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Introduction

I recently attended a seminar at which Arlene Macdonald, a Barrister from Adelaide specialising in trusts and tax issues
, said that most family lawyers hate tax, most commercial lawyers hate family law and most accountants fail to fully understand trusts (and also hate dealing with family law).  I realised that there was more than an element of truth to this comment and it explains a reluctance on the part of each practitioner to fully understand or appreciate the concerns and objectives of the other.

But, interact we must!  

Family breakdowns are an ever increasing reality.  Data from the Australian Bureau of Statistics reveals
:

· Marriage rates are falling.

· Those who marry do so at a later age.

· Couples increasingly live together before marriage.

· Those who divorce are less likely to re-marry (but live in de facto relationships).

· Divorce rates in 2007 for people under 45 years were 62% females and 52½% males.

· In 2007 the median length of marriage to separation in Australia was 8.9 years (9.9 years in WA).  

· Couples living together in the early 1980s had a 2% chance of still being together in 2001.

· Couples cohabiting or living together in 1990 had a 9% chance of still being together in 2001.

Although it is difficult to gather reliable data, it appears the rate of separation of people in de facto relationships is higher than the rate of separation for married couples (marriage breakdowns running at above 40%).

It is therefore critical that family lawyers, commercial lawyers and accountants work closely together to consider how best to structure a final settlement that provides a sensible outcome for clients.

In this paper, I will seek to review tax considerations in family law settlements and the important role that commercial lawyers and accountants have in this process.

Property settlement under the Family Law Act

I will briefly set out the approach of the Family Court to financial issues between separated couples under the Family Law Act (and the State equivalent for de facto relationships) as it may assist in understanding some of the tax issues that frequently arise.  

The approach of the Family Court in Western Australia to financial issues is the same for married couples and those in de facto relationships.   In broad terms property settlement proceedings involves a 4 stage process, namely:

1. Identify all of the property of the parties to the relationship including liabilities, ascribe values and determine the net value of the estate.

2. Assess the respective contributions of the parties throughout the relationship (in percentage terms) including:

a. financial contributions.

b. non-financial contributions.

c. contributions to the welfare of the family comprising the parties and any children.

3. Consider whether there is any need to change the respective parties’ contribution based entitlements having regard to a variety of factors generally called “future needs”.

4. Finally make an order that is just and equitable in all the circumstances.

Tax issues with final orders

Family lawyers are generally good at completing basic spreadsheets that identify assets and list liabilities such as debts, mortgages, loans, income tax, maybe CGT and stamp duty; but anything above this is generally limited.  It is not uncommon for broad terms of settlement or heads of agreement to be written out on one or two sheets of paper that may provide for one party to keep the holiday house, transfer cars into the name of a spouse, divide shares, split super to include the transfer of a specific asset within the super fund or the payment of money out of a family company or trust.  However unless family lawyers are alive to the potential tax issues that may flow from the proposed orders, mistakes will occur.  For example I have seen orders that have been made or are proposed to be made prepared by family lawyers that involves:

5. The transfer of a vehicle to a wife (but not appreciating that the car is owned by the husband’s company). 

6. The requirement of the payment of moneys from a family company or trust to a spouse (but not considering the income tax implications that may flow from the payment). 

7. Dealings with loans accounts debits by either transferring, assigning or forgiving (without considering the ramifications). 

8. Having a spouse relinquish an interest in a family trust (without considering whether or not this might be a re-settlement of the Trust). 

9. Arranging for an asset held by a spouse in a family company to be transferred to another company owned by the other spouse (without considering CGT implications or even stamp duty if the company owns real estate). 

10. A spouse being left with a company or trust in which the percentage division has been calculated on simply the assets within that entity only to find out at a later time problems with Division 7A loans, outstanding GST and income tax,

and so on.

While always being mindful not to enter into any arrangement with spouses or obtain court orders that have the effect of evading tax, the Family Court is very amenable to, and will make orders that have the effect of finalising arrangements in a tax effective manner.  It is not uncommon for the Court to seek input from commercial lawyers and accountants on ways to best structure the orders, including the step-by-step approach for each transaction and timing.

As family lawyers, we were becoming more comfortable in dealing with these issues by the end of 2008.

Spry & Kennon

Then on 3 December 2008, the High Court delivered judgment in Spry & Kennon (2008) HCA 56
.

In Spry's case the High Court decided that the rights of a beneficiary in a discretionary Trust to due administration and due consideration were property rights for the purposes of the Family Law Act and the ability to put a value on either of these rights “… might not be beyond the actuarial arts in relation to the right to due consideration”
.

Apart from the impact of this decision on family trusts throughout Australia where a beneficiary is involved in Family Court proceedings, the tax consequences that flowed from the orders made by the Trial Judge (upheld on appeal in both the Full Court of the Family Court and then the High Court) were significant.

The orders made by the Trial Judge utilised section 106B of the Family Law Act to set aside (or wind back) a number of transactions entered into by the Trust between 1983 and 2002 that sought to divest the assets and the control of the Trust away from the husband and to exclude the husband and wife as a beneficiaries.

In particular the 18 January 2002 transactions involved the distribution of the capital and income of the Trust divided equally between each of the parties’ four adult children and their respective trusts (in broad terms about $1,000,00 to each child’s trust).

As a result of this distribution of both capital and income to each of the children’s trusts, each child paid significant tax over a number of years while the case was heard by the Court at first instance and then 2 appeals (the wife commenced proceedings in the Family Court in April 2002 and the High Court decision was in December 2008).  

The effect of the Trial Judge’s decision was to unwind those transactions and put the capital and income back into the Trust as it was under the 1983 Deed.  In other words, the setting aside of the order of the Trial Judge under Section 106B had the effect of determining that the distributions did not happen and the decisions of the Trustees were revoked.  

But what happens to the beneficiaries who, until that order, were the recipients of this capital and income and on which they had paid significant tax?

As the beneficiaries are not entitled to retain the Trust distributions and must, by reason of the order, repay both the capital and income to the previous Trust, there was no court order that reimbursed them for the tax that was paid.  

It also appears that they were out of time to seek an amendment to their taxable income for the first few years.  As I understand, there is currently a 4 year time limit for either an application to reduce or increase any assessment (but subject to fraud or evasion).  

As the effect of the Trial Judge’s order was to urn to the 1983 Trust all of the capital and income of the Trust for the preceding years, Mrs Spry was able to have returned effectively tax free assets on which the Court then directed certain payments be made to her.  

What can be done?

If your clients are faced with a claim by a spouse in the Family Court that seeks to set aside trustee resolutions about capital and income distributions, some of the options that you might consider are:

Lodge Objections early

A Trustee has a duty to obey the terms of the Trust Deed and comply with its fiduciary duties to the beneficiaries.  

Most discretionary trusts provide for the ability of a Trustee to decide when and how much of any income (and also capital) is to be paid to a beneficiary in any financial year or accounting period.  The Deeds generally provide that if a Trustee does not make a decision to distribute to particular beneficiaries all of the income in any particular financial period then there will be default beneficiaries to whom the residual income or profit is deemed to be allocated and if more than one, equally.  And unless the default beneficiary renounces his entitlement there is no choice other than to receive the portion of profit and so be liable for the income tax on that distribution.

Family Court proceedings (and any subsequent appeals) could take four years or more to be heard and if a claim is successful and a particular transaction(s) is set aside, then the nominated or default beneficiaries to whom income or taxable capital has been allocated during the preceding years may have personally paid tax on income that now has to be repaid.  

In those circumstances, where a Trustee is aware of a challenge under the Family Law Act and there is a risk of any distributions being set aside, then it is worthwhile recommending lodging an objection with the Return.  I also suggest you write to the Deputy Commissioner to explain the situation and request he adjourn the hearing or further determination of the objection pending the outcome of the Family Court proceedings.

Alternate resolutions

Another option suggested by Arlene Macdonald was for the Trustee to consider making distribution resolutions in the alternative during a disputed matrimonial property proceeding if there is a chance that any income distributions (including any assessable capital gains) might be set aside.  If done carefully, the various tax possibilities will be covered in the alternative.  Arlene goes on to suggest that more than one alternative resolution may be made but stresses the need for these resolutions to be in different documents.  In this way, if one resolution is struck down then hopefully the other resolution(s) will stand.  

If tax by one beneficiary is paid and that transaction is undone, then the alternate resolutions should cover that eventuality and cater for the repayment of the tax by the other beneficiary.  

Either way, it is critical that any claim to undo a transaction related to trust property or income should be clearly thought through.  There should be evidence presented to the Family Court on how best to approach the issue and of the tax consequences flowing from any orders that may be made.  The trustee would ordinarily be in the best position to provide this advice to the Court but there is no reason why an aggrieved beneficiary shouldn’t also bring this information to the attention of the Court.  Accountants are well placed to assist in this regard.

Default beneficiaries

Still dealing with Trusts, the position of the default beneficiary may be particularly important especially if a husband or wife is in this class.  Remember to check the end date for the relevant accounting period in the Trust Deed.  Generally that date will be 30 June in each year, however, this may not always be the case (especially if Trust Deeds have been established in a different State or country or has assets in countries where the tax years might be different to that in Australia).  

Assume the usual position in Australia that the resolution to distribute the trust income to the nominated beneficiaries is recorded in a document that is prepared some time after the end of the relevant trust accounting period.  Generally the Accountant will generate the resolution document within 2 months of 30 June but sometimes it may be several months later and purports to be and reflect the resolution of the Trustee at the relevant date (eg 30 June).  

Assume further that the trustee (who may be a parent or other family member) has decided for several years to make distributions to beneficiaries other than their adult child who is going through marriage problems or break-up. 

What if a challenge is made to these resolutions? 

I can imagine the situation where the other spouse challenges the validity of the Trustee’s resolution on the basis that it was not made on or before the relevant date for the accounting period (eg. 30 June) but made in reality several months later.  The resolution is probably invalid and so the default beneficiaries are deemed to receive the income instead.   And the spouse is a default beneficiary.  

As this may have been the method of recording income distributions to beneficiaries for many years, if the challenge is successful, the net result will be to call back the previous distributions, reallocate to the default beneficiaries and so potentially significantly increase the default spouse’s beneficiary loan account. This will be particularly important where the Family Court may otherwise have only limited ability to make orders directed to the trust because the spouse beneficiary is not a trustee or otherwise controls the trust.  It may allow the Court to now have access to the trust and its assets.  And what about the tax that was paid by the other beneficiaries on their income allocations over many years?  Do they have a claim against the Trustee personally for breach of duty to comply with the terms of the Deed in passing the resolutions validly?

And, it gets worse  

A Trustee making an allocation of income or capital to a beneficiary that is not drawn by the beneficiary during the relevant period but simply credited to that beneficiary’s loan account creates of itself a mini trust of that sum unless there is evidence that it was a loan.  

Assume during the next 12 month period that money is not distributed to the beneficiary but is retained by and utilised in acquiring other assets or trading.  In this scenario it is not simply a matter, at the time of demand or review for Family Court purposes, of determining the beneficiary entitlements as the amount disclosed in the Financial Statements of the particular beneficiary’s loan account, but rather, it may involve a tracing of the use, growth and profit for which that portion of the funds have been used that otherwise belong to the beneficiary.  For example assume undrawn beneficiary entitlements for 30 June of $300,000.   During the year the Trustee uses this money to buy 10,000 Rio Tinto shares at $30 each.  Twelve months later the loan account still shows $300,000 is owed but the Rio shares are now worth $60 and there had been a dividend paid.  The actual amount owing to the beneficiary is now $600,000 plus the dividend less tax and some management expenses.

Now consider the bigger picture where regular un-drawn distributions are made to a spouse/beneficiary over many years.  During this period, assume the Trust has bought and sold real estate and shares, may have purchased a business or other investments all of which has generated capital growth, profits and income.  Assume further that the distribution to the particular spouse/beneficiary has not been equal to other beneficiaries but rather intermittent depending on the level of difficulties that may have existed in the relationship prior to final separation.  After separation, no further distributions are made to the spouse.  The non-beneficiary spouse now seeks orders in the Family Court to review the administration of the Trust.  The time and cost that would be caused to the Trustee in seeking to make available all relevant documents and accounting for all of the profits, losses and capital transaction going back maybe over 10 or more years, would be significant.  The Trustee may also be personally liable for some of these costs for failing to properly administer the Trust.

If the claim is successful then:

11. The Trust distribution resolutions are set aside.

12. Distributions are then made to the default beneficiaries. 

13. The tracing exercise identifies significant errors in the previous distributions of income and capital. 

14. There is a recalculation of the spouse/beneficiary’s entitlements.

15. There will inevitably be problems about issues of tax, the timeliness of any amendments and of course the general feeling of dismay by the Trustee who has found itself heavily embroiled in the litigation in the Family Court and may be personally liable for costs.

The power of the Family Court is not confined to Section 106B which provides the ability to set aside transactions to defeat a claim or anticipates the claim.  There is also the provision under Section 85A which has had life breathed back into it by Spry & Kennon.   This section deals with anti nuptial and post nuptial settlements and I don’t intend to do more that mention this at this time other than to point out the added possibility of providing considerable power to the Court to vary, revoke or otherwise set aside these settlements.

Then there is the whole gamut of the provisions under Part VIIIAA dealing with the power of the Court over third parties.

And the Court’s exploration of this area is only just beginning.

How can the Family Court’s power over Trusts be excluded or at least curtailed?

One of the options I have been considering is to include a provision in the Trust Deeds that if the spouse of a beneficiary makes any claim involving that beneficiary’s interest in that Trust then, the making of that claim will automatically operate to exclude that spouse/beneficiary from due consideration by the Trustee for distributions of capital or income for any accounting period (but not excluded as able to take or be considered on vesting which would hopefully be many years away).  In my view that this would not constitute a re-settlement as the spouse remains a beneficiary – all that is changed is the right to be considered for distributions pending the vesting of the Trust. 

Another option may be to provide in the Trust Deed that any beneficiary who enters into a de facto relationship or marries without having a properly executed and Binding Financial Agreement under the Family Law Act or Family Court Act will be excluded as a beneficiary (or for consideration) under the Deed
.  

I also recommend that the period in which a Trustee has to make a decision about distributions of Trust profit be extended by at least 6 months and if the distribution is not drawn by the beneficiary then it be deemed to be a loan back to the Trust free of interest and payable on demand.

If a new Trust is set up with these suggested provisions, then it is difficult to see how the Family Court could challenge the operation of any trust and still bring it under the court’s umbrella where a beneficiary becomes excluded either because there is a claim made involving the beneficiary’s interest or the beneficiary had not entered into a BFA before cohabitation or marriage.  

I suggest that these provisions are no different to the usual provisions that commercial lawyers have been putting in other documents for years dealing with a default event such as bankruptcy, criminal proceedings, insanity, incapacity etc.  

A word of caution.  Difficulties may occur where amendments are made to existing Deeds after the start of a relationship, especially where one or more of the beneficiaries may be having relationship problems or have separated.  In that case it would be prudent to consider the ramifications of any proposed changes, bearing in mind the power of the Court under Section 85A, 106B or Part VIIIAA as far as the beneficiary whose relationship is in difficulty, and the impact and problems that might then flow to the other beneficiaries.  

Other issues to consider for final orders

I now briefly deal with other matters that can be considered when orders are being finalised:

16. Are there problems with the late lodging of Tax Returns?

17. Has there been inappropriate borrowing of moneys from a company or trust? 

18. Has the management of the business been less than prudent?

19. Are there significant arrears of employee tax, employer superannuation contributions, payment of creditors?

20. Is there a risk the parties having traded while insolvent?

21. In determining which spouse gets what entity, regard should be had to the ongoing income that is likely to be generated by each spouse to determine whether or not it is sensible to leave one entity with one person that may have a number of carried forward losses which could be utilised effectively.

22. Is it time to wind up entities?

23. What is to happen with Family Trust elections especially where a particular spouse is no longer “eligible” because he or she has now separated?  

24. Would it be of use to establish a Child Maintenance Trust under Section 104AG(2) of ITAA?

These issues should be brought to the attention of the relevant parties and their lawyers quickly so that they can be addressed.  Frequently I have seen situations where spouses have, through their accountants or commercial lawyers, approached the ATO and “come clean” about the difficulties and arrived at a sensible outcome resulting in either the payment of an agreed amount or payment on terms over an agreed period.  Remember the Family Court can, and does, refer cases to the ATO for investigation.

Conclusion

The matters outlined above highlight the close interrelationship between tax and family law and the importance of accountants, commercial lawyers and family lawyers working closely together to achieve the best outcome for their clients.  It is no longer an option to simply work within your own sphere of influence and hope that, somehow through osmosis, your knowledge and suggestions will somehow permeate through to the other advisers.  Unless all groups acknowledge the role that each have to play in this important area then it will only be a matter of time before there is a successful claim for professional negligence against one or more advisers.  The other point not to be missed is the important opportunity that sharing information between multidiscipline professionals has in continuing to test the boundaries of what may be achieved and seek a safer outcome on behalf of the clients for whom we each have a duty to provide the best professional advice.

23 July 2009

Andrew Davies

Partner 

O'Sullivan Davies Perth

� Arlene Macdonald has kindly allowed me to refer to parts of her paper entitled “Equitable Remedies in Family Law Property: The Trustee, the Wife and the Taxman” delivered at the 13th Annual Family Law Intensive Melbourne on 2 May 2009


� See ABS website at www.abs.gov.au


� For a more detailed commentary on Spry & Kennon, see TIA paper by Andrew Davies dated 29 April 2009


� Justice French CJ @ para 78


� As suggested by Kim Wilson SC
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Disclaimer: The material and opinions in this paper are those of the author and not those of the Taxation Institute of Australia. The Taxation Institute of Australia did not review the contents of this paper and does not have any view as to its accuracy. The material and opinions in the paper should not be used or treated as professional advice and readers should rely on their own enquiries in making any decisions concerning their own interests.


