A MATTER OF TRUSTS BY RENUKA SOMERS FTIA, HARWOOD ANDREWS LAWYERS

Asset protection and trusts

THE EFFECTIVENESS OF DISCRETIONARY TRUSTS AS AN ASSET PROTECTION
MECHANISM HAS BEEN ERODED IN RECENT YEARS.

INTRODUCTION

The modern discretionary trust is

a relationship between a trustee and

a beneficiary pursuant to which the trustee
holds property for the benefit of a class

of beneficiaries, with a necessary element
of the relationship being the separation

of the legal and beneficial ownership

of the property.

Traditional trust law has long established
that the interest of a beneficiary
of a discretionary trust in the trust property
is neither a proprietary interest nor a mere
expectancy in a proprietary interest,
nor a contingent interest.! This is because
regardless whether a trustee is required
under the trust deed to fully distribute the
trust’s income (depending on whether the
trustee’s power of appointment is a trust
power of mere power), a particular member
of a class of beneficiaries may not receive
any appointment of income.?

As a consequence of these features trusts
have historically enjoyed a largely inviolate
position in the formulation of tax planning
and asset protection strategies.

In the context of Family Law property
settlements however, the traditional
approach to the sanctity of trusts has been
largely disregarded in recent years by the
“trust busting” approach adopted by the
Family Court of treating trust property
as the property of the parties to the
marriage (Parties) or either of them (Party)
and making settlement orders accordingly.
Whilst this approach has been motivated
by the Family Court’s desire to achieve an
equitable distribution of property amongst
the Parties by evaluating the degree
of control exercised by a Party over a trust’s
property,® it has caused unforeseen asset
protection and taxation consequences.
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The Family Court’s approach has
also been adopted in recent years
by the Federal Court in assessing
receivers’ orders* and has the potential
to also be applied in the context
of bankruptcy hearings.

This article discusses discretionary
trusts (sometimes referred to as family
trusts) only.

Legislative references are to the Family
Law Act 1975 (Cth) (FLA), Corporations Act
2001 (Cth) (CA) and Bankruptcy Act 1966
(Cth) (BA) unless otherwise stated.

THE FAMILY COURT’S APPROACH

Powers in property settlement proceedings

1 Section 79(1)(a) of the FLA - Altering
the interests of the parties

Section 79(1)(a) of the FLA empowers
the Family Court to make various orders
altering the interests of the Parties

in property settlement proceedings:

“79(1) In property settlement proceedings,
the court may make such order as it
considers appropriate:

(@) in the case of proceedings with respect
to the property of the parties to the
marriage or either of them— altering the
interests of the parties to the marriage
in the property; or

including:

(c) an order for a settlement of property in
substitution for any interest in the property;
and

(d) an order requiring:

(i) either or both of the parties to the
marriage; or

to make, for the benefit of either or both of the
parties to the marriage or a child of the marriage,
such settlement or transfer of property as the
court determines.”

(2) The court shall not make an order under this
section unless it is satisfied that, in all the
circumstances, it is just and equitable to make
the order....” [emphasis added]

In Kennon v Spry [2008] HCA 56 (Spry),
Gummow and Hayne JJ observed that
the reference in s 79 to “the parties to the
marriage or either of them” includes

a reference to the parties to a marriage
terminated by divorce at a time before the
court makes its order.®

In Spry, French CJ made the following
observations:

B The word “property” in s 79 is to be
read as part of the collocation “property
of the parties to the marriage”. It is
to be read widely and conformably with
the purposes of the FLA.®

B Dr Spry’s retention of the legal title
to the trust fund (as trustee) coupled
with his power to appoint the whole
of the fund to Mrs Spry and her
equitable right, resulted in the trust fund
remaining property of the Parties for the
purposes of s 79.7

2 Section 1068 of the FLA - Setting
aside transactions

Section 106B of the FLA empowers the

Family Court to set aside transactions

which would have the effect of defeating

claims under the FLA.

“106B Transactions to defeat claims



(1) In proceedings under this Act, the court
may set aside or restrain the making of an
instrument or disposition by or on behalf
of, or by direction or in the interest of, a party,
which is made or proposed to be made
to defeat an existing or anticipated order
in those proceedings or which, irrespective
of intention, is likely to defeat any such order.

3) The court must have regard to the interests
of, and shall make any order proper for the
protection of, a bona fide purchaser or other
person interested...” [emphasis added]

The s 106B powers are exercised where

a Party has deliberately attempted to
undermine the “trust busting” powers of the
Family Court for example, by removing the
control that that Party exerts over the trust,
effecting a change of trustee, removing
beneficiaries or distributing trust assets to
other beneficiaries.

In Spry the High Court upheld the
Family Court’s orders pursuant to s 106B
to set aside instruments that effectively
disposed of Mrs Spry’s equitable right
to be considered in the application of the
trust fund, and which also disposed of trust
assets to the children’s trusts.

3 Section 90AE of the FLA - Property
of third parties

The Family Court is empowered under

s 90AE of the FLA (which is contained

in Part VIIAA of the FLA) to alter the
ownership of the property of a third party
and direct that third party to transfer
property to a Party.

“90AE(2) [Other orders court may make]

In proceedings under section 79, the court
may make any other order that:

(a) directs a third party to do a thing
in relation to the property of a party
to the marriage; or

(b) alters the rights, liabilities or property
interests of a third party in relation to the
marriage.” [emphasis added]

In B Pty Ltd and Others & K and Anor
[2008] FamCAFC 113 (B Pty Ltd), the Full
Court of the Family Court emphasised
that all that s 90AE(2)(b) does is enable
the court to adjust the property interests
of a third party for the purpose of effecting
a division of the property of the Parties,
between those Parties.?

WHAT IS “PROPERTY OF” THE PARTIES
TO THE MARRIAGE OR EITHER
OF THEM?

“Property” is defined in s 4(1) FLA
in relation to the parties to a marriage
or either of them as:

“property to which those parties are, or that
party is, as the case may be, entitled, whether
in possession or reversion”.

In determining what constitutes the
“property of” the Parties to the marriage
or either of them, the Family Court
considers the following matters:®

B the assets, liabilities and financial
resources of the Parties and their values
at the time of the hearing;

B the financial and non-financial
contributions made directly or indirectly
by or on behalf of each Party;

B the effect of any proposed order upon
the earning capacity of each Party;

B matters referred to in subs 75(2) FLA;™

B other orders affecting a child or
either Party;

B whether child support is payable or
likely to be payable in the future; and

B whether it is just and equitable to make
the actual orders.

The Family Court’s approach is motivated
by the need to resolve property settlements
in an equitable manner between the Parties.

Case Law

In Simmons and Anor v Simmons [2008]
FamCA 1088 (Simmons), Watt J stated that
the Full Court has previously emphasised
the need to determine such issues in

light of contemporary trends and referred
to In the Marriage of Davidson (No 2) where
the Full Court observed that regardless

of the position one hundred years ago,
Australian courts today have to look

at “the reality of the situation and the
purpose which family trusts serve today”."

In Spry, French CJ considered whether
the parties had prior to the 1998
instrument interests in or in relation to
the assets of the trust that could answer
the description of “property of the parties
to the marriage” and made the following
observations:™

B The beneficiary of a non-exhaustive
discretionary trust who does not control
the trustee directly or indirectly has
a right to due consideration and to due
administration of the trust; it is difficult
to value those rights when the
beneficiary has no present entitlement
and may never have any entitlement
to any part of the income or capital
of the trust.”

B His Honour agreed with Gummow
and Hayne JJ that prior to the 1998
Instrument the equitable rights to due
administration of the trust fund and
due consideration in relation to the
application of the income and capital
could be taken into account as part
of the property of Mrs Spry as a party
to the marriage.™

B Dr Spry’s power as trustee to apply
assets or income of the trust to
Mrs Spry prior to the 1998 Instrument
could be treated for the purposes
of the FLA as a species of property
held by him as a Party even though
it may not be property according to the
general law."™

B Although Dr Spry could not apply the
assets for his own benefit that did not
take them out of the realm of property
of a Party for the purposes of s 79."®

B The assets of the trust, coupled with
Dr Spry’s power to appoint them
to Mrs Spry and her right to due
consideration, were, until the 1998
Instrument, the property of the
Parties for the purposes of s 79.
The fact that Dr Spry removed himself
as a beneficiary by the 1983 Deed did
not affect that conclusion. Because the
1998 Instrument effectively disposed
of Mrs Spry’s equitable right to be
considered in the application of the
trust fund, and having regard to the
trial judge's conclusions about the
purpose of the instrument, the order
setting it aside was an appropriate
exercise of the Family Court's power
under s 106B. Mrs Spry’s equitable right
could then be considered as part of the
property of the parties to the marriage.'”

Stephens & Stephens and Anor
(Enforcement) [2009] FamCAFC 240
(Stephens) concerned an appeal

in enforcing the Family Court orders
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following the High Court’s decision

in Spry. Dr Spry had an obligation to pay
Mrs Spry $2.182 million. It was reported
in the decision that Dr Spry had indicated
to the children that he intended to abscond
with approximately $900,000 that he had
cashed from the three children’s trusts,
cash proceeds from the sale of the house
and his personal assets in cash; and had
further threatened to “burn the money”

as a last resort, and had stated that

if he was caught by the authorities he
would “go to jail rather than see [Mrs Spry]
get anything”. In the enforcement
proceedings, Dr Spry contended that

the maximum payment possible was
$1.790 million being the value of his net
assets. Mrs Spry contended that her
entitlement could be satisfied from the
assets of the family trust. The Full Court
(May, Boland and O’Ryan JJ) in upholding
Coleman J’s orders attaching to assets

of the trust, stated:'®

B In the event that the assets of the
trust are to be used for the purpose
of satisfying an entitlement pursuant
to the property settlement order,
then before making such an order
the Court would have “regard to the
interests of any third parties who
may also fall within the defined class
of ‘beneficiaries’. If such third parties
are children of the marriage and the
“origins of the greater part” of the assets
of the trust were contributions made
by the Parties during the marriage, then
the interests of the children may be put
aside. However, where persons other
than the Parties and the children of the
marriage are discretionary objects,
such third parties would have standing
to oppose the order and it would be for
the Court to determine whether it was
just and equitable to make the order
having regard to the interests of such
third parties.?

The trial Judge could make an order
that granted to one Party an entitlement
that exceeded the net individual
property interests of the Parties.

B The trial Judge could make an order
that granted to one Party an entitlement
that exceeded the net individual
property interests of the Parties.'®

B In circumstances such as in this case,
an order could be made by the Family
Court for the payment of an amount
on the basis that the assets of the trust
are within the disposition of the Party
who has power to appoint the assets
of the trust, even if at the date when the
property settlement power is exhausted,
the other Party to the marriage by
reason of a divorce no longer remains
within the class of objects.?®

B [f it is necessary for the assets of the

trust to be attached to satisfy the
property settlement entitlement

of a Party, such an order could be part
of the s 79 order in any subsequent
enforcement proceedings.?!
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Factors relevant to determining what
is “property of” a Party

1 Connection between the Party and
th Trust

The Family Court treats the assets

of a family trust as the property of the
Parties or either of them, where the Court
can establish a connection between the
trust and the relevant Party.

The Courts have found a connection
to exist where a Party is the appointor
or controller of the trust, where trust
property consists of assets accrued during
the marriage from the efforts of one or both
Parties, and where the Parties are able
to directly or indirectly benefit of the trust.
These factors are considered below.

2 Control over the Trust

The element of control was a decisive
factor in the following decisions:

B In In the Marriage of Ashton (1986)

11 Fam LR 457, the husband replaced
himself as trustee with a corporate
trustee and was sole appointor.

He received trust income although

he was not a beneficiary of the Trust.
He was deemed to be “in full control

of the assets of the trust” as he applied
the assets and income from them as
he wished and for his own benefit.?

In In the Marriage of Goodwin (1990)
14 Fam LR 801, the husband was the
sole appointor and was a beneficiary
to whom the trustee could make
payments exclusively.

In Ascot Investments Pty Ltd v Harper
(1981) 148 CLR 337, although the

High Court accepted the submission

of the appellant company that as

a consequence of restrictions imposed
by the memorandum and articles

of association of the company,

the husband could not compel the
registration of the transfer of his
shareholding to the wife and the appellant
and its directors could not be ordered

to register the transfer of shares, Gibbs J
made the following observation:?*

“20 ... if a company is completely
controlled by one party to a marriage,
so that in reality an order against the
company is an order against the party,
the fact that in form the order appears
to affect the rights of the company may
not necessarily invalidate it.

21. Except in the case of shams, and
companies that are mere puppets of a party

to the marriage, the Family Court must take the
property of a party to the marriage as it finds

it. The Family Court cannot ignore the interests
of third parties in the property, nor the existence
of conditions or convenants that limit the rights
of the party who owns it... Thus, in the present
case, the Court must deal with the husband’s
shares in Ascot Investments as they in fact

are, that is, as shares in a company whose
memorandum and articles contain a restriction
on transfer."[emphasis added].

3 Accumulation of trust assets during

the marriage

The accumulation of trust assets during
the course of a marriage from the efforts
of one or both Parties and their ability

to benefit from the trust was a key factor
in the recent High Court decision of Spry,
where French CJ stated:?®



“[65] Where property is held under a non-
exhaustive discretionary trust with an open class
of beneficiaries by a party to a marriage and the
property has been acquired by or through the
efforts of that party or his or her spouse, whether
before or during the marriage, it does not, in my
opinion, necessarily lose its character as “property
of the parties to the marriage” because the party
has declared a trust of which he or she is trustee
and can, under the terms of that trust, give the
property away to other family or extended family
members at his or her discretion.

[70] The characterisation of the assets of the
trust, coupled with Dr Spry’s power to appoint
them to his wife and her equitable right to due
consideration, as property of the parties to the
marriage is supported by particular factors.

It is supported by his legal title to the assets,

the origins of their greater part as property
acquired during the marriage, the absence

of any equitable interest in them in any other party,
the absence of any obligation on his part to apply
all or any of the assets to any beneficiary and the
contingent character of the interests of those who
might be entitled to take upon a default distribution
at the distribution date.”

In this case Keifel J stated that “property”
is to be read as including those assets

to which the parties have contributed
throughout the course of their marriage
and which are held for their use and
benefit and found that the trust’s assets
constituted property, much of which

was obtained by way of the parties’
contributions to the marriage.?®

4. Potential to benefit from trust assets

The use of trust assets for the benefit
of one or both of the Parties was also

a factor in In the Marriage of Goodwin?’
discussed above.

The recent decision of the Full Court
of the Family Court in Essex v Essex
[2009] FamCAFC 236 (Essex), illustrates
that the possibility of benefitting from
a trust even in the absence of receiving
actual distributions, may suffice to include
a trust’s assets as part of the financial
resources of a party. This case concerned
an appeal by the wife seeking orders that
the assets be divided 70%:30% in her
favour and that the assets of two family
trusts (the N Trust and the S Trust) be
treated as a financial resource of the
husband. The trust funds were constituted
by gifts from the husband’s parents and

established to provide for the husband’s
mother’s living expenses after the Parties
separated. The husband had not received
any distributions from either trust and only
managed the day-to-day affairs of the
corporate trustee of one of the trusts in

his brother’s absence. The Family Court
found that it was possible but unlikely that
income from the N Trust would be available
for distribution to the husband and the
wife as the trust was primarily set up

to provide the capital for the benefit of the
parties’ children; and that it was unlikely
that either party would receive any capital
from the S Trust, that neither party had

a legal or equitable right to the S Trust’s
capital or income, and that the inclusion

of the husband as a general beneficiary
did not give the husband any interest in
the property contained within the trust and
that the trusts did not constitute a financial
resource of the husband.?® On appeal

to the Full Court, Bryant CJ and Boland J
found that the assets of the S Trust should
have been treated as a financial resource
of the husband’s as there was compelling
evidence that the husband would receive
distributions from the S Trust at the
conclusion of the proceedings:?®

B The purpose of providing the husband’s
mother with an aged pension and
preventing her making imprudent
investment decisions could have been
achieved by the settling of one trust only.

B The difference in the provisions
of the two trust deeds was relevant.
The beneficiaries named in the N Trust
deed evinced a clear intention in the
drafting of that trust to benefit the
husband’s brother and his wife. As they
did not have children, the wide class
of general beneficiaries (who were
not named) was readily appreciable.
The S Trust deed evinced a clear intention
that the capital of that trust be distributed
on vesting, or at such earlier time as the
trustee may determine, to the two children
of the marriage, the grandchildren of the
husband’s mother. It also disclosed
a clear intent that the husband, as one
of the three named income beneficiaries,
was entitled to be considered to receive
distributions of income until the vesting
of the trust.

B The husband had the effective
day-to-day operation of the trusts for

a period of approximately 18 months
and was well aware of the assets
of the trusts.

B The husband’s brother’s evidence did
not demonstrate that the husband would
never receive income, or even that he was
unlikely to receive income from the trusts.

B When the husband’s brother chose
to borrow approximately $135,000 from
trust assets he did so from the assets
of the N Trust, implying that the assets
of S Trust were to remain intact for
the income and capital beneficiaries
of that trust.

B As the sole director of the corporate
trustee of the S Trust the husband’s
brother had control of that trust and was
only obliged to consider the husband
as one of the three income beneficiaries
entitled to the income of the trust,
and conceded that, but for the property
proceedings the husband should have
the benefit of assets in the trusts.

As a consequence of these decisions,

it would seem that very few family trusts
would be protected from the reach of the
Family Court.

5 Lack of connection between a Party
and the Trust

The trust property will not be treated as the
property of the Parties or one of them
where there is no connection between the
trust and the relevant Party.

Such situations include where a Party is not
the settlor, appointor or beneficiary and
cannot assert any legal or equitable right
in respect of the trust property.>® However,
as the case of Essex illustrates, trust
property may still be taken into account
as a financial resource of the parties and
so have some effect on the final division
of property.®'

A lack of connection was also relevant
in the context of third party property
rights in the case of B Pty Ltd where the
Full Court found that there was no nexus
between the husband’s chose-in—action
as a beneficiary and the trust assets which
gave the husband any proprietorial interest
in those assets.%?
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6 Trusts established by parents
of a Party

If the Family Court’s emphasis is on assets
accumulated by the trust during the course
of a marriage® then arguably a trust’s
property is not that of the Parties where
the trust was established and its assets
accumulated, by the parents of one Party
prior to the marriage.3*

However, the decisions in Simmons,
Coventry v Coventry & Smith [2004] 181
FLR 220 (Coventry) and Milankov and
Milankov (2002) 28 Fam LR 514 (Milankov)
have challenged this notion in situations
where there is a connection between the
trust’s assets and a Party and where the
element of control is present. Further,
where the requisite degree of control
is present, property held under trust
by a Party that has been acquired before
a marriage would also be included within
the ambit of “property of” the Parties
following French CJ’s judgment in Spry.®

Simmons concerned an application
by the trustee company for summary
dismissal of the wife’s amended
application for final orders under
Pt VIIIAA of the FLA. The trust was
established by the husband’s father and
the beneficiaries included the husband’s
mother, the husband and his siblings, their
spouses and their children. The husband
was not a director of the trustee company
nor an appointor. The Court considered
whether the husband’s interest as
a beneficiary of the trust was property
for the purposes of s 79 FLA. Watt J held
determined that there was a connection
between the trust’s assets and the
husband as although the genesis of the
trust’s assets could be attributed to the
husband'’s father, the original corporate
structure included the husband as
a substantial shareholder and his shares
had been converted into interest free loans
to the trust that did not require repayment
until 35 years after they were advanced,
thus representing a significant investment
in the trust by the husband.®® Accordingly
there was a sufficient nexus between the
assets of the trust and the property of the
Parties for the Court to find that Part VIIIAA
applied and was available to enable orders
binding third parties to be made.®’

In Coventry®® the trust was established
by the husband’s father for the benefit
of the husband and his family (including
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the wife). The husband’s mother was
sole trustee following the father’s death.
Although the husband had received no
trust distributions, the assets of the trust
were included in the property settlement
as the husband was perceived to control
the assets of the trust by virtue of his
position as appointor.

In Milankov® the Court found that whilst
the husband did not at the time of the
hearing control the trust established by his
father, under the terms of the trust he would
control of the trust’s assets following his
father’s death and would therefore have the
ability to distribute the assets to himself.

WHAT IS “PROPERTY” IN THE CONTEXT
OF RECEIVERS’ORDERS?

In Re Richstar Enterprises Pty Ltd

(ACN 099 071 968) And Others; Australian
Securities And Investments Commission
v Carey And Others*® (Richstar), the
Federal Court adopted a similar approach
to that of the Family Court.

In this case ASIC sought appointment
under s 1323 CA of receivers to the
property of certain officers and former
officers of companies in the Westpoint
Property and Finance Group. In April 2006,
orders were made appointing receivers
and also for the disclosure of assets and
liabilities. ASIC subsequently sought
to amend the receivers’ orders in respect
of certain defendants to include property
held by a third party as trustee for any trust
of which a defendant was a beneficiary,
including a superannuation fund.

ASIC submitted that the beneficiary under
a discretionary trust has a contingent
interest within s 9 CA and that the court
could make the orders sought on this basis.

Section 1323(1)(h) CA provides that:
“The Court may, upon application by ASIC or by the

aggrieved person, make one or more of the following
orders:

(h) an order appointing:

(i) if the relevant person [in this case each of the
Individuals] is a natural person — a receiver or

trustee, having such powers as the Court orders, of the
property or of part of the property of that person ...”

The definition of “property” in s 9 CA reads:

“Property means any legal, equitable estate or
interest (whether present or future and whether vested
or contingent) in real or personal property of any
description and includes a thing in action.”

At issue was whether the property of the
trusts of which the individuals were
beneficiaries could be classed as property
of the individuals themselves, or whether the
beneficiaries had an interest in the assets

of those trusts sufficient to constituent
property so that those interests could be the
subject of the appointment of receivers.

French J (as his Honour was then)
departing from traditional trust law
concepts made the following comments:*!

B In the ordinary case, the beneficiary
of a discretionary trust other than the
beneficiary of an exhaustive trust, does
not have an equitable interest in the
trust income or property which would
fall within the definition of property
in s 9 and be amenable to control by
receivers under s 1323.42

B The “ordinary case” is to be
distinguished from the case in which
the beneficiary effectively controls the
trustee’s power of selection — then
there is something akin to a proprietary
interest in the beneficiary.*®

B A beneficiary of a discretionary trust
at arm’s length from the trustee does
not have a contingent interest but rather
an expectancy or mere possibility
of a distribution.*

B Where a discretionary trust is controlled
by a trustee who is the alter ego
of a beneficiary, a contingent interest
may be identified as it is as good
as certain that the beneficiary will
receive the benefits of distributions.*®

B A beneficiary who effectively controls
the trustee’s power of selection
because he is the trustee or one of them
and/or has the power to appoint a new
trustee has something approaching
a general power and ownership of the
trust property.*®

WHAT IS “PROPERTY” IN THE CONTEXT
OF BANKRUPTCY?

The trustee in bankruptcy is entitled

to claim the debtor’s property owned

at or acquired after the commencement
of bankruptcy.



“Property” is defined in s 5(1) BA as:

“property means real or personal property

of every description, whether situate in Australia
or elsewhere, and includes any estate, interest
or profit, whether present or future, vested

or contingent, arising out of or incident to any
such real or personal property.”

This definition is similar to that in the CA
and both definitions refer to contingent
interests. The effect of the decision

in Richstar (and subsequently that of Spry)
could represent a considerable expansion
of the property amenable to distribution
by the Bankruptcy Trustee.*

GENERAL LAW CONTEXT VS FAMILY
LAW DECISIONS AND RICHSTAR

In contrast to the approach adopted

in Richstar and Spry, the subsequent
decision of the Supreme Court of New
South Wales in Public Trustee v Smith
[2008] NSWSC 397 (Smith) is consistent
with established trust and equity
principles, and emphasises that the
appointor or controller of a trust is not the
beneficial owner of the trust’s property.

In this case a gift by the testatrix Dr Ward,
of a house she described in her will
as “my property” was held to be ineffective
because the property was owned by
the corporate trustee of a family trust,
even though the testatrix was the sole
shareholder and director of the trustee
company and controlled the trust. Dr Ward
was not the sole beneficiary or beneficial
owner of the property. White J denied that
Dr Ward as controller of the company was
beneficially entitled to the trust’s assets:

“Indeed, to say that a person who controls

a trustee which holds property on trust for
others, rather than the beneficiary of the trust,
is beneficially entitled to the trust property,

is inconsistent with the very notion of a trust.4®”

His Honour distinguished between the
general law context and the family law
decisions, observing:

"It is perfectly understandable that in the
context of s 79 the expression “property

of the parties to the marriage or either

of them” should be read as extending not
only to property owned by a party to the
marriage but also property controlled

by a party to the marriage where the control
is such as to put the party in the same
position as if he or she were the owner

of the property. That is how | understand the

family law cases to have proceeded.. ... This

is the context in which the family law cases must
be read. In my view, they do not support the
wider proposition that as a matter of general
law an object of a discretionary trust

can be described as the beneficial owner

of the property held by the trustee, merely
by virtue of his or her being a discretionary
object and also controlling the trustee.*®”
[emphasis added]

His Honour also accepted that in the
context of receiver orders, the notion

of property could be extended to property
effectively owned by a person for the
same reasons as discussed in the
family law cases concerning s 79 of the
FLA, but observed that Richstar did not
establish that because a discretionary
beneficiary controls the appointment

or removal of the trustee, or controls the
exercise of the trustee’s powers, that
person is the beneficial owner of the trust
property, irrespective of the terms of the
trust deed:*°

“[138].... In my view, there is very sound
reason for construing the expression

in s 1323(1)(h)(i) “an order appointing

a receiver or trustee of the property

of [the relevant person]” as extending not
only to property actually owned by the
relevant person but property effectively
owned by him or her, for the same reasons
as discussed in the family law cases
concerning s 79 of the Family Law Act.
However, | do not understand AS/C v Carey

(No 6) to establish that because a beneficiary

of a discretionary trust controls the appointment
or removal of the trustee, or controls the exercise
of the trustee’s powers and can appoint trust
property to himself or herself, that the holder

of such a power is the beneficial owner of the
trust property irrespective of the terms of the trust
deed.” [emphasis added]

Any concerns that Richstar may have
broader implications in determining
whether beneficiaries of a discretionary
trust have an interest in the trust have
been somewhat alleviated by Goldberg J
of the Federal Court in Kawasaki (Australia)
Pty Ltd v Arc Strang Pty Ltd [2008] FCA
461(Kawasaki). Kawasaki concerned

a pre-emption procedure in a Shareholders
Agreement in relation to a transfer

of shares in a joint venture company.

His Honour commented on the impact

of the decision in Richstar and confined
its effect to the CA:%'

“74. The relevant principle was recently re-stated
by Hollingworth J in Lygon Nominees Pty Ltd

v Commissioner of State Revenue (2005) 60 ATR
135 at [58]:

“Neither the right to due administration

of the trust nor the fiduciary obligations

owed by the trustee is capable of making

the object of a power of appointment into

a ‘beneficial owner’ of the subject matter

of the trust. The right of an object to take legal
proceedings to prevent a disposal of income
or capital by the trustee to persons outside
the designated object does not involve the
assertion of a proprietary right by the object
and does not require the conclusion that the
object has a proprietary interest in particular
assets within the fund or is a ‘beneficial owner’
of such assets”.

75. There is nothing in the reasoning of French

J in Australian Securities and Investments
Commission v Carey (No. 6) (2006) 153 FCR 509
which doubts these principles in relation to the
nature of interests in or under a discretionary trust.
French J was concerned with the content and extent
of a contingent interest for the purposes of s 9 of the
Corporations Act 2001 (Cth).”

The decision in Lygon Nominees was
affirmed by the Victorian Supreme Court
Court of Appeal in Lygon Nominees Pty Ltd
v Commissioner of State Revenue [2007]
VSCA 140.

CONSEQUENCES FOR ASSET
PROTECTION

Whilst the decisions in Smith and Lygon
Nominees reinforce traditional trust

law principles they do not preclude the
continual erosion of the asset protection
afforded by discretionary trusts. In Smith
White J commented that s 79 FLA and

s 1323(1)(h)(i) CA provided an exception
to the general law position.5?

Following the decisions in Richstar
and Spry, it would seem that where
an individual exerts a considerable degree
of control over a trust (for example, as the
appointor of the trust, or as the sole
director and shareholder of a corporate
trustee, and of relevance in the context
of receivers orders and bankruptcy, as the
spouse of such a person®?), they have
a greater capacity to benefit from the
trust and therefore it is more likely that the
Court would construe the trust’s assets
as “property of” that individual.
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1 Independent appointor

One strategy to consider is to have an
independent individual (such as a trusted
business adviser, accountant or lawyer)
assume the role of appointor of the trust.

The extent of the trustee’s control
of the trust property may be restricted
by expanding the role of the appointor
to include a requirement for the trustee
to obtain the appointor’s consent for
significant distributions of capital,
variations or amendments to the trust
deed, bringing forward the vesting date
and obtaining asset protection advice
from a lawyer or accountant with expertise
in that area prior to winding up the trust
prior to the vesting date.5*

If the trust has an independent appointor
and a corporate trustee, of which the
bankrupt’s spouse is the sole shareholder
and director and the bankrupt is an
excluded beneficiary it may be difficult
to argue in the context of bankruptcy
proceedings and receivers’ orders that
on Richstar principles, the trust’s assets
are the “property of” the bankrupt.5®

However, it may be arguable that the
bankrupt does benefit from the trust if,
the trust has previously distributed income
and/or capital to a second family trust
in which the bankrupt is a beneficiary,
and that second trust has made
distributions to the bankrupt.5®

Also, the operation of Part VIIIAA
of the FLA has perhaps diminished the
effectiveness of using an independent
appointor in the Family Law context.

2 Property acquired by the parties to the
marriage during the marriage

The majority of the High Court in Spry
considered it relevant that the trust
property was acquired by the Parties
during the marriage.

Subject to the comments below, the
decision in Spry and the subsequent
decision of the Full Court of the Family
Court in Stephens enhance the importance
of testamentary trusts in protecting assets
from FLA property settlement orders.
Where a testamentary trust has been
established by a parent of one of the
Parties for the benefit of that child and their
family, the assets of the testamentary trust
should be protected to a greater degree
from FLA orders as those assets were not
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contributed by the Party (cf. traditional inter
vivos discretionary family trust).

B Where there is a high degree of similarity
between a testamentary trust and
a traditional inter vivos discretionary
family trust and the discretionary trust
has been in existence for a long time,
the Family Court may treat its assets
as part of the pool, especially where
a separate testamentary trust has been
established for each adult child and
their family.5”

3 Inheritances, gifts, bequests and loans

Inheritances, informal loans and gifts

and bequests made to a Party during

the marriage may be construed by the
Family Court as having been made for

the benefit of that Party’s family generally
and could thereby be treated as property
acquired by the Parties during the marriage
or alternatively as a financial resource

of one of the Parties.

Consideration should be given to the
adoption of the following strategies:

Spry and the subsequent decision

in Stephens enhance the importance
of testamentary trusts in protecting
assets from FLA property

settlement orders.

B The assets of a testamentary trust
may be exposed where an adult child
contributed to the growth in the assets
of the trust.5®

Consequently, there is potential for

a testator to prefer to establish a single
testamentary trust for all of his or her
children and to provide for more than one
child to control the trust so as to limit

the exposure to family law claims that
could otherwise result where each child
is the primary beneficiary of his or her
own testamentary trust. However, this
practice could result in increased pressure
on an individual the subject of family

law property settlement proceedings
from his or her siblings (who are also the
primary beneficiaries of the testamentary
trust) to settle family law property claims
out-of-court.

Ultimately testators will need to balance
objectives of asset protection, flexibility
and ease of administration. If they elect
to use a single testamentary trust they
need to consider the implications of all
the assets of a second generation
being potentially exposed to the risks
of a Family Court action if one member
of the second generation were to suffer
relationship difficulties.

B the gift giver or testator documenting
their intention that the gift or bequest
be for the sole benefit of the recipient
and for the recipient to isolate the
gift/bequest by retaining it in their
sole name and/or in a separate bank
account. Whilst this strategy could
be effective in a Family Law context
(although query whether the gift
or bequest could not still be treated
as a financial resource of the relevant
Party), it would have limited use in the
context of bankruptcy proceedings
as the assets would then be clearly the
assets of the debtor.

B loans from family members being
documented in written loan agreements,
repayments being made pursuant
to the agreement and the lender
registering a mortgage or charge over
the borrower’s real or personal property
so as to emphasise formality.

CONCLUSION

Recent Family Law decisions such

as Spry, Stephens and Essex and the
Federal Court decision in Richstar have the
potential to limit the effectiveness of trusts
as effective tax planning and asset
protection mechanisms.



There has been some concern that
these decisions may have broader
implications in determining whether
discretionary objects of a discretionary
trust have an interest in the trust. Those
concerns appear to have been somewhat
alleviated by the Federal Court in Kawasaki,
the Victorian Supreme Court in Lygon
Nominees, and the New South Wales
Supreme Court in Smith, in each of which
traditional trust law principles were applied
and the case of Richstar confined to its facts
and the CA context.

However, the threat remains a cause for
concern. The law in this area is dynamic
and courts are not limited to traditional trust
law principles when considering equity,
as is evident in both the Richstar and Spry
decisions. Going forward, professional
advisers need to be more vigilant when
formulating strategies to address unforeseen
taxation and asset protection consequences.

Renuka Somers, FTIA, Lawyer
Harwood Andrews Lawyers
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