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Restructuring for Business Succession and Buy/Sell Agreements: Tax Considerations

All references in this paper are to:
e the Income Tax Assessment Act 1936 (Cth) (‘the 1936 Act’);
e the Income Tax Assessment Act 1997 (Cth) (‘the 1997 Act’);
e the Bankruptcy Act 1966 (Cth) (‘the Bankruptcy Act’);
e the Corporations Act 2001 (Cth) (‘the Corporations Act’); and

e the Succession Act 2006 (NSW) (‘the Succession Act’).

About sbn lawyers

As a firm we offer commercial and taxation solutions to problems faced by SME clients and
their advisers.

We have experience providing the following legal and tax advisory services.

e preparation of commercial documentation such as contracts, leases, trust deeds,
declarations of trusts, employment contracts

negotiation on sale or purchase of a business

negotiating with the ATO to settle tax disputes

advocacy before the AAT in taxation disputes

advice on business structuring

advice on the taxation consequences of business purchases and acquisitions
preparation of ruling requests and objections

transactional advice on indirect taxes such as GST and stamp duty

e provision of tax training

This paper has been prepared for the purposes of general training and information only. It should not be taken to
be specific advice purposes or be used in decision-making. All readers are advised to undertake their own research
or to seek professional advice to keep abreast of any reforms and developments in the law. sbn lawyers pty limited
excludes all liability relating to relying on the information and ideas contained within.

All rights reserved. No part of these notes may be reproduced or utilised in any form or by any means, electronic or
mechanical, including photocopying, recording, or by information storage or retrieval system, without prior written
permission from sbn lawyers pty limited.

These materials represent the law as it stood on 18 March 2011.

Copyright © sbn lawyers pty limited 2011.
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Restructuring for Business Succession and Buy/Sell Agreements: Tax Considerations

1 Introduction

This paper discusses some of the issues which may arise in restructuring a small business for
business succession, with a particular focus on capital gains tax issues and buy-sell
agreements.

There are many reasons why business owners may consider a restructure, however some
common reasons include:

¢ areturn of capital / value to the business owners in a way which is tax effective;
e asset protection;
e inresponse to changes in the law; and

e preparing the business in anticipation of sale or the introduction of a new business
partner.

Buy-sell Agreements

2 Overview of ‘buy-sell agreements’

One way to transfer equities in a business upon the death of a principal of the business is
through the use of buy-sell agreements. In a buy-sell agreement, the parties agree to sell their
interest in the business to the other parties if any of the triggering events occurs, and each
party also agrees to purchase the interest of the outgoing party. Triggering events are normally
defined in the buy-sell agreement and commonly include the death, permanent incapacity or
bankruptcy of the party.

Other matters that can be dealt with by the buy-sell agreement include how the value of the
interest in the business will be determined, how that interest will be transferred to the
continuing parties, and how the transfer of the interest is to be funded. The buy-sell
agreement should also deal with the entry and exit of business partners.

Buy-sell agreements can be used for a range of different business structures, such as shares in
a company, interests in a partnership, and units in a unit trust.

3 Different models of ‘buy-sell agreements’

There are various mechanisms under which the business interest of an outgoing party can be
transferred under a buy-sell agreement. The most common mechanism is by the use of either
a mandatory agreement or put and call options.

3.1 Mandatory Agreements

Under a mandatory agreement, the outgoing party must sell his/her interest in the business to
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Restructuring for Business Succession and Buy/Sell Agreements: Tax Considerations

the continuing parties when a triggering event occurs (such as death or total permanent
disability (‘TPD’) of the outgoing party), and the continuing parties must purchase those
business interests.

When a triggering event occurs under the mandatory agreement and the outgoing party sells
his/her interest in the business, there may be capital gains tax consequences. Specifically, CGT
event Al, which relates to the disposal of a CGT asset (being the business interest of the
outgoing party), occurs when the outgoing party enters into the contract for the disposal (i.e.,
the mandatory agreement). When the mandatory agreement is entered into in turn depend on
whether the triggering event under the agreement is considered to be a condition precedent
or condition subsequent to the formation of the mandatory agreement.

3.1.1 Triggering events as condition precedent

If the triggering events in a mandatory agreement is a condition precedent in the agreement,
no binding contract will come into existence for CGT purposes until the condition is met (i.e.,
when the triggering event has occurred). As a result, the time of disposal for CGT purpose
would be when the triggering event occurred.

3.1.2 Triggering events as condition subsequent

If the triggering events in a mandatory agreement are a condition subsequent in the
agreement, then a binding contract will be in existence when the mandatory agreement was
entered into, although the performance of the parties’ obligations under the agreement is
dependent on the condition subsequent (i.e., the occurrence of the triggering event).
However, the existence of a binding contract does not depend on the condition subsequent.

If this is the case, then for CGT purpose the time of disposal of the CGT asset (i.e., the business
interest) would be when the mandatory agreement was entered into by the parties. This
creates a number of issues because the mandatory agreement could be entered into by the
parties years before the disposal of the business interest by the outgoing party, and the value
of the business interest would not be determined until the disposal occurs notwithstanding the
capital gains have arisen on the date of entering into the mandatory agreement.

Moreover, if the outgoing party entered into the buy-sell agreement within 12 months of
acquiring the business interest, the 50% CGT discount would not be available when the
outgoing party later dispose of the business interest. This is because the outgoing party would
not satisfy the condition that the business interest has been held for more than 12 months.

However, if the outgoing party acquired their business interest simultaneously when they
entered into a buy-sell agreement, then there could potentially be no capital gain because the
acquisition and disposal of the business interest would have occurred at the same time for CGT
purposes.

3.2 Putand call options

Generally speaking, a call option is a right for a party to acquire an asset from the grantor of
the option at a specified time. On the other hand, a put option is a right for a party to compel
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the grantor of the option to acquire the asset from the grantee of the option aft a specified
time.

Under the put and call option mechanism, each of the parties grant the other parties a put and
call option, which will have effect when a triggering event occurs under the mandatory
agreement.

An option can be characterised differently depending on the terms of the option. in
Goldsbrough Mort & Co Ltd v Quinn (1910) 10 CLR 674 at 678, Giffith CJ considers a call option
as a conditional contract of sale made between the parties:

... a contract for valuable consideration, viz, fo sell the property (or whatever the subject matter may be) upon
condition that the other party shall within the stipulated time bind himself to perform the terms of the offer
embodied in the contract.

Alternatively, an option can be characterised as an arrangement whereby the grantor of the

option makes an irrevocable offer for consideration to sell an asset, which remains open for

the grantee to accept. This approach was taken in Commissioner of Taxes (Qld) v Camphin -
(1937) 57 CLR 127 at 132:

An option given for value is an offer, together with a contract that the offer will not be revoked during the time,
if any, specified in the option. If the offer is accepted within the time specified a contract is made and the
parties are bound. If the offeror, in breach of his agreement, purports to revoke his offer, his revocation is
ineffectual to prevent the formation of a contract by the acceptance of the offer within the time specified

The granting of an option triggers CGT event D2, although any capital gain or loss arising from
the occurrence of CGT event D2 is disregarded if the option is exercised.

Further CGT consequences arise when the option is exercised by the parties and the business
interest transferred. CGT event Al occurs with respect to the disposal of the business interest,
and the date of disposal is the date upon which the option is exercised.

4 Funding options when transferring equity and taxation implications
4.1 Funding by insurance policies

Typically, buy-sell agreements are funded by insurance policies taken out on the principals of
the business regarding the death or TPD of the principals. Upon the death or TPD of the
outgoing principal, the remaining principals will apply the payout from the insurance policy of
the outgoing principal to pay for the outgoing principal’s business interest.

The proceeds from insurance policies would not be classified as ordinary income of the
taxpayer. However, payouts from an insurance policy may be assessable under section 15-30
of the 1997 Act if the payout replaces the loss of assessable income.

The payment of a benefit from an insurance policy could trigger CGT event C2 with respect to
the end of a CGT asset (being the right to receive benefit under the insurance policy).
However, section 118-300 of the 1997 Act disregards such payments if the insurance benefits
are paid with respect to a policy on the life of an individual. The ATO expressed the view in
Taxation Determination TD 2007/4 that the reference to ‘policy on the life of an

individual’ in section 118-300 includes life insurance policies as well as life insurance Sbn
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policies ‘to the extent that it provides for the payment of a “terminal illness benefit’.*
Moreover, section 118-37 disregards any capital gains or losses arising from a CGT event
relating to any wrong, injury or illness suffered personally by an individual.

4.1.1 Self ownership of insurance policies

Self ownership involves each principals of the business taking out an insurance policy over
their own life. Upon death or TPD, the proceeds from the insurance policy would be paid to
the outgoing principal’s estate and the principal’s interest in the business would be transferred
to the remaining principals for nominal consideration.

However, for self ownership to work, each principal must take out sufficient insurance cover to
ensure sufficient insurance proceeds in the event of death or TPD. There could also be issues if
one or more principal is unable to take out insurance policies. Further, a CGT issue may arise
when the proceeds from the policy is paid to a beneficiary of the deceased estate, while the
business interest is acquired by the continuing principals for no or nominal consideration.
Generally speaking, market value substitution may apply where no capital proceeds are
received and deem the disposal to be made at market value. However, the ATO may consider
that the business interest was acquired by the continuing principals for no value, which means
that the continuing principals have a nil cost base for the business interest. As such, when the
continuing principals later dispose of the business interest acquired from the outgoing
principal, they will have substantial capital gains liability.

Therefore, the buy-sell agreement should be drafted flexibly to accommodate for these
circumstances. The family of the principals or beneficiaries under the principal’s estate also
needs to understand the mechanism of the buy-sell agreement to prevent complications when
death or TPD occurs.

However, the benefits of self ownership are that it is simple to set up and maintain. There are
also no complications in having to transfer the policies when principals enter or exit the
business, as any principals exiting the business can take the insurance policy with him/her, and
new principals can take out new policies. Further, the proceeds from life or TPD insurance
policies will be exempt.

4.1.2 Cross ownership of insurance policies

Under cross ownership of insurance policies, each principal would take out a policy on each of
the other principals. Any proceeds payable under the insurance policies would be paid to the
continuing principals, which can then be applied as part of the purchase price of the outgoing
principal’s interest in the business.

Proceeds from life insurance policies held via cross ownerships will be exempt for the original
policy holders under section 118-300 of the 1997 Act. However, proceeds paid to new
principals who are not original policy holders will not be exempt unless they acquired the
interest in the policy for no consideration under subsection 118-300(1) of the 1997 Act. Given
the new principals would likely have paid consideration on entry into the business, it might be
concluded that a portion of the consideration was paid to acquire an interest in the insurance

! Taxation Determination TD 2007/4, paragraph 2, S b I I
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policy.

Moreover, proceeds from trauma or TPD events under the policies will be taxable, as the
trauma or TPD was not suffered personally by the continuing principals as required under
subsection 118-37(1) of the 1997 Act.

Consideration must also be given as to how the interests of the outgoing principal’s deceased
estate can be protected, as the beneficiaries of the deceased estate will not directly benefit
from the insurance payout. That is, the buy-sell agreement should contemplate issues such as
the continuing principals may start up a new business with the insurance proceeds and the
beneficiaries of the outgoing principal would be left with an interest in the business with no or
little value.

This approach also may not be appropriate for businesses with a large number of principals or
when there are frequent changes to the principals.

4.1.3 Company ownership of insurance policies

This approach applies when the business structure used is a company and the principals are
shareholders of the company. Under the company ownership approach, the company would
take out life insurance policy over its shareholders. Any proceeds payable under the insurance
policies would be paid to the company, and the company would use the proceeds to buy back
the outgoing principal’s shares in the company. The consideration paid by the company to buy-
back the outgoing principal’s shares would be a frankable dividend for income tax purposes
(except to the extent of any amounts debited to the company’s share capital account - section
159GZZZP of the 1936 Act).

Proceeds from life insurance policies held via cross ownerships will be exempt for the company
under section 118-300 of the 1997 Act. However, proceeds from trauma or TPD events under
the policies will be taxable, as the exemption under subsection 118-37(1) of the 1997 Act for
trauma or TPD is restricted to natural persons.

4.1.4 Insurance Trusts

Insurance trusts are typically discretionary trusts established to take out the insurance policies
of the principals with the continuing principals as beneficiaries. In the event of death or TPD,
the insurance proceeds will be paid to the beneficiaries which can be applied as part of the
purchase price to purchase the outgoing principal’s interest in the business.

The advantage of using insurance trusts is that it encourages a smooth transition in the event
of the entry or exit of principals in the business without the need to make changes to the
insurance policies.

However, the addition or retirement of beneficiaries to the insurance trust may create
resettlement issues. This issue may be avoided by drafting the trust deed to broadly define the
‘principals of the business as a class of beneficiaries, where the members of the class may vary
from time to time.

Moreover, section 118-300 of the 1997 Act only exempt proceeds from a life policy

if the recipient of the proceeds is the original beneficial owner of the policy, or Sbn
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acquired an interest in the policy for no consideration. However, the ATO’s view has expressed
the view in Taxation Determination TD 94/31, at paragraph 4 that:

‘For the purposes of, and in the context of section 160ZZI2, a trustee will be regarded as the “beneficial owner”
of such rights or any interest in such rights if the trustee possesses all the normal incidents of beneficial
ownership.’ :

Similarly, proceeds from trauma or TPD events under the policies will be taxable, as the
exemption under subsection 118-37(1) of the 1997 Act for trauma or TPD is restricted to
natural persons.

However, this should now be considered in light of the Commissioner’s view in Product Ruling
PR 2010/18 further discussed in paragraph 5 below.

4.2 Funding other than by Insurance

If a triggering event is not an event covered by the insurance policy, alternative funding
options must be sought by the continuing parties.

One option is the use of a vendor finance arrangement, whereby the outgoing principal lend
the continuing principals money to purchase the business interest by way of a loan repayable
by the continuing principals over a period of time. Such arrangements would typically involve a
secured loan whereby the outgoing principal take security over the business interest to be
acquired by the continuing principals.

5 The ATO’s position on buy-sell agreements

On 1 September 2010, the ATO released Product Ruling PR 2010/18 entitled Income tax:
capital gains tax consequences for a Beneficiary of an Insurance Trust Deed (‘the Product
Ruling’).

The ATO has not previously release any rulings on buy-sell agreements. However, a discussion
paper (‘the Discussion Paper’) was released in May 2000 on the subject, where the ATO has
taken the view that:

‘in most buy-sell agreements the ‘conclusion is compelled’ that the death of a proprietor is a condition
precedent to the formation of the contract because, until a proprietor (whichever proprietor) dies, there is no
certainty as to who will be buying and who will be selling.’

‘provided that it is clear from a buy-sell agreement that it is the proprietors’ intention that the agreement does
not become binding until the death of one of them, we will accept that the time of the contract for the purposes
of paragraph 104-10(3)(a) ITAA 1997 is the date of the death of the outgoing proprietor."

Further, in ATO ID 2003/1190, the Commissioner has stated in relation to the timing of CGT
events regarding options:

% Section 160 ZZI ITAA 36 was the predecessor of section 118-300 ITAA 97 being the exemption for life insurance proceeds. ]

# ATO Discussion Paper, page 6
* ATO Discussion Paper, pages 6 and 7 S
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‘Where it is evident from the terms of the agreement that the parties intend the arrangement to come into effect
only at the time of the death or disablement of one of the shareholders, this will be a condition precedent to the
formation of the option contract.

It therefore follows that the CGT event D2 does not occur at the time the buy - sell agreement is executed. The
CGT event D2 happens when one of the major shareholders dies or becomes permanently disabled.’

The Product Ruling deals with a scheme consisting of a buy-sell agreement the operation of
which is conditional on the business owners entering into a separate insurance trust deed
(1TD’). Each of the business owners are a sole beneficiary under the separate ITD, and the
corporate trustee of the ITD will be owned and controlled by all of the business owners. The
trustee holds a life insurance policy on the life of the sole beneficiary (i.e., each of the business
owners) as bare trustee for the beneficiary. Any payment made under the insurance policy will
used to fund the purchase price payable upon the exercise of an option under the buy-sell
agreement.

The Commissioner’s view on such buy-sell agreements are summarised in paragraph 17 of the
Product Ruling:

17. Subject to paragraphs 3 and 4 of this Ruling and the assumptions in paragraph 22 of this Ruling:

(@) The legally enforceable rights under the Insurance Policy to which the Beneficiary is absolutely
entitled as against the Trustee are a CGT asset under subsection 108-5(1).

(b) CGT event C2 under section 104-25 happens when rights under the Insurance Policy end. That is,
when the Insurer makes a payment of the Proceeds in satisfaction of the rights under the Insurance
Policy.

(c) A capital gain will arise under section 104-25 to the Beneficiary (and not to the Trustee) if the capital
proceeds from the ending are greater than the cost base of the rights under the Insurance Policy. A
capital loss will arise under section 104-25 to the Beneficiary (and not to the Trustee) if the capital
proceeds from the ending are less than the reduced cost base of those rights.

(d) The capital proceeds under section 116-20 from this CGT event C2 will be the amount of Proceeds
the Trustee receives or is entitled to receive from the Insurer under the Insurance Policy.

(e) The cost base or reduced cost base of the rights under the Insurance Policy to which the Beneficiary
is absolutely entitled as against the Trustee includes the insurance premiums (subsections 110-
25(2) and 110-55(2)).

() Inthe event of the Beneficiary's death:

(i) A capital gain will arise under section 104-25 to the Beneficiary's estate if the capital proceeds
from the ending of the Beneficiary's estate's rights are greater than the cost base of those
rights under the Insurance Policy. A capital loss will arise under section 104-25 to the
Beneficiary's estate if the capital proceeds from the ending of the Beneficiary's estate's rights
are less than the reduced cost base of those rights.

(i} The capital proceeds under section 116-20 from this CGT event C2 will be the amount of
Proceeds the Trustee receives or is entitied to receive from the Insurer under the Insurance
Policy.

(@) Any capital gain or capital loss made by the Beneficiary's estate in the event of the Beneficiary's
death under section 104-25 upon payment of a death benefit by the Insurer under the Insurance
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Policy will be disregarded pursuant to item 4 in the table in subsection 118-300(1) because they
acquire the right to that payment for no consideration.

(h)  Any capital gain or capital loss the Beneficiary makes under section 104-25 upon payment of a non-
death benefit by the Insurer under the Insurance Policy in respect of an injury or illness the
Beneficiary suffers will be disregarded under paragraph 118-37(1)(b).

()  Any payment by the Trustee from the Proceeds of a Claim to each Entity, as directed by the
Beneficiary under clause 6 of the ITD, is treated pursuant to section 103-10 as if the Beneficiary, or
the Beneficiary's estate, had received the Proceeds.

() A CGT event will not happen upon the transfer of the Insurance Policy by the Trustee to the
Beneficiary.

(k)  Provided the scheme ruled on is entered into and carried out as described in this Ruling, the anti-
avoidance provisions in Part IVA of the Income Tax Assessment Act 1936 (ITAA 1936) will not apply
to a Beneficiary.

However, as it is a product ruling, it is only binding in respect of certain classes of entities
specified in the Product Ruling itself that enter into the scheme from 1 September 2010 until
30 June 2013.

Restructuring businesses held subject to trusts

6 Issues to consider when transferring wealth and control held subject
to a trust

6.1 Importance of the terms of the trust

Typically the terms of trusts are provided in trust instruments. Such terms may include both
the rights and obligations of trustees of the trust, such as the powers, duties, trusts and
discretions that a trustee of a trust has, as well as the rights of beneficiaries.

As a result, the usual tensions arise with respect to whether the powers under the trust are
wide, and the potential resulting tensions that arise as between trustees (who control the trust
estate) and beneficiaries. This may be an issue (for example) if there is property held subject
to a trust by a sole trustee, for the benefit of more than one (adult) beneficiary.

Further, the flexibility of the use of the trust fund (for example, power of investment,
amalgamation of trust fund etc) may be drafted narrowly for the purposes of protecting the
trust fund, but may become an issue when dealing with the trust fund some time after the
establishment of the testamentary trust.

As such, it may be appropriate to vest a ‘discretion’ in the trustee when, for example, the
needs of the beneficiaries may vary from time to time. From a tax planning prospective, such
flexibility may enable the trustee to distribute the trust income in such a way (ie. to those
beneficiaries and in those amounts) so as to minimise the overall tax liability on the total trust
income or on the total income of the family group for an income year.

shn
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6.2 Minor beneficiaries

It should be noted that a distribution to minor beneficiaries under the terms of a trust creates
a legal entitlement in favour of the minor beneficiary. As a result, the distribution must either
be physically paid to the minor beneficiary, or a loan account in favour of the minor beneficiary
will be created, which will ultimately be payable to the minor either at demand, or when the
trust vests.

6.3 More than one trust?

A common issue that arises in the context of succession planning, particularly in the context of
establishing testamentary trust(s) by a testator with a number of (adult) children, is whether
one or more testamentary trusts should be established under a will.

For example, should one child be the trustee and appointor to hold the trust fund for the
benefit of all of the children, should a testamentary trust be established for each of the
testator(s) children, or a mixture of both?

This will depend on the individual circumstances of the family group.
6.4 The position of Appointor

The position of Appointor is often a powerful position in a trust, as the Appointor has the right
to hire and fire the trustee i.e. replace a trustee or add an additional trustee. A new trustee
might be expected to bend to the will of the Appointor.

It should be noted that the position of Appointor is a personal position, and is not an item of
‘property’. In Re Burton; Wily v Burton - BC9405738, Davies J in the context of bankruptcy law,
observed that ‘... the power which Mr Burton holds as Appointor is not ‘property’ which vests in
his trustee in bankruptcy nor a power ‘as might have been exercised by the bankrupt for his
own benefit’. As a result, the position of Appointor, because it is not an item of property but
rather is a personal appointment, it was held that the position does not pass to a trustee in
bankruptcy.

Similarly, in the context of succession laws, the position of appointor passes to a deceased’s
personal legal representative, and does not enter into a deceased Appointor’s estate. For
example, section 40 of the Probate and Administration Act 1898 (NSW) provides that the
existence of ‘property’ within the jurisdiction (i.e. NSW) is essential to grant probate and

5 The term ‘property’ is defined in section 3 of the Probate and Administration Act 1898 (NSW) as follows:

Real estate extends to messuages, lands, rents, and hereditaments, of freehold or any other tenure, and
whether corporeal, incorporeal or personal, and to any undivided share thereof, and to any estate, right, or
interest (other than a chattel interest) therein, and in part 2 includes lands held under building leases or any
lease for twenty-one years and upwards.

Personal estate, except in part 2 as hereinbefore mentioned, extends to leasehold estates and other chattels
real, and also to moneys, shares of government and other funds, securities for money (not being real estates),
debts, choses in action, rights, credits, goods, and all other property whatsoever, which, prior to the coming into
operation of the Real Estates of Intestates Distribution Act of 1862, commonly known as “Dr. Lang’s Act”, by

law devolved upon the executor or administrator, and to any share or interest therein. _]
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letters of administration: ‘The Court shall have jurisdiction to grant probate of the will or
administration of the estate of any deceased person leaving property, whether real or personal,
in New South Wales.” The only exception to this rule is a grant of administration to permit an
application to be made under the family provision legislations (see section 91 of the Succession
Act).

As a result, a position of appointor created under a testamentary trust, unless otherwise
provided for, will pass to the appointor’s personal legal representative and not the appointor’s
estate. The position of appointor will not be dealt with by (and for example) the Probate and
Administration Act 1898 or the Succession Act.

6.5 Family provision legislation

Further considerations must be given to the interaction between the family provision
legislation in succession planning. In New South Wales, the provisions contained in Chapter 3
of the Succession Act regarding family provisions, which replaced the Family Provision Act
1982 (NSW), seek to limit the freedom of testation to the extent consistent with the purposes
of the Succession Act. That purpose is to:-

‘enable a court to override the terms of a deceased person’s will or the distribution of a deceased person’s
estate on intestacy if it determines it is necessary to do so to ensure that the family and other dependants of a
deceased person are adequately provided for’s.

The conflict between testamentary freedom (often expressed as ‘the freedom to leave my
property to anyone | like’) and the ‘community standards’ often referred to by judges in
deciding family provision cases leads to situations of emotion and stress. The plaintiff cannot
understand why he or she has been left out, and the beneficiaries under the will cannot
understand why the plaintiff is not happy with his or her lot. Often, the impact of the will can
be minimised before death; rarely can it be totally avoided.’

An understanding, even if only a general one, of the impact and reach of the family provision
legislation is important in considering the position of wills in estate and succession planning.
For will drafters, there are considerations of inclusion of relatives, for provision of reasons for
exclusion, and the advice which can be given as to possible applications by disappointed family
members. For succession planners, considerations need to be given to the effectiveness of
strategies to remove property from the estate.

6.5.1 Overview of family provision

Under Chapter 3 of the Succession Act, the Court may make a family provision order in relation
to the estate of a deceased person in favour of an eligible person on application by the eligible
person to the court®. However, the Court may only make the order if the eligible person has

6 Explanatory Note, Overview of Bill, Succession Amendment (Family Provision) Bill 2008.

” Foran entertaining review of this conflict, see Professor Croucher’s Conflicting Narratives in Succession Law (2007)
14 APLJ 179.

8 section 59, Succession Act. S b [ ]
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not been adequately provided for by the testator for the person’s maintenance, education or
advancement in life’.

An eligible person as defined in section 57 of the Succession Act include the spouse, child,
former spouse, a person who was wholly or partly dependent on the deceased who is either a
grandchild or was a member of the deceased’s household, and a person with whom the
deceased person was living in a close personal relationship at the time of the deceased
person’s death.

Under subsection 58(2) of the Succession Act, any applications made under the Succession Act
must be made within 12 months from the date of death of the deceased unless otherwise
ordered by the court.

6.5.2 Family Provision and Trusts

Section 63 of the Succession Act contains a list of property that may be used for family
provisions orders, which include:

‘(1) A family provision order may be made in relation to the estate of a deceased person.

(2) If the deceased person died leaving a will, the estate of the deceased person includes property that would, on
a grant of probate of the will, vest in the executor of the will, or would on a grant of administration with the will
annexed, vest in the legal representative appointed under that grant.

(3) A family provision order may not be made in relation to property of the estate that has been distributed by the
legal representative of the estate in compliance with the requirements of section 93, except as provided by
subsection (5).

(4) Where property of the estate of a deceased person is held by the legal representative of that estate as trustee
for a person or for a charitable or other purpose, the property is to be treated, for the purposes of this Chapter, as
not having been distributed unless it is vested in interest in that person or for that purpose.

(5) A family provision order may be made in relation to property that is not part of the estate of a deceased
person, or that has been distributed, if it is designated as notional estate of the deceased person by an order
under Part 3.3.’

As can be seen from subsection 63(4), properties subject to the testamentary trust are
properties that may be used for family provisions orders.

Further, Part 3.3 of the Succession Act enables the court to make an order designating
property that the deceased disposed of before death as being property that forms part of the
deceased’s ‘notional estate’, and the court may make a family provisions order out of this
notional estate under subsection63(5), Succession Act.

The Note to Part 3.3 in the Succession Act summarises the notional estate provision:
Property may be designated as notional estate if it is property held by, or on trust for, a person by whom

property became held (whether or not as frustee), or the object of a trust for which property became held on
trust:

® section 59, Succession Act. S b n
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(a) as a result of a distribution from the estate of a deceased person (see section 79), whether or not the
property was the subject of the distribution, or

(b) as a result of a relevant property transaction, whether or not the property was the subject of the
transaction (see section 80), or

(c) as a result of a relevant property transaction entered into by a person by whom property became held,
or for whom property became held on trust, as a result of a relevant property transaction or a distribution
from the estate of a deceased person (see section 81), whether or not the property was the subject of the
relevant property transaction.

Property may also be designated as notional estate if it is property:

(a) held by the legal representative of the estate of a person by whom property became held as a result of
a relevant property transaction or distribution referred to in paragraphs (a)-(c) above and who has since
died (known as the ‘deceased transferee’), or

(b) held by, or on trust for, a person by whom property became held, or for the object of a trust for which
property became held on trust, as a result of a distribution from the estate of a deceased transferee,

whether or not the property was the subject of the relevant property transaction or the distribution from the
estate of the deceased person or the deceased transferee (see section 82).

As a result of the provisions in Part 3.3, properties subject to a testamentary trust may become
part of the deceased’s notional estate.

In Kavalee v Burbidge (1998) 43 NSWLR 422, the New South Wales Court of Appeal held that
assets transferred by the deceased in a series of transactions during his lifetime to a
foundation established under the laws of Liechtenstein were available to be designated as
notional estate. The Court found that instructions could be given from time to time by the
deceased to the ‘Founder’ controlling the foundation, who was legally obliged to implement
the instructions of the deceased.

Mason P (with whom Meagher JA agreed) said at 446-7:

‘... | do not see s 22(1)(a) [Now s75(1) of the Succession Act] as confined to acts or omissions that are the
operative cause of property becoming held by the deceased's intended disponee. To do so would ignore the
thrust of this liberal enactment which emphasises its scope with the words “directly or indirectly”, “as a result of
which” (emphasis added) and “whether or not the property becomes “so held immediately”... The legislation is
clearly intended to operate in a context of human agents where several may have to act in concert and where
there is the possibility that one may not co-operate. To paraphrase Mason J in Fagan v Crimes Compensation
Tribunal (at 673), “the fact that other unconnected events may also have had some relationship to the

occurrence is not material if the “act was a cause, even if not the sole cause”...

The respondents dispute that it is correct to approach the issue of causation in this way. They support
Windeyer J in his conclusion that the relevant act or omission must be the effective cause. We were reminded
that the Act interferes with property rights. But the critical issue is the extent of that potential interference. In my
view, the choice of a looser test of causation is open. For the reasons given, s 22(1) suggests, and certainly
permits, the looser approach to the factual issue of causation that | have adopted. Schaeffer (at 318) citing
Wenthworth v Wentworth (Bryson J, 14 June 1991, unreported) identifies:

“... apurpose of the Legislature that the notional property provisions should extend the powers of the
Court to the full range of benefits and advantages controlled by testators. In so far as any question of
construction presents a choice, a construction which would promote this purpose is fo be preferred: see s

33 of the Interpretation Act 1987.” ]
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... Inany event, s 22(1)(a) extends to omissions. And since, as | have held, the deceased had the legal power
to direct the Founder to do his bidding, the failure to exercise this power before death must surely be seen as
an operative cause of the by-law remaining in its final form. That by-law “designate[d] as beneficiaries” of the
Foundation those persons referred to in the “bequests” section of the memorandum. By omitting to exercise his
entitiement to direct the Founder to revoke the by-law, the deceased omitted to do an act as a result of which
the bequests stipulated in the by-law came to be paid by the Foundation, which was obliged to obey its terms.’

Mason P then considered at pages 450-454 whether or not there might be a prescribed
transaction due to the deceased’s omission to exercise the power to appoint or to dispose of
the property of the foundation and:

‘The appellants submit that, during his lifetime, the deceased could have caused the assets of the Gartner
Foundation to be dealt with as he pleased. They rely upon the trial judge's finding that the deceased had
control of Mr Defago who in turn had control of the Foundation through the capacity to compel the exercise of
the full gamut of Founder's rights that were vested in DFC at the time of the deceased's death. | have already
indicated that | accept that such control existed.

Windeyer J held that s 22(4)(a) [Now s76(2)(a) of the Succession Act] did not apply because:
(a) the deceased had no power to appoint or dispose of the property of the Foundation; and

(b) the property of the Foundation did not become held by another person as a result of the deceased's
omission to exercise the power before his death (in the terms of s 22(4)(a)(i)).

The respondents support these propositions. The appellants dispute them and also invoke s 22(4)(a)(ii)..

(a) Did the deceased have the power to appoint or dispose of the property of the Foundation during his
lifetime?

Windeyer J answered “no”. He did not find it necessary to consider (as | have) whether the deceased had legal
rights to compel Mr Defago, and through him the Founder, to do his bidding. And he distinguished between the
power of the deceased over the Founder on the one hand, and the power of the Founder over the Foundation
on the other...

in my opinion, the distinction drawn by the learned trial judge (between a power to or dispose of property that
was directly exercisable, and one which depended upon compelling Mr Defago to execute various documents)
finds no support in this legislative scheme. What | have described as the deceased's legal power to compel Mr
Defago, through DFC, to cause the Foundation to deal with its assets as the deceased might stipulate was in
effect an entitlement to exercise a power to dispose of the property in the Gartner Foundation. That power
existed (albeit indirectly) through the agency of Mr Defago and his firms, SCF and DFC. A “power to % dispose
of property” is not a technical term of law. In context it must mean something more than a traditional power of
appointment, assuming that the latter concept were limited in any presently relevant way.

Returning, as | must, to construing s 22(4)(a) in context, and faithful to the purpose of Pt 2, Div 2 of the Act as
expounded in Schaeffer (at 318-319). | am satisfied that the deceased had until his death an entittement to
exercise a power to dispose of property which was not in his estate, being the property vested in the
Foundation.

| accept that there is a vital distinction between de facto control and legal entitiement: see Re Sutton Coldfield
Grammar School (1881) 7 App Cas 91; National Companies & Securities Commission v Brierley Investments
Ltd (at 287). Section 22(4)(a) requires entitlement. However, entitlement and immediate enjoyment are
different. Here the powers of DFC as Founder were at the deceased's disposal as a matter of right,

through the rights which the deceased had over Mr Defago. And, if he chose, the deceased was, as S b n
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a matter of right, able to have the Founder replaced by a Founder that would do the deceased's bidding.
Indeed, the deceased could have required DFC to appoint the deceased himself as the Founder. All steps to
effect an appointment or disposal of assets as the deceased chose were really administrative once the
deceased determined to act.

I have no difficulty in conceding that the power to appoint or dispose of the assets of Gartner (through art 6)
was vested in the Founder for the time being. Absent a contrary direction from the deceased, the Founder
immediately before and after the deceased's death (DFC) was entitled to exercise that power of disposition.
But more than one person may have concurrent powers to deal with or dispose of the same item of property...

(b) Did the omission to exercise the power before death cause either of the events in s 22(4)(a)(i) or
(ii)?

| agree generally with Windeyer J on s 22(4)(a)(i). The property of the Foundation remained vested in it before
and after the deceased's death. It did not “become held by another person” as a result of the omission to
exercise the relevant power and the deceased's death.

However, s 22(4)(a)(ii) must also be considered. The death of the deceased F either led to the transmission of
the deceased's rights over the Founder according to the law of the deceased's domicile, or it terminated those
rights ... If the former, there was obviously “another person” (cf s 22(4)(a)(ii)} who became entitled to exercise

the deceased's power of disposition, and this occurred as a result of the deceased's omission to do so and his
death.

If the latter, the expiry of the deceased's rights left the Founder's powers G intact. Can it be said that as a
result of the deceased's omission to exercise his power and of his death, the Founder “continue[d] to be,
entitled to exercise the power” (to which it was previously entitled) to dispose of the assets of the Foundation?

The respondents are correct in their submission that “the power” referred to in subpar (ii) must be the same
power as that which was enjoyed by a deceased before he or she ceased to be entitled to exercise it. But the
very fact that the subparagraph contemplates that “another person” may continue to be entitled to exercise the
power shows that the provision embraces the situation of two or more persons having a concurrent power to
dispose of property with one of those persons (being the deceased) ceasing to exercise it as a result of the
prior omission to exercise it and death. ... The Founder's entitlement to exercise the power preceded the
deceased's death and continued after it. This satisfied subpar (ii) if it were the case that the deceased's
entittement was non-transmissible.

This alone is not sufficient to satisfy s 22(4)(a)(ii). It must also be shown that the continuation of the Founder's
power came about “as a result of” the deceased's omission to exercise his concurrent power and of his death.
The respondents submit that it is at this point that the appellant's argument breaks down. They submit that
there is no link or connection between the continuation of the Founder's powers under the articles of the
Foundation and the deceased's omission to dispose of the Foundation's assets (as he could have, through his
power over the Founder that | have found to exist) before his death. And the respondents emphasise
(correctly) that the same “power” is involved wherever it is mentioned in the paragraph.

... | would reject the respondents' argument for the following reasons. If the deceased had exercised the power
which he held yet omitted to exercise, then the assets of the Foundation would have been effectively disposed
of. For example, the deceased could have directed the Founder to make a by-law whereby the corpus of the
Founder's assets (after payment of the “bequests”) were paid to one or more of the appellants. That by-law
could have been made irrevocable ... The deceased did not procure this during his lifetime. It can therefore be
said that his omission to do so before his death was a cause of the assets remaining in the Foundation. The
Founder's concurrent powers of disposition (through making by-laws) remained as it stood under the articles. It
continued after the deceased’s death. The provision does not require that the concurrent powers of disposition
should be exercisable in identical ways. That continuation was causally linked to the deceased's omission in
that the omission contributed to the continuation of the Founder's power of disposition under the (unamended)

articles, and left the Founder with assets at its disposition in the Foundation.
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The decision of Kavalee was considered by the New South Wales Supreme Court in Flinn v
Fearne [1999] NSWSC 1041. In Flinn, Master McLaughlin distinguished Kavalee and said:

‘23 It must, however, be recognised that the decision in Kavalle v Burbidge was essentially a decision upon
its own facts, dealing with the legal rights of a testator in the context of the law of Liechtenstein, and the
specific legal powers vested in the testator in that case (see the judgment of Mason P at 451E), which are to
be distinguished from the powers vested in the deceased in the instant case. Whereas, in Kavalle v Burbidge
there was a legal duty imposed upon Mr Defago, the trustee, to act in accordance with the directions of the
testator, in the instant case there was no such legal duty imposed upon the trustee fo act in accordance with
the directions of the deceased.

24 There is no doubt, in the instant case, that the deceased during his lifetime, in his capacity as the
Nominator, had the power, to remove the trustee named in the deed and to appoint another trustee of the G &
A Fearne Family Trust. It seems to me, however, that that power is very different from the power of de facto
control of the trust asserted by the plaintiffs to have reposed in the deceased. Indeed, the entire basis of that
assertion of de facto control appears to depend upon assumptions, firstly, that the deceased would be able to
find another potential trustee who would be amenable to the dictates of the deceased, and, secondly, that any
such entity or person, when appointed trustee, would disregard his duties as a trustee (see Jacobs' Law of
Trusts in Australia, 6 ed (1997), 51, paragraph 265; 409, paragraphs 1609ff).

25 It was submitted on behalf of the defendant that the deceased held his power in a fiduciary capacity and
that he could exercise it only in such a fiduciary capacity. Whether or not that was so, it is abundantly clear that
the deceased could not have properly given, and the trustee could not have properly received, a direction that
the trustee dispose of the trust property. The most that the deceased could have done was to remove the
nominated trustee and to appoint as a new trustee a person or entity whom the deceased might have expected
would act in accordance with his direction. (It was suggested on behalf of the plaintiffs that the deceased could
even have appointed as such new trustee a company controlled by the plaintiff.)

26 Nevertheless, there could be no certainty that either the original trustee or any replacement thereof
appointed by the deceased would necessarily have acted in accordance with such a direction by the
deceased, since the conduct of the trustee, were he merely to have acted as directed by the deceased, without
independently carrying out his duties and exercising his discretion (in the manner described in the foregoing
passages from Jacobs), would have constituted on the part of the trustee a clear breach of trust. (If the
deceased had appointed as a replacement trustee a company which he himself controlled, it is possible that
any disposition of trust property to the deceased by such a trustee would have been in contravention of clause
18(a)(ii) of the deed.)

27 It seems to me that a clear distinction must be drawn between, on the one hand, the conduct of the
deceased in failing to exercise his powers as the Nominator, and, on the other hand, the conduct of the
trustee. It is all very well for the plaintiffs to say that the deceased could have dismissed the trustee and could
have appointed a fresh trustee who would be malleable and would act in accordance with the wishes of the
deceased. Nevertheless, the essential question is whether the deceased himself entered into a prescribed
transaction, not whether the trustee, by his failure to do anything, allowed the property to remain subject to a
trust.

6.6 Bankruptcy Act considerations

Under the Bankruptcy Act, there are two main provisions which will allow a trustee in
bankruptcy to claim back assets or their value when they are transferred to a trust (or for that
matter any other entity, including a spouse).

6.6.1 Undervalue transfers
Section 120 of the Bankruptcy Act is concerned with transfers of assets from a

person prior to bankruptcy at less than their market value. It is very much time Sbn
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dependant. Section 120 has been recently amended to alter the time limitations when
transfers are made to an associated person.

The rules in section 120 are:

e If the transferor was solvent at the time of the transfer and the transfer was not to a
‘related entity’ then the trustee in bankruptcy is limited to transfers which occurred
within two years before the commencement of the bankruptcy;

e If the transferor was solvent at the time of the transfer but the transfer is to a related
entity then the clawback period is four years;

¢ Inany other case the clawback period is five years i.e. where the transferee cannot
prove that the transferor was solvent at the time of the transfer.

It should be noted that the commencement of bankruptcy can be up to six months prior to the
date a petition is lodged™°.

The transferee has the burden of proving that the transferor was solvent at the time of the
transfer.

A new provision was introduced in 2006 that establishes a rebuttable presumption that the
transferor was insolvent if it is established that the transferor:

‘(@) had not, in respect of that time, kept such books, accounts and records as are usual and proper in relation
to the business carried on by the transferor and as sufficiently disclose the transferor's business
transactions and financial position; or

(b) having kept such books, accounts and records, has not preserved them.’

There are two safe harbours:

1. Plan early so that the clawback period will have expired if financial problems arise.
The best planning is that which is never needed.

2. Have the transferee pay market value. This, of course, will not immediately reduce the
net worth of the transferor. However, if the transferor consumes the value provided
by the transferee on living, holidaying, school fees etc, there is nothing for the trustee
in bankruptcy to recover. Meeting mortgage expenses of the spouse’s home may not
be a wise decision. This is discussed below.

As to planning early the proposition is simple, if time starts to run at the earliest opportunity
the relevant time period for clawback by a trustee in bankruptcy may have expired when the
triggering act of bankruptcy occurs. On the second point the transferee must give at least

©The bankruptcy commences at the time of the earliest act of bankruptcy committed within the 6 month period
preceding the date the petition is lodged: Section 115 Bankruptcy Act. For the definition of ‘act of bankruptcy’ see
section 40 Bankruptcy Act.

" subsection 120 (3A) Bankruptcy Act. S b I ]
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market value consideration for the transfer of the property. There are no special rules about
determining the market value of property for bankruptcy purposes™.

The decision of the Federal Magistrate in Thomas v. Tyler (No 2)* shows that the usual contest
between opinions of valuers takes place in this context. It also illustrates another
exceptionally important point. If the valuation is not correct and the property is transferred at
an undervalue the appropriate order, unless it is an exceptional case®, is that the property be
reconveyed to the trustee in bankruptcy by the transferee. The transferee is repaid the
amount of the undervalued consideration but the critical upshot is that any increase in the
value of the property will accrue to the trustee in bankruptcy and not the purchaser.

A tactical reaction to this is that the transferee should purchase the property at its market
value (with, in this case the market value determined at the high end of the scale). The
transferor would provide vendor finance and then release all of the balance of the debt. The
property transferred in that case at an undervalue is the debt which is released. The growth in
the value of the property originally transferred remains with the transferee as there should be
no order for reconveyance of the property.

Of course, there is always the question of whether the property has been truly transferred to
the trustee of the trust™ or the transactions are shams®®.

6.6.2 Transfers to defeat creditors

The other clawback mechanism available to a trustee in bankruptcy is section 121 of the
Bankruptcy Act. This provision is driven by motive and is not time dependent. The High Court
found in Cummin’s Case’ that transfers of property up to 15 years earlier were void as against
his trustee in bankruptcy.

Section 121 provides that a transfer is void if:

2 It was relevantly observed in the Explanatory Memorandum to the Bankruptcy Legislation Amendment Bill 1999
that:

‘The expression ‘market value’ is intended to refer to the value of the property concerned if it were
disposed of to an unrelated purchaser bidding in a market on an ordinary commercial basis for property of
the kind disposed of, without any sort of discount or incentive for purchase being offered. The expression
is not intended to include a situation where the property was being disposed of at a fire sale, at discounted
prices because of some immediate need on the part of the owner to liquidate his or her assets’,

Refer Victorian Producer’s Co-Op Co Ltd v. Kenneth [1999] NSWSC 155.
1312005] FMCA 342.

" ¢f the observation made by Raphael FM in Thomas v. Tyler (No 2) that the decision of Driver FM in Schmierer v.
Horan [2004] FMCA 16 to cause the transferee to pay the trustee in bankruptcy the shortfall was motivated by a
desire to maintain the bankrupt’s family in the family home and, in any event, there was a small difference which on
the balance of convenience justified the order, as exceptional.

'> Ramaldi v. Reeves [2007] FMCA 408.

'8 Sharment Pty Ltd v. Official Trustee in Bankruptcy [1988] FCA 179 and Hyhonie Holdings Pty Ltd v. Leroy (2003)
NSWSC 624 and (2004) NSWCA 72. In Sharment Lockhart J observed that in order to find a sham there needed to
be a strong finding. The strength of that finding may have been very recently diluted by the decision of the High
Court in Raftland Pty Ltd v. FC of T [2008] HCA 21.

17 (2006) HCA 6. S b n
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e the transferor’s main purpose was to prevent the transferred property from becoming
divisible among the transferor’s creditor (or to hinder or delay that process); and

e the property would probably have become part of the transferor’s estate or would
probably have been available to creditors if the property had not been transferred.

The transferor is taken to have the required main purpose if it can be reasonably inferred from
all the circumstances that the transferor was at the time of the transfer insolvent or about to
become insolvent.

There is also the same rebuttable assumption about the failure to keep books, accounts and
records, or to preserve them as in section 120%,

If the transferee gave at least market value consideration for the transfer and did not know or
could not reasonably have inferred that the transferor’s main purpose was to defeat his or her
creditors and that the transferor was or was about to become insolvent then the transfer is
not void.

Again, if the transferee pays market value consideration and is innocent of the transferor’s
state of mind (and objectively so) then the value paid can be dissipated on consumption®.

There is an alternative approach. If it can be demonstrated that the bankrupt would have
dissipated value actually transferred by the bankrupt (prior to bankruptcy) that value will not
be caught by section 121. This is because it must be shown (by the trustee in bankruptcy) that
the property would probably have become part of the transferor’s bankrupt estate available to
the creditors.

The main issue of concern with section 121 is whether it strikes at generic asset protection
planning. Say a person about to engage in a financially risky enterprise eg. accounting or law,
transfers assets to a discretionary trust before commencing business. In those circumstances
can section 121 provide the trustee in bankruptcy with a clawback when there are no
unsatisfied creditors and none looming?

Sackville J in the Federal Court decision in Cummin’s Case considered this situation and
concluded that:

‘It does not seem to me that Ex Parte Mercer necessarily means that a barrister who transfers assets in order
to keep them out of the hands of clients or potential clients, who at some stage in the future might sue for
professional negligence, is outside the scope of s121(1)(b) of the Bankruptcy Act should the transfer be
subsequently impugned. It must be borne in mind that s121(1)(b) may be satisfied even if the transferor was
solvent at the time of the transfer and even if the fransferor had no creditors at that time. It seems to me that
the answer to the question is likely to depend on the facts of the particular case. | am prepared to assume for
the purposes of this case, without deciding, that if all that is known is that a professional person:

o transferred the bulk of his or her assets to a family member for no consideration;

'8 Subsection 121 (4A) Bankruptcy Act.

' For an extreme example of this see Jessup v. Mountain View Farm [2002] FCA 312.

% prentice v. Cummins (No 6) [2002] FCA 1503. S bn
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o has no creditors at the time of the transfer (or retains sufficient to meet all liabilities known at the
time);

e has not engaged and does not propose to engage in any hazardous financial ventures; and

¢ intends to protect the transferred assets from any actions brought by a client who might in the future
sue for professional negligence (there being no such suit in the offing at the time of the transfer;

then s121(1)(b) of the Bankruptcy Act does not render the transfer void against the person’s trustee in
bankruptcy. For the reasons that appear, | do not think that assumption is of assistance to the respondents in
the circumstances of the present case.2!’

It is difficult to gain any confidence from this statement, one way or the other. Perhaps there
is a slightly favourable view being expressed. Unfortunately none of the judges in the Full
Federal Court or the High Court sought to resolve the issue. The High Court simply concluded
that it was good enough to be aware of impending liabilities and did not consider the wider
question about general asset protection®.

The issue is, however, readily resolved for practitioners. When there is no choice but to make
the transfer to protect the family home and to keep the family from the poor house it must be
done and the consequences (if any) suffered later.

In the context of section 121 motive is everything. It helps, therefore, if the transaction is
driven by another significant motive such as commercial (including taxation) or family
domestic reason.

In Florance® the Court was persuaded by the evidence of Mrs Florance, the non-bankrupt
spouse and option holder, that she wished to retain the properties in question against her
husband’s desire to give up legal practice and move to the country, ie. purely ‘domestic
considerations’.

6.7 Asset protection: The current state of play following the fall out from the Richstar’s
case

The Richstar Enterprises Case** concerned the collapse of the Westpoint Group. The Australian
Securities and Investment Commission (‘ASIC’) had already obtained orders that receivers be
appointed to the property of a number of Westpoint directors and companies controlled by
them. The point of these actions was to preserve property of the individuals and companies to
prevent it being dissipated pending the ASIC enquiries.

The question before the Court was whether a receiver could be appointed to property held in
trust. The relevant provision was section 1323 of the Corporations Act. This section allowed
the Court on application by ASIC or an aggrieved person to appoint inter alia a receiver to

#1 [2002] FCA 1503 at paras. 102-103.
?2 2006] HCA 6 at paras. 29-33.
2 Re Florance Ex parte: Andrew v. Florance [1983] FCA 357.

* pustralian Securities and Investments Commission: In the matter of Richstar Enterprises Pty Ltd (ACN 099 071
968) v. Carey (No 6) [2006] FCA 814. S bn
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property of a person, who is subject to an investigation being carried out under the ASIC Act or
the Corporations Act. ‘Property’ is defined as meaning:

‘any legal or equitable estate or interest (whether vested or contingent) in real or personal property of any
description and includes a thing in action’.5

The Court was satisfied that it could make such an order where the property was held as
trustee by the persons being investigated and in relation to superannuation funds where the
individuals were members. In each instance it was considered that the individuals subject of
investigation had an ‘interest’ (legal or equitable).

The ‘interest’ of the individuals in discretionary trusts posed a more difficult question because
the objects have nothing more than a right to be considered by the trustee as a potential
beneficiary of the trustee’s largesse as to income or capital.

French J undertook a detailed (but in the writer’s view not exhaustive) réview of the case law
on the powers of trustees and their controllers. The two most telling observations made by
the Court were these:

‘in the ordinary case the beneficiary of a discretionary frust other than perhaps the sole beneficiary of an
exhaustive trust, does not have an equitable interest in the frust income or property which would fall within
even the most generous definition of ‘property’ in 9 of the Act and be amenable to control by receivers under
5.1323. | distinguish the ‘ordinary case’ from the case in which the beneficiary effectively controls the trustee’s
power of selection. Then there is something which is akin to a proprietary interest in the beneficiary.'%

And:

‘I am inclined to think that a beneficiary in such a case ... at arm’s length from the trustee, does not have a
‘contingent interest’ but rather an expectancy or mere possibility of a distribution ... On the other hand, where a
discretionary frust is controlled by a trustee who is in truth the alter ego of a beneficiary, then at the very least a
contingent interest may be identified because, in the words of Nourse J ‘it is as good as certain that the
beneficiary will receive the benefits of distributions either of income or capital or both’.7

In a wealth preservation and tax planning context it might well be said that ‘it is as good as
certain that the beneficiary will not receive the benefits of distributions ...’

The Court Concluded that a Mr Beck who was the sole director and secretary of a corporate
trustee of a discretionary trust had an interest in property of the trust (it did not matter that
his wife was the Appointor):

‘Mr Beck is a beneficiary of the Agribusiness Annuity Trust of which Eagle Bluff Nominees Pty Ltd is a trustee.
He is the director and secretary of that trustee company. He is the original appointor under the trust and his
wife, Anne Beck, the current appointor. The trustee has a wide discretion including the power to prefer one or
the other beneficiary to the total exclusion of any other beneficiary. Mr Beck would appear, through his trustee
company, to have effective control of the assets of the trust. At the very least he has a contingent interest in

% Section 9 Corporations Act.

% Richstar at para. 25.

7 Richstar at para. 36. S b [ ]
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the sense used earlier. His interest would appear to amount to effective ownership of the trust property. The
property of that trust is, in my opinion, amenable to control by the receivers and s.1323'.28

Does this decision sound the death knell of discretionary trusts as wealth preservation
mechanisms?

In this writer’s view — no and for two reasons. The first, technical differences between the
legislation under consideration in Richstar and the Bankruptcy Act. The second reason, a
practical one, lack of assured funds on the part of trustees in bankruptcy.

The property of a bankrupt at the time the person became a bankrupt passes to the trustee in
bankruptcy.”’ However, property held on trust for another is specifically excluded.®® In
addition, the power of appointment of the trustee is not property which passes to the trustee
in bankruptcy.®

Division 4A of the Bankruptcy Act specifically contemplates and makes provision for the
circumstances where a bankrupt controls a trust.* In these circumstances it can be vigorously
argued that the Bankruptcy Act recognises that the interest of the bankrupt in a discretionary
trust is not attainable by a trustee in bankruptcy. For a somewhat contradictory view see the
paper prepared by Justice Branson for the ITSA Bi-Annual Congress 2006.**

In any event, if the contingent interest that French J has identified passed to the trustee in
bankruptcy — what is the true practical effect. The right as a beneficiary is to be considered
and no more. That is not an attractive outcome for a trustee in bankruptcy.

The more practical aspect is that a trustee in bankruptcy personally takes on the risk of
litigation. If he or she fails then there is a personal loss. This is a significant deterrent to
pursuing cases which have a significant risk of failure.

It is recognized that a trustee in bankruptcy may have access to litigation funding. However, a
litigation funder would take a very considered view of the implications of Richstar (after having
first identified significant assets which might be accessed).

In the writer’s view the decision is not one which will cause the trust edifice to crumble.
However, it may in truly risky environments be wise take French J’s structuring message into
account. Actions which might be taken are:

o the risk exposed person might be excluded as a direct object of the trust. An indirect
benefit might be obtained through another discretionary trust brought into the objects
clause through the spouse or children;

?® (2006) FCA814 at para. 41.

 subsection 116(1) Bankruptcy Act.

30 Paragraph 116(2)(a) Bankruptcy Act.

3 Re Burton; ex parte Wily v. Burton (1994) 126 ALR 557.

*2 Division 4A relates to entities controlled by the bankrupt and ‘entity’ includes a trust.

B The Bankrupt, His or Her Spouse and the Family Trust: A consideration of Part VI Division 4A of the Bankrupt<]

Act.’ S
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e therisk exposed person might be one only of a number of directors of the corporate
trustee and the decisions need genuinely to be made jointly;

e the risk exposed person would not be the Appointor or, if an Appointor, is one of a
number of such persons and does not have a casting vote. An Appointor stripping
clause may also be appropriate.

Careful attention to the trust deed may avoid the implications of the decision in Richstar.

7 Cloning and splitting of trusts

Trust ‘cloning’ or ‘replication’®* and trust ‘splitting’ are currently very popular mechanisms for
family succession planning. Ostensibly they are quite straightforward. However, there are
significant tax and trust law traps for the unwary.

For the purposes of this paper:

e ‘splitting’ means maintaining the one trust relationship but appointing separate
trustees for different assets of that one trust. The trust obligations are undertaken
according to the trust relationship spelled out in the trust deed establishing the trust;

e ‘cloning’ involves the establishment of a new trust relationship in respect of assets
held by the trustee. That trust relationship may come about by settling the asset on
the new trustee or bringing into existence a new trust relationship and transferring the
asset to the trustee of that new trust relationship.

Although trust cloning has been a popular mechanism for the purposes of succession planning
in the context of discretionary trusts given the (perceived) availability of exemptions from
capital gains tax (more particularly, exemptions from CGT events E1 and E2), Press Release No.
092 of the Assistant Treasurer and Minister for Competition Policy and Consumer Affairs
(dated 31 October 2008) announced the abolition of the possible exemption.

However, it should be noted that the Tax Laws Amendment (2009 Measures No. 6) Bill 2009
(Cth) (‘the TLAB6’) which was introduced to the House of Representatives on 25 November
2009, was passed by the Senate on 11 March 2010 and received royal asset on 24 March 2010.
The TLAB6 amends the 1997 Act by removing the capital gains tax trust cloning exception and
providing a limited CGT roll-over where assets are transferred between fixed trusts (i.e. unit
trust) that have the same beneficiaries with the same entitlements and no material
discretionary elements. The roll-over would have effect on or after 1 November 2008.

It is therefore expected that splitting will probably be the preferred method of ensuring the
effective passing of control of trusts between generations.

7.1  Why split or clone?

During the latter part of the 20th century and early 21st century the use of trusts and, in
particular, family discretionary trusts, has proliferated. Tax laws have to an extent driven small

** The term ‘cloning’ will be used in this paper. S bn
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to medium business operators away from using corporate vehicles as such.*® However, very
often the second or third generations are left with trust structures that do not provide
appropriate family succession outcomes.

Some of the things that lead to this conclusion are:
e the family members may be incapable of making joint decisions;

e family members may vary greatly in business acumen, intellect, risk adversity and time
opportunities;

e second and third marriages can lead to imperfectly blended families;

e family members will often have different financial needs eg. accumulation vs. present
consumption;

e it may be desirable to separate assets to more fully protect some of them from
potential creditors’ claims.

The splitting and cloning approaches are generally played out in the context of the one family
relationship. Overwhelmingly discretionary trusts are established for the one family, the
members of which may wish to go their separate ways (for the reasons discussed above). On
rare occasions a discretionary trust is established for separate family groups (it is ill advised to
do so) and splitting or cloning may have application. However, if family trust elections have
been made (or interposed entity elections are required to be made) the transactions become
problematical. The writer’s experience has been that splitting and cloning of discretionary
trusts is inevitably about single-family relationships but often with the added complexity of
children from multiple marriages who owe allegiances to different parts of the family.

Unit trusts are commonly used for business (or investment) joint ventures by unrelated family
groups. Cloning or splitting unit trusts have their own unique issues in this context and these
are addressed briefly below.

Cloning and splitting hybrid style trusts also have their own unique problems. Often such
hybrid trusts will involve members of completely different families.

The subject of trust cloning and splitting is a complex one and beyond the scope of this paper.
Capital Gains Tax Considerations and Concessions

As previously mentioned, the disposal of business interest of the outgoing principal (or his/her
estate if the trigger event was the death of the principal) will give rise to CGT event Al.

*The overwhelming factor in selecting a discretionary trust (or unit trust) structure rather than a corporate
structure is the availability of the 50% CGT discount where the business assets are sold rather than the ownership

interests in the entity. A capital gain made by a company in its own right is not a discount capital gain: section 1)]-

10 1997 Act. S
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However, capital gains tax considerations are also relevant when restructuring a business for
succession planning purposes.

8 CGT Roll-overs

The CGT rollovers contained in the 1997 Act are particularly useful when restructuring the
company in anticipation of sale.

8.1 Subdivisions 122-A and 122-B - rollover into a wholly-owned company

The Subdivision 122-A rollover can be used by an individual or trustee to interpose a company
in the business.

An individual or trustee may choose to obtain the Subdivision 122-A rollover if the individual or
trustee dispose of a CGT asset or all the assets of a business to a company, and the
consideration received in respect of the disposal only consist of shares in the interposed
company (or shares in the interposed company and the interposed company undertaking to
discharge one or more liabilities in respect of the assets of the business in a disposal of
asset(s)).

The consideration shares cannot be redeemable shares and their market value must be
substantially the same as the market value of the asset(s) the individual or trustee disposed of
less any liabilities undertaken by the interposed company in respect of the asset(s).

The individual or trustee must own all the shares in the interposed company after the disposal
of the asset(s) under the rollover.

A similar rollover for partners in a partnership transferring all the assets of a business to a
company is available under Subdivision 122-B.

8.2 Subdivision 124-G — exchange of shares in one company for shares in another
company

The Subdivision 124-G rollover can be used to insert an interposed company in the business
where there is more than one shareholder in the original company holding the business.

The difference between a Subdivision 122-A rollover and a Subdivision 124-G rollover includes:

e ina Subdivision 124-G rollover, the shareholders in the original company can only
receives shares and nothing else for the rollover. In contrast, liabilities can also be
transferred to the interposed company under Subdivision 122-A;

e Subdivision 122-A involves the disposal of a CGT asset or all the assets of a business to
the interposed company whilst Subdivision 124-G involves the disposal or
redemption/cancellation of shares in the original company

e ina Subdivision 122-A rollover, the interposed company inherits the cost base of the
original shareholder, whereas in a Subdivision 124-G rollover the cost base is worked

shn
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out having regards to the cost base of the original company’s assets and its liabilities.

It should be noted that the Commissioner’s views in TR 97/18 entitled Income tax: capital
gains: roll-over relief following reorganisation of the affairs of a unit trust or company -
sections 160ZZPA, 160Z2ZPB, 160ZZPC and 160ZZPD is also said to apply to the Subdivisions 124-
G roll-over provisions.

A similar rollover in respect of units in a unit trust being exchanged for shares in a company is
available under Subdivision 124-H.

8.3 Subdivision 124-N - disposal of assets by a trust to a company

Under a Subdivision 124-N rollover, one or more trust(s) dispose of all of their CGT assets to a
company limited by shares, and the trust is vested. Each entity which owns an interest in the
trust (e.g., a unit holder) must own replacement interests in the company in the same
proportion.

However, in order for the Subdivision 124-N rollover to be available, CGT event E4 must be
capable of happening to all of the units and interests on issue in the unit trust.

8.4 Subdivision 126-G —~ the trust cloning rollover

On 24 March 2010 the TLAB6 received royal assent to give effect to the abolition of the trust
cloning exceptions in CGT events E1 and E2 in the 1997 Act. The TLAB6 also contains the new
fixed trust rollover rules. The changes contained in the TLAB6 will apply to CGT events
happening on or after 1 November 2008.

The new fixed trust rollover may apply if assets are transferred from the trustee of a trust (the
transferring trust) to another trust (the receiving trust) where certain conditions are satisfied
and both the trustees of the transferring trust and the receiving trust chose to obtain the
rollover relief. Paragraph 1.10 of the explanatory memorandum accompanying the TLAB6
states that:

‘Broadly, the effect of the roll-over is to defer the making of any capital gain or capital loss
in respect of the asset transfer. The cost base of beneficiaries’ interests in the transferring
trust is apportioned across their interests in both trusts.’

Eligibility for the rollover relief depends on the following:
o both trusts are eligible trusts for the rollover;
e the same beneficiaries have the same interests in both trusts; and
® no exception applies.

8.4.1 (Eligible trusts for the rollover

For both the transferring trust and the receiving trust to be eligible trusts, beneficiaries’
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interests in each trust must satisfy a number of requirements. The requirements are:

e each beneficiary’s membership interests in each of the trusts must be interests in, or
rights relating to, the income and/or capital of the trust; and

e the nature and extent of each beneficiary’s membership interests in each of the trusts
must be capable of being worked out solely from t he constituent document of the
trust (ie, the trust deed); and

e there must be no power for any entity (that is, including but not limited to the trustee)
to:

o material alter a beneficiary’s membership interest in the trust;

o issue or redeem membership interests in the trust at a discount of more than
10% of their market value; and

e CGT event E4 is capable of happening to all of the units and interests in each of the
trusts at the transfer time; and

e the receiving trust must be a ‘cleanskin’ trust, being either:
o A newly created trust; or
o Atrust with no CGT assets other than a small amount of cash or debt; and

e both the trustees of the transferring and the receiving trust choose to obtain the
rollover.

8.4.2 Same beneficiaries with the same interests

For the transferring trust and the receiving trust to have the same beneficiaries with the same
interests, just after the transfer time the trusts must:

e have the same beneficiaries; and

e the receiving trust must have the same classes of membership interests that the
transferring trust had just before, and has just after, the transfer time; and

e the sum of the market value of each beneficiary’s membership interests of a particular
class in both trusts must be the same as the sum of the market value just before the
transfer time of the beneficiary’s membership interests of that class in the transferring
trust (disregarding any small amounts of cash or debt held by the receiving trust just
before the transfer time in the calculation).

8.4.3 Exceptions
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The rollover relief is not available if any of the following exceptions applies:

e thereceiving trust is a foreign trust and the rollover asset is not taxable Australian
property just after the transfer time; or

o either the transferring trust or the receiving trust is a trust to which section 102K or
102S of the 1936 Act applies for the current year (that is, either trust is a corporate
unit trust or a public trading trust); or

o both trusts must have the same tax choices or election in force if the absence of the
mirror choice would or could have an ongoing impact on the calculation of an entity’s
net income or taxable income for the current year or a later income year. The choice
must be in force just after the transfer time unless the trustee makes the mirror choice
before the first time the choice matters for tax purposes, or it would not be reasonable
to require the mirror choice to be made.

9 General CGT Discount

The general CGT discount and/or the small business CGT concessions in the 1997 Act may also
operate to reduce any capital gain made by the outgoing principal.

9.1 General CGT discount

The general CGT discount in Division 115 of the 1997 Act may be available to the outgoing
principal if he/she has held the business interest for more than 12 months. This will reduce the
outgoing principal’s capital gains by 50%.

10 Small Business CGT Concessions

10.1 Small business CGT concessions

The outgoing principal’s capital gains may potentially be reduced further if the small business
CGT concessions in Division 152 of the 1997 Act apply.

10.1.1 Basic Conditions

Relevantly, the small business CGT concessions may be available to the outgoing principal if
the following basic conditions are satisfied:

e the maximum net value of the assets of the outgoing principal and related entities® is
$6 million or less; or alternatively, if the outgoing principal is a small business entity,
that is, if the outgoing principal carry on a business and have an annual turnover of
less than $2 million;

% As an example, the related entities of Chris will include any entities connected with him and any of his small business
affiliates or entitles connected with his small business CGT affiliates. I I
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e the CGT asset in respect of which the CGT event happened satisfies the active asset
test.

A CGT asset will be an ‘active asset’ if it is used or held ready for use in the course of a
business that is carried on by the outgoing principal, his/her affiliate or another entity
connected with the outgoing principal otherwise than to derive rent. If the CGT asset
concerned is shares in a company or an interest in a trust, then the CGT asset will be
an active asset if 80% or more of the market value of all of the assets of the company
or trust are ‘active assets’.

A CGT asset will pass the active asset test if it is an active asset for at least half the
period beginning when the outgoing principal acquired the Cancellation Shares and
ending when the shares are disposed, OR at least seven and a half years where the
CGT asset were owned by outgoing principal for more than 15 years; and

e forinterests held in a company or trust, the taxpayer making the gain (i.e., the
outgoing principal) needs to be a CGT concession stakeholder in the company or trust.
To qualify as a CGT concession stakeholder, the individual must be a significant
individual in the company or trust. That is, the individual must have a small business
participation percentage in the company or trust of at least 20%.

An individual’s direct small business participation percentage in the company or trust
is the percentage of voting power or dividend or distribution received by the individual
either directly or indirectly because of the individual’s legal and equitable interests in
the company or trust. If the percentage is different in respect of the individual’s voting
power, dividend or distribution in the Company, then the smaller or smallest number
will be the small business participation percentage for the individual.

An individual’s indirect business participation percentage in the company or trust (‘the
Test Entity’) is worked out by multiplying the individual’s direct small business
participation percentage in another entity (‘the Intermediate Entity’) by the sum of
the Intermediate Entity’s direct and indirect small business participation percentage in
the Test Entity.

If the basic conditions are satisfied, then the available small business CGT concessions are the
15-year exemption, the retirement exemption, the 50% small business reduction and the small
business roll-over. However, some of these concessions are subject to further conditions
discussed below.

10.1.2 15-year exemption
The 15-year exemption in Subdivision 152-B will be available to the outgoing principal if:

e the outgoing principal have held the business interest continuously for 15
years;
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¢ the outgoing principal is at least 55 years old; and
e the CGT event happens in relation to the outgoing principal’s retirement.
10.1.3 Small business roll-over

The rollover relief in Subdivision 152-E will be available if the outgoing principal dispose of an
active business asset and acquired replacement active assets. Upon application of this
concession the capital gain will be deferred until the replacement active assets are sold.

10.1.4 Retirement exemption

The retirement exemption in Subdivision 152-D will enable the outgoing principal to disregard
the capital gain up to a $500,000 life limit. However, if the outgoing principal is under the age
of 55, then the payment must be made to a complying superannuation fund.

10.1.5 50 per cent small business reduction

If the basic conditions are satisfied by the outgoing principal, then they will be eligible for the
50 per cent active asset concession in Subdivision 152-C which reduces their by 50%.

If the small business roll-over relief is also available to the outgoing principal, the outgoing
principal may choose which order to apply the roll-over and the 50% reduction,
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Introduction

* Reasons for restructure
— Releasing value
— Asset protection
— Changes in law
— Forming a consolidated group
— Anticipation of sale
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Releasing value — general advantages

* Selling shares or assets to a new entity
— Reduce incidence of tax - accessing CGT concessions

— Results:
* vendor finance for the transfer;
* vendor pays tax to create the ‘loan account’;
* business assets protected (i.e. loan);

— Benefit where:

cost of creating the loan (incl transaction costs) less than asset
protection advantages and the potential tax saving

Releasing value of assets to trusts

* Sale of business assets to a unit trust or discretionary trust
— Asset protection if corporate trustee
— Reduce tax using CGT concessions
— Will preserve future access to CGT concessions
— Future earnings can be used to pay down loan accounts
— Impact of TR 2010/3
* No corporate beneficiaries
* Low marginal tax rate beneficiaries
* Comparison between corporate beneficiaries and low

marginal tax rate beneficiaries Sbn
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Releasing value of assets to company

* Sale of business assets to a company
— Asset protection
— Reduce tax using CGT concessions
— Will not preserve full access to CGT concessions (Div 115)
— Future earnings can be used to pay down loan accounts
— Planning:
* Non-business assets are not accumulated in the entity
* Non-compatible businesses are not operated by the one
entity
* Where possible audit entity - less risk to purchaser
acquiring shares S
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Releasing value of assets to company

* Sale of business assets to a company
— Planning

 small business concessions 80% test will be passed for
at least half the time that the shares are owned (if
relevant) [usually requires that Division 7A loans and
other loans are minimised]

* CGT concession stakeholder is present (where relevant)

* any future sale — be aware of the potential tax
differences between a share sale and an asset sale

* be aware of potential stamp duty savings on share sale

sbn
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Releasing value of shares

* Sale of shares to a trust or company
— Same as above and TR 2010/3

— Use company owned by a trust (but Div 115 and
cashflow)

— CGT concessions v repay loans at 30% tax rate
— Asset protection still gained
— 80% test issues

Releasing value — interposing company

* |Interposing companies as shareholders
— When it is of benefit?
* Natural person shareholders

* Desire to access profits so they can be personally
controlled

* Does not work for lifestyle expenses
* Can allow for differential drawings
— Section 122-A rollover
— Purpose and tax avoidance [dividend stripping]

sbn




Dividend access shares

* Take profits from trading entity to low risk
vehicle

* Risk if individuals at risk and own shares

— Implications
* While they are outstanding — COT
* Issuing them — market value, value shifting — reversals
and changing rights on shares, Div 83A
* Paying dividends — debt/equity or dividend ~+~ignin~
* Small business CGT concessions and signifi Sbn
individuals

Licensing — asset protection

* Licensing a business
— Leave behind profits
— License to operation ‘at risk’ entity

— What happens when license comes to an end?
* CGT event C1?
* CGT event C2?

— Deemed disposal [ATO and OSR?]
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Overview of buy-sell agreements

* Agreement by parties in a business where:

— Each party agree to sell business interest if triggering
event occurs

— Each party agree to purchase the interest of the other
party if triggering event occurs

* Triggering event:
— Defined in the agreement
— Typically includes death, total permanent disability (TPD)

and bankruptcy
sbn
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Overview of buy-sell agreements

* Agreement need to deal with:
— How business interest will be valued
— How business interest will be transferred
— Funding of the transfer
— Entry and exit of business partners

* Can be used for different business structures
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Models of buy-sell agreements

e Common mechanisms:
1) Mandatory Agreement

2) Put and call options
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Mandatory Agreement

* Outgoing party must sell business interest when triggering
event occurs

* Continuing party must purchase outgoing party’s interests

* CGT consequences depend on whether triggering event is
condition precedent or condition subsequent to the
formation of the mandatory agreement
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Mandatory Agreement

* Triggering event as condition precedent

— No binding contract until triggering event occurred

— For CGT purposes time of disposal = when triggering event occurred

Mandatory Agreement

* Triggering event as condition subsequent

Binding contract when mandatory agreement entered into
Performance of obligation depends on triggering event occurring
For CGT purposes time of disposal = when the agreement entered into

Issues:

* Value of business interest cannot be determined until disposal occurs even though
capital gain arises on date of agreement

* Loss of 50% CGT discount if agreement entered into within 12 months of acquiring
business interest

However, no capital gains if party simultaneously acquired business

interest and entered into agreement Sbn
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Put and call option

 Call option —right to acquire asset from grantor of option at a
specified time

* Put option —right to compel grantor of option to acquire
asset from the grantee at a specified time

* Put and call option granted by each party in the business

* Options have effect when triggering event occur

Put and call option

* CGT consequences
— CGT event D2 - granting of an option
* however capital gain/loss disregarded if option is exercised

— CGT event Al — disposal of business interest

* Time of disposal is when the option is exercised

sbn
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Funding options

* Insurance policies
— Self ownership
— Cross ownership
— Company ownership
— Insurance trusts
* Other funding options

— Vendor finance

sbn

Taxation implications

General 50% CGT discount

satisfied)

15-year exemption
— Small business roll-over

— Retirement exemption

50% small business reduction

Small business CGT concession (If basic conditions

shn
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ATO’s position

* Product Ruling PR 2010/18 released on 1 September
2010

— Limited application: buy-sell agreements involving
individuals entering into a separate insurance trust deed
(ITD) as specified in the ruling;

* Discussion Paper & ATO ID 2003/1190

shn
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Product Ruling PR 2010/18

* Rights under insurance policy in the ITD are a CGT
asset under s108-5(1)

* CGT event C2 occurs when rights under insurance
policy ends

* Capital proceeds = amount of proceeds the trustee
receives / entitled to receive

* Capital gain / loss arise under s104-25 to the

beneficiary (of the ITD) Sbn
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Product Ruling PR 2010/18

* If the beneficiary under the ITD dies:

— Capital gain / loss arise under s104-25 to
Beneficiary’s estate

— Capital proceeds = amount of proceeds the
trustee receives / entitled to receive

— BUT gain/loss is disregarded under s118-300(1) as
they acquire the right to payment for no

consideration
shn
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Transferring control of trusts — why?

Incapable of joint decisions

Ability of family members varies greatly

Imperfectly blended families

Different financial needs

Different financial exposures
* Succession planning

sbhn
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- Transferring control of trusts

Terms of trust

More than one trust?
Appointor / trustee?
Family provision
Asset protection
Family law

shn
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Control of trusts

No appointor — corporate trustee
Movement of shares in corporate trustee
Part of estate

Other positions

shn
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Cloning and splitting

STARTING POINT

TRUSTEE 1
DISCRETIONARY
Appointor 1 TRUST
Parcel 1 Parcel 2
assets assets b
Splitting of trusts

‘Splitting’ — One trust relationship but separate trustees

DISCRETIONARY TRUST

Appointor 1

TRUSTEE 1 |TRUSTEE 2

Appointor 2

Parcel 1 Assets

Parcel 2 Assets

shn
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Cloning of trusts

‘Cloning’ — Transfer to New Trust

TRUSTEE 1 TRUSTEE 2
DISCRETIONARY DISCRETIONARY
TRUST 1 TRUST 2
| |

Parcel 1 Assets Parcel 2 Assets

shn
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Splitting — the drivers

* Nominal or no stamp duty

— NSW: Subsection 54(3) Duties Act 1997 (NSW)
— ACT: Subsection 54(2) Duties Act 1999 (ACT)

— VIC: Subsection 33(3) Duties Act 2000 (Vic)

— QLD: Section 117 Duties Act 2001 (Qld)

— WA: Subsection 119(3) Duties Act 2008 (WA)
— SA: paragraphs 71(5)(d) Stamp Duties Act 1923

. shn
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Splitting — resettlement?

* New Trustee — New Trust Relationship
(Theory)

e Re Ball’s Settlement

e Resettlement principles

shn
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Splitting — resettlement?

e Appointment of separate trustees
= NSW: Section 6 Trustee Act 1925 (NSW)
ACT: Section 6 Trustee Act 1925 (ACT)

VIC: Section 42 Trustee Act 1925 (Vic)
QLD: Section 12 Trusts Act 1973 (Qld)
WA: Section 7 Trustees Act 1962 (WA)

SA: Section 14A Trustee Act 1936 (SA)

sbhn
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Varying deed?

e Change substratum?
e Separate appointor

* Family Trust Elections

sbn

Splitting — the CGT events

Event Al - ‘merely because of a change of
trustee’

EventsE1/E 2

Events E3 / E4 — not relevant

Event E5 — beneficiary becoming absolutely

entitled
shn
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Splitting — ATO ID 2009/86

appointment of a separate trustee to hold certain trust assets
(either the passive or active assets) would be a resettlement

CGT event E1

Substantial alteration of the trust relationship to cause
resettlement:

1. Trustee’s rights are altered — original trustee has no recourse to
assets held by new trustee

2. Beneficiaries’ rights are altered — assets held by new trustee held
exclusively for Y family members

Clarke’s case [Full Federal Court] Sb ! I

Splitting — tracing assets

indemnity from trust assets
creditors right to be subrogated

trustee only liable for own acts and liabilities -
subsection 59(2) Trustee Act 1925 (NSW)

shn
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liability incurred after split




Other issues

e Trustee’s Duties

* Tax Returns

e Splitting Unit Trusts

e Splitting hybrid trusts

Fixed trust roll-over

* Assets transferred from ‘transferring trust’ to
‘receiving trust’

* Eligibility:
1. Both trusts eligible
2. Same beneficiaries with same interests

sbn
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3. No exception applies




Fixed trust roll-over

1. Both trusts eligible

- Beneficiaries’ interests in each trust must satisfy requirements:
(a) interestin or rights to income and/or capital;
(b)  Nature and extent ascertained in trust instrument
(c) No powers to:
(i) materially alter interest; or
(i) issue / redeem at > 10% discount

(d) CGT event E4 can occur

(e) Receiving trust ‘clean skin’ S bn
(f)  Both trustees choose to obtain roll-over

imtion

Fixed trust roll-over

2. Same beneficiaries with same interests
(a) Same beneficiaries;

(b) Receiving trust have same class of membership
interest as transferring trust

(c) Market value of interest same

e Rl R



Fixed trust roll-over

3. Exceptions
(a) Receiving trust is foreign trust and asset not Australian
property;

(b) Transferring trust or receiving trust is corporate unit
trust or public trading trust;

(c) Transferring trust and receiving trust — same tax
choices & elections

shn
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Fixed trust roll-over

Defer capital gain or capital loss

Cost base of beneficiaries’ interest
apportioned across interest in transferring
trust & receiving trust

Cost base: RT=TT
Stamp duty still an issue

sbn
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Stamp Duty Exemption - Section 61

| dcustee . Trustee

_ Supe Fund #1 - Super Fund #2 :

Security Trust /
Bare Trust

Sbﬂ

""""" s61 rollover ...
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Stamp Duty Exemption - Section 62

Transfer - ad valorem duty

\ /
New owner /
of property \Jointly hel7/

RN
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Stamp Duty Exemption - Section 62A

individual

Trustee

 Property SMSF

$62A transfer

shn
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