Taxation of distributions from discretionary trusts.  T
High Court has handed down its decision in Commissioner of Taxation and Bamford.
How does the affect estate planning?

Discretionary trusts are a standard tool in estate planning and family wealth always entails the disposal of CGT assets, which in turn give rise to capital gains.  The case is very important for understanding how the distribution of capital gains is taxed.

In the first place, the High Court has confirmed the views of the Federal Court with regard to the taxation of trust income where there is a difference between trust income according to the deed on the one hand and taxable income on the other hand. One should follow the proportionate view.  Beneficiaries will pay tax in proportion to the share of the trust income which they receive.

Can you explain?

As many listeners would know, net capital gains are included in assessable income, but they are not generally treated as income in a trust, they are an accretion to corpus.  Given that trusts are flow through vehicles and their income is usually taxed in the hands of the beneficiaries receiving it, it is important to know who will paid the tax on the net capital gains.

To take an example, imagine a trust has taxable income of $200,000, made up of $100,000 in interest and dividends and $100,000 capital gain on the sale of a property.  Let’s say, beneficiaries Xavier and Yvonne receive a distribution of trust income of $50,000 each and the accretion to corpus of $100,000 is distributed to Aaron.

So who pays the tax?

Xavier and Yvonne do, because they received the trust income.  Their taxable income will be $100,000 each, even though they received $50,000 in income only.  Aaron will pay no tax at all.

This seems grossly unfair and rather illogical.

It certain seems unfair at first blush, but it may be suit the parties.  For example, Aaron might want the money from the capital gain but Aaron might be on a high rate of tax.  Xavier and Yvonne might be uni students with little other income.  In such a case, the rule becomes a useful planning opportunity.

But what if the parties want those who receive the cash to pay the tax?

The trust could distribute all the income to Aaron in the example, but that may not suit. 

There are other ways to deal with the problem: it all depends on the income clause in the trust deed.  Some define income as what we might refer to as income for accounting purposes, which is pretty much ordinary income.  Some deeds equate trust income with taxable income, which solves the problem.  Still others give the trustee a discretion determine what the income of the trust is – it is this approach which provides the trustee with the ultimate flexibility. 

In bamford, the Commissioner argued that trust income was limited to income under ordinary concepts, and that trust deeds and trustees could not determine what it was.

Did the High Court agree?

No.  While the High Court did not come out and say that these clauses did work, the High Court did say that income of the trust in this case could include statutory income such as net capital gains.  In addition, I take the view that the fairly clear implication of the High Court’s decision is that deeds which give the power to the trustee to determine what the income of the trust is are effective to determine that certain receipts are “trust income” for the purposes of the proportionate view of Division 6.

One of the problems with the proportionate view is that if there is no trust income at all and therefore no distribution of it, but there is a capital gain and that is distributed, the trust must pay tax at the top marginal rate under section 99A because there is no beneficiary presently entitled to trust income.

This is overcome if the trustee treats the capital gain as income either because the income clause defines trust income as taxable income or because the trustee has a discretion to determine what receipts are classed as income.

So what will happen if the income clause of the deed of the trust in our example gave the trustee the power to classify a receipt as income?

If the trustee wants Aaron to bear the tax liability on the capital gain, the trustee would determine that the income of the trust includes the net capital gain and stream the gain to Aaron.  If not, the trustee could just determine that only ordinary income is income of the trust.  This provides a lot of flexibility.

So what are the practical issues flowing from this case for the estate planner?

First, you should check the income clause in your trust deed to ensure that the trustee has the power to determine whether a receipt is on income and capital account.  If the deed has on old-style “ordinary income” clause or a clause equating trust income with taxable income, you should consider amending the deed.

Secondly, if you are dealing with a large capital gain in a trust, ensure that the tax adviser is very careful with the wording of the trust resolution.  It will be necessary for the trustee to determine whether the capital receipt is income of the trust.  If this is required, there should be a written determination to that effect.
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