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Changing the Way Trust Income is Taxed 

The Government have released the next stage of its public consultation into the 

taxation of trusts income. A consultation paper entitled "Modernising the taxation of 

trust income - options for reform" was released on 21 November. 

The process began back on 16 December 2010 when the Assistant Treasurer 

announced that the Government would conduct a public consultation process as the 

first step towards updating the trust income tax provisions in Div 6 and rewriting them 

into the ITAA 1997. The paper is part of that consultation process. 

The Government accepts that, where used appropriately, trusts are a legitimate 

structure through which Australians should be able to conduct their personal and 

business affairs. The Government says that any options for reform would be developed 

within the broad policy framework currently applying to the taxation of trust income. 

That is, the taxable income of a trust will continue to be assessed primarily to 

beneficiaries, with trustees being assessed to the extent that amounts of taxable 

income are not otherwise assessable to beneficiaries. 
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The good news here is that there is no likelihood of trusts being taxed as 

companies as was proposed (and shelved) back in 2001. 

Principles of the Govt policy framework 

The Government says 5 principles outline its policy framework concerning trusts: 

1. Tax liabilities in respect of the income and gains of a trust should "follow the 

money" in that they should attach to the entities that receive the economic 

benefits from the trust. 

2. The provisions governing the taxation of trust income should be conceptually 

robust, so as to minimise both anomalous results and opportunities to 

manipulate tax liabilities. 

3. The provisions governing the taxation of trust income should provide certainty 

and minimise compliance costs and complexity. 

4. It should be clear whether amounts obtained by trustees retain their character 

and source when they flow-through, or are assessed, to beneficiaries. 

5. Trust losses should generally be trapped in trusts subject to limited special 

rules for their use. 

Possible options for reform 

The paper looks at 3 models for reforming the taxation of trust income: 

 the "patch" model - would involve retaining the existing structure of the current 

trust law, but defining the term "income of the trust estate" for tax purposes. 

Treasury says that defining "income of the trust estate" using tax concepts 

would require adjustments to be made to the concept of taxable income to 

better reflect the actual amount available for distribution to the beneficiaries of 

the trust (ie to account for both notional income and expense amounts);  

 the "proportionate within class" model - rather than being assessed on a 

proportionate share of the taxable income of the trust, a beneficiary would be 

assessed on a proportionate share of so much of the taxable income of each 

class. If there is only one class of income, the paper says the "proportionate 

within class" model would operate in the same way as the current model, that 

is, the beneficiary is assessed on all of the net income of the trust. 

The different classes of income could be determined in 2 ways: (i) the classes could be 

determined with reference to the trust's deed; (ii) the classes could be set out for tax 

purposes within the tax law and would not depend on how the amounts are treated in 

the trust deed. The steps in the "proportionate within class" model would be: 



 determine the trust's distributable income;  

 determine the different classes of income that the trustee will maintain;  

 allocate the trust's distributable income to these different classes of income;  

 calculate the taxable income of the trust;  

 allocate the trust's taxable income to the classes maintained by the trustee; 

and  

 determine the share of the relevant beneficiaries to each class of taxable 

income based on their proportionate entitlement to that class of trust's 

distributable income; and  

 the "trustee assessment and deduction" (TAD) model - this is where the 

taxable income of a trust would be assessed in the hands of those beneficiaries 

that receive the economic benefits related to that taxable income. Assessable 

amounts that are not distributed by a certain time (or taxable income with no 

underlying economic benefits capable of distribution) would be taxed in the 

hands of the trustee.  

The TAD model would provide a deduction to the trustee for distributions of taxable 

income to the beneficiaries of the trust. If the trustee distributes all of the taxable 

income, no tax would be payable by the trustee. The paper notes that the definition of 

a distribution (and whether it is deductible) is therefore critical. Broadly, a 

"distribution" to a beneficiary might include: 

1. an actual payment of cash or property to a beneficiary (in their capacity as a 

beneficiary); and  

2. an application of cash or property for the benefit of, or at the direction of a 

beneficiary (in their capacity as a beneficiary).  

A distribution would be deductible for an income year if it was made by a specific date 

after the end of the income year. The size of the deduction would reflect the taxable 

income related to the amount distributed (including, for example, a gross-up for 

attached franking credits).  

Timeframe for reform 

Treasury says the process to modernise the taxation of trust income is likely to involve 

public consultation on the discussion paper, the release of draft legislation for further 

comment and consultation culminating in the introduction of legislation in late 2012 

with a 1 July 2013 start date. 

We will keep you informed as the consultation process evolves given the importance of 

these reforms. 



Division 7A - Commissioner's Discretion to Disregard Deemed Dividend 

The ATO have issued Practice Statement Law Administration PS LA 2011/29 which 

addresses when the Commissioner will disregard deemed dividends arising under 

Division 7A which were inadvertently triggered due to an honest mistake or 

inadvertent omission. 

The Practice Statement sets out a two step process for the Commissioner to exercise 

this discretion and ignore the deemed dividend that was triggered: 

Step 1: Establishing that the Commissioner is empowered to exercise the discretion 

because the deemed dividend arose, on the balance of probabilities, as a result of an 

"honest mistake" or "inadvertent omission"; and  

Step 2: Deciding whether the discretion should be exercised having regard to the 

matters outlined in s 109RB(3) and, if so, what conditions, if any, should be imposed. 

The Practice Statement provides that in forming an opinion on whether or not to 

exercise the discretion, Tax Officers must adhere to administrative law principles, 

consider the evidence gathered to establish honesty or inadvertence and have regard 

to the objects of Div 7A as a whole. Furthermore, Taxation Ruling TR 2010/8 outlines 

what constitutes an honest mistake or an inadvertent omission and should be read in 

conjunction with the Practice Statement. 

As the decision on whether or not to exercise the discretion is also an interpretation of 

whether a dividend is taken under Division 7A to have been paid, the warning 

attached to the Practice Statement is that it is expected that the ATO will be 

conducting Division 7A reviews before any decision on the potential availability of the 

discretion will be finalised.  

We have some success with seeking the Commissioner's Discretion under s109RB, 

please contact Nigel Kingston if you have a query. 

Government short of cash! Watch out if you pay LAFHA's. 

In releasing the 2012 Mid-year Outlook recently, the Treasurer said that GDP would 

not grow as expected, cutting more than $20 billion from the forward estimates 

requiring some tax changes. 

Those that will impact your SME clients are: 

 Living-away-from-home allowance (LAFHA):  
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o access to the LAFHA tax exemption for temporary residents will be 

limited to those who maintain a residence for their own use in Australia, 

which they are living away from for work purposes, such as "fly-in fly-

out" workers;  

o individuals will be required to substantiate their actual expenditure on 

accommodation and food beyond a statutory amount;  

o these changes will apply from 1 July 2012. 

The risk here sits with the employer, given the LAFHA is subject to Fringe Benefits Tax 

if it does not meet the exemption requirements. Employers who pay LAFHA?s to their 

employees must therefore review those arrangements prior to 30 June 2012. 

 Previously announced tax reforms will be deferred:  

 The start date of the standard deduction for work related expenses will be 

deferred until 1 July 2013;  

 The start date of the 50% tax discount for interest income will be deferred until 

1 July 2013;  

 The Government will restrict the Dependent Spouse Tax Offset to those with 

spouses born before 1 July 1952.  

We will continue to keep you up to date with tax changes that may affect your clients. 

Superannuation Fund Alert 

Proposed changes to the taxation treatment of share buy-backs will reduce their 

attractiveness to shareholders, particularly superannuation funds. 

Broadly the changes (which will apply from the date of Royal Assent) will deny 

shareholders an entitlement to capital losses when their shares are bought-back. This 

will significantly change the financial attractiveness for superannuation funds to 

participate in share buy-backs. 

Example 

MSF (a complying superannuation fund) receives $100 in respect of an off-market 

buy-back of shares by ListCo, an ASX listed company. ListCo debits $70 against its 

share capital account and the balance of $30 is taken to be a fully franked dividend. 

SMSF purchased the shares for $90 6 months previous. Under the existing law, it will 

be entitled to a capital loss of $20 ($90 less $70). 

The proposed laws will deny this capital loss through increasing the amount of 



consideration taken to apply to the capital component ($70) by the lesser of:  

 the dividend amount ($30); or  

 the loss amount ($20). 

Superannuation funds are generally eager to participate in buy-backs due to the 

financial attractiveness of the return comprising of both excess franking credits and 

capital losses. At the same time listed companies were better off through more tax-

effective management of their cost of capital. 

These changes, which were released for as an Exposure Draft by Treasury in late 

October 2011 for comment, give effect to a June 2008 recommendation of the Board 

of Taxation.  Please contact Walter Tieleman with any queries. 

Greater ITC Claims From Increase to Financial Acquisitions Threshold (FAT) 

A proposed change to the FAT threshold could mean that an entity would be able to 

claim input tax credits (ITCs) for acquisitions that relate to the making of financial 

supplies (eg. capital raising costs) if the dollar value of the notional ITCs for current or 

future financial acquisitions does not exceed $150,000 in the relevant period. 

This change would mean an entity could make up to $1,650,000 of financial 

acquisitions (and potentially be entitled to claim full ITCs) in the relevant period before 

exceeding the threshold. 

However, the 10% threshold under Div 189 would remain unchanged. Therefore, if an 

entity's notional ITCs for its current or future financial acquisitions exceed 10% of the 

total amount of notional ITCs for all its purchases (including financial acquisitions) 

during the relevant period, then the threshold would be breached even if the dollar 

value of the ITCs does not exceed $150,000. 

This proposed amendment currently awaits Royal Asset to become legislation.  Please 

contact Mimi Ngo if this change may affect your clients. 

MKT's Premium Accountants Network - Priority Tax Support 

Thanks to those 17 Accounting Firms that signed up as Inaugural Members of the MKT 

Premium Accountants Network, it has been great to interact more regularly over the 

past 2 months and we look forward to continuing to provide your firm with Priority Tax 

Support. 

If your firm missed out but you would like to join in 2012, registrations commence 
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from 1 April 2012, however we are happy to set you up earlier if that suits.  Please 

contact Sean Pearce if you have any questions on the Premium Network. 

Our next Case Study Session "Restructuring Trusts - Converting Trusts to 

Companies" is being held on Friday, 16 December 2011 in our offices. If you 

would like to attend please contact Janine on 9481 8448.  

Alternatively if you are unable to attend and wish to purchase the Webinar complete 

with full notes and slides, please follow the link below. 

http://cart.mkttax.com.au/Restructuring-Trusts-Converting-Trusts-to-

Companies_p_8.html 
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