
Introduction
During a panel discussion at The Tax 
Institute‘s National Convention in March 
2016, Second Commissioner Andrew Mills 
mentioned that the ATO was considering 
publishing guidance regarding the manner 
in which the Commissioner would exercise 
his discretion to treat beneficiaries as 
having fixed entitlements in trusts for the 
purpose of s 272-5(3) of Sch 2F to the 
Income Tax Assessment Act 1936 (Cth) 
(ITAA36).

Subsequently, on 26 October 2016, the 
ATO released PCG 2016/D16 (draft PCG) 
providing that guidance.1 Once the draft 
PCG is finalised, it will apply both before 
and after the date of issue.

Relevance of the fixed trust 
definition
The taxation implications of a transaction 
involving a trust may vary considerably 
depending on whether the trust is treated 
as a “fixed trust” or a “non-fixed trust”. 
Treating a trust as a fixed trust will, among 
other measures, potentially impact on:

 � the ability of the trust to carry forward 
prior losses to be offset against future 
income;

 � the ability of the trust to offset prior 
and current year losses of a commonly 
controlled family group against the 
current year income within that group; 
and

 � allowing unitholders to benefit from 
franking credits attaching to dividend 
distributions being streamed through 
the trust.2

Challenges meeting the 
legislative test of a fixed trust
It is difficult to meet the legislative test of a 
fixed trust because of the notion of “fixed 
entitlement” in s 272-5. A trust is a fixed 

trust if persons have fixed entitlements to 
all of the income and capital of the trust.3 
Section 272-5(1) provides that:

“If, under a trust instrument, a beneficiary has a 
vested and indefeasible interest [emphasis added] 
in a share of income of the trust that the trust 
derives from time to time, or of the capital of the 
trust, the beneficiary has a fixed entitlement to 
that share of the income or capital.” 

Section 272-5(2) further clarifies the test 
to provide that the mere fact that the units 
are redeemable, or that further units can 
be issued, does not result in the interest 
being defeasible if those units may only 
be redeemed or further units issued “for 
a price determined on the basis of the 
net asset value, according to Australian 
accounting principles, of the unit trust at 
the time of the redemption or issue”.

However, this concession is not sufficient to 
satisfy the Commissioner that an express 
private unit trust drafted to achieve fixed 
trust status necessarily complies with 
the legislative test of fixed entitlement. 
The current ATO view in relation to the 
provisions is expressed in the decision 
impact statement in respect of Colonial First 
State Investments Ltd v FCT4 as follows:

“Fixed entitlement issue

The decision confirms the ATO view that very 
few trusts satisfy the definition of ‘fixed trust’ in 
section 272-65 of Schedule 2F in the absence 
of the exercise of the Commissioner’s discretion 
(essentially because beneficiary entitlements 
to income or capital are generally liable to be 
defeated by the exercise of a power in the deed 
or by a statutory power).

…

Fixed entitlement issue

The ATO has previously considered issuing a 
public ruling about the fixed entitlement test in the 
trust loss provisions in Schedule 2F. The ATO has 
previously concluded that, even on a purposive 

and contextual interpretation of the actual words 
used in the legislation, an interpretative position 
could not be reached that aligned with industry 
expectations. The indefeasibility requirement was 
significant in that respect.”

The decisions in Colonial First State 
Investments Ltd v FCT4 and Kafataris v DCT,5 
and the ATO decision impact statements 
published in respect of those decisions,6 
mean that it is almost impossible to meet 
the definition of fixed entitlement for the 
purpose of s 272-5 of Sch 2F ITAA36.

Fixed entitlements
The draft PCG considers the concept of 
fixed entitlements, and states that a trust 
will be a fixed trust if:

(1) the beneficiaries hold fixed entitlements 
to all trust income and capital in 
accordance with s 272-65 of Sch 2F 
ITAA36; or

(2) the trust is an attribution managed 
investment trust within the meaning 
of s 276-10 ITAA97, in which case, the 
members will be deemed to have fixed 
entitlements to its income and capital.

The basic requirement for a beneficiary’s 
interest in a trust to be considered a fixed 
entitlement is that the “beneficiary has a 
vested and indefeasible interest in a share 
of income of the trust that the trust derives 
from time to time, or of the capital of the 
trust”.7 

When considering the practical application 
of that definition, the draft PCG states that 
an interest “will generally be indefeasible 
if it cannot be defeated by the action of 
one or more persons or by the occurrence 
of one or more subsequent events”.8 
The Commissioner identifies powers in 
modern trust deeds which may cause a 
beneficiary’s interest to be defeasible as 
including powers:

PCG 2016/D16 provides guidance in relation to what the Commissioner will 
consider when exercising his discretion to treat a trust as a “fixed trust”.

by Daniel Smedley, FTIA, and Patricia Martins, Sladen Legal

Deemed to be a “fixed 
trust” – draft guidelines

TAXATION IN AUSTRALIA | VOL 51(6) 317

A MATTER OF TRUSTS



A MATTER OF TRUSTS

 � to amend the trust deed (the ATO 
decision impact statement on 
Colonial First State Investments Ltd 
v FCT4 confirms the Commissioner’s 
understanding that a trustee power 
to amend the constitution of the trust 
is sufficient to treat the beneficiaries’ 
interests as being defeasible);

 � to issue or redeem units (except where 
new units are issued or redeemed for an 
appropriate value9);

 � to issue units of different classes or a 
power to reclassify units; and

 � to stream income or capital (by either 
issuing units of different classes or 
classifying receipts as being on income 
or capital account). 

Commissioner’s discretion 
to treat an interest as a fixed 
entitlement 
The Commissioner recognises that only a 
few trusts, in practice, satisfy the definition 
of a “fixed trust” in the absence of the 
Commissioner exercising his discretion. 
Where the trust does not meet the above 
requirements, the Commissioner may 
exercise his discretion through a private 
ruling to allow the trust to be treated as 
a fixed trust. The Commissioner may 
determine that a beneficiary has a fixed 
entitlement having regard to the three 
grounds stated in s 272-5(3)(b). 

The draft PCG provides guidance in relation 
to the factors analysed under each ground:

 � the circumstances in which the 
entitlement is capable of not vesting 
or being defeated:10 the Commissioner 
will consider any factor that may allow 
an interest to be defeated, including:

 � the number and significance of 
circumstances potentially resulting 
in an interest being defeated, and 
whether any preconditions or caveats 
affect those circumstances such that 
defeasance is unlikely; and 

 � the ability for any person to alter the 
beneficiary’s interest, any limitations 
on that person’s capability, and the 
nature of that person’s relationship 
with the beneficiary;

 � the likelihood of the interest not 
vesting or being defeated:11 the 
Commissioner will form a view as to 
the probability of the defeat of the 
interest having regard to any trustee 
power in the trust instrument to defeat 
the beneficiary’s interest, and whether 
that power has been exercised over a 
relevant period;

 � the nature of the trust:12 the draft PCG 
clarifies that the Commissioner will 
interpret the concept of the “nature” of 
the trust as referring to the trust’s basic 
legal characteristics and economic 
function, both actual and intended. 
Accordingly, the trustee’s ability to 
affect the beneficiaries’ interest is 
limited where:

 � legislative fiduciary responsibilities 
are imposed on the trustee, such as 
responsibilities under a registered 
managed investment scheme in Ch 5C 
of the Corporations Act 2001 (Cth);

 � contractual restrictions limit the 
trustee’s access to trust assets;

 � the trust is subject to legally 
enforceable industry regulations, 
licensing or registration 
requirements, such as the Australian 
Securities Exchange Listing Rules, 
which are enforceable against listed 
entities and their associates;

 � commitments are made in product 
disclosure statements to exercise 
powers in a particular way, such 
as restrictive and/or non-adverse 
conduct; or

 � the trust deed restricts the ability of 
the trustee to issue and redeem units 
at anything other than market value 
or other values approximating net 
asset value; and

 � other relevant factors: the draft PCG 
also clarifies that the Commissioner 
will consider other relevant factors, 
including the purpose for which the 
discretion is being exercised. The 
Commissioner will therefore consider 
whether the exercise of his discretion 
would allow a person to obtain a tax 
benefit from a trust claiming a deduction 
for a tax loss or debt deduction when 
the person did not bear the economic 
loss incurred by the trust.13

Examples of whether the 
Commissioner is likely to deem 
a trust to be a fixed trust
The draft PCG provides a table containing 
examples of how the Commissioner is likely 
to decide whether to apply its discretion 
to treat a trust as a fixed trust under 
s 272-5(3). Table 1 summarises some of the 
information set out in full in the draft PCG.

Assistance to taxpayers
When setting out the framework for 
practical compliance guidelines, the 
Commissioner made the following 
introductory statement in PCG 2016/1:14

“… taxpayers may also benefit from broader law 
administration guidance that conveys the ATO’s 
assessment of relative levels of tax compliance risk 
across a spectrum of behaviours or arrangements. 
Such guidance may, for example, enable taxpayers 
to position themselves within a range of behaviours, 
activities or transaction structures that the ATO 
describes as low risk and unlikely to require scrutiny 
— to safely ‘swim between the flags’.”

The concept of “swim between the flags” 
is difficult to apply when it is difficult to 
identify the “flags”. 

The draft PCG provides useful but 
limited guidance in relation to what 
the Commissioner will consider when 
exercising his discretion to treat a trust 
as a fixed trust. As noted in Table 1, 
most of the circumstances outlined by 
the Commissioner in the draft PCG are 
classified as “neutral impact”. Providing 
variations to the circumstances outlined 
in the draft PCG that would lead to a 
“favourable” or an “unfavourable” impact 
would assist taxpayers in identifying 
whether they are “swimming between 
the flags”.

The examples themselves also lack a 
sense of “scale” or “range”. For example, 
a trustee’s unfettered power to vary the 
trust (that has simply not been used 
to date) and a limited power to amend 
the trust deed (that requires unanimous 
consent of the unit holders) are both 
treated as having “neutral impact” on 
the Commissioner’s determination as to 
whether to exercise his discretion to treat 
the trust as a fixed trust.

The draft PCG fails to include a 
sufficiently broad range of circumstances 
encountered by taxpayers in practice, 
such as the ability to vary the deed, the 
ability to redeem units (and distinguishing 
good leaver/retirement and a bad leaver/
breach scenarios), the existence of more 
than a single class of units on issue, and 
the ability to issue additional classes of 
units (including partly paid units) or to vary 
existing rights.

The draft PCG also fails to address the 
timing of when the Commissioner is 
to make his determination. Therefore, 
it is unclear whether taxpayers should 
continue to seek a private ruling each 
time they require the Commissioner 
to deem a trust to be a fixed trust, or 
whether they could instead rely on the 
Commissioner exercising his discretion 
at the time of a review or audit based on 
their compliance with the issues identified 
in the draft PCG.
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In that respect, the draft PCG does 
not address the current status 
of PS LA 2002/11. That practice 
statement requires each request for the 
Commissioner’s discretion to deem a 
fixed entitlement under s 272-5(3) to be 
referred to the Trust Technical Network. 
That practice statement was confirmed as 
being maintained in the decision impact 
statement on Colonial First State.15

The publication of PCG 2016/D16 
evidences an intent on behalf of the ATO 
to assist taxpayers in dealing with the 
difficult issue involving fixed entitlement 
in trusts. Although the best solution to the 
problem would involve legislative reform, 
at this time, taxpayers are reliant on the 
Commissioner exercising his powers to 

deem a fixed trust in a consistent and fair 
manner. It is hoped that the draft PCG will 
be refined prior to finalisation to address 
some of the concerns noted above and to 
achieve its objective of assisting taxpayers 
to ensure that they comply with the law.

Daniel Smedley, FTIA
Principal 
Sladen Legal

Patricia Martins
Legal Project Manager 
Sladen Legal
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Table 1

Circumstances Likelihood of the circumstance happening and/or the nature of the trust

Impact on the 
Commissioner’s 
discretion

Units in a trust are listed 
on an approved stock 
exchange list.

There is a limitation on the trustee’s capability to alter the beneficiaries’ interest by the fact 
that both the trust and the approved stock exchange are subject to the Corporations Act 
2001 (Cth).

Commissioner is 
likely to exercise 
its discretion

Unlisted unit trusts 
(registered or 
unregistered managed 
investment scheme)

Circumstances where there is a single class of units on issue, members have clearly 
defined rights to all income and capital, and the trustee has never exercised its power to 
defeat a beneficiary’s entitlement will lead to a favourable impact on the Commissioner’s 
discretion.

Favourable 
impact

A power conferred on 
the trustee to issue new 
units/interests or add 
new beneficiaries

Circumstances where the power to issue additional units/interests or add new beneficiaries 
for a value not based on market value is limited in a way that sufficiently protects members’ 
interests, or where the power to issue further units is subject to regulatory controls, will 
have a neutral impact on the Commissioner exercising his discretion.

The fact that the market value does not have to be ascertained by a licensed valuer is 
not of itself considered by the Commissioner to be an impediment to treating the trust 
as a fixed trust. However, the draft PCG states that it may be an impediment if there is 
an indication that the trustee determined the market value otherwise than as an honest 
assessment of that value.

Neutral impact

A power of redemption 
over units/interests 
conferred on the trustee 

No limitation or insufficient limitation to the trustee power to redeem units may lead to an 
unfavourable impact on the Commissioner’s exercise of discretion.

Unfavourable 
impact

Where the power of redemption for a value not based on market value is subject to 
regulatory controls, such a limitation will have a neutral impact on the Commissioner’s 
exercise of discretion.

Neutral impact

Trustee power to amend 
the terms of the trust

Where there is no limitation on the trustee power to amend the trust deed, but this power 
has not been used over the relevant period, the Commissioner will assess this factor as 
being neutral. 

Neutral impact

The fact that trust deed provisions work towards reducing the likelihood that defeasance 
will occur does not necessarily guarantee a positive impact on the Commissioner’s 
exercise of discretion. 

Neutral impact

Where the power to amend the terms of the trust is subject to additional regulatory 
controls, it is the Commissioner’s guidance that such circumstances may have a neutral 
impact on the exercise of the Commissioner’s discretion, even though beneficiaries’ 
interests are sufficiently protected to reduce the likelihood that they would be adversely 
affected by a change to the constitution.

Neutral impact

Trustee powers that 
may give rise to 
streaming of income 
and capital

The fact that trustee powers, including the power to issue, redeem or reclassify units/
interests of different classes, the power to reclassify amounts as being on income or 
capital account and the power to accumulate income, have not been, or are not expected 
to be, exercised by the trustee does not necessarily lead to a positive impact on the 
Commissioner’s discretion.

Neutral impact
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