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The purpose of this paper is to provide relevaskgeound information on the taxation of trusts
in Australia, including the taxation of both Audiaa resident and foreign resident trust estates.

It is intended that this paper will operate as ekgeound briefing paper for the case study to be
discussed in the Conference session "Do you speast™? Holding, managing and transferring
family assets around the world through the useusts$, foundations, nominees and other
techniques".

Constitutional and general law background to trustlaw in Australia

1. Australia operates in a Federal structure underittew Federal Constitution. The
Australian Federation is based on the model praviethe United States of America.
However, Australia has a Westminster parliamensgsgem, and the English common
law remains of significance across Australia batkivil law and in criminal law. The
Australian States and Territories have separatsl&gres, executives and courts.

2. The Australian Federal Parliament has no constitali power to legislate in respect of
trusts. Trust law is a matter of common law areléigislation of each Australian State
and Territory Parliament. Each State and Tewribtas its own trusts legislation.

3. However, the Federal Parliament has used its powatsr the Federal constitution to
influence how some trusts operatéor example, the Parliament has used its
constitutional powers to make laws in respect opomtions and old age pensions to
affect how superannuation (or pension) trusts dpera

! Partner, Minter Ellison Lawyers, Australia, B Cobl,B (Hons) (Qld) LLM (London School of EconomicsJTIA.
| am indebted to Sally Newman, a lawyer with Minglison, for her assistance with the backgroursgtaech for,
and preparation of, this paper.
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4.

Australian trust law is based upon, and retainsynwdithe features of, trust law in the
United Kingdom (UK).

The use of trusts in Australia

5.

6.1

6.2

6.3

Of all common law jurisdictions, perhaps Austrdias the most experience of trusts
being used for trading and investment purposes.

Some of the uses to which trusts are put in Auatratlude the following:

Real Estate Investment Trusts ('REITS'): Austrafies the leader in tax legislation which
led to the development of REITs (or Listed Propétysts (‘LPTs') as they are more
commonly known in Australia) dating from the eat§70%. Australia's REIT market is
the second largest in the world, behind the USadrehd of Japdnand was one of the
first markets to be established.

Superannuation/Pension Funds: Trusts have bednmugeistralia to receive compulsory
occupational superannuation (pension) contributfonghe last 20 years. All
superannuation funds operate as trusts. Superaomfiands have become an important
part of tax planning in Australia. The total fisnd those superannuation trusts exceeded
A$1 trillion for the first time this yeAr Australia is reported to now have the fourth
largest funds management industry in the worll study by Trowbridge Deloitte,
released in August 2007, forecasts that Austradigd@rannuation wealth would rise by
300 percent over the next 15 years (that is, to #ili&n), at a rate of 10 percent per
annum. Andrew Gale, Trowbridge Deloitte managiagmer, said that self-managed
superannuation funds were predicted to double 12615 and 2021 when they would
hold the bulk of funds under management.

Trading and investment by private individuals: Ageom partnerships, trusts for many
decades have been the only ‘'flow through' or ‘frarent’ vehicles for tax purposes in
Australia (as it is generally the beneficiaries velne taxable on trust income rather than
the trustee). Shares are commonly held in tlustsominees, and joint ventures are
frequently conducted through unit trusts. Privath wealth individuals tend to have
structures consisting of numerous trusts and cormapan order to maximise planning
opportunities for tax, asset protection and suécesdUnlike partnerships, trusts offer
limitation of liability protection for investors ithem. One of the key limitations on trusts
in Australia though, is that, unlike companiesstsuare not capable of perpetual
existence. However, as trusts are transparematagenerally, and as individual
beneficiaries of trusts may receive more favourgdptetreatment than companies (for
instance, beneficiaries can access a 50% discoucdital gains which is not available
to companies), trusts remain a popular structur@f@stment.

Also, although some Australian laws have been thtced which have, to an extent,
affected the use of trusts where trusts are useHdeler assets from credit‘&rs

2 The first Australian REIT was the General Propdimyst which was established in 1971.

3 Asian Legal Online, 27 August 2007

* Total superannuation assets in Australia reachetitfillion during the March 2007 quarter accoggdto figures
released by the Australian Prudential Regulatiotharity (APRA).

® Australia's managed funds industry is ranked fobehind those of the US, France and Luxembouimrding to
the Federal Government's global investment arms®iustralia.

® Australia's bankruptcy laws have become incredgisaphisticated due to the use of trusts to ptstassets from
creditors. The relevant act is tBankruptcy Act 1966 There are a number of provisions for the recpoér
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discretionary trusts remain useful because thegrde/the ownership of assets from the
use of, or access to, assets.

8. One of the major attractions of companies is thatiability of shareholders is limited to

the value of their shares. On the other handjsade of a trust is personally liable for any
debts and liabilities he, she or it incurs in tberse of carrying on trust business. While
the trustee generalljas the right of indemnity from trust assets tisgaliabilities
incurred in its capacity as trustee, the trustedss personally liable for any excess
liability. Using a corporate trustee provides ectmanism to limit such liability.
However, it should be noted that the directors obgporate trustee are subject to the
same liabilities as directors of any company. Bieraies of a discretionary trust are
usually not liable for the debts of the trust aederally will not be liable to indemnify
the truste®

Australia's taxation regime — introduction

9. Australia's Federal taxation regime is based uperiaxation of income, including capital
gains. Australia does not impose estate tax otayfat either the State or Federal level.
Australian States and Territories impose stamp,duitych affects trusts.

10. Australia generally taxes its residents on globhebme, and taxes non-residents only on
income from Australian sources. However, this gaherinciple in respect of non-
residents is modified by the withholding tax regiwieich applies to outbound payments
of dividends, interest and royalties (which are sudtject to assessment as income). Non-
residents do not have to pay tax on capital gaimsrahan gains in respect of Australian
real estate and in respect of the disposal ofestsrin certain ‘land rich' entities, that is, in
resident or non-resident entities whose ‘underlyradue is principally attributable to
Australian real property, and the assets of Ausimgbermanent establishments.

11. Australia has a sophisticated regime for the taxabif foreign sourced income derived by
its residents, including the controlled foreign gamy ('CFC') regime and the
complementary foreign investment fund (‘FIF") rul@$ese regimes are dealt with later
in this paper.

property of a bankrupt which relate to avoidinghgactions during various periods prior to bankryptied avoiding
sham transactions. The trustee in bankruptcylestatrecover property owned by an entity thatjruthe
‘examinable period’, was controlled by the bankrapt benefited from his or her personal servicas (Foperty
which appears to be owned by a trust or companjésicome into existence through the personaltsfrthe
bankrupt and in reality is beneficially owned by thankrupt) as well as property owned by a napeedon but
which, during the ‘examinable period’, the bankrupés or derives a benefit from and either;

(i) the property is acquired as a direct or indiresult of the bankrupt’s financial contributiors;

(ii) the value of the person’s interest in the ndp increases as a direct or indirect result eflinkrupt’s financial
contributions (section 139A) (e.g where a bankhgst diverted his income to purchase a house xoipehnis
partner's name, and the bankrupt derives a befnefit living in that property). The ‘examinable &t is either 4
years prior to the commencement of the bankruptaglation to property acquired by a related entityfrom the
first point of insolvency in the year prior to thathe bankrupt became insolvent in that year.

A trustee has no right of indemnity from trustetssvhere the trustee has acted in breach of trust.

8 Section 197(1) of th€orporations Act 200provides that a director of a corporate trustekbei personally liable
only where the trustee's right of indemnity is ltsbugh conduct by the trustee which disentitiés indemnity, or
if the terms of the trust deny the indemnity. Bleetion was amended in late 2005 to include thigdtion on
liability for directors of corporate trustees. Tieed for the amendment arose as a result of aidedf the South
Australian Supreme Court Hanel v O'Neill(2004) 22 ACLC 274 where the court held that divexof trustee
companies would be personally liable if there wiasafficient trust assets out of which the trustegporation
could be indemnified.

ME_73081558_1 (W2003)



4
Taxation of Australian resident and non-residemsts W D Thompson, Minter Ellison

12. Australia has comprehensive double taxation agraen{®TAS') in place with over 40
countries. These DTAs are largely based on the@&@del Convention, although a
number of DTAs entered into before Australia's tdgains taxation (CGT') regime
commenced do not contain provisions to deal wightétxation of capital gains. In any
event, foreign residents will not now be taxed apital gains other than those which are
in respect of Australian real estate and permagstiablishments as outlined above.

13. A number of Australia's DTAs contain most favourgdion clauses.
Taxation of trusts

14. Generally, trusts in Australia are not taxed agtiesf except for certain prescribed
corporate and public trading trusts. Trusts othan corporate and public trading trusts
(which are dealt with in more detail below) arepdatly, taxed as 'flow through' vehicles:
that is, any part of a trust's net income to whaaksident beneficiary is presently entitled
is taxed in the hands of the beneficiary at thaefieiary's marginal rate of tax. Income
of the trust may be taxed in the hands of the érugtthere is no beneficiary with a
present entitlement to the income, or if the beady is under a legal incapacity (for
example, if the beneficiary is a mifipr To avoid being taxed on trust income, the
trustee must resolve by the end of each incometpedistribute all trust income to
beneficiaries so that the beneficiaries are présentitled to it. If the income of the
trust is accumulated it is taxed in the hands eftthstee. In that case, the trust income
will not be taxable again in the hands of the biergies when distributed. An exception
to the flow through treatment described above iegpect of the taxation of Australian
trusts with non-resident beneficiaries, or in lielato the taxation of Australian
beneficiaries of non-resident trusts. The taxttneat applicable in these situations is
discussed below.

15.  For the purposes of the provisions relating totéxation of trusts, other than the CGT
provisions, a trust is a resident of Australiadarincome year if one of the following
applies at any time during the income year:

(@) the trustee is an Australian resident; or
(b)  the central management and control of the trust Australia.
16. Atrustis a resident trust for CGT purposes if:

(@) for atrust that is not a unit trust, a trustearisAustralian resident or the central
management and control of the trust is in Australia

(b)  for a unit trust:
® one of the following requirements is met:
(A) any property of the trust is situated in Austradig;
(B) the trust carries on a business in Australia; and

(i)  one of the following requirements is also met:

® The age of majority is 18.

ME_73081558_1 (W2003)



5

Taxation of Australian resident and non-residemsts W D Thompson, Minter Ellison

17.

18.

19.

20.

21.

22.

(A) the central management and control of the companyAustralia;
or

(B) Australian residents hold more than 50% of the fieia¢interests
in the income or property of the trust.

Net capital gains (net of capital losses) are iketlin the net income of a trust. Where a
trust holds an asset for at least 12 months, theflméaries are usually eligible for a 50%
CGT concession in respect of their share of anytalagmin made on disposal of the asset.
Corporate beneficiaries are not eligible for thaaassion.

Trusts which conduct a business may be entitlddrtbher CGT concessions under so-
called 'CGT small business concessions'. Receahdments mean the small business
CGT concessions now apply to entities with more glemstructures and greater wealth
than previouslyf.

Generally, losses incurred by a trust cannot besteared or distributed to any of the
beneficiaries. Subject to certain specific requieats being met, losses must be
‘quarantined’ in a trust to be carried forwardhmy trust indefinitely until offset against
future net income. If the trust terminates bethrelosses can be offset against income
they are lost. There are provisions which preteatnjection of income into a loss trust
unless certain conditions are met. These are d#hliater in this paper.

Australia's tax rates applicable to individuals seeout in Schedule 1.

A corporate trustee is not taxed as a companyjsanolt therefore is not obliged to pay
company primary tax on trust income.

Some trusts, however, are taxed in the same wagrapanies. The relevant provisions
were introduced to counter the use of trusts toyaar businesses that would otherwise
ordinarily be carried on by companies (and wheeeiticome derived would be taxed at
the company rate).

(& The netincome of 'corporate unit trusts' is tatxethe trustee at the corporate rate
of tax. Distributions to beneficiaries (unit hotdpof corporate unit trusts are
taxable in the same way as dividends paid to sbéders. An Australian resident
trust will be a 'corporate unit trust' if:

® as part of an arrangement for the reorganisati@anaafmpany or company
group, the unit trust acquires property or a bissrtbat at some earlier time
has been the property or business of a companifyar associate of a
company, and shareholders of the company receivightato take up units
in the unit trust; and

(i) the unit trust is a 'public unit trust'.

9°0n 12 April 2007, the Tax Laws Amendment (2006 Meas No. 7) Act 2007 received Royal Assent. s
amends the small business CGT concessions prosjgiemerally with effect from 1 July 2006. Forigeonly up
to two controlling individuals, or one controllimgdividual and their spouse who had an interesiénbusiness,
could access the concessions. The new testignditant individual test' requiring only a 20%témest to be held,
which can be held either directly or indirectlydbhgh one or more interposed entities. The newifigignt
individual test enables up to eight taxpayers (@éaur significant individuals plus their spousespeuses must
have an interest percentage of greater than nidgteefit from the concessions.
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(b)

Generally, a unit trust is a public unit trust fyeof the following apply:
0] any of the units are listed for quotation on a lstexchange;

(i)  the units are held by 50 or more unit holders; or

(i) any of the units are offered to the public.

The net income of a 'public trading trust' is atsaed to the trustee at the corporate
rate of tax, and, as is the case for a corporaterust. Distributions by the public
trading trust are taxed as though they were cotpati@idends. An Australian
resident trust may be a 'public trading trust i§ia public unit trust (the criteria
are broadly the same as for corporate unit trustse) and is also a 'trading trust':
that is, if it carries on a trading business ortomla such a business, either directly
or indirectly. A trading business is any businebgch involves business other
than primarily investment in land for rental or @thhan investment or trading in
financial instruments. The exemption under thelipukading trust rules for
investment primarily in land to derive rent is thesis for Australia's REIT
industry.

23. Superannuation/pension funds

(@)

(b)

(€)

(d)

(e)

Australia's taxation of retirement income is undisnghat tax is imposed at three
stages: on contributions made to retirement oriparfands, on earnings within
the fund, and on income streams and lump sumsvest&iom the fund.

Deductions are allowed for contributions to pendiords by employers, and in
certain circumstances fund members can also clamctions or rebates for
contributions to funds.

As part of ongoing reform, from 1 July 2007, AuBtnas aged 60 and over will
not pay tax on income streams or lump sums recdioeal their retirement fund if
the fund has already paid tax on contributionsnid @arnings of the fund. Once a
fund commences to pay a pension, it is not sulbjetzx on its earnings or capital
gains.

As retirement incomes are no longer assessabd tib the person is over 60 when
the benefits are paid, there is an incentive tdionoa to work while drawing down
on retirement funds. As part of its policy of eamging longer workforce
participation, the Government is also allowing gdedp draw down pensions from
their pension fund from the age of 55 while conitiguto work. Prior to age 60,
these pensions are taxable.

International commentators have queried whetheobthe new concessional
retirement fund provisions can be accessed by esidents of Australia.
Although non-residents can become members of, aia montributions to,
Australian funds, the availability of the concessibtax treatment of payments
from retirement funds to foreign residents is ledifprimarily because:

0] contributions to Australian funds will be subjeatimits, and

(i)  generally money from a non-resident non-complyingdf cannot be
transferred on a tax effective basis into an Alisingund.
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24,

25.

Will trusts

(@) It can be said that death is 'the ultimate tax seién Australia: there is no death
or gift duty, any CGT on death can be deferred witimate sale of the assets by
the beneficiaries of the will, certain transactiocas be undertaken tax free if done
by will: for example, forgiveness of any commerldabt, and income may be
split among beneficiaries through the use of trirstie will.

(b)  Will trusts (also called 'testamentary trusts') barused to split income and secure
adult tax-free thresholds and marginal rates forard. The impact of the
application of adult marginal rates and tax-freesholds also means using a
testamentary discretionary trust often has a bttteoutcome than using a
company, as advantage can be taken of the arbibetgeen lower personal rates
of tax and the company tax rate. Note there ameedimitations on the use of
these provisions to secure adult tax-free threshf@idminors, but these are
beyond the scope of this paper.

Prescribed private funds ('PPFs')

(@) PPFs are a form of charitable trust, introducedustralia in 2001. Donations to a
PPF are tax deductible. The purpose of their thiction was to provide
individuals and families with greater opportunittean previously existed to set
up private trust funds for philanthropic purposes.

(b)  Limits apply to the accumulation of money withiPRF. PPFs must only make
gifts to certain prescribed, generally charitabladies.

Taxation of Australian trusts with non-resident bereficiaries

26.

27.

Where a non-resident beneficiary is, or becomessgntly entitled to a share of the

income of an Australian resident trust, broadlyttistee is liable to pay tax on that share
of income. The beneficiary is also required tdude the income in its assessable income,
but the beneficiary may claim a credit for tax paydthe trustee. If the tax payable by the
beneficiary is less than that paid by the trusteegxample, because some of the income
of the trust was from foreign sources), then the-resident beneficiary is entitled, upon
application, to a refund from the ATO for the exxes

The assessable trust income does not include e@itb@me subject to withholding tax or
franked dividends which are exempted from withhoddiax.

Capital gains tax and non-residents of Australia

28.

Until recent CGT reforms, which apply in relatian@GT events happening on or after
12 December 2006, non-residents were subject tardliss income tax on realised gains
on assets that had the 'necessary connection witralia’. This included shares or units
held in Australian companies or trusts (exceppfantfolio holdings of less than 10 per
cent in listed companies and unit trusts) at amg tduring the five years prior to the
relevant disposal. Interests held by non-residem®n-resident entities did not have the
necessary connection with Australia and generadiyewnot subject to Australian income
tax.
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29.

30.

31.

32.

33.

34.

35.

36.

For CGT events happening on or after 12 Decemb@®8,2tbn-residents are subject to
CGT on disposal of interests in resident or nomdesg entities whose ‘underlying’ value
is principally attributable to Australian real psofy. Non-residents are now only subject
to Australian CGT in respect of 'taxable Australmoperty (‘TAP'). The following are

all TAP:

(a) assets used in carrying on a business throughnaapent establishment (PE) in
Australia;

(b)  real property situated in Australia (including nmgitenements);
(c) ‘indirect Australian real property interests'; and
(d)  options or rights to acquire any of the thingselisabove.

An 'indirect Australian real property interestessentially a membership interest of at
least 10 per cent (on an associate inclusive bas#s)esident or non-resident entity
(including a trust) where the market value of thétg's assets that are taxable Australian
real property is more than 50 per cent of the gatibtal assets.

Accordingly, Australia now generally imposes CGTyoon non-residents where the
interest held is an interest (direct or indirentpustralian real property, but not otherwise
on shares or units in Australian companies orgrust

Earlier this year, the ATO issued an InterpretivxiBion, ATO ID 2007/60, which
expresses the view that the foreign resident CGhngation will not apply to net capital
gains or losses to which a non-resident of Austialipresently entitled through an
Australian resident trust other than a fixed trugtithough this Interpretive Decision
does not have the force of law, it does provid@nditation of the approach the ATO will
take on this issue.

It is important to note that, in any event, anyeésscquired before 20 September 1985
will not be subject to CGT on disposal, as theyensmequired before Australia’'s CGT
regime commenced and therefore fall outside thiemeg

Although foreign residents are only subject to G&ITTAP, where an individual ceases
to be an Australian resident, a CGT event happeai CGT assets that the taxpayer
owns (including ‘indirect Australian real propeiryerests’), other than TAP.

Ordinarily, this would mean that a capital gailass could arise in respect of all such
assets held by the individual when the individwesdses to be an Australian resident.
However, the individual can elect to ignore anyitzdgain or capital loss arising as a
result of ceasing to be an Australian residente d$sets are then treated as taxable
Australian property and, if disposed of, are subjeche CGT regime. That is, the
capital gain may effectively be deferred.

An individual will not be subject to Australian C@h disposal of an asset in respect of
which an election has been made to ignore anyalagain under the provisions described
in the preceding paragraph if he or she is a UKI®resident when the disposal occurs.
This is because the Australia/US and Australia/UKAB give exclusive taxing rights to
those other jurisdictions in respect of such aagap’. This means that where taxpayer

1 See, for example, Article 13(6) of the Australi&/DTA.
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37.

38.

39.

40.

41.

makes a choice to disregard making a capital gaiaoasset on cessation of Australian
residency, and the taxpayer becomes a US or UKartand then disposes of the asset,
Australia will not seek to tax the disposal of dsset.

The Australia/Canada DTA adopts a different appndacallowing an elective 'step up'
to market value where a person ceases to be @&ne¢sitiAustralia and is taxed in
Australia on the gain on deemed disposal.

There are some other specific exemptions fromriposition of CGT on ceasing to be a
resident, including an exemption for short termdests, but a discussion of all
applicable exemptions is beyond the scope of thep

No CGT event occurs when a non-resident becoméaisinalian resident, or a trust
becomes a resident for CGT purposes. However, bpooming an Australian resident,
the person is deemed to acquire all of their asgbtsr than TAP. Special rules apply in
relation to the cost base of assets and the dategoifisition of assets.

Many of Australia's DTAY¥ were entered into before the introduction of CGT985°

and have not been reviewed or amended since CGTntvaduced. These treaties
therefore do not contain provisions which deal gwadly with the tax treatment of
capital gains and losses made in respect of asbéth have the relevant connection with
Australia. The position taken by the CommissiasfeFaxation in relation to Australia's
pre-CGT DTAs is that the alienation of propertycetacts as a 'sweep up' provision
allowing the taxation of gains from the disposapafperty.

Section 3A of thénternational Tax Agreements Act 198f8ectively allows Australia's
alienation of property article to deal with alieipatof interests in any entity, Australian
resident or not, whose assets consist wholly onguily of Australian real property. The
enactment of section 3A arguably resulted in aateibl change of the alienation of
property article in many of Australia's DTAs. Sigection was enacted in response to
the decision of the Full Federal CourtGommissioner of Taxation v Lamesa Holdings
BV* that the alienation of property article only alletvthe ATO to 'look through' one
entity rather than tiers of entities to determirteetiner there had been a disposition of

property.

Taxation of Australian resident beneficiaries of na-resident trusts

42.

43.

Australia has introduced three regimes which aitalcertain foreign sourced income to
Australian resident taxpayers. The purpose ofetihegimes is to ensure that foreign
sourced income of Australian residents is taxeflustralian rates of tax, and to prevent
offshore accumulation of income in low or no taxgdictions.

The regimes are:

12 TR 2001/12 identifies the pre-CGT treaties at ffara\ number of the treaties, including Germangigium,
Malta and Finland, have not been renegotiated she@ntroduction of CGT.

3 Thelncome Tax Assessment Amendment (Capital Gaing)986(Cth subjected capital gains arising out of
disposals on or after 20 September 1985 to taxéyanclusion in the assessable income of a taxpalbke Act
took effect from 24 June 1986.

14(1997) 77 FCR 597
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(&) the controlled foreign company ('CFC') regime (Whioakes 'tainted’ passive
income of Australian controlled non-resident compaywhich has not been
comparably taxed offshore, taxable in the handsustralian residents);

(b)  the 'transferor trust' regime (which attributesoime of non-resident trusts, which
has not been comparably taxed offshore, to Auatraksident beneficiaries where
resident Australian entities have transferred pryge, or provided services to,
the trust); and

(c) the 'foreign investment fund' ('FIF') regime, whagbplies where neither the CFC
regime nor the transferor trust regime apply (ahittvattributes income sheltered
in offshore companies and trusts to Australiandessis).

44.  The transferor trust regime and the FIF regimegciviaipply to non-resident trusts, are
discussed in detail below.

45. There is a fourth regime, the deemed presentemigtht regime, which is another
attribution mechanism forming part of Australiagngral provisions for the taxation of
trusts. Generally, Australia's domestic trust taxaprovisions apply to non-resident
trusts in the same way as to resident trusts. Mery¢he deemed present entitlement
provisiong® do affect how these domestic trust provisions apphon-resident trusts.

46. Deemed present entitlement regime
(&) Under the deemed present entitlement provisiorgsb#neficiary holds an interest

in a non-resident trust, including a contingentubure interest, then the
beneficiary is deemed to be presently entitledhéorelevant share of the income
of the trust.

(b)  Thatis, the beneficiary is deemed to have receiveaime from the trust and will
be taxed on it accordingly, regardless of whetmerad the income was in fact
received.

(c) These deemed present entitlement provisions, readlly, have a broad potential
scope of operation. They are not drafted in any twanesh with the FIF or
transferor trust regimes. Their operation in pcacis therefore uncertain and
problematic.

(d)  The government has announced its intention to tepealeemed present
entitlement provisions, but no amending legislatias been prepared and no
indication has been given of when this might occur.

46.2 Transferor trust regime

(@)

(b)

The objective of the transferor trust regime iptevent Australians accumulating
concessionally taxed or tax free income in lowjtaisdictions.

Generally, the transferor trust provisions applyevehAustralian residents do the
following while Australian residents or did thelfmking before they became
Australian residents::

15 Sections 96B and 96C of thecome Tax Assessment Act 1936
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0] transfer assets or value (including services)noraresident discretionary
trust for inadequate or no consideration, includirigere the transfer is
made to establish the trust; and

(i)  after 12 April 1989, transfer assets or value (idgig services) to a non-
resident non-discretionary trust for inadequataamconsideration,
including where the transfer is made to estabhshttust.

(c)  Where Australian residents have made such a traiséewhole of the
‘attributable income' of the trust is generalljlunied in the resident's assessable
income. Attributable income is calculated accogdim legislative formulae
depending upon whether or not the trust estatesisient in a 'listed' country: that
is, a country which is considered to have a taxesgahich is comparable to that
of Australid®.

(d) Attributable income is, broadly, calculated asdal:

® For trusts resident in an unlisted country, the levtod the net income of the
trust estate, less any amount subject to full tarah either Australia or a
listed country;

(i)  For trusts resident in a listed country, that pathe net income of the trust
that is concessionally taxed, less any amount sutgeull taxation in
either Australia or a listed country (no amournih™uded in the income of
the transferor Australian resident if the aggregdtiebutable income
derived by trusts to which the transferor has fiemsd value is equal to or
less than the lesser of 10% of the aggregate afehexcomes of the trusts;
or $20,000).

(e) There are exemptions from the transferor trust nmess including the following:

0] where the transfer is made in the ordinary coufsrisiness and there were
comparable arm's length transfers made to othémamdcustomers;

(i)  where the transfer is made pursuant to an armggheransaction and the
transferor (and its associates) was not in, andhdiccome to be in, a
position to control the trust estate;

(i)  where a transfer is made on or before 12 April 11@88 discretionary trust
where neither the transferor nor any of its assesiaere in a position to
control the trust after that date;

(iv)  where a transfer is made by trustees of a decessatd pursuant to the
wishes set out in a will of a deceased person myaunt to a court order
varying the terms of the will (there are certamitations to this exception);
and

(v)  where a natural person:

(A) transfers assets or value (including services)ttast which is a
non-resident family trust at all relevant timesvien the start of the

16 Listed countries include Canada, France, Germzapan, New Zealand, the UK and the US.
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taxpayer's 1990/1991 income year and the end akleeant year
of income; or

(B) first becomes an Australian resident after 12 Ape89 and makes a
transfer to a non-resident family trust beforedescy commences,
provided the trust always remains a non-residentlyatrust.

() For the purposes of the transferor trust provisiartsust is a ‘family trust' if it is
either:

® a post-marital family trust (which, broadly, coniet® existence as a result
of marriage breakdown) where the primary poteftéieficiaries of the
trust are non-resident natural persons who arereitte spouse or former
spouse of the transferor, a child of the transferasf the spouse of the
transferor, or a person who was a child of the tarspouse of the
transferor when the marriage subsisted.

(i)  family relief trusts, which are established to pdevassistance to certain
persons (who must be named in the trust deed)jd@d\the assets of the
trust are not excessive having regard to the rements of the
beneficiaries and provided no transfers of propertyervices have been
made to the trust since 12 April 1989.

46.3 FIF regime

(@) The FIF rules apply to foreign trusts which are swdtject to the transferor trust
provisions.

(b)  Generally, the FIF provisions apply to Australia@sidents who have either an
interest in the corpus or income of a non-residerst (which includes a unit in a
unit trust) or an option or similar instrument whigives a right to acquire such an
interest.

(c)  The FIF provisions attribute to such Australiaridests a share of the income of
the non-resident trust. Any amount so attribugeslibject to taxation in Australia.

(d)  There is a number of exemptions from attributioncltare relevant to interests in
FIFs, including:

® where the taxpayer has a 'balanced portfolio't ithavhere the total of the
taxpayer's interest in taxable FIFs is less than;10

(i)  complying Australian superannuation funds and aedasets of life
insurance companies;

(i)  foreign employer-sponsored superannuation funds;
(iv) interests in certain US entities, including:

(A) a full exemption for FIF interests in REITS, regathinvestment
companies, and entities that are treated as cdipasaand taxed on
global income under US revenue law; and
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(B) alimited exemption for FIF interests in limitedbility companies,
and limited partnerships, that are taxed as pasfmes in the US,
and US common trust funds.

(v)  FIF interests held as trading stock and broughttmunt at market value;

(vi) interests held by Lloyd's members which form p&# tloyd's premiums
trust fund,

(vii)  when all the taxpayer's interests held in FIFseotively total less than
$50,000 at the end of the income year; and

(viii) temporary visitors and temporary residents.

47. Complex anti-overlap rules are intended to priseitihe CFC, FIF and transferor trust
regimes to eliminate double taxation. The antislagerules do not extend to the deemed
present entitlement regime. If none of the regiapgdy, then a resident beneficiary
receiving a distribution from a non-resident tmnsty, in any event, be taxed upon receipt
under Australia's ordinary income tax provisions.

48. Despite the existence of anti-overlap rules, thg tha regimes operate in practice gives
rise to much confusion. The regimes overlap edlobrat times, and are both complex
and give rise to inconsistent outcomes. For exammane of the exemptions in the FIF
or transferor trust regimes are available unded#emed present entitlements rules. This
means that, for instance, an Australian residemt ads an interest in a trust created on
the death of a non-resident is arguably caughhéyperation of the deemed present
entitlement rules, even though he or she is spadlyiexempted from tax under the other
regimes. Such an outcome seems to obviate thefoe#t carve outs under the FIF and
transferor trust regimes and is plainly an anomaly.

49. The Treasurer has announced that the Board of ibaxiatto undertake a review of the
foreign source income anti-tax-deferral regified he Board released a discussion paper
in May 20078, and is to provide a final report to the Treasu@ing the second half of
2007. The objectives of the review are to:

(@) reduce complexity and compliance costs, and

(b)  examine whether the anti-tax-deferral regimes ataik appropriate balance
between countering tax deferral and unnecessaiiipiting Australians from
competing globally.

Trusts and companies: a brief comparison

50. Prior to the introduction of the system of full iotption of taxation of company profits in
1987, Australia had the 'classic' system of taxadfbcompany profits. The profits of
companies were taxed in the hands of the compatigairevailing company tax rate
(now 30%) and then dividends paid from the compmawiere taxed again in the hands of
shareholders at the shareholders' own margina adteax. This effectively led to the

" A copy of the Treasurer's media release (Numb@raf@006) can be obtained from the Treasurer'ssiteeht
http://www.treasurer.gov.au/tsr/content/pressrele&)06/109.asp

18 A copy of the discussion paper can be obtainem fite Board of Taxation website at
http://lwww.taxboard.gov.au/content/anti_tax_defessp
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51.

52.

53.

54.

55.

56.

double taxation of company profits and was a sigaift historical reason for the use of
trusts to operate businesses in place of companies.

With the introduction of the dividend imputationsggm the situation changed. To the
extent that dividends paid to shareholders by apaom have already borne tax in the
hands of the company (that is, to the extent thetlividends have been ‘franked’), the
shareholder will by imputed with the tax on thefjggsoout of which the dividend is paid.
The shareholders receive a credit or offset ofdaxhe tax paid by the company on the
profits from which the dividends were declared.adidition, if a shareholder's tax rate is
less than the 30% company rate they may receis® sefund of the excess franking
credit above the tax payable by them on the dindderhis is especially advantageous to
Australian superannuation (pension) funds whiclelea15% tax rate and tax exempt
bodies such as charities.

Non-residents do not receive full imputation creditut may have their dividend
withholding tax reduced to the extent that theabwd is franked. So, if the dividend is
fully franked, the dividend withholding tax is rexkd to zero.

There is no requirement upon companies to payhauit profits each year to shareholders.
It is therefore possible to retain profits in a gamy as working capital.

These changes, together with the reduction ofateeaf company tax to 30%, and limits
upon the amount of income which trusts may effetyidistribute to minor children,
have meant that some of the taxation advantageeefty held by trusts over companies
have been removed.

Despite that, trusts still retain advantages owvenganies in respect of their inherent
flexibility and the CGT advantages of access to5f# CGT discount not available to
companies.

A major disadvantage of trusts is that they cateotised tax effectively to retain profits,
because of the requirement that trustees mustdaer ¢o avoid being taxed on trust
income, resolve to distribute the income of thettao that the beneficiaries are presently
entitled to all of the trust income.

Anti-avoidance measures

57.
57.1

57.2

57.3

Trust loss measures

If a trust operates at a loss, the loss will berguned within the trust and cannot be
distributed amongst the beneficiaries or the teusti¢is generally only possible to use
those losses as deductions against income inubkefar succeeding income years if the
trust satisfies certain tests relating to ownershipontrol of the trust.

The trust loss rules apply to corporate unit trasis public trading trusts, as well as to
fixed and discretionary trusts. Deceased estategranted a period of grace for the
completion of administration of the estate beftwe rules apply.

A trust defined as a ‘family trust' can utilise tbeses without having to satisfy any
further requirements, even if income is injectetd e trust from other family entities to
soak up the losses, if it makes a 'family trustta'.
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58.

58.1

58.2

59.

60.

Under separate rules which are designed to prerading in imputation credits, if a
discretionary trust holds shares, it cannot satls#y'45 day holding period rule (which
requires that shares be held at 'risk' for mora #tadays), as no beneficiary has an
identifiable interest in the shares until the tee& discretion has been exercised. The
consequence is that it cannot pass franking crattashing to dividends it receives to the
beneficiaries. Again, as with the loss trust ruthe exception is if the trustee makes a
‘family trust election'.

In making a ‘family trust election’, a test indivad must be specified to define the ‘family
group'. The family group includes members of #s individual's family and any
companies/trusts in which family members have figatittements to all of the income
and capitdf’.

The significance of making a 'family trust electimthat once it has been made, any
distribution (income or capital) by the trust tasmns or entities outside of the family
group will be subject to a special tax called famlly trust distribution tax' at a rate of
46.5% (that is, the top marginal rate of tax fatiuiduals plus Medicare lev§

A number of other provisions are contained in thelégislation to deal with
arrangements utilising trusts. For example:

(&) Section 99B of théncome Tax Assessment Act 19BBAA 1936') applies to tax
amounts paid to, or applied for the benefit ofeadficiary who is a resident at any
time during the income year where the amount reprtissrust income of a class
that is taxable in Australia but has not previous#en subject to tax in the hands
of the beneficiary or trustee.

(b)  Section 100A of the ITAA 1936 operates to combyasttstripping' schemes
whereby trust income is diverted to third partiad away from the real, intended,
beneficiary. The third party then reimburses titended beneficiary with a tax-
advantaged distribution. Section 100A operatdaxsuch distributions linked to
‘reimbursement agreements' at penal rates of tax.

The general anti avoidance rule - Part IVA of ltheome Tax Assessment Act 193€h)

(@) Part IVA is the general anti-avoidance provisionha Tax Act. Briefly Part IVA
applies where:

® A taxpayer enters into a 'scheme’ (this is veryelidiefined and includes
any form of agreement, understanding, arrangentejt e

(i)  As aresult of the scheme any person obtains beagfit - the expression
'tax benefit' is defined as either the allowanca déduction from
assessable income which would not have been allogveglould not have
been expected to be allowed, but for the schentfeeoexclusion of income
from assessable income which would have been iadluar would have
been expected to be included, in assessable inbatrfer the scheme; and

Y There is a Bill presently before Parliament whigh, if enacted, widen the definition of 'familyrgup’ to include
lineal descendants and distributions to former spsuwidows/widowers and former step-children: Taw
Amendment (2007 Measures No. 4) Bill 2007

20 Family Trust Distribution Tax (Primary Liability) & 1998
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(b)

(€)

(i)  The sole or dominant purpose of any party in emgeinto the scheme was
to obtain the tax benefit for the taxpayer.

The test for determining if a tax benefit existsl &or determining the sole or
dominant purpose in entering into a scheme is gttie test. There are a eight
specified factors which must be considered in reispkthis test of dominant
purpose, including the manner in which the schemag entered into, the form and
substance of the scheme and the nature of any cohmméetween the taxpayer
who obtains the benefit and any other person wfinaacial position changes as a
result of entry into the scheme.

Unlike some other countries, Australia has no essrpurpose exemption from
this general anti avoidance rule, and Australiamrtsohave interpreted the general
anti-avoidance rule according to its teffns

Particular issues under Australian law

61.

62.

Foreign tax credits

(@)

(b)

(©)

Australia's foreign tax credit regime allows foedits for foreign tax paid on
foreign income which is assessed to tax in Austraf credit is available up to the
amount of Australian tax payable in respect of thegign income.

For a credit to be available, the taxpayer hastpdysonally liable, and must pay,
the foreign tax. However, the taxpayer will beed to have done so where the
foreign tax is paid by:

0] another person by arrangement;

(i)  atrust estate in which the taxpayer is a beneficia
(i) a partnership in which the taxpayer is a partner; o
(iv)  the imposition of withholding tax by the source oty.

There is an issue as to whether or not a taxpaeelpaid' foreign tax where a trust,
of which the taxpayer is a beneficiary, receive®ime which is subject to tax (for
example, withholding tax) but the tax is paid nptlwe trustee of the trust but
rather by an unrelated third party (in the withlddtax example, this tax would

be paid by the entity making the payment to thstjru The foreign tax is not

'‘paid' by the trust estate, and has not been paikpect of income actually
received by the taxpayer (but rather has beenlpaalthird party on income
received by the trust). Therefore, the benefictargpayer cannot receive any
foreign tax credit in respect of tax paid by thiedparty.

ATO taxation administration

The ATO in recent times has attempted to use kausto strike at arrangements using
trusts. This is so, even though the Commissioasmio direct interest in the trust and the

% The following paper by the author contains a distan of the way in which Australian courts haveligal Part
IVA: 'Applying Part IVA'The Tax Specialisfolume 10, No 4, April 2007 pp 186 to 200.
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relevant trust law rules are only relevant as betwibe trustee and the beneficiaries.
Some recent examples follow:

(@) The rule against perpetuities

(i)

(ii)

(iii)

(iv)

(v)

(vi)

(vii)

(viii)

The 'rule against perpetuities', or the rule agagmoteness of vesting,
operates to prevent a trust continuing foreveris Tile can be a concern
for some ultra high wealth families who seek a pargl structure to hold
assets.

Under the common law rule against perpetuitiestrigt must terminate
within 21 years of the death of a named persondit the date of creation
of the trust (that is, the duration of the trusiégdermined by reference to a
life in being).

Most Australian states (other than South Australiaich is discussed
below), allow a trust to fix a perpetuity period&# years from the date on
which a settlement takes effect while retainingagbmmon law period as
an alternative.

Australian trust deeds often specify a period of&8rs as a default period
for duration of the trust: that is, the trust d@edvides that the trust
operates for the longer of the period determinecelfigrence to the life in
being, or the period ending 80 years after settigrakthe trust.

Under a statutory ‘wait and see' rule, interestghvivould previously have
been void from the outset because they might ig&itine rule against
perpetuities are now valid until it is certain ttfa vesting, if it occurs,
must occur outside the period allowed by that rule.

One Australian State, South Australia, has nowslaggd to abolish the rule
against perpetuities and allow perpetual trusts.

The perpetuity period of a trust is especially valg where a distribution is
made from one trust to another. It is importargénsure that the trust
receiving the distribution must end before thettmasich is making the
distribution. Otherwise, the distribution mayvaed for infringing the rule
against perpetuities. The ATO is keen to pursaeedhypes of
arrangements.

See for example the decisionNlemesis Australia Pty Ltd v Federal
Commissioner ofaxatiorf?, where the trustee of a family trust had
attempted to make appointments of trust incoméedrustees of other
family trusts. The perpetuity period in the appinig trust deed was 80
years, and the vesting dates in the other trubtsdtside the 80 year period.
Dismissing the ATO's arguments that the appointmerst void for
breaching the rule against perpetuities, the Fé@zrart relied upon the
‘wait and see' rule and held that, as the trustedee other trusts could
advance the vesting date pursuant to powers ca@uamthe trust deed, it

#2[2005] FCA 1273
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was not certain that the vesting would occur &fterend of the original 80-
year period.

(b) Resettlements

(i)

(ii)

(iii)

Conclusion

Where a trust deed is amended, and the amendnverst ige to a
fundamental change in the trust relationship, thi®Anay consider that the
trust has been 'resettled": that is, the trustdrasinated and a new trust has
commenced.

The tax effect of a resettlement can be significdot example, on the
basis that a resettled trust is not the same éstate, a resettlement may
cause carried forward tax benefits to be lost, lzmkficiaries may be
deemed to have disposed of their interests in tiggnal trust (and acquired
interests in the new trust) with associated CGTsegnences.

A recent decision by the New South Wales {\WWSSupreme Court in
Stein v Sybmore Holding'sshows that the courts may be willing to allow
trustees to circumvent a resettlement of the tsystuthorising trustees to
amend the terms of the trust deed to change thimgeatate, even if doing
so would result in some variation to the intere$tiseneficiaries. In
Stein’scase, the trustee was expressly prohibited froenaing the trust
deed to extend the vesting date. However, undeepogranted by the
NSW trusts legislation, the court granted the #eshe power to amend the
trust deed to do so, even though the amendmeritedsa a variation to
beneficial interests, on the basis that the amendawvanced the
objectives of the trust. The ATO is reviewing tHecision.

Trusts remain a popular vehicle for trading anestiment in Australia. Despite the intrusion by
trust laws and the Commissioner into the operaticinusts for tax purposes, and despite the
existence of some complex regimes in respect ofatkegtion of non-resident beneficiaries of
Australian resident trusts, the inherent flexililif trusts and the asset protection and tax
planning benefits they provide will ensure theintioued popularity.

W D Thompson

23[2006] NSWSC 1004
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Schedule 1

Individual tax rates: Australia

Resident individual rates: 2007/2008 financial year

$0 - $6,000 Nil
$6,001 - $30,000 15c for each $1 over $6,000

$30,001 - $75,000 $3,600 plus 30c for each $1 $86r000
$75,001 - $150,000 $17,100 plus 40c for each $t $¥8,000
Over $150,000 $47,100 plus 45c for each $1 oved 0B

The above ratedo notinclude the Medicare levy of 1.5% that is appked rate of 1.5%
to taxable income.

Non-resident individual rates: 2007/2008 financial year

Taxable Income Tax on this Income

$0 - $30,000 29c for each $1

$30,001 - $75,000 $8,700 plus 30c for each $1 $86;000
$75,001 - $150,000 $22,200 plus 40c for each $t $¥8,000
Over $150,000 $52,200 plus 45c for each $1 oved 0B

Non-residents are not required to pay the Meditzang
Resident minors individual tax rates: 2007/2008 financial year

Div 6AA Taxable Income Tax on this Income
$0 - $416" Nil

$417 - $1,307 66% of the excess of $416
$1,307+ 45% of the total amount that is not exagpteome

2 Note that it is possible to combine this figurghwihe low income rebate (which is a maximum od@pto

effectively increase the Div 6AA tax-free threshédd unearned income of eligible resident minowsir
$416 to $1,334.
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