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TREASURY CONSULTATION PAPER: MINIMUM TAX ON DISCRETIONARY TRUSTS
Wayne Mayo[footnoteRef:1] [1:  Wayne Mayo had senior executive roles within Treasury dealing with business income tax issues in both the 1985 tax reform process and prior to, and during, the 1999 Ralph Review of Business Taxation and is the author of a number of articles and books on income and rent taxation (www.kyscope.com.au).] 

1. OVERVIEW
The overarching design of the proposed minimum tax on discretionary trusts involves imposing on trustees a 30 per cent tax on taxable trust income, with non-corporate beneficiaries then receiving a “non-refundable tax offset” for the tax payable by the trustee. That represents a very neat way of achieving the proposed minimum 30 per cent tax on these beneficiaries’ entitlements to the income of the trusts. 
That neat outcome is achieved not only for non-corporate beneficiaries that have no other taxable income (as illustrated in the consultation paper) but also for such beneficiaries that have other taxable income within the various thresholds of the personal rate scale.    
As invited by the consultation paper, following are suggestions regarding three design features of the minimum tax: distributable income versus taxable income (discussion question 3); corporate beneficiaries (discussion question 3); treatment of trustees’ excess franking credits (discussion question 9); and, the High Court decision in the Bendel case (discussion question 16).
[bookmark: _GoBack]In brief, suggestions are: align distributable income with taxable income adjusted for non-cash and non-taxable amounts; have shareholders of corporate beneficiaries always taxed on their companies’ current-year taxable income with refunds of excess franking credits not allowed; in principle, allow discretionary trustees refunds of excess franking credits; and, treat corporate beneficiaries’ unpaid present entitlements as distribution reinvestment arrangements.
2. DISTRIBUTABLE VERSUS TAXABLE INCOME
The consultation paper explains (p 2) that the “underlying basis on which trusts are taxed will remain unchanged” with beneficiaries continuing “to be assessed on their share of trust’s taxable (net) income in proportion to their entitlements to the income of the trust”. The income of the trust is the income that can be distributed to beneficiaries, commonly termed distributable income.
The example in the paper showing the proposed treatment of individual beneficiaries (p 6) sets distributable income equal to taxable income, ensuring the beneficiaries are taxed on the income to which they are entitled. And, the cameo relating to trustees’ excess franking credits (p 13) shows that in circumstances where taxable and distributable income differ, beneficiaries may still be taxed on the income to which they are entitled.
However, as discussed in Mayo (2025)[footnoteRef:2], drawing on a range of Australian Taxation Office, Treasury, court and academic references, current interaction between tax and trust laws throws up a range of features that influence the relationship between trust entitlements and tax impost. These include the following. [2:  Mayo W, Tax Policy Advisor Extraordinaire: reforming the taxation of investment income, (aka ‘Brad’), Kyscope publishing, Canberra, 2025, Ch6, pp 23-27.] 

· The trust deed and trustee may produce a wide range of definitions of distributable income.
· The trust deed may allow the trustee to include capital gains in distributable income.
· In the absence of a definition in the trust deed, the default definition of distributable income is ordinary income (as noted in the consultative paper), which excludes, for example, capital gains and tax credits.
· Under tax law, the trustee and the tax deed may make any beneficiary specifically entitled for tax purposes to any or all of the trust’s capital gains – whether or not the gains are part of the trust’s distributable income.
The upshot of such features is much complexity[footnoteRef:3] and, most importantly, the possibility that some beneficiaries receive cash distributions while other beneficiaries pay the tax on that income.  [3:  An explanation if some of the complexity is attempted in Brad, above n 2, Ch6, p 24-25.] 

The minimum tax on discretionary trusts aims at paring back income splitting that provides some taxpayers with tax benefits that are not available to salary and wage earners, thereby reducing “the progressivity of the tax system”. Thus, the design seeks to “better align the tax rate on trust income with the tax rates paid by workers”. The redesign would therefore help bolster the investment-neutrality properties of income taxation[footnoteRef:4]. [4:  Underpinned by annual income (in practice, annual taxable income) being taxed at the personal tax rates of wage earners and of investors regardless of types of investment vehicles employed. See Brad, above n 2, Ch1, pp 12-20, which includes references to foundational academic articles.    ] 

But, these aims of the minimum tax design are undermined if trustees remain able to decide not only which beneficiaries get trust income but which beneficiaries pay tax on that income.
The minimum tax design not only provides an opportunity to align discretionary trusts’ distributable and taxable income. Such alignment would seem essential to achieve the aims of the minimum tax. 
Treasury has previously considered how to better align distributable and taxable income of discretionary trusts. For example, in 2011, Treasury, on behalf of the Australian Government, issued a public discussion paper on this issue and received a wide range of responses to the paper.[footnoteRef:5]        [5:  Australian Government, ‘Improving the taxation of trust income’, Discussion paper, March, 2011. Available at: https://treasury.gov.au/sites/default/files/2019-03/Discussion_paper_Improving_the_taxation_of_trust_income.pdf ] 

Better alignment of discretionary trusts’ distributable and taxable income did not follow from this consultation process. Nevertheless, trust taxable income remains a firm anchor amidst moveable distributable income outcomes. As part of the minimum tax design, perhaps consideration could therefore be given to aligning distributable income of discretionary trusts with trust taxable income adjusted for non-cash and non-taxable amounts[footnoteRef:6]. This would mean distributable income across a trust’s various income categories might equal taxable income, [6:  See Brad, above n 2, Ch6, pp 28-29.] 

· less local imputation and foreign tax credits,
· plus capital gains tax (CGT) discount (however computed) on realised capital gains on CGT assets,
· plus depreciation on wasting business assets,  
· plus non-taxable flows.
This specification is consistent with cash flow and tax outcomes of sole traders and the tax regime for Attribution Managed Investment Trusts (AMIT)[footnoteRef:7] – though, if discretionary trust distributions were greater than taxable income, there would be no consequent tax implications (unlike the CGT cost base adjustments of the AMIT regime). [7:  See, for example, Brad, above n 2, Ch6, pp 13-14. ] 

Under this suggested redesign for distributable income, trustees would continue to be liable for the 30 per cent minimum tax on their trusts’ taxable income. And, as shown in the consultation paper’s numerical example (p 6), individual beneficiaries would receive a tax offset for this minimum tax to reduce their personal income tax liability – but with the tax offset non-refundable to ensure the minimum tax is achieved. However, taxable income would truly be apportioned amongst beneficiaries according to the percentage of distributable income (that is, adjusted taxable income) to which they are entitled – as sought by the consultation paper. 
While the various income categories would retain their character within the trusts, there would be no streaming of particular income categories to selected beneficiaries.
Certainly, there would be timing issues arising from measurement of taxable income and adjustments to that. And, trust law presumably would have to override trust law. Consequently, a further round of consultations could be required. Nevertheless, that would appear warranted given the prospect of considerable improvement in the tax treatment of discretionary trusts and the achievement of the aims of the minimum tax design.  
3. CORPORATE BENEFICIARIES
The numerical illustration in the consultation paper of the proposed treatment of corporate beneficiaries makes clear that such beneficiaries are to be subject to double tax on their entitlements to trust taxable income as a result of no credit being provided for the 30 per cent minimum tax on that income.
The paper (p 6) sees this as the “simplest mechanism to prevent the minimum tax being undermined by imposing a company between the trust and the ultimate beneficiary, without changing the imputation system”.
But the overall imputation system does not need to be changed, just its operation with corporate beneficiaries of discretionary trusts. It would seem that allowing such companies credit for the minimum tax but making the companies’ shareholders ineligible for refunds of excess franking credits would achieve the aim of ensuring those shareholders face a minimum tax rate on original trust taxable income (as with the neat design for direct individual beneficiaries) – in circumstances where that income is distributed in the year it is earned.
However, as with all companies, taxable income does not have to be distributed immediately. Thus, corporate beneficiaries could receive current-year income from discretionary trusts with attached credits for the 30 per cent minimum tax. These companies could then continue to distribute that with franking credits attached in later years when shareholders are able to achieve their preferred tax outcome (taking into account non-refundable franking credits). In addition, corporate beneficiaries are unlike regular companies which are capitalised in order to undertake investments in the hope of earning profits. Corporate beneficiaries are presumably capitalised usually just to receive income entitlements from discretionary trusts – with shares not being generally traded. These are the reasons why corporate beneficiaries commonly get labelled ‘bucket’ companies – and presumably what the proposed somewhat inelegant double-tax design is primarily aimed at.
Against these considerations, perhaps consideration could be given to alternative design that seeks to have shareholders of corporate beneficiaries always taxed on the current-year taxable income of these companies – even when that income is retained. Such design would move the tax treatment of corporate beneficiaries from dividend imputation to integration of taxable income. The design would involve closer alignment of the taxing of investment income via these corporate beneficiaries and the taxing of workers’ wages (as well as the income of sole traders and – because of the tax incentive to distribute current-year taxable income – fixed trusts).
Because of the unusual characteristics of corporate beneficiaries, it is inappropriate to attempt all-inclusive design to upgrade the operation of imputation just for them to integration of taxable income[footnoteRef:8]. Nevertheless, selected basic design features of integration could be considered as a simplified integration design dedicated to corporate beneficiaries – focused on having these companies’ individual shareholders taxed at a minimum 30 per cent rate (rather than lower personal tax rates) whether or not their companies retain current-year taxable income. [8:  See Brad, above n 2, Ch3, for such all-inclusive design for regular companies.] 

In more specific terms, if corporate beneficiaries do not distribute all of their current-year taxed income, the taxed income retained would be treated like a dividend reinvestment arrangement, so that:
· shareholders are taxed on their share of the retained taxed income plus imputation credits (non-refundable, as discussed);
· the retained taxed income is added to the corporate beneficiaries’ contributed capital account; and
· CGT cost bases of existing shares are increased commensurately with the value of the retained taxed income, substituting for the issuing of new shares (consistent with AMIT design[footnoteRef:9] or integration design for regular companies[footnoteRef:10]).    [9:  See Brad, above n 2, Ch6, p 14.]  [10:  See Brad, above n 2, Ch3, p 10.] 

Ordinary shares could also be the only class of share allowed and the 30 per cent corporate rate always applied, if necessary, to ensure a 30 per cent minimum tax rate for their shareholders’.
If implemented, such cut-down integration design could even arouse more interest in, and consideration being given to, applying all-inclusive design of integration of taxable income (with refundable franking credits retained) to upgrade Australia’s full imputation corporate tax system.
4. TRUSTEE’S EXCESS FRANKING CREDITS
The ideal treatment of excess franking credits of discretionary trusts under the proposed minimum tax design seems clear (Option 1, the immediate refund of excess credits). However, practical integrity issues may need additional consideration.
The cameo putting numbers on the two options presented in the consultation paper for handling Trust E’s excess franking credits (p 13) shows clearly how the $15,000 excess of franking credits results from the reduction in the trust’s taxable income by the $50,000 of general expenses. That is reflected in Columns (2) and (3) in Table 1, where Column (3) represents Option 1. 
As also shown in Columns (2) and (3) in Table 1, where immediate refunds apply at the trust level, the company and discretionary trust 30 per cent tax rate continues to apply to the $150,000 of current-year taxable income as it passes down the discretionary trust chain. 
TABLE 1: TREATMENT OF TRUSTEE’S EXCESS TAX CREDITS[footnoteRef:11] [11:  Column (2) is consistent with Case III in Tables 4 (p 132) and 6 (p 139) in Mayo W, ‘Interest, Exempt Income and Inter-corporate Dividends’, Australian Tax Forum, Vol 4, No 1, 1987 (though the accompanying discussion covers a number of imputation designs around at the time). Available at www.kyscope.com.au/developer.  ] 

	Line item

(1)
	Trust refund
Individual refund
(2)
$000’s
	Trust refund
No individual refund
(3)
$000’s
	No trust refund
No individual refund
(4)
$000’s

	Trust D/Company C
	
	
	

	Taxable income
	200
	200
	200

	Tax (at 30%)
	-60
	-60
	-60

	Distribution
	140
	140
	140

	Trust E
	
	
	

	Expenses
	-50
	-50
	-50

	Taxable income (a)
	150
	150
	150

	Tax (at 30%)
	-45
	-45
	-45

	Credit
	60
	60
	60

	Refund excess credits (b)
	15
	15
	0

	Distribution (c)
	105
	105
	90

	Individual F
	
	
	

	Grossed-up distribution
	150 (d)
	150 (d)
	135 (e)

	Personal tax (at 15%)
	22.5
	22.5
	20.25

	Credit (f)
	45
	45
	45

	Refund excess credits
	22.5
	0
	0

	After-tax income (g)
	127.5
	105
	90

	Total tax (h)
	22.5
	45
	60

	Pre-tax income (i)
	150
	150
	150

	Percentage tax (j)
	15%
	30%
	40%


(a) Distribution received plus credits less expenses.
(b) If allowed – that is, in Columns (2) and (3) – credits less tax.
(c) Distribution received less expenses plus any refund of excess credits (no tax payable).
(d) Distribution received plus gross credits less refund of the excess of those credits.
(e) Distribution received plus sufficient credits to offset tax payable (with excess credits carried forward).
(f) Tax liability of Trust E before any refund of excess credits.
(g) Distribution received plus any refund of excess credits.
(h) Tax from Trust D/Company C less any refunds of excess credits for Trust E and Individual F.
(i) Income of Trust D/Company C less expenses of Trust E. 
(j) Total tax as a percentage of overall pre-tax income.

And, Column (2), which has Individual F continuing to attract refunds of excess credits, shows how Option 1 has that individual paying tax at the individual’s 15 per cent personal tax rate (consistent with investment-neutral design, income splitting aside). Column (3) shows how the proposed 30 per cent minimum tax rate is neatly achieved when the current-year income is distributed to individual beneficiaries and when refunds of franking credits are denied at the individual level. 
In contrast, Column (4) illustrates what happens if, as under Option 2, excess tax credits are not allowed immediately at the discretionary trust level and have to be carried forward. In the current year of income shown in the column, Individual F would face a tax rate of 40 per cent, rather than the specified 30 per cent minimum tax rate.
In addition, Option 1 also avoids the complexity of Option 2 and, as noted by the consultation paper, preserves the “refundable character” of franking credits.       
Nevertheless, in practice, immediate refunding of excess franking credits down the discretionary trust chain may need to be assessed, particularly regarding integrity issues, alongside the limited availability of such refunds for trusts generally and the conversion to losses replacing such refunds down the company chain.
Incidentally, the cameo in the consultation paper comparing the two options shows how Trust E’s $90,000 of distributable income aligns with taxable income adjusted as suggested in Section 2, in this case, for minimum tax and franking credits.
5. HIGH COURT DECISION IN THE Bendel CASE
It can be argued on economic grounds[footnoteRef:12] that the High Court made a sound decision on 10 June 2026 when it ruled that a corporate beneficiary’s unpaid present entitlement (UPE) to income from a discretionary trust is not a loan for Division 7A purposes. That line of argument suggests that the related ATO administrative position and 2018-19 Budget measure should be reconsidered. [12:  See Brad, above n 2, Ch6, pp 19-21.] 

Arguments in support of the High Court decision and related response include:
· the trust is not a shareholder of the corporate beneficiary;
· the company paying tax on the UPE, as well as the trust facing Division 7A dividend deeming, amounts to prohibitive double taxation;
· the UPE is equivalent to a distribution reinvestment arrangement, with the company’s post-tax entitlement being settled on the trust becoming capital of a new sub-trust to the exclusive benefit of the company;
· if the entitlement were paid in cash, only the corporate rate would be paid on the income with current imputation design allowing distribution of that income when desired, often for purposes of tax advantage; and
· the best way to address such dividend lags allowed under imputation is to implement the integration-style design dedicated to corporate beneficiaries discussed in Section 3.
Three situations are worth noting were UPEs treated as distribution reinvestment arrangements and the integration-style treatment suggested in Section 3 applied to corporate beneficiaries along with the 30 per cent minimum tax applying to discretionary trusts. 
1. Cash distribution to company plus immediate distribution to shareholders. Current-year income would be taxed at the personal tax rates of shareholders, subject to minimum tax rate applying. This situation corresponds to that depicted in Column (3), Table 1 in Section 3.  
2. Cash distribution to company plus retention. Current-year taxable income taxed to shareholders at personal rates (subject to minimum tax rate) accompanied by CGT cost base adjustments on their shares.
3. UPE. Current-year taxable income associated with UPE flows through to shareholders to be taxed at their personal tax rate (again subject to minimum tax rate) accompanied by CGT cost base adjustments on their shares (equivalent to retained income flowing through the company chain under integration of taxable income design for companies[footnoteRef:13]).   [13:  See Brad, above n 2, Ch3 p 18, for a brief description of this.] 

In each of these situations, as discussed in Section 3, a minimum tax rate applying to the annual taxable company income either distributed or allocated to the corporate beneficiary’s shareholders would be achieved by denying them refunds of excess franking credits, consistent with the minimum tax on individual trust beneficiaries (again regardless of their level of other taxable income). As also noted in Section 3, to ensure the same 30 per cent minimum tax applies to the shareholders, it may be necessary to have the 30 per cent company tax rate always apply to corporate beneficiaries. 
There is a decision to be made here: on the one hand, proceed with the proposed inelegant design of double-taxing corporate beneficiaries; or, on the other, introduce design that is consistent with investment-neutral properties of income taxation and aims at leaving taxpayers to use corporate beneficiaries if they wish for purposes other than tax advantage.
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