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The taxation of a deceased estate and a testamentary trust is often 
complex. This article discusses the legislative framework and practical 
considerations applicable to the taxation liability of the trustee of an 
Australian resident deceased estate or testamentary trust under Div 6.

Practical taxation 
of testamentary trusts

A Matter of Trusts by RENUKA SOMERS FTIA & RON JORGENSEN FTIA, Harwood Andrews Lawyers

INTRODUCTION

The establishment of a testamentary trust 
is a key aspect of modern estate planning, 
especially where the testator has children 
or grandchildren under the age of 18 years 
or under a legal disability. 

Despite the wide use of testamentary 
trusts, there has been only fragmented 
guidance provided by the Australian 
Taxation Office (ATO) as to the assessment 
and liability of a trustee of a testamentary 
trust for taxation purposes.

This article discusses the legislative 
framework and practical considerations 
applicable to the taxation liability of the 
trustee of an Australian resident deceased 
estate or testamentary trust under Div 6 
of Part III of the Income Tax Assessment 
Act 1936 (Cth) (Div 6). This article deals 
with distributions to Australian resident 
natural person beneficiaries, only not acting 
as a trustee beneficiary.

Legislative references are to the Income 
Tax Assessment Act 1936 (Cth), unless 
otherwise stated to be to the Income Tax 
Assessment Act 1997 (Cth) (ITAA97).

DIVISION 6 OVERVIEW

Introduction

The structure of Div 6 is to tax:

1.	 the beneficiary not under a legal disability 
that is presently entitled to the income 
of a trust at the beneficiary’s marginal 
tax rate (s 97);

2.	 the trustee on behalf of the beneficiary 
under a legal disability that is presently 
entitled to the income of a trust at the 
beneficiary’s marginal tax rate or minor 
beneficiary’s special tax rate (s 98);

3.	 the trustee where no beneficiary 

is presently entitled to the income 

of a trust at the trustee’s special 

marginal tax rates where the trust 

resulted from a testamentary act 

and the ATO determines it would be 

unreasonable to apply s 99A (s 99); or

4.	 the trustee where no beneficiary 

is presently entitled to the income 

of a trust at the trustee’s special penalty 

tax rate (s 99A).

The definition of “trustee” includes the 

ordinary concept of trustee (such as 

a trustee of a testamentary trust) and 

also an “executor or administrator 

of a deceased estate” (s 6(1)). “Legal 

personal representative” is used where the 

reference does not also apply to a trustee 

of a testamentary trust. 

Division 6 and the ATO’s administration 

of trusts distinguish between a deceased 

estate and a testamentary trust in a number 

of respects discussed in this article.

Further, Div 6 and the ATO’s 

administration of trusts distinguish 

between a person under a legal disability 

and a person under a legal disability who 

is under 18 years old (a minor) in a number 

of respects.

The taxation of a deceased estate and 

a testamentary trust is often complex.

Tax rates

The beneficiary’s marginal tax rates (ss 97 

and 98) and the trustee’s special marginal 

tax rates for a deceased estate for the first 

three estate tax returns (s 99) for the year 

ended 30 June 2009 are:

For the part of the ordinary taxable 
income of the taxpayer that:

Marginal 
rate

exceeds $6,000 but does not 
exceed $34,000

15%

exceeds $34,000 but does not 
exceed $80,000

30%

exceeds $80,000 but does not 
exceed $180,000

40%

exceeds $180,000 45%

The trustee’s special marginal tax rates 
for a deceased estate for the tax returns 
after the first three estate tax returns (s 99) 
for the year ended 30 June 2009 are:

For the part of the ordinary taxable 
income of the taxpayer that:

Marginal 
rate

exceeds $416 but does not 
exceed $594

50%

exceeds $594 but does not 
exceed $34,000

15%

exceeds $34,000 but does not 
exceed $80,000

30%

exceeds $80,000 but does not 
exceed $180,000

40%

exceeds $180,000 45%

The trustee’s special penalty tax rate (s 99A) 
for the year ended 30 June 2009 is 45%.

The minor beneficiary’s special tax 
rate only applies to non-testamentary 
trust income (Div 6AA). Accordingly, 
the minor beneficiary’s special tax rate 
generally does not apply to a deceased 
estate or a testamentary trust. The minor 
beneficiary’s special tax rates (Div 6AA) 
for the year ended 30 June 2009 are:
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For the part of the ordinary taxable 
income of the taxpayer that:

Marginal 
rate

Exceeds $416 but does not 
exceed $1,307

66%

Exceeds $1,307 45%

Division 6AA may apply the minor 
beneficiary’s special tax rates where the 
income is non-testamentary income that 
is distributed by the deceased estate 
or testamentary trust (discussed below).

The Medicare levy and Medicare 
surcharge may also apply.

DECEASED ESTATES

The legal personal representative is obliged 
to complete an individual tax return for the 
deceased for the period from 1 July to the 
date of death (Date of Death Return).

For the first three tax returns of the 
estate or until the estate has been fully 
administered (whichever is earlier):

1.	 the beneficiary or the legal personal 
representative on behalf of the 
beneficiary is taxable on the amount 
to which the beneficiary is presently 
entitled, such as when an amount 
is paid (ss 97 or 98); and

2.	 the legal personal representative 
is taxable on the amount to which 
no beneficiary is presently entitled, 
at the trustee’s special marginal tax 
rates (s 99).

For subsequent tax returns of the estate 
until the estate has been fully administered:

1.	 the beneficiary or the legal personal 
representative on behalf of the 
beneficiary is taxable on the amount 
to which the beneficiary is presently 
entitled such as when an amount 
is paid (ss 97 or 98); and

2.	 the legal personal representative 
is taxable on the amount to which no 
beneficiary is presently entitled at the 
trustee’s special penalty tax rates 
(s 99A) unless the ATO determines 
to apply trustee’s special marginal tax 
rates (s 99).

A deceased estate that has not been fully 
administered for up to a period of five 
years is an “excepted trust” (s 272-100) for 
the purposes of the trust loss and bad debt 
provisions (Schedule 2F).

Further, a deceased estate that has 
not been fully administered for up to 

a period of five years is an “excluded 

trust” (s 102UC) for the purposes of the 

closely held trustee beneficiary reporting 

requirements (Div 6D of Part III).

Care is required to apply the three tax 

return period and the five-year excepted/

excluded trust period correctly.

The concept of “fully administered” 

requires the deceased estate to make 

full provision for all testamentary 

expenses and to determine to transfer 

property to the beneficiaries. It is not 

necessary that the actual property be 

transferred to the beneficiaries (this can 

be done subsequent to the end of the 

income year).1

The ATO’s Income Taxation Ruling IT 2622 

(“Present Entitlement during the stages 

of administration of deceased estates”) 

provides an administration concession 

by allowing for apportionment in the 

income year in which the estate is fully 

administered. Where the executors and 

beneficiaries are able to demonstrate, 

through the striking of accounts at the 

completion of administration, the actual 

amounts of income derived in the 

periods before and after the day on 

which the estate was fully administered, 

an apportionment may be made as follows:

�� Income derived in the period between 

the beginning of the income year and 

the day administration was completed.

�� Assessed in the hands of the 

executors or administrators under 

s 99 of the Act.

�� Income derived in the period between 

the day administration was completed 

and the end of the income year.

�� Assessed to the beneficiaries 

presently entitled to the income 

in the manner required by ss 97 

or 98 of the Act.

The benefit of using this administrative 

concession is that some of the income 

in the year of full administration may 

be allocated to the estate’s tax return. 

This means that tax savings may be made 

by using the estate’s additional tax free 

threshold and marginal tax rates.

TESTAMENTARY TRUSTS

Introduction

A testamentary trust is a trust that 
is established by a will or codicil. 
It is important to distinguish between 
a testamentary trust and a deceased 
estate. A deceased estate consists of the 
assets of a person who has died, which 
are held in trust from the time of the 
deceased’s death until their transfer to the 
deceased’s beneficiaries. A testamentary 
trust comes into existence only once the 
administration of the deceased estate has 
been completed.

The key advantage of establishing 
a testamentary trust is asset protection 
as it provides a degree of protecting 
the assets of the testator from creditors 
of beneficiaries, family law settlements 
and from the assets being squandered 
by wayward beneficiaries. 

Another significant advantage, especially 
where the testator has children or 
grandchildren, is the concessional 
taxation treatment afforded to the income 
derived by minor beneficiaries through the 
interaction of Divs 6 and 6AA.

Taxation of the trustee of a testamentary 
trust

A testamentary trust is subject to the same 
taxation rules that apply to trusts generally 
in Div 6. They provide a framework for 
assessing the trustee or the beneficiary 
on income derived through a trust. 

The circumstances in which the trustee 
is assessed on the net income of the 
testamentary trust include:

1.	 where a beneficiary is presently entitled 
to a share of the net income of the trust, 
but is under a legal disability;2

2.	 where a beneficiary is deemed to be 
presently entitled under s 95A(2) but is 
not actually entitled to the distribution;3 

3.	 where a non-resident beneficiary is 
presently entitled to a distribution;4 and

4.	 where no beneficiary is presently 
entitled to a share of the net income 
of the trust.5

A trustee is not liable to pay tax on trust 
income except as provided for by the Act.6

This article is specifically concerned with 
the operation of s 98(1). Section 98(1) states:



TAXATION IN AUSTRALIA	 Volume 44 No. 3 September 2009172

“98 Liability of Trustee

(1)	 Where a beneficiary of a trust estate who 
is under a legal disability is presently 
entitled to a share of the income of the 
trust estate, the trustee of the trust estate 
shall be assessed and liable to pay tax 
in respect of:

(a) 	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

(b) 	so much of that share of the net income 
of the trust estate as is attributable 
to a period when the beneficiary was 
not a resident and is also attributable 
to sources in Australia

	 as if it were the income of an individual 
and were not subject to any deduction.” 
[emphasis added]

Due to the similarity in wording of ss 97 
and 98, in interpreting s 98(1) many of the 
uncertainties identified in respect of s 97(1) 
are also relevant. Section 97(1) states:

“97 Beneficiary not under any legal disability

(1)	 …Where a beneficiary of a trust estate who 
is not under any legal disability 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

(ii)	 so much of that share of the net 
income of the trust estate as is 
attributable to a period when the 
beneficiary was not a resident 
and is also attributable to sources 
in Australia.” [emphasis added]

“Net income” is defined for tax purposes in 
s 95 as the total assessable income of the 
trust estate calculated as if the trustee were 
a taxpayer in respect of that income and 
were a resident, less allowable deductions.7

The undefined concepts of “presently 
entitled” and “income of the trust estate” 
and “legal disability” are discussed below.

Present entitlement

To be presently entitled to a share of the 
income of a trust estate, the beneficiary’s 
right to the income must be vested and 
indefeasible and the beneficiary must have 
a present legal right to demand and receive 
payment of the income.8 

In Dwight v FCT, Hill J stated:9 

“The words ‘vested’ and ‘indefeasible’ in the 
context of trust law are technical legal words 
of limitation… Estates may be vested in interest 
or vested in possession, the difference being 
between a present fixed right of future enjoyment 
where the estate is said to be vested in interest 
and a present right of present enjoyment of the 
right, where the estate is said to be vested in 
possession… An interest is said to be defeasible 
where it can be brought to an end and indefeasible 
where it cannot. Thus, a beneficiary with 
an interest which is not contingent but which 
interest may be brought to an end by the exercise 
of a power of appointment, would be said to have 
a vested but defeasible interest…”

The ATO in Taxation Ruling IT 329 
(“Discretionary Trusts: Section 101 
– Resolutions of Trustee”) states that 
present entitlement is created as follows:

9.	 …A declaration, resolution or other act 
of a trustee in an effective exercise of his 
discretion will amount to an application 
of income of a trust estate for the benefit 
of a beneficiary where :- 

(a)	 a specific ascertainable portion of the 
income of the year in question is thereby 
immediately and absolutely vested 
in the beneficiary so that even though 
it might not be immediately paid to the 
beneficiary it becomes his absolute 
property and would form part of his estate 
in the event (sic) of his death; 

(b)	 the declaration, resolution, etc 
is final and irrevocable. 

…

11.	Consistently with the directions given in 
paragraphs 31 and 32 of IT 328 it is accepted 
that a declaration, resolution, etc. which fulfils 
the above requirements made within two 
months after the close of the year of income 
will be effective for the purposes of section 
101, i.e. it will be accepted as an application 
of the trust income in the year preceding the 
two months period. [emphasis added]

For s 98(1) to apply, the trustee will 
either pay the amount to the beneficiary 
or will declare or pass a resolution 
to appoint the income of the trust estate 
to the beneficiary.

Share of the net income of the trust

As discussed above, “net income” is 
defined for taxation purposes in s 95 as the 
total assessable income of the trust estate 
less allowable deductions. 

The term “income” in the phrase “income 
of the trust estate” is not defined and 

takes its ordinary meaning at common 
law to be the income of the trust estate 
for trust law purposes, and to this end 
the trust instrument can empower the 
trustee to determine by classification and 
reclassification what is income of the 
trust estate.10 

There are two competing approaches 
to the allocation of the “income” of the 
trust for the purposes of calculating 
a beneficiary’s share of the net income 
of the trust estate, being the quantum 
approach and the proportionate approach. 

The “quantum” approach is that 
a beneficiary is only capable of being 
presently entitled to a portion or quantum 
of the trust’s accounting income.11 
The relevant nexus is to the “amount” 
of income to which a beneficiary can demand 
payment (quantum).12 If this approach was 
adopted the trustee would be assessable 
on the excess of the taxable income over 
the trust law income as no beneficiary would 
be presently entitled to the excess. 

The “proportionate” approach is that 
the beneficiary’s share of the net income 
of the trust is calculated by reference 
to the beneficiary’s share in proportionate 
terms of the income of the trust for trust 
law purposes to which that beneficiary 
is presently entitled.13 In this case, 
a beneficiary who is presently entitled 
to 10% of the trust’s trust law income 
will be entitled to 10% of the taxable 
income of the trust (including any excess 
over accounting income attributable to 
taxation adjustments such as addbacks for 
non-deductible items). The proportionate 
approach is now generally accepted 
as being the correct approach.14

Legal disability

A person under a legal disability may 
be presently entitled to income. In Taylor 
v FCT Kitto J stated:15

“… a beneficiary may be ‘presently entitled’ 
to income notwithstanding that he is under 
a legal disability. A disability from what? Since 
the consequence which the section attaches to 
the disability is that the trustee is to be assessed 
instead of the beneficiary the inference is 
clearly that the disability is from obtaining from 
the trustee income to which the beneficiary is 
presently entitled. It is therefore impossible to 
suppose that the learned Judges who decided 
Whiting’s case meant that a person whose title 
to a specific amount of income is absolute but who 
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is under a disability from obtaining payment of it 
is for that reason to be held not ‘presently entitled’ 
to it… ‘presently entitled’ refers to an interest in 
possession in an amount of income that is legally 
ready for distribution so that the beneficiary would 
have a right to obtain payment of it were he not 
under a disability.”

A legal disability is one that stems from 
the legal (as opposed to physical) status 
of the beneficiary. Minors, bankrupts and 
mentally incapacitated persons fall into this 
class of persons.16 

ASSESSMENT UNDER SECTION 98(1)

Introduction

When a trustee is assessed under s 98(1), 
the trustee’s duty is to do all things 
required by the tax law in relation to the 
income received by the trustee on behalf 
of the beneficiary.17 

The trustee must lodge an income tax 
return in respect of the testamentary trust 
even though the trust is not assessed as 
if it were an entity. The taxation liability 
in respect of the net income of the 
testamentary trust is then imposed 
on either the trustee in a representative 
capacity and/or the beneficiaries in respect 
of their respective proportions of the 
trust’s income.

When the trustee is assessed under 
s 98(1), the trustee is liable for tax on the 
beneficiary’s proportionate share of the net 
income of the trust. 

The procedures to be undertaken by 
a trustee of a testamentary trust who 
is to be assessed under s 98(1) can be 
summarised as follows:

�� Step 1 – determine the “income” of the 
trust estate for trust law purposes;

�� Step 2 – determine the “net income” 
of the trust estate for tax purposes 
under s 95;

�� Step 3 – determine whether 
beneficiaries are presently entitled 
to the income calculated under step 1 
and attribute to those beneficiaries the 
proportion of the net income to which 
they are entitled; 

�� Step 4 – identify any beneficiaries 
who are presently entitled but under 
a legal disability;

�� Step 5 – complete the income tax return 
for the trust estate; and

�� Step 6 – retain and pay tax on behalf 
of the beneficiary under a legal 
disability (as well as the portion of the 
net income to which no beneficiary 
is presently entitled).

The considerations associated with steps 
1 to 4 have been discussed above. Steps 5 
and 6 are discussed below.

Practical aspects of completing the 
income tax return – step 5

The ATO’s guidance on this subject is 
contained in the Partnership and Trust Tax 
Returns Instructions 2009 (Appendix 10).18 

Where the trustee of a testamentary trust 
is assessed under s 98(1), the trustee is 
required to undertake the following three 
tasks (in addition to completing the income 
tax return for the trust as usual):

1.	 Answering Part B of the questions 
provided in Appendix 10

Appendix 10 provides that if any 
part of the trust income is “excepted 
income” under Div 6AA, the trustee 
must answer Part B of the questions 
provided in Appendix 10 and retain 
the answers to those questions with 
the trust’s tax records.19 

These questions basically require the 
trustee to allocate the excepted income 
according to the source of derivation 
based on the categories of income 
listed in s 102AG(2). 

2.	 Disclosing “excepted income”

The trustee is also required to disclose 
the amount of the “excepted income”.20 
For the 2008‑09 income year, this 
amount is to be disclosed in the 
trust’s income tax return at item 14 
(“Other Australian Income”) in the label 
“excepted net income”.21

3.	 Statement of distributions

The trustee is also required to attach 
a statement to the trust’s income 
tax return detailing the distribution 
of excepted income to each recipient 
beneficiary.22 

Assessment of the trustee

All deceased estates and testamentary 
trusts are required to obtain a Tax 

File Number and lodge tax returns. 
The deceased estate and testamentary 
trust may also have to apply for an 
Australian Business Number if conducting 
an enterprise. If the trustee is not liable 
for any tax, the ATO can be requested 
to provide a “non-taxable advice”.

The trustee’s liability under s 98(1) is 
in a representative capacity23 and the 
assessment is issued to the trustee as 
trustee on behalf of the minor beneficiary.24 
The trustee is empowered to retain an 
amount sufficient to pay tax which is or 
will become due in respect of the income, 
profits or gains of the trust estate25 as 
a means of facilitating the payment of the 
tax liability. The trustee is personally 
liable for the tax payable in respect of the 
income, profits or gains to the extent of any 
amount that he has retained, or should 
have retained pursuant to s 254(1)(d), but is 
not otherwise personally liable for the tax.26

The trustee is to be assessed on that 
share of the net income attributable to 
the individual interest of the beneficiary 
separately from any other shares of the 
net income of the trust, and where there 
is more than one beneficiary on whose 
behalf the trustee is assessed under 
s 98(1), the assessments and calculation 
of tax payable are performed separately in 
respect of each corresponding share of the 
net income of the trust.27 Further, amounts 
assessable under s 98 are not aggregated 
with any assessment issued to the trustee 
under ss 99 or 99A, as these sections 
are intended to be complementary and 
mutually exclusive.28

If the beneficiary does not derive any other 
income apart from income dealt with under 
s 98(1), the assessment to the trustee under 
s 98(1) will finalise the tax assessment in 
respect of that income.29 

Assessment of the beneficiary

The ATO has stated in Taxation 
Determination TD 92/159 that a beneficiary 
is not required to lodge an income tax 
return or pay tax where the distribution 
from the trust is the beneficiary’s only 
source of income. The trustee is then 
eligible for all tax offsets30 to which the 
beneficiary would have been entitled 
including concessional rebates (which are 
not available if the assessment were under 
s 9931) and to a refund of excess franking 
credits under s 67-25 ITAA97. Additionally, 
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the Medicare levy32 is payable on that part 
of the trust income that is assessed to the 
trustee.33

Where the beneficiary is a beneficiary 
of more than one trust estate or derives 
income from any other source (such as 
salary and wages), the beneficiary must 
complete an income tax return disclosing 
the income from each such source.34 
The beneficiary will be provided a credit 
in the beneficiary’s personal assessment 
for the tax paid by the trustee pursuant 
to s 98(1).35

Payment of tax – step 6

The final task required of the trustee 
is payment of tax on behalf of the 
beneficiaries under a legal disability (as well 
as on the portion of the income to which no 
beneficiary is presently entitled). 

TAXATION LIABILITY OF MINOR 
BENEFICIARIES

Division 6AA imposes tax on a “prescribed 
person” that is not an “excepted person” 
at the minor beneficiary’s special tax rates 
in respect of the net income of the trust 
that is not “excepted trust income”.36

A minor (that is, under the age of 18 years) 
is a “prescribed person”.37 A minor is not 
a prescribed person if an excepted person 
(that is, engaged in full‑time employment, 
is in receipt of or the subject of certain 
Social Security Act 1991 (Cth) benefits 
or is medically certified as permanently 
disabled and unlikely to be engaged in 
a full‑time occupation).

If Div 6AA applies, other than for a nominal 
tax free amount38 the minor beneficiary 
is liable to pay tax at the highest individual 
marginal tax rate39 on the beneficiary’s 
share of the net income of the trust estate 
that is not excepted trust income.

The Div 6AA minor beneficiary’s 
special tax rates only apply to the minor 
beneficiary’s share of the net income of the 
trust that is not “excepted trust income” 
in relation to that beneficiary.40 Excepted 
trust income is taxed at the beneficiary’s 
marginal tax rates (adult rates).

An amount included in the assessable 
income of a trust estate is “excepted trust 
income” in relation to a beneficiary to the 
extent to which the amount was derived 
from the situations detailed in s 102AG(2), 
including where the amount is:

1.	 assessable income of the trust estate 
that resulted from a will, codicil or 
court order that varied or modified 
the provisions of a will or codicil;41 or

2.	 derived by the trustee from the 
investment of property that devolved 
for the benefit of the beneficiary from 
a deceased estate.

Accordingly, s 102AG(2) will preclude 
Div 6AA from operating where a minor 
beneficiary derives income through 
a testamentary trust. In this situation, 
s 98(1) will operate to tax the trustee 
on the minor beneficiary’s share of the 
net income of the testamentary trust 
at the beneficiary’s marginal tax rates 
(adult rates).

The following example illustrates the 
tax saving that the use of a testamentary 
trust can have where there are 
minor beneficiaries. 

Example42

Amy is a 15 year old beneficiary of a testamentary 
trust established under her father’s will. For the 
2008/09 income year the share of the net income 
of the trust to which she is presently entitled is 
$20,000. The Trustee of the testamentary trust 
will be liable under Part 1 of Schedule 7 of the 
Income Tax Rates Act 1986 for tax of $2,100 
($20,000 – $6,000 x 15%) on her behalf. If the 
trust were an ordinary discretionary trust, the 
trustee’s tax liability would be assessed under 
s 13(2) of the Income Tax Rates Act 1986 at 
approximately $9,000 ($891 x 66% + $18,693 
x 45%). The use of the testamentary trust has 
enabled a tax saving of approximately $6,900.

CONCLUSION

The taxation of a deceased estate and 
a testamentary trust is often complex. 
Whilst s 98(1) imposes additional duties on 
the trustee in respect of minor beneficiaries 
and other beneficiaries under a legal 
disability, as the above example illustrates, 
the use of a testamentary trust can result 
in significant taxation advantages where 
there are minor beneficiaries.

Renuka Somers FTIA, Lawyer
Ron Jorgensen FTIA, Principal
Harwood Andrews Lawyers
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