TRUSTS
How are distributions taxed?
Can divorce proceedings attack the actions of trustees?
When choosing the right structure to operate a business from or to hold passive assets, you should seek asset protection, access to the CGT concessions and the ability to split income.  Generally a Trust structure is the only structure which delivers these 3 critical elements, which is why we often recommend their implementation.
The High Court of Australia has recently delivered two important judgements in relation to the treatment of trusts, which are:

1.
Kennon v Spry ("Spry"), which considered whether, in divorce proceedings, the assets of a family discretionary trust is property of the parties to the marriage;

2.
Federal Commissioner of Taxation Bamford ("Bamford") which considered how income of a trust should be taxed.
Divorce Issues - Spry
While everyday creditors can lay a claim to your assets, the risk of a claim by a family member should also be considered carefully.

Clearly, personally held assets will be subject to a property settlement in a divorce.  Although in Spry, the court held that not only will the assets of an ordinary family discretionary trust be included, but where a relationship is breaking down, a change to the beneficiaries of the trust prior to divorce can be "set aside" by the court.
It was decided that the "property" of a trust includes a beneficiary's right to due administration (which would not exist if the beneficiary was spitefully removed from being a beneficiary).  Importantly, a carefully worded trust deed can state that the "right to due administration" does not form part of the trust fund.
In Spry, it was concluded that the assets of a family discretionary trust will be property of the parties to the marriage if one of the parties controls the trustee and either of them is a beneficiary.  In that context, a properly drafted "exclusion from benefits clause" may break the nexus required for assets of the trust to be taken into account.
When drafting a trust deed, it is often preferred to have a corporate trustee to remove the risk of the individual being attacked by creditors.  The use of a corporate trustee will also assist in overcoming the decision in Spry.  In certain circumstances, an independent person, such as an accountant or lawyer, acting as co‑principal, can strengthen the argument that the assets of the trust fund are not property of the parties of the marriage.
Even if these further measures are not yet incorporated into a trust deed, they may be able to be inserted.  However, careful consideration is required to ensure that CGT and stamp duty do not result from the amendment.

Taxing of Trusts - Bamford
Briefly, the two main issues debated in Bamford were:
1.
whether the amount of net income that exceeds the value of trust law income; should be taxed by applying the proportionate or the quantum approach; and
2.
whether the trust deed can affect the meaning of income.
The net income is the taxable income of the trust (after all deductions, capital gains etc have been claimed).  The trust law income is simply the actual income of the trust.
The proportionate approach seeks to apply tax (on a beneficiary) in proportion to their share of the trust law income that they are entitled to under the trust.
Whereas the quantum approach seeks to apply tax on the specified dollar amount that the beneficiary is entitled to under the trust.

Ordinarily, this is not a problem.  Although where there is a difference between net income and trust law income, a problem arises.  This is because the beneficiary's distribution will vary.
The court unequivocally agreed with the existing law and held:

1.
the proportionate approach should be applied; and
2.
a trust deed does have the power to define income.
As you can see, it is also important that the distribution of funds to a beneficiary is taxed in the correct manner – ie. in proportion to their entitlement.  If you have a trust deed, it should define income.  If your trust deed does not define income, it is important that you consider amending the deed so that the trustee can take full advantage of the power that the court has recently confirmed exists.  
Conclusion
Trusts are a great structure to use for a variety of reasons, which often extend to tax effective planning.  It is important to remember that such planning must not be taken lightly and that expert advice should be sought.

If you have a trust in your structure, or are considering establishing one, please do not hesitate to contact one of our specialist advisers to ensure it is suitable for your asset protection needs.

Brett Hart

Cleary Hoare Solicitors

Ph: 
Brisbane 07 3230 5222; Sydney 02 9262 5550

Web: 
www.clearyhoare.com.au
Note - This material has been prepared for demonstration purposes only and is a sample/summary only. It does not represent legal advice upon which any person may act.  Implementation and suitability requires a detailed analysis of a client’s specific circumstances. If anyone seeks advice in relation to circumstances similar to those demonstrated, that advice should be sought on the specific facts then applying.
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