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A matter of trusts by Ron jorgensen FTIA, Harwood Andrews Lawyers

“You got to know when to hold em, 
know when to fold em, 
Know when to walk away 
and know when to run…”1

Introduction

The Australian Tax Office (ATO) is 
reviewing trust distributions and will seek 
judicial clarification of numerous trust 
issues during 2009. Practitioners may be 
forgiven for thinking some of these trust 
issues are clearly settled.

During 2009, practitioners are likely to 
receive ATO questionnaires, information 
requests, technical position papers and 
possibly have their trustee and beneficiary 
clients subject to audits, adverse tax 
assessments, objection proceedings and 
(if unfortunate enough) litigation.

This article discusses selected issues that 
practitioners ought to consider for their 
trustee and beneficiary clients subject to 
ATO compliance activities.2

Legislative references are to the Income 
Tax Assessment Act 1936 (ITAA36), the 
Income Tax Assessment Act 1997 (ITAA97) 
and the Taxation Administration Act 1953 
(TAA53).

DISPUTED TRUST ISSUES

Compliance program

The ATO is reviewing the reporting of capital 
gains on disposals, utilisation of capital 
losses and the application of the small 
business concessions and is reviewing 
trust distributions and beneficiary returns to 
check that distributions have been correctly 
disclosed and will escalate appropriate 
cases to audit.3 The ATO is seeking judicial 

clarification of a number of trust issues, but 
will not conduct active compliance activities 
pending clarification. However, if a review 
otherwise identifies these trust issues, the 
trust issues will be actioned.4 Trust cloning 
activities will also be reviewed.5

Accordingly, the ATO review activities are 
likely to increase disputes and litigation 
surrounding trusts.

Trust issues

A number of actual or perceived 
uncertainties continue to exist in the 
construction of Division 6, Part III ITAA36 
(Div 6), including:

1.	 the source and nature of the undefined 
term “income of the trust estate” in s 97 
ITAA36;

2.	 the power to classify and reclassify 
capital receipts as “income of the trust 
estate” for the purposes of s 97 ITAA36 
expressly in the trust instrument or by 
exercise of the trustee’s discretion;

3.	 the power to classify, reclassify and to 
allocate expenses against income or 
capital receipts when determining the 
amount of “income of the trust estate” 
for the purposes of s 97 ITAA36;

4.	 the power to defer recoupment 
of carried forward losses in determining 
the amount of “income of the trust 
estate” for the purposes of s 97 ITAA36;

5.	 the application of the quantum 
approach or proportionate approach 
to the meaning of “share of the income 
of the trust estate” in s 97 ITAA36;

6.	 the power to stream tax attributes and 
notional tax amounts to beneficiaries; and

7.	 the time at which “present entitlement 
to a share of the income of the trust 

estate” for the purposes of s 97 
ITAA36 is created expressly in the 
trust instrument or by exercise of the 
trustee’s discretion.

Some commentators and the ATO 
assert different views about the correct 
interpretation of these trust issues and 
of the authorities. Particularly, debate 
ensues whether statements in a particular 
case are binding (ratio decidendi) or 
non‑binding (obiter dicta) on the ATO. 
Arguably until the High Court determines 
a matter by binding statement then 
commentators or the ATO have latitude 
to continue the debate regardless of the 
mounting weight of Federal Court and 
Full Federal Court authority. Accordingly, 
judicial clarification of these trust issues 
will be painstakingly slow and ad hoc.

Income definition trust issues

Section 97 ITAA36 states:

97 Beneficiary not under any legal disability

(1)	 …Where a beneficiary of a trust estate who 
…is presently entitled to a share of the income 
of the trust estate:

(a)	 the assessable income of the beneficiary 
shall include:

(i)	 so much of that share of the net 
income of the trust estate as is 
attributable to a period when the 
beneficiary was a resident; and

“Income” or “income of a trust estate” 
in s 97 ITAA36 could be interpreted as:

ordinary income (being only income 
according to ordinary concepts);

assessable income (being income 
according to ordinary concepts and 
other amounts deemed income by 
revenue law); or





The ATO’s compliance program will require practitioners to confront 
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trust law income (being ordinary income 
and other amounts deemed income by 
trust law).

Parsons6 contends that income for 
revenue law purposes means either 
ordinary income or assessable income. 
As s 95 ITAA36 contains a definition 
of “net income” which is equivalent to 
taxable income, the traditional view is that 
income in s 97 ITAA36 must be ordinary 
income or assessable income.

Whether income is ordinary income, 
assessable income or trust law income 
is arguably at the centre of the analysis 
whether income of a trust estate is a gross 
or net amount. Totledge7 held that income 
was the net amount legally available to 
be distributed to the beneficiaries. This 
focuses the interpretation of income on 
trust law concepts and the legal rights 
of beneficiaries.

As an extension of this, Zeta Force,8 
Richardson9 and Cajkusic10 have 
unambiguously interpreted income to mean 
trust law income.

The adoption of trust law income permits 
the trust instrument, expressly or by 
exercise of the trustee’s discretion for 
the purpose of determining the amount 
of income available for appointment to the 
beneficiaries, to classify and reclassify 
a capital receipt as income and to classify, 
reclassify and to allocate expenses against 
income or capital receipts.

The ATO rejects these authorities and 
the ability to reclassify capital as income 
for trust law income purposes as being 
inconsistent with ANZ Savings Bank11 and 
Totledge12 or merely non-binding obiter.13 
Some commentators criticise reliance on 
these cases which are considered to be 
applied by the ATO out of context.

Trust law requires the allocation of income 
expenses against income14 and capital 
expenses against capital15 and mutual-
hybrid expenses to be apportioned against 
income and capital with the initial expense 
allocated to capital and a portion of that 
capital recouped from future income.16 
However, the trust instrument can provide 
alternate allocation of expenses.

Carver v Duncan17 arguably requires the 
allocation of income expenses against 
income and capital expenses against 
capital on the basis that the terms of the 
trust instrument are irrelevant in the 

 allocation, because the trust instrument 
cannot alter the nature of those expenses 
when determining the amount of income, 
but merely authorises the trustee to defray 
the expense from income or capital.18

If the ATO is correct that income is ordinary 
income and not trust law income, then it is 
likely that Carver v Duncan is correct and the 
trust instrument is irrelevant in determining 
the proper allocation of expenses.

The Full Federal Court Appeal in 
Bamford19 may provide some guidance, but 
is unlikely to settle this trust issue. If the 
trust issue is considered by the High Court 
the authorities of Zeta Force, Richardson 
and Cajkusic may be over-ruled.

Generally losses in one year must be 
made up out of profits of subsequent 
years and not out of the capital of the trust 
in order to preserve the property for the 
capital beneficiary.20 However, the trust 
instrument may grant the power to the 
trustee not to use subsequent profits to 
recoup past losses.21 Raftland22 limited this 
principle founded upon Upton v Brown to 
trusts with successive estates so that the 
rule does not apply generally to all trusts 
unless there are successive income and 
capital beneficiaries, and more particularly 
does not apply to a unit trust with a single 
class of units.

Accordingly, there continues to be 
uncertainty regarding the concept of income 
of a trust estate for s 97 ITAA36 purposes23 
which may alter the amount of income 
available for appointment to the beneficiaries 
and the potential for an adverse assessment 
arising from an ATO review.

Proportionate and quantum approach 
trust issue

The references to “share of the income 
of the trust estate” and “share of the 
net income of the trust estate” in s 97 
ITAA36 may be interpreted as meaning 
a proportion or a specific amount.

Despite the weight of authorities including 
Davis,24 Dwight,25 Prestige Motors,26 
Richard Walter,27 Richardson,28 Prestige 
Motors,29 Zeta Force30 and Richardson31 
there is still some uncertainty regarding 
whether the proportionate approach is the 
preferred approach.

The ATO has stated it will generally 
apply the proportionate approach, but 
pending judicial clarification, the ATO will 

raise alternative assessments under the 
quantum approach.32

Accordingly, there continues to be 
uncertainty regarding the application 
of the proportionate approach to s 97 
ITAA3633 which may alter the amount 
of net income to which a beneficiary is 
liable to tax and the potential for an adverse 
assessment arising from an ATO review.

Streaming trust issue

Baker v Archer-Shee34 held that income 
from stock and shares retained its 
character when passing through a trustee 
to a beneficiary provided the beneficiary 
has a beneficial interest in the property 
of the trust. Archer-Shee v Garland35 
concerned the same trust, but in respect 
of the subsequent years. The taxpayer 
provided evidence that the beneficiary 
under the trust did not have a beneficial 
interest in the assets of the trust. The court 
held that the distribution to the beneficiary 
lost its character as income from stock and 
shares and was simple trust income arising 
from the chose in action of the beneficiary.

Charles,36 Syme37 and Tadcaster38 are 
traditionally cited as authority that the 
character of income or capital flows through 
the trust to the beneficiaries. However, 
this principle will arguably not apply where 
the beneficiary does not have a beneficial 
interest in the assets of the trust. Where 
there is no such beneficial interest what is 
distributed is income or capital in a generic 
sense, not, for example, dividend income or 
discounted capital gain.39

The ATO has recognised the statutory 
flow through nature of capital gains,40 

dividend income,41 dividend, interest and 
royalty income42 and foreign tax credits.43 
The basis of the flow through arguably 
differs based on source of income or 
capital and the nature of the beneficiary’s 
interest in the assets of the trust.44

In respect of capital gains, the correctness 
of IT 2328 (withdrawn 28 May 2008) 
that the conduit theory of streaming 
applied to capital gains was doubted by 
commentators.45 The ATO referred to the 
conduit theory in TR 2005/23 and explained 
that the conduit theory does not apply to 
capital gains Div 115-C ITAA97.46

If the ATO is correct that income of the 
trust estate is ordinary income and the 
proportionate approach applies, then the 
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beneficiaries in receipt of the ordinary 
income of the trust estate will include 
in assessable income a proportionate 
amount of the capital gain and it is not 
possible to stream the capital gain to other 
beneficiaries for tax purposes.

Accordingly, there continues to be 
uncertainty regarding the ability to stream 
classes of income under s 97 ITAA3647 
which may alter the amount of net income 
to which a beneficiary is liable to tax and 
the potential for an adverse assessment 
arising from an ATO review.

Reasonably arguable position (RAP)
The uniform penalty provisions apply to 
statements made, returns lodged and 
schemes entered into from 1 July 2000.48

Where a taxpayer adopts an interpretation 
of a tax law that is “reasonably arguable” 
(which is subsequently found to be 
incorrect) the taxpayer may be obliged to 
pay any unpaid tax and interest on that tax; 
however, penalties should not be imposed 
on that unpaid tax.49

A matter is “reasonably arguable” if it 
would be concluded in the circumstances, 
having regard to relevant authorities, that 
what is argued for is about as likely to be 
correct as incorrect (or more likely to be 
correct than incorrect).

The ATO has discussed reasonably 
arguable position in TR 94/5 (withdrawn 
14 May 2008) and replaced by MT 2008/2 
(12 November 2008). Although it is not 
necessary to prepare a written RAP at the 
time of taking a particular position, it is 
often advisable to do so, which will ensure 
that the trustee and the beneficiaries can 
demonstrate reasonable care in preparing 
their tax returns.50

With regard to the above authorities, it is 
likely that the trustee and the beneficiaries 
will have a RAP in respect of these 
uncertain trust issues pending further 
judicial clarification.

LIABILITY TO TAX

Structure of Division 6
Under Div 6:

1.	 a beneficiary not under a legal disability 
includes in the beneficiary’s assessable 
income a share of the net income of the 
trust estate to which the beneficiary is 

presently entitled (s 97 ITAA36) and is 
liable to tax at the beneficiary’s tax rate;

2.	 a beneficiary under a legal disability, 
deemed to be presently entitled to 
a share of income under s 95A(2) 
ITAA36 or is non-resident or trustee 
of a non-resident trust estate includes 
in the beneficiary’s assessable income 
a share of the net income of the 
trust estate to which the beneficiary 
is presently entitled (s 98 ITAA36) 
and the trustee is liable to tax at the 
beneficiary’s tax rate with an offset 
for the non-resident beneficiary if the 
non-resident beneficiary has paid tax 
(ss 98A or 99B ITAA36); or

3.	 the trustee includes in the trustee’s 
assessable income that part of the net 
income of the trust estate not subject to 
taxation to a beneficiary (s 99A ITAA36) 
and is liable to tax at 46.5%, unless the 
ATO determines to apply progressive 
tax rates (s 99 ITAA36).

A beneficiary will be presently entitled to 
a share of income where:

1.	 the beneficiary has a vested, 
indefeasible and currently existing legal 
right to demand or direct payment but 
for the legal disability;51

2.	 the beneficiary has received the income 
so the present entitlement under 
s 95A(1) ITAA36 despite it arguably 
being discharged before year’s end;52

3.	 the income was applied for the benefit 
of the beneficiary under s 95A(2) 
ITAA36;53 or

4.	 the income was applied for the benefit 
of the beneficiary of a discretionary trust 
under s 101 ITAA36.

Present entitlement usually arises by an 
appointment in the trustee’s minutes to 
one or more beneficiaries out of a class 
of potential beneficiaries.54

If a valid appointment is not made, 
a modern trust deed usually automatically 
appoints the income to the default 
beneficiary55 or accumulates the income so 
no beneficiary is presently entitled to the 
income and the income is added to corpus. 
Present entitlement can be deemed to arise 
where paid in fact to or applied in fact for 
the benefit of the beneficiary whether or not 
supported by a trustee’s minute.56

Part IVA ITAA36 permits the ATO to 
reconstruct a transaction based on 
a reasonable counterfactual.

Invalid appointments
The validity of an appointment 
can be impugned through various 
irregularities including:

1.	 failure to pass the resolution and 
prepare the minutes in time such as by 
the end of each accounting period or 
within such reasonable time as required 
by the trust instrument57 or on or before 
31 August following the end of the 
accounting period;58

2.	 the recipient not being a beneficiary 
entitled to an appointment under 
the trust instrument because the 
beneficiary was not validly appointed 
under a nomination,59 did not satisfy 
the ownership requirements to be an 
eligible company or eligible trust,60 was 
excluded because the distribution to the 
eligible trust would breach the perpetuity 
period,61 or was excluded from the 
class under settlor or notional settlor 
exclusions in the trust instrument;

3.	 the appointment not being effective 
because the consent of a third party 
(such as the appointor) was not obtained;

4.	 the appointment being a sham 
distribution;62 or

5.	 present entitlement to an amount 
being denied as a s 100A ITAA36 
reimbursement agreement.

Ineffective minutes
Ineffective minutes are an easy method 
for the ATO to dispute a distribution and 
embarrass the practitioner in front of the 
client for leverage in the negotiating process.

Minutes may be ineffective due to failure 
to pass the resolution on or before 30 June 
or 31 August following the end of the 
accounting period, failure to comply with 
the trust deed or constitution requirements 
to effect the meeting, failure to sign or 
date the minute or by inappropriately 
drafted resolutions that are ambiguous 
or incomplete.

Logically, it must be effective before 
30 June each year. Whether the resolution 
that is created post 30 June can be effective 
for the year ended 30 June is unclear.

Arguably, without an express requirement 
that the trustee create the present 
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entitlement on or before 30 June, the 
trustee may have the power to create 
the present entitlement at 30 June after 
30 June. Where the default position 
under a trust instrument is to accumulate 
income, an income appointment clause 
that operates a reasonable time after 
30 June but is expressed as effective 
30 June may provide greater flexibility 
and represent the reality of trust minutes 
that are frequently prepared after 30 June 
(and often after 31 August). If Pearson63 
is correct and the present entitlement must 
be actually made rather than effective 
before the end of 30 June, then the 
accumulation default position will apply 
with no additional adverse consequences. 

However, a provision that permits a present 
entitlement appointment to be made 
after 30 June but is effective before the 
end of 30 June can actually be made 
before 30 June (for those conservative 
practitioners) but retains the argument 
on any dispute with the ATO that a later 
appointment is still effective.

Recipient not a beneficiary
A person may not be a beneficiary64 
because:

1.	 the person does not fall within the 
class of beneficiaries as defined in 
a particular trust instrument;

2.	 the person is within a class 
of precluded beneficiaries as defined 
in a particular trust instrument (such 
as a notional settlor, the trustee or 
a trust wish a vesting day later than the 
distributing trust);

3.	 the precondition of nomination as 
a beneficiary in writing (such as by the 
appointor) has not been obtained;65

4.	 the beneficiary has ceased to be 
a beneficiary because a relationship 
established by birth or marriage has 

ceased due to death or divorce (such 
as a step child of a spouse) so the 
person no longer falls within the class 
of beneficiaries;

5.	 a corporate beneficiary or trust 
beneficiary has ceased to be 
a beneficiary because a relationship 
established by share or unit holding 
has ceased upon the disposal of the 
share or interest so the company or 
trust no longer falls within the class 
of beneficiaries.66

Accordingly, because of the uniqueness 
of each trust deed or changes in 
circumstance, a person that has received 
a distribution may not be a beneficiary and 
the purported distribution is of no effect. 67

Sham distribution
A sham distribution arises where the 
parties do not have a common intention 
to give effect to the distribution so the 
distribution does not have substantive as 
opposed to apparent legal affect.68

The precise operation of the principles 
of sham distribution is arguably unclear. 
Kirby, J in Raftland detailed the history, 
comparative international analysis and the 
content of Australian sham analysis in an 
extensive judgment. However, the majority 
of the High Court simply reverted to the 
analysis of Keifel, J in the original Federal 
Court decision with a much limited analysis 
of sham.

Accordingly, where the distribution is 
made to a beneficiary but the payment 
is to or for the benefit of another, then 
this discordance between the legal rights 
of the beneficiary and payment or the 
enforcement of those legal rights may allow 
the ATO to allege sham.69

Reimbursement agreement
Section 100A ITAA 1936 is an anti-avoidance 
provision that cancels the taxation 

of a beneficiary on certain trust distributions 
that are effectively diverted to a third 
party. The section applies where a present 
entitlement otherwise vests in a beneficiary 
or where the beneficiary has been paid or 
had an amount applied for the benefit of the 
beneficiary arising directly or indirectly 
out of a reimbursement agreement. As no 
present entitlement, payment or applied 
benefit exists for the purposes of s 97 
ITAA 1936, the trustee of the trust is taxed 
under s 99A ITAA 36 at the 46.5% rate.

Section 100A ITAA36 is most obviously 
applicable to trust stripping arrangements70 
and loss trust injection arrangements,71 
although other arrangements may be 
caught. A reimbursement agreement 
may arise by the payment of money, 
including by way of a loan or by release, 
failure to demand or to postpone payment 
of a debt, the transfer of property, including 
a chose in action or legal or equitable 
estate, interest, right or power in or over 
property or the provision of services or 
other benefits to or for a person other than 
the beneficiary or for a group of person 
including the beneficiary. 

To be a reimbursement agreement the 
agreement must be entered into for the 
purpose or for purposes that include 
the purpose of securing that the liability 
to income tax of any person in respect 
of any year of income is reduced or 
eliminated. The phrase “whenever entered 
into” in the definition of reimbursement 
agreement means that the reimbursement 
agreement can arise before, at the same 
time or after the creation of the present 
entitlement. Accordingly, the provision has 
wide application.

The agreement is not a reimbursement 
agreement if the wider context of the 
arrangement constitutes ordinary family 
or commercial dealings. What constitutes 
ordinary family or commercial dealings 
will often be disputed. Accordingly, 
the exemption is often difficult to apply 
in practice.

Default distribution

Where at the end of 30 June there has 
not been an effective appointment at the 
trustee’s discretion, most modern trust 
instruments provide a default appointment 
of income. A default appointment may 
be to accumulate the income (not to 
create a present entitlement so s 99A 

Ineffective minutes are an easy method 
for the ATO to dispute a distribution and 
embarrass the practitioner in front of the 
client …
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ITAA36 applies) or to specifically provide 
a default appointment to a specified 
class of beneficiaries (called a default 
beneficiary). A default beneficiary is 
a beneficiary of a trust that takes the trust 
fund subject to any exercise of a mere 
power of appointment by the trustee in 
favour of other beneficiaries. Pearson72 
well illustrates the issue.

Where a default appointment or 
accumulation is to occur, the trust 
instrument should clearly specify the date 
and time by which any appointment or 
accumulation is to occur. Interpretation 
of particular default appointment or 
accumulation clauses is often difficult. 
BRK (Bris) P/L73 and Ramsden74 illustrate 
the difficulties.

BRK (Bris) P/L applied a literal 
interpretation of the trust instrument 
and since the trust instrument did not 
specify that the default appointment 
provision operated before the end of the 
accounting period, a default beneficiary 
present entitlement was not created 
within the accounting period. Conversely 
Ramsden disagreed with BRK (Bris) P/L 
and considered that the entitlement of the 
default beneficiaries became indefeasible at 
year end and so became presently entitled 
at that time. On appeal by the ATO, the 
Full Federal Court in Ramsden75 held that 
the cases cited by Spender J (the judge at 
first instance) did not establish a general 
principle and was dependent on the 
construction of the relevant trust instrument.

Accordingly, there is some uncertainty 
regarding the operation of default 
distribution clauses unless the trust 
instrument is extremely clear that the 
default appointment occurs immediately 
before the end of 30 June.

Alternate assessment

Depending on how the present entitlement 
arises different beneficiaries may be liable 
to tax. To avoid assessing the wrong 
person, the ATO will usually issue multiple 
assessments to different persons on 
alternate basis. The ATO is entitled to issue 
more than one assessment in respect 
of the same amount to different taxpayers 
provided the ATO is bona fine of the view 
that each assessment could be correct at 
law.76 However, the ATO will have to elect 
to enforce only one assessment.77

Assessments
The ATO generally has four years to amend 
an assessment. However, the ATO has 
six years to amend an assessment when 
Part IVA ITAA36 applies and an unlimited 
amendment period in the case of fraud 
or evasion78 or to give effect to s 100A 
ITAA36.79

A “no tax payable assessment” for the 
2004-05 and later income years is an 

assessment so time limitations apply. 
For earlier years, “a no tax payable 
assessment” was not an assessment so no 
time limitation applied.80 Transitional rules 
apply. Unless the trustee has accumulated 
some income for the period before the 
2004-05 income year, the time period for an 
assessment would not have commenced 
running so the ATO is able to issue an 
assessment regardless of the lapse of time.

Accordingly, there may be circumstances 
when the trustee or the beneficiary may 
defend an assessment because the ATO was 
out of time to issue the relevant assessment.

Some uncertainty arose regarding the 
circumstances under which the ATO can 
amend a CGT assessment more than 
four years after the original assessment. 
However, on appeal the court held 
that the four year period could only be 
extended where new evidence arose 
after the assessment, not merely a new 
interpretation of the evidence.81

The ability to challenge an assessment 
concurrently under judicial review or 
Part IVC TAA53 has recently been clarified 
with Part IVC TAA53 having priority.82 
Accordingly, a taxpayer’s litigation options 
have arguably been reduced.

The amount of an assessment is 
a debt due and payable to the ATO 
under statutory presumptions83 and 
the debt can be enforced regardless 

of objection or appeal proceedings being 
unresolved.84 While there had been some 
uncertainty regarding whether a statutory 
demand could be stayed or set aside 
on a winding up application, the law has 
been settled that the statutory demand 
will not be set aside.85 Accordingly, 
it is vital that taxpayers negotiate 
deferral of enforcement proceedings 
pending resolution of the objection and 
appeal proceedings.

Exercise of the Trustee’s Indemnity
The ATO may obtain judgment against 
the trustee (for example under s 99A 
ITAA36). The extent to which the ATO can 
enforce the judgment against the trust 
estate or the beneficiaries of the trust 
requires consideration.

The trustee has a statutory and common 
law86 right of indemnity out of the trust 
estate. If the trust estate is insufficient to 
satisfy the indemnity, the trustee has a right 
of indemnity against a sole beneficiary 
not under a legal disability or all of the 
beneficiaries if none are under any legal 
disability in respect of the excess liability, 
unless the trust instrument, contract or 
equitable estoppel excludes the liability.87

It is unclear whether the statutory and 
common law rights of indemnity out 
of the trust estate can be excluded by 
the trust instrument or contract. Kemtron 
Industries88 expressed the view that 
the indemnity was probably incapable 
of exclusion89 while RWG Management90 
expressed the opposite view. 
The indemnity out of the trust estate cannot 
be excluded in Queensland.91 The trustee’s 
indemnity against the beneficiaries can 
be excluded by the trust instrument or 
contract.92

Most modern trust instruments exclude 
the indemnity against the beneficiaries 
or the indemnity is inapplicable because 

Involvement of specialist tax litigators 
… at an early time in the dispute 
process will assist in the negotiation, 
settlement and running of any potential 
tax litigation.
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the discretionary class of beneficiaries 
is not closed or has beneficiaries under 
a legal disability.

The trust’s creditors (but not the personal 
creditors of the trustee) have the right 
of subrogation to the trustee’s rights 
of exoneration against the trust estate and 
the beneficiaries.93 The trust’s creditors can 
enforce the indemnity to obtain payment 
from the trust estate and beneficiaries. 
If the trustee withdraws from the trust 
estate and in breach of trust disburses the 
money, the trust’s creditor’s may loose 
their right of subrogation against the trust 
estate and the beneficiaries retaining only 
a personal liability against the trustee.94

Accordingly, the ATO may theoretically 
be precluded from enforcing the judgment 
against the trust estate or the beneficiaries 
where the trustee has in breach of trust 
disbursed the proceeds referable to 
the tax, although the ATO would retain 
a personal action against the trustee.

The trustee may have distributed or 
disbursed the trust estate to the beneficiaries 
or third parties. Upon the bankruptcy or 
insolvency of the trustee, the ATO may 
obtain control of the trust. The ATO may seek 
to set aside and reclaim the distributed or 
disbursed money placing the trust estate 
back in funds to pay the liability.

Where the distribution or disbursement is 
in breach of trust, the trust estate (through 
the current or substitute trustee) may have 
an entitlement to recovery of the disbursed 
assets or money against the trustee or 
beneficiary personally and any recipient 
with knowledge of the breach or recipient 
who acquired under an undervalue 
transaction by an action in tracing.95 
In specie disbursement of assets can be 
traced at common law and disbursement 
of money can be traced in equity.96 

There are limitations on tracing, 
particularly where the recipient was a mere 
volunteer and had mixed the receipts with 
other money and incorporated into other 
assets,97 used the money to pay off an 
unsecured loan98 or used the money to pay 
off an overdraft or overdrawn account.99

Accordingly, it is seldom an effective 
strategy to abandon the trust assets to 
the ATO and assume that the ATO cannot 
trace assets and distributions to claw back 
assets to satisfy an adverse assessment.

Disclaimer

A beneficiary by appointment100 or by 
default101 can disclaim an interest in 
the distribution retrospectively if the 
beneficiary disclaims all the relevant 
interest102 and has not effectively accepted 
the present entitlement such as by 
effluxion of time.103

A beneficiary by appointment of income 
for an income year can disclaim the 
appointment for that income year, but can 
accept future appointments of income in 
later income years. A default beneficiary 
must disclaim the interest as a beneficiary 
in the entire trust fund.104

Whether a disclaimer has been made 
within a reasonable time was considered 
in AAT Case.105

CONCLUSION

ATO compliance activities for trustees are 
set to increase in 2009 which will require 
practitioners to confront difficult trust 
technical and dispute strategic issues.

If trust disputes with the ATO escalate, 
practitioners may also be faced with 
litigation. Involvement of specialist tax 
litigators and tax barristers at an early time 
in the dispute process will assist in the 
negotiation, settlement and running of any 
potential tax litigation.

Ron Jorgensen FTIA, Principal
Harwood Andrews Lawyers
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