non-cash issue to a cash issue. That is, whilst there remains cost base in
the units to absorb the event no taxing liability arises (the cost base is merely eroded). It is only once
the cost base is entirely eroded that a unitholder will be forced to pay a tax liability.

First Strategy to Deal with E4
An obvious alternative to this issue is to ensure that any borrowing to fund asset purchases occurs at
the unitholder level. That is, debt is used to fund the acquisition of units in the unit trust, which units
therefore have a much higher cost base.
In such circumstances, it is highly unlikely that the unit holder’s cost base would be reduce to nil as a
result of CGT Event E4 occurring, meaning that tax deferred amounts are unlikely to result in a capital
gain under CGT Event E4.
To the extent the borrowing costs exceed distributions from the unit trust, such amounts may be used
to offset the unit holder’s other income. Given the current climate on negative gearing real property this
may become a more attractive structure than was previously the case.

Second Strategy to Deal with E4
Another alternative to this issue is to:
(a)

have the unitholders subscribe for units in the unit trust equal to the value of the assets to be
acquired. The subscription price may be partly paid in the first instance, but they are obliged
to pay the balance of the subscription price at a later time.

(b)

the trustee then borrows the remaining amount required to purchase the assets.

As the unit holder’s cost base in the units is equal to the amounts paid, or required to be paid (see s
110-25(2)(a) of the 1997 Act), the amount outstanding will be included in the unit holder’s cost base
even though it need not be paid immediately: s 103-5 of the 1997 Act. As a practical matter the balance
of the subscription price would be paid by the unit holders when the underlying assets are sold.
The main issues to consider in this context are, first, and as always, to ensure that the unit trust deed
allows this practice, and secondly, that when the assets are sold the amount unpaid on the units is paid
by way of set-off against the right to receive the proceeds of the trust property sold. The latter is
necessary to ensure that this amount is included in the unit holder’s cost base.
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3.15 Difficulty in Providing Thorough Advice
As made clear at heading 1.2.2 and at headings 1.2.3 and 2.2.1 there are as many issues with trusts
as there are trusts, because each has its own set of rules and terms. But the business model of a lot
of accounting practices, by necessity, does not allow a lot of time to review ach trust deed before
preparing the lodgements or advice. This creates an issue of advising based on general understandings
rather than on the particular trust’s terms.
The next heading is related to this one and causes concern – it is not only hard to build a business
model that works for advising on trusts, but there is a significant risk in undertaking that advice.

3.16 Burden on Advisors and Professionals
Accountants and lawyers working with, or advising in relation to, trustees are responsible for matters,
including tax matters, arising for the trustee and the beneficiaries.
Often, and understandably, accountants may seek advice of a lawyer in relation to a trust. When the
lawyer is given this type of instruction, the natural response is to limit the area of advice. Their liability
may nonetheless not be so restricted. In Austrust Pty Ltd v Astley (1996) 67 SASR 20736 a highly
experienced commercial lawyer who thought he was simply instructed to give advice on a draft trust
deed and compliance with corporations law – and where the client had its own in-house lawyer – was
held liable for not advising his client that a trustee has personal liability for the trust’s debts and that his
personal liability could have been limited or excluded in various ways, even where that subsidiary issue
only arose because the trustee separately asked the lawyer to give advice about contemplated
transactions.
An accountant who goes beyond merely preparing returns and provides low-level general advice is in
the same position as a lawyer in Austrust Pty Ltd v Astley. In Bell v Vahexi Pty Ltd (1998) 40 ATR 459
the Court of Appeal of the NSW Supreme Court upheld a finding that a small firm of accountants and
tax agents, that limited its practice to compliance work and did not hold itself out as consultants, was
negligent in not advising a client about the introduction of the thin capitalisation rules and the simple
procedure of issuing new shares to meet the debt to equity ratio because the accountant knew the client
paid interest to overseas creditors and thus should have known that the rules might have applied.
In a trust specific context, a bald unqualified statement by an accountant that a trust’s past losses can
be carried forward, made without conducting a “due diligence” examination of the circumstances in

36

This matter went on appeal to the High Court (in Astley v Austrust Pty Ltd. (1999) 197 CLR 1) but on a different
issue, namely the lawyer’s defence that the plaintiff trustee company’s contributory negligence limited his liability
for actions in tort and breach of contract.
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which those losses arose, will fail to ‘meet the standard of a prudent and reasonable tax advisor’: Leda
Pty Ltd Weerden [2006] NSWSC 125 at [59] per Gzell J.
Further, in Carmody v Priestley & Morris Perth Pty Ltd [2005] WASC 120 an accountant was held to be
negligent where he failed to advise about the operation of Division 7A of Part III of the 1936 Act when
his client told him that his company group was purchasing a property. At [191] Hasluck J held that ‘the
duty of care imposed upon [the accountant] under and by virtue of the ongoing contractual relationship
between the parties and at common law required him to offer advice at his own instigation that there
was a significant reason why the proposed transaction should not be proceeded with.’
These considerations lead to the conclusion that any professionals advising on trusts cannot merely
effect distributions mechanically without a proper consideration of the trust law and tax law issues
arising therefrom. If time or budgetary constraints impact on the ability to consider those issues the
advisor does so at their own peril.
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4 Terms to be Included in any Discretionary
trust
Given the changes in the taxation of trusts, it is recommended that the trust deed (or any other
constituent documents) be drafted or otherwise reviewed so as to determine:
(a)

How income, capital gains and outgoings are accounted for and determined; and

(b)

How income, capital gains and outgoings are to be distributed.

Some of the powers which may be advantageous to have within a trust instrument include:
(a)

an accounting policy which is sufficiently broad and allows the trustee to exercise maximum
discretion;

(b)

the discretion to reclassify and allocate income and capital gains;

(c)

the discretion to reclassify and allocate outgoings;

(d)

the discretion not to recoup losses (whether income or capital in nature);

(e)

the ability to allocate and stream classes of income and capital and their related tax attributes;

(f)

ensure that any unpaid present entitlement / loan provisions are removed, and an ability to hold
amounts subject to a sub-trust.

Some additional powers to be considered include:
(a)

whether the trustee has the power to distribute income and / or capital at any time within a tax
year;

(b)

whether any determination of income (or capital) can be made within the income tax year; and

(c)

whether the trustee has a power to determine entitlements with respect to an income tax year
after the relevant year.

Although not an exhaustive list the following specific provisions that arise in relation to discretionary
trusts from changes or evolutions in the tax law, trust law and current practice.

4.1 Annual Deadline for Income Distributions
Prior to Bamford v Commissioner of Taxation (2010) 240 CLR 481 the Commissioner of Taxation
allowed a grace period of two months following the end of a financial year for trustees to pass resolutions
distributing trust income: Taxation Rulings IT 328 and IT 329. These were administrative concessions
only and did not override the obligations at law or in the governing trust deed.
However, following the decision in Colonial First State Investments Ltd v Commissioner of Taxation
[2011] FCA 16 the Commissioner of Taxation indicated that a beneficiary could not be “presently entitled”

© Michael Bennett 2019

65

Michael Bennett

Structures – Do Trusts fit the Mould?

to a share of the trust’s distributable income unless the resolution to distribute was made on or before
30 June. Those two rulings have now been withdrawn.
This tax obligation for a 30 June deadlines does not impose such an obligation to have that deadline in
the deed. Doing so can lead to later problems. For example, if a dispute arises between beneficiaries
and the trustee the trustee may have difficulty establish the validity of prior year distributions of it cannot
prove their being made on or before a particular 30 June. Not including a 30 June (or other) deadline
removes this problem.
Where no deadline is inserted a later resolution may not be valid for tax purposes but it will be valid for
trust law purposes. This was confirmed in BRK (Bris) Pty Ltd v FCT 2001 ATC 4111 where the court
held that the trustee ha ‘a reasonable time within which to decide’ how to distribute income where there
was no 30 June requirement in the deed.

4.2 Trustee’s Discretion to Determine Net Income
Since Bamford v Commissioner of Taxation (2010) 240 CLR 481 it is settled that a trustee can have the
power to determine what amounts will be regarded as being received or paid on revenue or on capital
account for the purposes of determining the “distributable income” of the trust. This basis does not,
necessarily, need to be consistent with tax or accounting principles, though of course it can be.
A trustee with this discretion has significant flexibility, being one of the main benefits of using a
discretionary trust. For instance, in Clark v Inglis [2010] NSWCA 144 resulted in changes in the share
price, on shares that were not sold, being income of the trust.
But this discretion only exists if the trust deed permits it. Having the correct drafting is therefore critical.
Absent these provisions the distributable income will be determined in accordance with ordinary trust
law principles. Further, if the trust deed fixes a definition of income the trustee has no discretion to
ignore that prescription.
Good drafting therefore suggests:
(a)

a definition of trust income should be included so that trust law principles do not automatically
apply;

(b)

the trust deed should give the trustee discretion to adopt an alternative concept of income where
the trustee considers it appropriate;

(c)

the trust deed should include a general power allowing the trustee to determine what amounts
are received or paid on capital or on revenue account each year.
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4.3 Allowing Distributions from Gross Income to Preserve Franking
Credits
A beneficiary cannot claim the benefit of any imputation credits attaching to a franked dividend beyond
the beneficiary’s proportionate entitlement to a share of the trust’s net income under s 97 of the 1936
Act. The difference between the income of the trust, and the “net income” for s 95 of the 1936 Act
purposes, is important: see Kitto J in Union Fidelity Trustee Co of Australia Ltd v FCT (1969) 119 CLR
177.
Present entitlement is not defined in the legislation; it is resolved via the case law, which establish that
present entitlement arises where a beneficiary has an indefeasible and vested interest (vested in
interest and in possession) upon which they can immediately call.
A difficulty arises where the trust estate has positive “net income” – for instance because of a capital
gain or franking credits – but where there is no income according to trust law. The Commissioner of
Taxation considers the absence of income available for distribution in a year then there is no amount
to which a beneficiary can be presently entitled under s 97 of the 1936 Act: Taxation Ruling 1992/3 at
[17].
Therefore, if the trustee has a power to make distributions out of the gross income (before calculating
the distributable net income) arguably the beneficiaries are entitled to a share of the trust income under
s 97 of the 1936 Act and the beneficiary would be required to include the same property of the “net
income” under s 95 of that Act in their assessable income.

4.4 Excluding notional Amounts of Income
A common approach has been to equate trust income with “net income” as defined in s 95 of the 1936
Act. The risk in this approach is that the net income determined under the 1936 Act includes notional
amounts such as franking credits and deemed dividends under Division 7A of Part III of the 1936 Act.
These amounts are not represented by actual receipts the trustee receives.
A definition should therefore be available that removes from “net income” for s 95 of the 1936 Act
purposes the notional amounts. Importantly this should not be prescriptive it should also allow the
trustee a discretion.
For completeness I note the Commissioner of Taxation considers that notional amounts cannot be taken
into account in calculating the “distributable income” of the trust: Taxation Ruling 2012/D1 at [15]. This
reduces the ability to manipulate the proportionate approach to net income. On this issue see the
Queensland Supreme Court’s decision in Thomas Nominees Pty Ltd v Thomas [2010] QSC 417 and
the Federal Court’s decision in Thomas v Commissioner of Taxation [2015] FCA 968. Both cases
related to the same trust but conflicted in their outcome.
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4.5 Dealing with Unpaid Present Entitlements
Until 2010 a trust could appoint income to a beneficiary, and thereby making them presently entitled to
the income, without actually distributing the income to the beneficiary. The beneficiary would then have
an “unpaid present entitlement” on which the beneficiary can call at any time. It was common under
these arrangements for the trustee to distribute to the beneficiary enough of the appointed income to
cover the tax liability arising on it.
The Commissioner of Taxation was frustrated by this approach as it permitted the after tax amount,
based on a corporate beneficiary’s lower tax rate, to be reinvested in the trust and, thereby access the
discount capital gains on those reinvested assets. The frustration arose because corporations, who
had the lower tax rate, would otherwise not be able to access the discount.
In Taxation Ruling 2010/3 the Commissioner of Taxation confirmed that unpaid present entitlements
arising after December 2009 will trigger a deemed dividend under Division 7 of Part III of the 1936 Act
unless the entitlement is:
(a)
(b)

converted into a loan (repayable on the term of Division 7A); or, alternatively
is placed on a sub-trust with an investment agreement that requires the sub-trust amount to be
paid either over a seven or ten year term (depending on the interest rate applied).

Practicalities of this approach are set out in the Commissioner of Taxation’s Practice Statement Law
Administration 2010/4, which provides the safe harbours therein require the use of a sub-trust.
Although the Commissioner of Taxation considers a resolution is sufficient to create the sub-trust (see
at [52] and [53]) the safer course is to include the ability of the trustee to hold on sub-trust in the deed.

4.6 Specific Entitlement to Future Capital Gains
There is an ability to treat capital gains and franking credits via relatively recent amendments to the
income tax legislation. It is here convenient to note a drafting tool to address a problem in the capital
gains streaming provisions.
A condition for streaming a capital gain to a particular beneficiary is that the beneficiary must be
“specifically entitled” to the gain by 31 August following the end of the financial year in which the gain
arises: ss 115-228 and 207-58 of the 1997 Act. Difficulty arises because the gain may arise in a year
that the contract is exchanged (see for CGT Event A1) but the trustee may receive the receipt of sale
proceeds, and the specific entitlement to them may be crystallised in the beneficiary, much later.

For

example, the earn out provisions introduced by Tax and Superannuation Laws Amendment (2015
Measures No. 6) Act.
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It becomes important to give the trustee power to make a beneficiary specifically entitled to a gain that
may not be receive, or otherwise be crysitalised, for some years after the resolution is made. Most trust
deeds do not contain this sort of provision.

4.7 Reclassifying and allocating income and capital
As the High Court in FCT v Bamford accepted that the tax law income of a trust is dependent upon
(amongst other things) the definition of that term in the trust deed, regard should be given to the
definition of the ‘income’ as contained in the trusts constituent documents.
An issue to consider is whether attributed amounts (e.g. franking credits) should be included within the
definition of trust income. An issue that arises is that if attributions are included in trust income (and
which are not physically ‘paid’ by a trustee – but which follow certain amounts of income), whether by
being included in trust income, and thereby providing that a trustee creates a ‘present entitlement’ in a
beneficiary to an amount that is never received by a trustee, the trustee will be exposed to a claim in
relation to amounts that are not actually received by the trustee.
It is submitted that amounts such as franking credits should be prima facie carved-out of the definition
of income. However, the definition should contain discretionary elements to allow a trustee to cause
such ‘attributed’ amounts to fall within the definition of income.
An approach which may be considered is, in defining trust income:
(a)

Provide that it prima facie equals the amount provided for in s 95(1) of the 1936 Act (less any
franking credits);

(b)

(c)

If the tax law approach is not warranted for a particular tax period, then:
(i)

According to an accounting policy adopted by the trustee; or

(ii)

Any other basis as determined by the trustee; or

In the trustee’s absolute discretion, the gross income of the trust.

4.8 Reclassifying and allocating outgoings
In Cajkusic v FC of T (No 2) [2006] ATC 4752 deductions allowable to a family discretionary trust for
payments that were made under an employee benefits trust arrangement in the income tax years ending
30 June 1997 and 30 June 1998 caused there to be a loss within the trust estate.
As a result of the losses, there was no distributable income of the trust. As a result, the Full Court of
the Federal Court held that the lack of distributable income meant that there could be no beneficiary of
the trust (for the relevant income tax years) to be “… presently entitled …” pursuant to s 97 of the 1936
Act to any amount.
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It should be noted that the Commissioner’s subsequent application for special leave to appeal to the
High Court was rejected.
Cajkusic v FC of T (No 2) stands for the proposition that the ‘distributable income’ of a trust is determined
by reference to proper accounting principles, as well as the terms of a trust deed. In this context
distributable income is income determined according to accounting principles, and which is distributable
amongst the beneficiaries. It does not alter either the income as calculated under accounting principles,
of the ‘net income’ as determined under s 95(1) of the 1936 Act – rather, only gives a trustee the power
to determine the distributable amounts.
As a result of the decision in Cajkusic, it is submitted that a trust deed should give a trustee the power
to reclassify, and allocate outgoings, so that there can be ‘distributable income’ to which beneficiaries
are presently entitled.

4.9 Asset Revaluation Reserves
This is a significant power of a trustee. It is considered separately at heading 2.2.3 above.

4.10 Streaming Provisions
This is a significant power of a trustee. It is considered elsewhere at this conference.

4.11 Breaches of a Family Trust Election
Details of the Family Trust Election and an Interposed Entity Election are set out in detail at this
conference by Andrew Noolan. Dealing with the consequences of a breaching those elections is
important and considered here.
The two elections do not prohibit the distribution outside of the delineated group; they merely make the
tax cost of doing so prohibitive. “Family trust distribution tax” is imposed at the top marginal rate. That
amount is then excluded from the recipient’s assessable income (to avoid double counting): s 271-15
of Schedule F to the 1936 Act.
At trust law, however, the beneficiary can call for the distribution, which is not reduced by the amount
of family trust distribution tax paid by the trustee. The trustee will be liable to pay 149.5% of the
appointed amount: 100% to the beneficiary and 49.5% to the Commissioner of Taxation.
This problem compounds if the tainted distribution is to a corporate beneficiary because it will remain
an unpaid present entitlement, with possible Division 7A consequences, and if that corporate beneficiary
pays a distribution to its shareholders the dividend is unfrankable, so the shareholders pay tax again.
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To address this the trust deed may provide that any distribution that would otherwise trigger family trust
distributions tax is invalid.

4.12 Accessing the Small Business Concessions
Given the prevalence of trustees of discretionary trusts conducting businesses they’re ability to access
the small business concessions in Division 152 of the 1997 Act. They include the 15 year exemption
(Subdivision 152-B), the active asset discount (Subdivision 152-C), the retirement exemption
(Subdivision 152-D) and the rollover relief (Subdivision 152-E). They are considered in more detail at
this conference by Kim O’Brien.
There are also basic conditions in Subdivision 152-A. These require the payments to be made to
individuals who qualify as “CGT concession stakeholders”. If they qualify the amounts are excluded as
assessable income of the trust and they are non-assessable amounts in the beneficiary’s hands. Not
many trust deeds have any express provision giving the trustee the power to make such a payment.
Generally, most trust deeds limit the distributions of trust income or capital, which may not include these
amounts.
It is therefore good drafting to include a specific power in trust deeds allowing the trustee to make
payments to “CGT concession stakeholders” irrespective of whether they are beneficiaries of the trust.

4.13 Trustee as a Beneficiary
Clients may sometimes want to make distributions to a trustee. If they do you must confirm that the
trustee can benefit under the deed. Some deeds exclude the trustee from benefiting. This will most
commonly arise where there has been a change of trustee as the $50 concessional duty only applies
to dutiable transactions arising from a change of trustee where new and ongoing trustees are unable to
benefit under the trust: s 54(3) of the Duties Act 1997 (NSW).
Given there is usually little commercial imperative to include the trustee as a beneficiary – and that
having a corporate trustee which limits its function to acting as trustee reduces the exposure of trust
assets to outside claims – there is often little pressing need to have the trustee benefit under a trust.

4.14 Accounting Policy
Essential is ensuring that the trust deed provides guidance with respect to an accounting policy that
should be used by the trustee. Such an accounting policy should provide sufficient flexibility for the
trustee, so that it may depart from generally accepted accounting standards in the event that the trustee
considers that it is appropriate to do so.
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4.15 Discretion not to recoup losses (whether income or capital in
nature)
It is recommended that a trustee have a discretion not to recoup losses (whether of an income or
capital nature). That is, a power not to recoup losses which have arisen in the past.
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5 The Answers to this Paper’s Questions
The above discussion shows how involved the issues for “trusts” are and how bespoke each trust is.
It follows from the above, though, that where a particular client’s circumstances warrant it:
1. There remains significant value for the use of trusts as investment vehicles;
2. Commercially, a trust is useful as a trading vehicle
3. A trading company better understood commercially and taxwise, though hopefully the third
parties can be made comfortable with the structure through discussions and education;
4. There is a significant benefit for business and succession planning – with added tax, duty and
family provision benefits – provided they plan is considered and properly implemented.

It can be seen, then, that there are significant advantages of trusts, if they are used as a sharpened
tool fit for the client’s specific circumstances rather than a blunt instrument applied in a generic or
commoditised way.
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