
The rules for the taxation of trusts are 
complex and in need of reform. A point 
that has been made many times since 
Hill J observed in Davis v FCT1 that “the 
scheme of Division 6 calls out for legislative 
clarification, especially since the insertion 
into the Act of provisions taxing capital 
gains as assessable income”. 

Coupled with the complexities Hill J 
referred to is how the trust taxation rules 
apply when there are foreign beneficiaries 
and/or foreign income. The deregulation of 
financial markets and exchange controls 
since the 1980s, online transactions, 
and the increased global mobility of 
individuals mean that consideration of the 
international aspects of trust taxation will, 
in many instances, be “the new black” for 
trustees.

This article provides a “whistle-stop tour” 
of the key (but not all) trust taxation rules 
for Australian resident trusts with foreign 
beneficiaries.2 

Sections 97, 98 and 98A
The basic scheme of the income tax 
legislation3 is that foreign residents’ 
assessable income includes ordinary 
and statutory income from all Australian 
sources and other income that a provision 
includes in assessable income on some 
basis other than having an Australian 
source.4 (Note, the legislation does not say 
that foreign residents are only assessed on 
Australian source income.) 

Section 97 of the Income Tax Assessment 
Act 1936 (Cth) (ITAA36), the main trust 
assessing provision, says that “the 
assessable income of [a presently entitled] 
beneficiary shall include … 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”.

Section 98 ITAA36 complements s 97. 
In simple terms, if the beneficiary is a 
foreign resident at the end of the year, s 98 
applies; if the beneficiary is an Australian 
resident at the end of the year and a 
foreign resident for part of the year, s 97 
applies. In this latter case, the beneficiary’s 
assessable income under s 97 will include 
its share of:

  all net income of the trust attributable to 
when the beneficiary was an Australian 
resident; and

  the net income of the trust attributable 
to when the beneficiary was a foreign 
resident and attributable to an 
Australian source.

Section 98 applies where the beneficiary 
is a foreign resident at the end of the 
year with different rules depending on 
whether the beneficiary is an individual 
(or company) or the trustee of a trust. For 
individual (not under a legal disability) 
or company beneficiaries, the trustee 
is assessed (at the top marginal rate 
excluding Medicare) on the beneficiary’s 
share of the net income of the trust:

  attributable to the period when the 
beneficiary was an Australian resident; 
and

  attributable to the period when the 
beneficiary was a foreign resident and 
is attributable to Australian sources.

For foreign resident trustee beneficiaries, 
the Australian trustee is assessed but only 
on Australian sourced income.

Foreign beneficiaries to whom s 98 applies 
are also assessed under s 98A ITAA36 on 
the income. The interaction of ss 98 and 
98A is such that s 98 acts as a non-final 
withholding by the trustee on behalf of the 
foreign beneficiary. On filing an Australian 
tax return, the foreign beneficiary will 
receive a refund (or partial refund) if the tax 

payable is less than that paid by the trustee 
(for example, if the foreign beneficiary 
has deductions or is on less than the 
top marginal tax rate) or will have a tax 
liability to pay if the beneficiary has other 
Australian income.5 

Conduit foreign income
Despite its name, conduit foreign income 
is not foreign income, it is Australian 
income — an unfranked dividend paid by 
an Australian company. 

Division 802 ITAA97 contains the conduit 
foreign income rules. Broadly, conduit 
foreign income is tax-exempt foreign income 
(for example, non-portfolio dividends) 
received by an Australian company that is 
then paid as an unfranked dividend to a 
foreign resident (and declared to be conduit 
foreign income). The conduit foreign income 
is non-assessable non-exempt in the hands 
of the foreign resident and is not subject to 
withholding tax. 

Section 802-17 ITAA97 operates to allow 
the same treatment where the share of the 
net income of a trust that is reasonably 
attributable to an unfranked dividend 
declared to be conduit foreign income 
is paid to an Australian trust with foreign 
resident beneficiaries who are presently 
entitled to that income. That is, the share 
to which the foreign resident beneficiary 
is presently entitled is non-assessable 
non-exempt and is not subject to 
withholding tax. 

Interest, unfranked dividends 
and royalties
As set out above, foreign resident 
beneficiaries are assessed on Australian 
source income under a combination of 
ss 97, 98, and 98A. 

For Australian source interest, dividends 
and royalties, the withholding tax rules in 
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Div 11A ITAA36, in combination with the 
ATO view in IT 2680, are such that a foreign 
resident beneficiary presently entitled to 
unfranked dividends, interest and royalties 
is taxed under Div 11A (rather than Div 6 
ITAA36) even if the trust has no net income 
or has incurred a loss. Withholding tax 
under Div 11A is a final tax. 

The withholding tax rates of 30% 
(unfranked dividends and royalties) and 
10% (interest) apply however these rates 
may be reduced pursuant to one of 
many of Australia’s double tax treaties. 
Withholding tax is withheld by the trustee 
and is payable 21 days after the end of 
the month in which the derivation of the 
unfranked dividends, interest and royalties 
occurs (generally when the beneficiary is 
made presently entitled). 

Bamford and Greenhatch
The High Court in FCT v Bamford 6 held 
that “that share” of the net income in s 97 
is the same as the proportion of the trust 
income in respect of which the present 
entitlement exists. 

The Full Federal Court in Greenhatch, and 
as interpreted by the ATO in its decision 
impact statement, is that in the absence of 
specific streaming rules, “the proportionate 
share of the net income of the trust that is 
included in assessable income … has no 
character beyond that inherent in the share 
of the net income as being a proportionate 
share of all net income” (emphasis added).7 

That is, except for franked dividends 
and capital gains (see below) for which 
there are specific streaming rules, the 
taxation rules discussed so far apply a 
proportionate approach to all of the net 
income of the trust irrespective of whether 
the distributions of trust income were of 
a particular character. An example best 
illustrates this point.

Example

An Australian trust derives $300 of 
interest, $300 of rent and $300 of 
unfranked dividends (that are declared 
to be conduit foreign income). The 
trustee makes Foreign Resident A 
presently entitled to the interest, an 
Australian resident presently entitled 
to the rent, and Foreign Resident B 
presently entitled to the conduit 
foreign income. 

Notwithstanding the present 
entitlements, each beneficiary is 
assessed on a proportionate

Example (cont)

share of all the net income. That is, 
each beneficiary will, in effect, be 
assessed on $100 each of interest, 
rent and unfranked dividends. For the 
Australian resident, the $300 will be 
assessed under s 97 with the conduit 
foreign income being an unfranked 
dividend. 

For the foreign residents, the $100 of 
interest will be subject to withholding 
tax under Div 11A, the $100 rent will 
be assessed to the trustee and the 
beneficiary under ss 98 and 98A, while 
the $100 of conduit foreign income will 
be non-assessable non-exempt.

Simple!

This approach also appears inconsistent 
with the ATO view in IT 2680 published in 
1992 (about trusts and the withholding tax 
rules in Div 11A) that, for the purposes of 
Div 11A, a foreign beneficiary presently 
entitled to unfranked dividends, interest or 
royalties is deemed to have derived that 
income at the time of present entitlement 
(and the trustee would have a liability to 
withhold on that amount). 

In the Greenhatch decision impact 
statement,7 the ATO stated “[t]he 
Commissioner is intending to provide 
guidance in the form of public rulings 
as to his views on the tax effectiveness 
of streaming of relevant income to 
non-residents (specifically foreign income, 
and dividend, interest and royalty income 
attracting the rules in Division 11A of Part III 
of the ITAA 1936 and Subdivision 12-F of 
Schedule 1 to the Taxation Administration 
Act 1953), and the streaming of income 
on which foreign tax has been paid”.8 No 
guidance has been forthcoming. 

Streaming of franked dividends 
and capital gains
Following the changes after the High 
Court decision in FCT v Bamford 6 in 
2010, in 2011, the Tax Laws Amendment 
(2011 Measures No. 5) Act 2011 amended 
Subdivs 115-C and 207-B ITAA97 and 
introduced Div 6E ITAA36 to allow 
streaming of franked dividends and capital 
gains. Optimistically, those changes were 
called the “interim changes to improve the 
taxation of trust income”. 

Division 6E modifies the calculation of the 
net income of the trust and the income 
of the trust to exclude franked dividends 
and capital gains which are taxed under 

Subdiv 207-B (franked dividends) and 
Subdiv 115-C (capital gains). Where 
beneficiaries are “specifically entitled” to 
franked dividends (that is, streamed) or 
capital gains, then the beneficiary is taxed 
on those amounts under Subdiv 207-B 
or 115-C, as appropriate. Where those 
amounts are not streamed, for example, 
where a beneficiary is presently entitled to 
the amounts, Subdiv 207-B or 115-C apply, 
but the tax outcome for the beneficiary 
(and trust) is the same as if the beneficiary 
(and trustee) had been taxed under Div 6 
instead.

Franked dividends
For foreign resident beneficiaries that 
are specifically (or presently) entitled to 
a franked dividend, then the withholding 
tax rules in Div 11A apply, although those 
rules provide that a franked dividend is not 
subject to withholding tax. 

Capital gains
Subdivision 115-C (in conjunction with 
Div 6E) provides that capital gains can be 
streamed to beneficiaries, including foreign 
resident beneficiaries. 

For foreign residents, s 855-10 ITAA97 
states that a foreign resident can disregard 
a capital gain or loss from a CGT event 
if the CGT event happens in relation to a 
CGT asset that is not taxable Australian 
property. Section 855-40 ITAA97 gives 
a similar outcome for foreign residents 
owning CGT assets through fixed trusts. 
Taxable Australian property includes:

  Australian real property; and

  indirect interests in Australian real 
property.

Therefore, if the capital gain relates to 
taxable Australian property, the foreign 
resident beneficiary will be subject to 
Australian tax on the net capital gain (with 
the CGT discount abolished with effect 
from 8 May 2012). 

Where the trust is a fixed trust, s 855-40 
should apply to disregard the gain or loss if 
the asset is not taxable Australian property. 

Prior to the changes to Subdiv 115-C 
in 2011, anecdotal evidence suggests 
that the ATO view may have been that 
the exemption under s 855-10 may have 
applied when foreign residents received 
a distribution of a capital gain, not being 
from taxable Australian property, from a 
discretionary trust.9 However, the ATO view 
now is that following the interim changes 
s 855-10 does not operate to disregard 
a capital gain from not being taxable 
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Australian property when the foreign 
resident is distributed the gain from a 
discretionary trust. 

The ATO view is best summarised in a 
discussion paper released in December 
2016:10

“Section 855-40 disregards a capital gain that 
a foreign resident beneficiary of a fixed trust 
is taken to have made as a result of a CGT 
event happening to a non-TAP asset of that 
trust. The purpose of the provision is to provide 
comparable treatment to that which would have 
been available had the beneficiary directly owned 
the trust asset. The terms of the enactment 
suggest strongly that comparable treatment was 
not thought to be warranted in the case of a 
non-fixed trust.

There is also, it seems to us, quite clear policy 
justification for limiting relief to capital gains of 
beneficiaries with interests in fixed trusts. Prior to 
the changes made as part of the New International 
Tax Arrangements in 2004, our understanding of 
the law is that foreign beneficiaries of resident trust 
estates received no relief in relation to trust capital 
gains attributed to them, even though some gains 
would not have been subject to CGT if they had 
held the assets directly. This was so, whether the 
resident trust estate was fixed or not.”

Irrespective of the correctness (or 
otherwise) of the ATO view, subject 
to the comment below, nothing in the 
explanatory memorandum introducing 
the changes in 2011 suggested that there 
was a change of approach to Div 855 
ITAA97 and discretionary trusts. Surely 
such an outcome runs contrary to the 
objective of Div 855 that foreign residents 
disregard capital gains (or losses) from 
CGT assets that are not taxable Australian 
property and the principle behind Div 6 that 
non-residents are not subject to Australian 
tax on trust income that does not have an 
Australian source?

With respect to source, the ATO in the 
discussion paper states that the “source 
concept in Division 6 appears to us 
not (or no longer since 2011) relevant 
in determining whether an amount of 
trust capital gain is assessable to the 
non-resident beneficiary or trustee”. 

Instead, the ATO relies on s 6-10 ITAA97 
that says that foreign residents include in 
their assessable income statutory income 
(such as capital gains) which a provision in 
the Income Tax Assessment Acts includes 
in assessable income on some basis 
other than source. The ATO refers to the 
explanatory memorandum introducing 
the 2011 changes that says “the capital 

gains and losses provisions bring to 
account gains and losses on the disposal 
of a ‘taxable Australian asset’ rather than 
on Australian-sourced capital gains and 
losses”. Hardly a definitive authority for the 
ATO view.

This brief overview of some of the main 
(but not all) taxing provisions for foreign 
beneficiaries of Australian trusts highlights 
the complexity in applying the provisions 
to income (and gains) distributed to 
foreign residents. This complexity will 
become more commonplace as foreign 
resident beneficiaries and/or foreign 
income becomes the norm rather than the 
exception, which would have been the case 
at the time of enactment of many of the 
trust taxation rules. 

To quote former Treasury Secretary, Ken 
Henry, in his 2010 review of the Australian 
tax system, the “general trust rules are 
complex and give rise to uncertainty. 
Accordingly, those rules should be 
rewritten and updated”. Never a truer word!
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