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A Matter of Trusts by Philip Broderick, Harwood Andrews Lawyers

This article considers three ways that the ATO has indicated that 
it will review distributions from trusts to SMSFs; the non-arm’s 
length income rules, treating distributions as contributions and 
reviewing unpaid present entitlements owing to SMSFs

The ATO’s focus on distributions 
from trusts to SMSFs

In the last few years the Australian 
Taxation Office (ATO) has significantly 

increased its focus on superannuation 
funds and specifically self managed 
superannuation funds (SMSF). One area 
of particular focus of the ATO, as shown 
in recent public announcements, has been 
the distribution from trusts to SMSFs.

This year the ATO has released numerous 
publications and rulings which consider 
three of the methods to be employed to 
attack distributions from trusts to SMSFs. 
These are:

�� taxing the distributions as non-arm’s 
length income, the applicable tax rate 
being 45%;1

�� treating a distribution from a trust 
to a SMSF as a contribution;

�� treating an unpaid allocation of income 
from a trust to a SMSF as a breach 
of the superannuation regulatory 
provisions such as the sole purpose 
test, the in-house asset rules or the 
arm’s length dealing requirements.

Legislative references in this article are 
to Income Tax Assessment Act 1997 
(ITAA97), Income Tax Assessment Act 
1936 (ITAA36) and Superannuation 
Industry (Supervision) Act 1993 (SISA). 
Reference to provisions will be in relation 
to their application to SMSFs rather than 
superannuation funds as a whole.

Non-arm’s length income

In a speech to the Taxation Institute 
of Australia on 31 March 2009,2 Deputy 
Commissioner of Taxation, Mark Konza, 
confirmed that the ATO is reviewing 
arrangements where SMSFs received 
non‑arm’s length income (or special 

income as it was known prior to 
1 July 2007). Mr Konza confirmed that: 

“We are currently litigating a number of special 
income cases which involve interposed entities 
being used to divert income to an SMSF. Some 
of these cases involve excessive rate of return 
on dividends paid to an SMSF by a related private 
company, or trust distribution amounts received 
by an SMSF arising from a fixed entitlement.

The Tax Office is also auditing and reviewing cases 
where trustees of discretionary trusts stream 
income to SMSFs. These kinds of transactions will 
always be considered special income and therefore 
taxed at a higher rate within the SMSF.”

The author has previously discussed in this 
journal the application of the non‑arm’s 
length income provisions generally to 
distributions from a trust to a SMSF.3 
This article concentrates on specific 
areas of uncertainty concerning the 
same question.

A distribution from a trust to a SMSF 
can be non arm’s length income in two 
circumstances; where the SMSF does 
not have a fixed entitlement to the income 
of the trust4 and where it does have a fixed 
entitlement to the income of the trust.5

The derivation of income by a SMSF 
from a trust other than because of holding 
a fixed entitlement will always be non-arm’s 
length income. 

The derivation of income by a SMSF 
through the holding of a fixed entitlement 
to income will only be non-arm’s length 
income where firstly, the entitlement 
to income of the trust was acquired under 
a scheme or the income was derived under 
a scheme the parties to which were not 
dealing with each other at arm’s length and, 
secondly, the amount of income is more 
than the amount that might be expected 

to derive if those parties had been dealing 
with each other at arm’s length.

The application of the non-arm’s length 
income provisions raises a number 
of issues, including:

�� do the non-arm’s length income 
provisions apply to statutory income?

�� do the non-arm’s length income 
provisions apply to capital distributions?

�� what is a fixed entitlement to income for 
the purposes of the non-arm’s length 
income provisions?

Do the non-arm’s length income 
provisions apply to statutory income?

The simpler super rewrite has confirmed 
that non-arm’s length income derived 
from a scheme under s 295-550(1) ITAA97 
applies to both ordinary income and 
statutory income derived by a SMSF and 
thus the previous uncertainty under s 273 
ITAA36 as to whether statutory income was 
special income no longer exists.6 

This uncertainty remains however for 
trust distributions as ss 295-550(4) and 
295-550(5) ITAA97 simply refer to “income” 
derived from a trust. Presumably this was 
a drafting error and it was intended that 
both ordinary income and statutory income 
derived by a SMSF from a trust would 
fall within the meaning of income under 
those two subsections. This is the view 
applied by the ATO under the old special 
income provisions.7 

An argument counter to the view of the 
ATO is that the provisions in ss 295-550(1) 
and 295-550(2) ITAA97 which specify 
that they include statutory income are 
exhaustive and that absent the specific 
inclusion of statutory income within the 
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meaning of the income referred to in 
ss 295-550(4) and 295-550(5) ITAA97, 
income referred to in those subsections will 
retain its ordinary meaning. 

In the author’s view it is unlikely that 
a court would accept such a narrow 
interpretation as it is in conflict with the 
intent of the provisions.

Do the non-arm’s length income 
provisions apply to capital distributions?

The non-arm’s length income provisions 
do not appear to apply to amounts derived 
from a trust that are not ordinary income 
or statutory income. This raises the 
question as to whether capital amounts 
derived by a SMSF can ever be non-arm’s 
length income. 

It is the author’s view that the non-arm’s 
length provisions do not apply to capital 
distributions because if the legislature 
intended to include capital payments under 
the non-arm’s length income provisions 
it would have done so expressly as it 
has done in other provisions in the tax 
acts.8 In any event distributions of capital 
to a SMSF could be in breach of other 
prudential provisions.9

What is a fixed entitlement to income 
for the purposes of the non-arm’s length 
income provisions?

The phrase “fixed entitlement” is not 
identified as a defined term in s 295-550 
ITAA97.10 

Fixed entitlement is defined in s 995-1(1) 
ITAA97 as a fixed entitlement to a share 
of the income or capital of a trust if the 
entity has a fixed entitlement to that share 
within the meaning of Div 272 of Schedule 
2F ITAA36. It is not clear whether this 
definition is to apply to “fixed entitlement” 
in s 295-550 ITAA97.11 

If the definition in Div 272 of Schedule 2F 
ITAA36 is to apply, then for a SMSF to have 
a fixed entitlement to income it must have 
“a vested and indefeasible interest in 
a share of the income of the trust that the 
trust derives from time to time”.12 

This is a strict definition that is akin to an 
interest of a beneficiary of a fixed or bare 
trust. Under s 272-5(2) Schedule 2F ITAA36 
a right to income in a unit trust will not 
be defeasable by reason only that units 
may be redeemed or issued provided that 
units can only be redeemed or issued on 

the basis of the net asset value of the unit 
trust according to Australian accounting 
principles. This implies that a SMSF 
cannot have a fixed interest in the income 
of a unit trust that does not satisfy these 
requirements.13

The ATO’s view is that “fixed entitlement” 
was not defined for the purposes of s 273 
ITAA36.14 In its ruling and taxpayer alert 
on special income15 the ATO expressed the 
view that the meaning of fixed entitlement 
for the purposes of non-arm’s length 
income/special income will always depend 
on the rights and entitlements under the 
relevant trust deed. 

According to the ATO a SMSF must have 
“an interest in the income of the trust that 
was, at the very least, vested in interest, 
if not in possession, immediately before the 
amount was derived by the trustee”.16 

The ATO’s view would appear to be 
consistent with the definition of fixed 
entitlement in Schedule 2F ITAA36 by 
requiring the interest to be vested and 
indefeasible.17 

However in Taxation Ruling TR2006/7 
the ATO does not distinguish between 
types of unit trusts and treats unit trusts 
as generally creating a fixed entitlement 
to income and capital.18 It would therefore 
appear that the ATO accepts that a SMSF 
can have a fixed entitlement in a “standard” 
unit trust without having to satisfy the new 
unit and redemption of unit requirements 
in s 272-5(2) Schedule 2F ITAA36. 

Whether the ATO’s views above will 
change under the ITAA97 rewrite of the 
special income/non-arm’s length income 
provisions is not yet known.

In light of this uncertainly it is prudent 
that if a SMSF wishes to invest in a unit 
trust, that the unit trust meets the 
requirements in s 272-5(2) Schedule 2F 
ITAA36, commonly referred to as a “fixed 
unit trust”.

Distributions from trusts 
as contributions

In the recent draft ruling, TR 2009/D3,19 
the ATO has come to a surprising 
preliminary view; that a distribution from 
a discretionary trust will be a contribution 
to a SMSF unless the SMSF’s interest in the 
trust is an “investment”. This conclusion 
appears to be derived from the definition 
of contribution adopted by the ATO in the 

draft ruling that “an amount will be 
a superannuation contribution if it increases 
the capital of the [SMSF]” unless it is 
income profit or gain from an investment.20

Specifically TR2009/D3 states:

“138. A distribution made by the trustee 
of a discretionary trust to a superannuation 
provider is a contribution to the fund unless the 
fund’s interest in the discretionary trust is an 
investment. In these circumstances, the receipt 
clearly increases the capital of the superannuation 
fund. Further, the amount cannot be characterised 
as income, profit or gain from the use of the 
existing capital of the trust because the provider, 
being a mere object of a trust, does not have an 
interest in the discretionary trust that can be said 
to be an investment in the discretionary trust. 

139. A distribution from a trust in which the 
superannuation provider has an interest will not 
be a contribution to the fund where the distribution 
is a return on, or of, the investment of fund 
moneys. In these circumstances, the distribution 
can be characterised as income, profit or gain 
arising from the use of the fund’s existing capital.” 

However this view ignores the nature 
of a distribution from a trust. 

A distribution of income by the trustee 
of a trust to a SMSF as a beneficiary by 
an appointment or creation of right to that 
income will be income of the SMSF and not 
a contribution. An appointment of income 
by the trustee of a trust to a SMSF lacks 
the requisite intention from the trustee that 
an amount is contributed to a common 
stock or for a common purpose. 

The trustee of a trust is required to 
determine to accumulate or appoint the 
income of the trust to the beneficiaries 
and therefore, in the absence of any 
evidence to the contrary, any share of the 
income of the trust so appointed will 
simply be income derived by the SMSF 
as a beneficiary and not a contribution.

The ATO appears to be attempting 
to expand the notion of contribution 
as a defacto regulatory tool. Additionally 
the ATO has not stated, if a distribution 
from a trust is a contribution, how such 
a “contribution” is to be allocated to 
members and how those “contributions” 
will be counted for the purposes of the 
contribution caps. 

In the author’s view there are already 
ample regulatory21 and taxation22 tools 
available to the ATO to attack distributions 
from a discretionary trust to a SMSF. 
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Hopefully the ATO will reconsider its views 
(expressed in TR 2009/D3 on the meaning 
of a contribution and those on many of the 
other issues raised in the draft ruling) when 
the ruling is released in final form.

Unpaid present entitlements 
owing by trusts to SMSFs

The ATO has recently released two 
rulings23 in which it seeks to treat the 
presence of an unpaid present entitlement 
(UPE) as potentially being an in-house 
asset,24 in breach of the arm’s length 
dealing provisions25 and in breach of the 
sole purpose test.26 

The ATO’s argument that a UPE could 
constitute an in-house asset as a loan from 
the SMSF to the trust is primarily based on 
the expansive definition of a loan in s 10(1) 
SISA which extends the meaning of a loan 
to include “the provision of credit or any 
other form of financial accommodation.27

The ATO’s view that a UPE could breach 
the arm’s length dealing requirements 
in s 109 SISA is based on the view that 
an arm’s length beneficiary of a trust would 
not “generally allow substantial amounts 
of distribution entitlements to remain in the 
trust without receiving an appropriate 
return on this amount, for example a market 
rate of interest”.28

The ATO considers that these rules could 
apply even where the SMSF is a sole 
beneficiary/unit holder of a trust.29

Significantly the ATO’s view will apply 
to pre-12 August 1999 unit trusts as the 
ability of SMSFs to reinvest distributions for 
further units under s 71D and s 71E SISA 
ceased on 1 July 2009. In late June 2009 
the ATO released a publication advising 
that trustees of SMSFs should reinvest any 
UPEs by 30 June 2009 or risk those UPEs 
being treated as in-house assets.30 

Effectively, in the view of the ATO, 
all appointments of income from a trust 
to a SMSF must be paid and any UPEs that 
remain unpaid could potentially breach the 
SISA rules referred to above.

This does raise the question of when 
an appointment of income to a SMSF 
must be paid in order to avoid the ATO 
applying these provisions against a SMSF. 
In example three of SMSFR 2009/331 the 
ATO states that (in the circumstances 
set out in the example) the payment on 
31 May 2008 of an amount representing 

an appointment of income made on 
30 June 2007 would not constitute a breach 
of the above regulatory provisions.

Conclusion – considerations for 
a SMSF investment in a trust

The ATO has made its intention clear; 
it proposes to attack some distributions 
from trusts to SMSFs. 

In order to reduce the likelihood of the 
ATO taking action against a distribution 
from a trust to a SMSF on the basis that it 
is non-arm’s length income, a contribution, 
or an in-house asset, or has caused the 
arm’s length dealing provisions or the sole 
purpose test to be breached, a trustee 
of a SMSF should review its investments 
in or distributions from any trust.

Considerations for such an investment 
or distributions should include:

�� does the SMSF have a fixed entitlement 
to income of the trust? 

�� if the trust is a unit trust, is the unit trust 
a “fixed unit trust” that satisfies the 
requirements of s272-5(2) Schedule 2F 
ITAA36?

�� have the appointments of income to the 
SMSF been paid (or at the very least will 
they be paid by 31 May following the 
end of the financial year)?

If the trustee of a SMSF answers no to any 
of these questions then, in order to reduce 
the likelihood of any ATO scrutiny, those 
investments or distributions should be 
urgently reviewed.

Postscript – recent AAT decision 
on special income

In the recent decision of FFWX v FTC32 
the AAT has found that dividends derived 
by a SMSF from shares in a private 
company (the assets of which were shares 
in a public company) were special income. 
The reason was not that the SMSF received 
a disproportionate share in the dividends 
(it in fact received dividends in proportion 
to its shareholding) but rather because it 
acquired the shares in the private company 
for less than market value. This rationale 
could be applied to treat trust distributions 
received by a SMSF as non-arm’s length 
income where the SMSF acquired its 
interests/units in the trust for less than 
market value consideration.

Philip Broderick
Senior Associate
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