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There are two main forms of trusts that affect the operation of small business, the first being a discretionary trust and the second, a unit trust.

This paper is concerned with discretionary trusts.  (For comments on unit trusts, please see Paper 003-025 - Unit Trusts).  (A flow chart on Discretionary Trusts is in Addendum 003-020a).
1. Settlor

The person who establishes the trust and signs the trust document should never be a beneficiary of the trust.  The settlor may transfer property to the trustee to be held on trust.  The settlement amount is usually relatively small (usually less than $100) with more substantial assets being transferred or loaned after the trust has been established.  The majority of trust deeds are established by lawyers or companies which only produce trust deeds and the settlor will often be the lawyer or director of the company which established the Trust Deed.
2. Trustee

Can be a company or one or more individuals.
It is not recommended that beneficiaries under the trust are trustees.
The trustee is responsible for all day-to-day activities of the trust.  The trustee may resign or can be changed by the decision of the appointor.
The trustee has extremely wide legal and trust responsibilities for the diligent administration of the trust’s assets.

The trustee holds assets on behalf of the beneficiaries of the trust and the trustee normally has the power to make distributions of income or capital to any beneficiary or beneficiaries.

3. Trust Deed

In most situations the Trust Deed is a document prepared by a solicitor or a shelf company business.
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The Trust Deed sets out: 
· the objects of the Trust;
· what it can do;
· investment powers;
· borrowing powers;
· period of the Trust (cannot exceed eighty years);
· names of settlor, beneficiaries, trustee, appointor.
4. Beneficiaries
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Can be divided into a number of groups: 
· default beneficiaries;

· primary beneficiaries;
· secondary beneficiaries;
· tertiary beneficiaries.
Default beneficiaries – are the beneficiaries who are entitled to the income of the trust if a valid trust minute is not made before 30 June each year.

Primary beneficiaries - normally the husband and wife and present and future children.

Secondary beneficiaries - normally future grandchildren and great grandchildren.

Tertiary beneficiaries - other trusts, companies, religious organisations, charities etc.
5. Business Activities

The trust, through the trustees, can conduct virtually any type of business activity that is approved by the Trust Deed in basically the same way as any other business activity operates.

However, trading must be in the name of the trustee, e.g. XYZ Pty Ltd as trustee for ABC Family Discretionary Trust trading as OPQ Hot Bread.

This is the entity terminology that must appear on all stationery, accounts, bank accounts, cheques etc.

6. Appointor(s)

If there is an appointor, the name would be stated in the Trust Deed.  It is this person (or his/her personal legal representative) who has the right to change the trustee and to make any other changes that may be approved in the Trust Deed.

7. Distribution Of Profits, Capital Gains And Franking Credits
The trustees decide how to distribute net profit, franking credits and capital gains earned by the trust, where they are allowed under the Trust Deed.

It is always recommended to review the Trust Deed yearly before making distributions from the trust.

The trustees are not bound by any fixed or predetermined percentage of distribution.

The Australian Taxation Office have guidelines when dealing with the interaction of trusts, taxable income, trust income and unpaid present entitlement which arose due to the case of Bamford -v- Commissioner of Taxation (2009) FCAFC 66.  These guidelines also incorporate the government’s subsequent decision regarding the intended allowance of franking credits and capital gain streaming.

Extreme care must be taken in regards to this matter and we recommend that you consult your taxation adviser and read TR 2010/3 and PS LA 2010/4.

As it currently stands, any trust which has a company as a beneficiary and the trust distribution remains unpaid at year end, will be subject to TR 2010/3 and PS LA 2010/4 and as such the Australian Taxation Office will automatically deem that the company has made a loan to the trust for the purposes of a s109D of ITAA 1936.

Where this unpaid present entitlement is not actually cashflowed by the relevant time or a division 7A loan agreement is not put in place and implemented, the PSLA 2010/3 has provided the Australian Taxation Office’s view of an accepted method for the company and trust to deal with this unpaid present entitlement in one of three ways:
Option 1

· Invest the funds representing the UPE in a specific income producing asset or investment (also referred to as a sub-trust).

Option 2

· Treat the UPE as a loan with yearly interest payments over a ten year period with the entire amount to be repaid at the end of the ten year period based upon the prescribed interest rate equal to the Reserve Bank of Australia’s indicator lending rate for small business variable overdraft for the month of May before the start of that income year.

Option 3

Treat the UPE as a loan with yearly interest payments over a seven year period with the entire amount to be repaid at the end of the seven year period based on the Australian Taxation Office benchmark interest rate.
We recommend that for each year the following occurs:

· The Trust Deed is reviewed to ensure its income definition is current and allows the trustee to define the income of the trust in accordance with S95 of the ITAA 1936.

· The Trust Deed has an attribution clause to allow the trustee to distribute different classes of income.

· Review the beneficiaries to determine who may receive the different classes of income.

· Ensure the Trust Deed does not contain any clauses which automatically converts balances in an unpaid beneficiary entitlement account to a loan account is removed.

· Record any unpaid beneficiary entitlement account in the equity section of the balance sheet.

· Ensure the trust distribution minutes/resolution is done in accordance with the new requirements and before 30 June each year and take into account distribution of franking credits and capital gains where appropriate.

8. Taxation

In normal circumstances, a Discretionary Trust does not pay income tax.

A Discretionary Trust does pay income tax when the trustee has not distributed the taxable income for the year.  This is at a penalty rate - currently 47% plus 2% Medicare levy.

Normally what happens is that the trustee makes a distribution to the beneficiaries who then have to include the amount of the trust distribution in their own individual income tax return and add the trust distribution to all other earnings and pay income tax at the marginal rates for their total taxable income (which obviously includes the trust distribution).
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Discretionary trusts can be an effective means of income splitting, where allowed by the trust deed and an effective distribution minute is created before 30th June each financial year.
More specifically, discretionary trusts are a very effective structure for those people entering into a business and wanting to maintain maximum flexibility.

For capital gains tax purposes, a discretionary trust offers flexibility in the distribution of income.  It enables the gain to be distributed to individual family members who do not have other significant income and therefore are subject to a lower marginal rate of taxation.  For further information, refer to Paper 012-020 - Capital Gains Tax - Introduction.
Trusts are not useful to everyone.  Salary and wage earners, or people who derive their income principally from personal exertion, are unable to obtain any significant benefits from a discretionary trust.

Taxation rates applying to the income of minors, including trust distributions for 2022/23, who were residents of Australia, not excepted persons and have no excepted income, are as follow:
	2022/2023

	Income
(excluding excepted income)
	Tax rates

	$0 – $416
	Nil

	Over $416
	45%


9. Trust Losses And Bad Debts

Tests apply to trusts similar to those which apply to companies relative to the claiming of losses carried forward and bad debts.

A trust must satisfy certain tests before prior year losses and current year losses can be deducted and bad debts deducted.  Generally losses carried forward and bad debts will not be deductible where there is a change in the persons who will benefit from the deduction as compared to the persons who were the beneficiaries when the trust actually incurred the losses or when the transaction relating to the ultimate bad debt occurred.

For losses carried forward from previous years and bad debt deductions, if specific tests are not complied with, the carried forward losses or bad debt write off cannot be claimed as a tax deduction.

For losses incurred in the current year, if specific tests are not complied with, the income year is divided into periods and the net income or loss is calculated for each period.  If the tests are not complied with a deduction will not be allowable for a specific period.

Further details on the treatment of taxation for Discretionary Trusts are contained in Paper 012-046 - Discretionary Trusts - Taxation Treatment.
10. Asset Protection

Asset protection can also be achieved by a trust through the segregation of property and investment assets from any business venture of significant risk into separate trusts.

Most trust documents provide that the trustee shall make the distribution of profits prior to the end of the financial year.

11. Beneficiaries’ Accounts

a) Distribution of Profits

Once the trustee has made a distribution to a beneficiary (the distribution does not have to be by cheque - it can be a journal entry), then that money legally belongs to the beneficiary.  The trustee however is normally empowered by the Trust Deed to utilise beneficiaries' current accounts for the benefit of the trust - with or without interest.

b) Payments for the Benefit of Beneficiaries

The trustee is normally empowered to make payments on behalf of a beneficiary (if under eighteen years) for the maintenance, education and advancement in life of the beneficiary - even if the payment is made to a parent who is also a beneficiary under the trust.  The receipt of such payments by the parent is tax-free income in the parents’ hands.

Any such payments are debited to the beneficiary's current account.

c) Capital Profit Distribution

The trustee may normally exercise its discretion to distribute capital profits to various beneficiaries.

d) Claim on Balance in Current Account

A beneficiary on obtaining the legal adult age (18) can claim the balance in his/her name in the beneficiary’s account.

12. Trustees' Actions

A beneficiary can sue a trustee for a wrongdoing whilst acting as trustee.
A person, after turning eighteen, can sue for wrongful acts done at any time during his/her childhood.

13. Trustees' Meetings

Minutes should always be kept of trustees' meetings.
Some examples of minutes are in Addendum 003-020b:
· This is a minute prepared by the company accepting appointment as trustee of a trust.

· This is a minute of a company acting in its capacity as trustee of a trust distributing the trust income for the year.

Addendum 003-020a
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Addendum 003-020b(1)

003-020b(1) 
Draft Trustee Minutes - Acceptance Of Appointment As Trustee

MINUTES OF A COMPANY ACCEPTING APPOINTMENT AS TRUSTEE OF A TRUST

MINUTES OF A MEETING OF DIRECTORS OF BLOGGS PTY LTD - ACN 000 000 000 HELD AT THE REGISTERED OFFICE OF THE COMPANY ON THE 1ST JULY 20XX AT 5.30PM.

	PRESENT:
	John Bloggs

	
	Mary Bloggs

	
	

	
	

	APPOINTMENT OF CHAIRPERSON:
	It was RESOLVED that John Bloggs be appointed Chairperson of the meeting.

	
	

	
	

	MINUTES:
	Minutes of the previous meeting were read and confirmed.

	
	

	
	

	FAMILY TRUST TRUSTEE:
	It was RESOLVED that the company accept the position of and act as trustee for a family trust to be known as The Bloggs Family Trust and all assets acquired and all liabilities incurred would be held beneficially on behalf of that trust.  The Trust Deed dated 1st day of July 20XX between John Smith as the settlor and this company as trustee, was produced to the meeting and it was RESOLVED that the Common Seal of the company be affixed to the Trust Deed.

	
	

	
	

	SETTLED SUM:
	It was RESOLVED that the ten dollars ($10.00) paid to the company as trustee of the Bloggs Family Trust be invested by the company with its bank in an interest bearing deposit account of the longest duration.

	
	

	
	

	CLOSURE:
	There being no further business, the Chairperson closed the meeting at 5.40pm.

	
	

	
	Confirmed.

	
	

	
	

	
	

	
	...............................................................

	
	CHAIRPERSON


Addendum 003-020b(2)
003-020b(2) 
Draft Trustee Minutes - Distribution Of Income

MINUTES OF A COMPANY ACTING IN ITS CAPACITY AS TRUSTEE OF A TRUST

DISTRIBUTING THE TRUST INCOME FOR THE YEAR

THE BLOGGS FAMILY TRUST

(Established under Discretionary Trust Deed)

MINUTES OF MEETING OF DIRECTORS OF

BLOGGS PTY LTD - ACN: 000 000 000 AS TRUSTEE FOR THE BLOGGS FAMILY TRUST

HELD AT THE REGISTERED OFFICE OF THE COMPANY

ON THE 29TH JUNE 20XY AT 5.00PM

	
	

	PRESENT:
	John Bloggs

	
	Mary Bloggs

	
	

	
	

	APPOINTMENT OF CHAIRPERSON:
	It was RESOLVED that John Bloggs be appointed Chairperson of the meeting.

	
	

	
	

	ACTING AS TRUSTEE:
	The Chairperson confirmed that Bloggs Pty Ltd was meeting in its capacity as trustee of the Bloggs Family Trust.

	
	

	
	

	APPROPRIATION OF TRUST INCOME:
	It was RESOLVED that the income of the trust for the year ended 30th June 20XY be appropriated, set aside and applied in the following proportions to the following beneficiaries:

	
	Tom Bloggs



$2,667

	
	Tina Bloggs



$2,667

	
	John Bloggs



50% of Balance

	
	Mary Bloggs



50% of Balance

	
	

	
	

	VARIATION OF INCOME:
	It was RESOLVED that should the Commissioner of Taxation disallow any amount as a deduction or include any amount in the assessable income of the trust, such amount or amounts are to be deemed to be distributed on the 30th June 20XY to John and Mary Bloggs in equal proportions.

	
	

	
	

	RATIFICATION OF TRUSTEE’S ACTIONS:
	It was RESOLVED that all actions of the trustee during the year relating to the investment of trust monies and application of income, be ratified and confirmed.

	
	

	
	

	CLOSURE:
	There being no further business, the Chairperson closed the meeting at 5.15pm.

	
	

	
	Confirmed.

	
	

	
	...............................................................

	
	CHAIRPERSON

	
	


AN IMPORTANT MESSAGE

The forms and commentaries contained in this paper are provided as a guide only and should not form the sole basis for any advice in relation to the particular situation of any person without first obtaining proper professional advice.

This paper is provided on the understanding that ESS BIZTOOLS Pty Ltd (ACN: 078 451 439) will not be responsible as a result of any use made by users hereof of the forms or commentaries of this paper without first obtaining specific professional advice.  Neither shall ESS BIZTOOLS Pty Ltd be responsible for any errors or omissions contained in these papers.  ESS BIZTOOLS Pty Ltd expressly disclaims liability whether under contract or negligence and whether to a direct purchaser of these papers or to any other person who may borrow or use them in respect of any loss or damage flowing therefrom whether direct or consequential.  In particular and without limiting the extent of this disclaimer ESS BIZTOOLS Pty Ltd accepts no liability if any form or commentary contained herein, whether used in its original form or altered in some way by the user, proves not to be valid or not to attain the end result desired by the user.  This exclusion shall extend both to the user and to any client of the user who may suffer loss as a result of the use of these papers and it shall apply even though ESS BIZTOOLS Pty Ltd may have been negligent in the publication or preparation of these papers.  The user acknowledges that it has not made known to ESS BIZTOOLS Pty Ltd any particular purpose for which these papers are required and that it has not relied on ESS BIZTOOLS Pty Ltd's skill or judgement to provide a paper suitable for any such purpose.

INTELLECTUAL PROPERTY NOTICE

The authority to use all copyright, trade marks and other intellectual property rights comprised in this paper is held exclusively by ESS BIZTOOLS Pty Ltd (ACN: 078 451 439).  Neither these rights nor any part of this paper may be used, sold, transferred, licensed, copied or reproduced in whole or in part in any manner or form whatsoever without the prior written consent of ESS BIZTOOLS Pty Ltd (ACN: 078 451 439).
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