
Introduction
The intersection of trust and tax law 
presents difficulties in establishing liability 
to tax on the income of a trust estate. An 
important question for a trustee of a trust 
is its exposure to personal liability to tax on 
the income of a trust estate. 

This two-part article is intended as a 
reminder of some trust and tax law 
issues and practical considerations in 
this complex question — in particular, the 
interrelationship of trust and tax law. 

In part 1, we discuss s 254 and its 
relationship with Div 6 of Pt III (Div 6) (both 
of the Income Tax Assessment Act 1936 
(Cth) (ITAA36)) and the High Court decision 
of FCT v Australian Building Systems Pty 
Ltd (in liq)1 (Australian Building Systems). 

In part 2, we will discuss the significance 
of s 174 ITAA36 and the question as to 
whether an “assessment” has been made 
(and therefore the retention obligation 
under s 254 is enlivened), the High Court 
decision in FCT v Prestige Motors Pty Ltd2 
(Prestige Motors) and the application of 
PS LA 2012/2.

For simplicity, for the purposes of 
this article, we limit our discussion to 
application to Australian resident trusts 
with assets in Australia.

Trusts and the tax laws
A trust can be defined as:3

“An equitable obligation, binding a person (who is 
called a trustee) to deal with property over which 
he has control (which is called the trust property) 
either for the benefit of persons (who are called 
the beneficiaries or cestuis que trust) of whom 
he may himself be one, and any one of whom 
may enforce the obligation, or for a charitable 
purpose …”

That is, a trust is an equitable construct, 
not a legal person in its own right. The 

property of the trust is legally owned by the 
trustee who holds that property on trust for 
the beneficiaries. Generally, the relationship 
between the trustee and the beneficiaries 
will be governed by a trust deed.

The term “trust” is not defined in the 
tax Acts. However, for the purposes of 
establishing liability to tax on the income 
of a trust estate, a trust is deemed to 
be an entity.4 The entity is the person or 
persons being the trustees at any given 
time. However, merely because the person 
who is trustee of a trust may change does 
not change the entity that is the trustee of 
a trust.5 Interestingly, the “trustee” itself is 
also an entity, quite apart from its own legal 
personality as an individual/s or company.6 

A trustee is not liable as trustee to pay tax 
on the income of the trust estate except as 
provided in the ITAA36.7 

The income of a trust estate (but 
not losses)8 is generally taxed in a 
“flow-through” manner, a position adopted 
by the High Court in FCT v Bamford 
(Bamford) as:9

“[T]he trust could be treated as a mere conduit 
through which the beneficiaries under the trust 
receive income. Under this approach the income 
received by each beneficiary would be aggregated 
with his income from other sources and tax would 
be assessed against the beneficiary on that 
aggregated income at the rate appropriate thereto.”

Under Div 6, a beneficiary of a trust estate 
presently entitled to a share of the income 
of the trust estate and not under a legal 
disability is assessable on that share of the 
net income of the trust estate for a year of 
income.10 Circumstances in which a trustee 
can been assessed for taxation liability on 
the net income of the trust estate include 
where either a beneficiary is presently 
entitled to a share of the net income but 
not assessable for tax because they are 

under a legal disability11 or where no 
beneficiary is presently entitled.12 

Section 254, Div 6 and 
Australian Building Systems
A trustee is responsible for the payment 
of tax “in respect of the income, or any 
profits or gains of a capital nature, derived 
by him or her in his or her representative 
capacity”.13 Under s 254(1)(d) ITAA36, 
a trustee is authorised, and required, 
to retain funds received in their 
representative capacity in order to pay 
tax “which is or will become due”. The 
retention obligation under s 254(1) applies 
to general interest charge and shortfall 
interest charge in the same way it applies 
to tax.14 

However, s 254 neither limits the personal 
liability of a trustee under Div 6 nor 
qualifies the operation of the “conclusive 
evidence” provisions now under the 
Taxation Administration Act 1953 (Cth) 
(TAA).15 

A trustee is personally liable for the tax 
payable in respect of amount retained 
under s 254(1)(d) but is not otherwise 
personally liable for the tax.16 The general 
law position is a trustee of a trust is 
personally liable for the debts of the 
trust. However, under general law and 
relevant state trustee legislation, a trustee 
may be indemnified under two separate 
rights, being either the right of indemnity 
(reimbursement) or the right of exoneration 
(pay), in relation to all expenses properly 
incurred, from the trust property.17 In 
practice, it is not unusual for the trust deed 
itself to expressly have clauses providing 
for the trustee’s indemnity. The right of 
indemnity is not extinguished by change 
of the trustee of a trust but continues even 
after the trustee ceases control over the 
trust assets.18 
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The extent of the retention obligation under 
s 254(1)(d) on a trustee was considered 
in the High Court decision of Australian 
Building Systems. In that case, liquidators 
appointed to wind up a company, 
Australian Building Systems Pty Ltd (ABS), 
disposed of a property owned by ABS 
resulting in a capital gains tax event for the 
purposes of the ITAA97. The Commissioner 
of Taxation issued a private ruling to ABS 
to the effect the liquidators were required 
to retain out of the sale proceeds under its 
retention obligation when the capital gain 
on the disposal crystallised and not when 
a notice of assessment was issued. 

In Australian Building Systems, the 
majority of the High Court ruled the 
liquidators19 did not have any obligation 
to retain money out of the proceeds of 
sale pursuant to s 254(1)(d), this obligation 
only arising where an assessment has 
first been issued.20 Of relevance from the 
facts of Australian Building Systems, the 
Commissioner had not issued ABS with 
an assessment for the income year in 
which the property was sold, therefore, 
the retention obligation was not activated.

In her dissenting judgment in Australian 
Building Systems, Gordon J was of 
the view the retention obligation under 
s 254(1)(d) did not depend on there being 
an assessment issued because:21

“Absent s 254(1)(d), there may be some 
argument about whether the retention by the 
agent or trustee of money belonging to another 
(an estate, a principal or a company), in the 
face of a demand from that person or entity, 
would be unlawful. On any view, s 254(1)(d) 
puts the matter beyond argument. Subject to 
important limitations contained within other 
sub-sections of s 254, s 254(1)(d) intersects 
with, and interrupts, any instruction to the agent 
or trustee for delivery up of money belonging to a 
beneficiary, a principal or a company and held by 
that agent or trustee.”

And the construction by the majority of the 
High Court of the provision:22

“… would leave the agent or trustee vulnerable 
between the time of derivation of the income, 
profits or gains and the time of assessment to 
claims by the principal or beneficiary for payment 
over of that income or those profits or gains, 
thereby denying the agent or trustee the means 
to pay the tax in respect of that income or those 
profits or gains. That denial of means to pay would 
directly conflict with, and contradict, the statutory 
direction in s 254(1)(a) and (b) that the agent or 
trustee is answerable as taxpayer in respect of that 
income or those profits or gains and for payment of 
the tax thereon …

… the effect of accepting that the retention 
authorization and obligation under s 254(1)(d) only 
arises after assessment would be that in many 
cases the income, profits or gains that would 
generate the tax liability will have been distributed 
by the agent or trustee before the obligation to pay 
the tax arises.” 

In relation to application of Div 6, the High 
Court in Australian Building Systems was 
unanimous in finding the majority of the Full 
Federal Court had erred in its conclusion 
no tax had become due for payment by the 
liquidator within the meaning of s 254(1)(d) 
in relation to the capital gain from disposal 
of the property because ABS was presently 
entitled to the income of the trust estate 
under Div 6 and therefore assessable to 
tax and the liquidator, as trustee, would 
not.23 The High Court found this finding 
was not consistent with the decision in 
Bamford; the liquidator, although included 
in the definition of trustee in s 6(1) ITAA36, 
was “not a trustee of a trust estate in any 
ordinary sense”.24 Therefore, ABS was not 
and could not be presently entitled to the 
net income of the trust estate and was not 
assessable to tax on this income under 
Div 6.

The majority in Prestige Motors (this case is 
considered further in part 2 of this article) 
also made the following useful comments 
when discussing the relationship between 
s 254 and Div 6:25

“By virtue of s 254(1)(b), the trustee was obliged 
to make a return in respect of any income derived 
by him in a representative capacity. Although 
s 254(1)(b) provides that the trustee is to be 
assessed on the return, the trustee is not liable to 
pay tax on any of that income save in respect of so 
much of the net income of the trust as is brought 
to tax by s 98, s 99 or s 99A. Where the trustee 
is liable to pay tax which is or will become due, 
the trustee is authorized and required to retain 
sufficient funds to meet that payment out of ‘any 
money which comes to him in his representative 
capacity’ and, to that extent but only to that extent, 
the trustee is personally liable for that tax. The 
trustee is not liable to be assessed to tax or to pay 
tax in respect of any share of the net income of 
a trust estate which is included in the assessable 
income of a beneficiary under s 97.”

The retention obligation under s 254(1)(d) 
against a trustee would not be enlivened 
on that share of the net income of the 
trust estate which is included assessable 
income of a beneficiary under Div 6. 
The position taken by the High Court 
in Australian Building Systems on this 
issue turned on ABS not having a present 
entitlement to the income of the trust 

estate because there was no trust and 
therefore no assessment for tax against 
ABS under Div 6. 

Conclusion
 The retention obligation under s 254 does 
render the trustee personally liable for 
payment of tax in respect of those amounts 
that should have been retained by them 
under s 254(1)(d). 

Other than where the obligation has been 
enlivened, as confirmed by the majority 
of the High Court in Australian Building 
Systems this was on the issuing of an 
assessment for tax (noting Gordon J’s 
strong minority judgment to the contrary), 
a trustee would not be personally liable for 
tax on income or profits derived by them in 
their representative capacity. Tax on that 
share of the net income of a trust estate 
included in the assessable income of a 
beneficiary under Div 6 falls outside the 
ambit of s 254(1)(d).
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