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Trust splitting revisited

WHEN APPOINTING AN ADDITIONAL TRUSTEE TO SEPARATELY OWN PART OF THE
TRUST PROPERTY, CONSIDERATION NEEDS TO BE GIVEN TO A NUMBER OF TRUST

LAW AND TAX ISSUES

It is a time honoured practice to hold
property on the terms of a discretionary
trust deed.! The benefits are well known.

Over time, a person who is in effective
control of, or who has brought about the
establishment of a discretionary trust, may
have needs that have changed. The specific
needs of the children, grandchildren or
other beneficiaries that are to benefit from
a family trust may become unexpectedly
sophisticated. The property mix may also
present risks that were unforeseen at the
time it was decided to hold them on the
terms of the same trust deed. During this
period property such as real estate and
other investment assets are likely to have
significantly increased in value.

Vesting the trust property? or transferring
it to new holding vehicles® may trigger
capital gains tax (CGT) and stamp duty
liabilities. Appointing an additional trustee
to hold the legal interest of part of the trust
property (also, commonly referred to as
a trust ‘split’) can appear to provide the
flexibility required to meet the evolving
needs of the person in effective control of
the assets.

However one has to give judicious
consideration to how a ‘split’ is effected
and a number of trust law and tax issues.
In particular, the question of whether a
resettlement of the original trust occurs
remains a vexed issue.

KEY DRIVERS

The key drivers of a trust split are asset
protection and family succession planning.

It is important to note that achieving
the benefits of appointing an additional
trustee to hold specific trust property (set
out in this section of the article and in the

examples) rests on a number of unsettled
areas of the law that are considered in
later sections.

Asset protection

Appointing an additional trustee to
separately own a parcel of trust property
assists in managing the pitfalls of

mixing assets* that have varying levels

of risk attached to them. By effectively
transferring legal ownership of a risky
asset to a newly appointed trustee, the risk
of owning that asset can be quarantined
with the new trustee.

This approach can be taken, for example,
to segregate personal assets (such as the
family home) or a low risk share portfolio
from the riskier assets of a rapidly growing
business. It is also effective in, for example,
quarantining the risk of holding a particular
asset within the same class of assets (refer
to Example 1 below).

Succession planning

Planning for the passing of control of family
assets is often made difficult by the unique
composition of individual personalities
across generations. Each family member
has a unique risk profile, lifestyle to

maintain, financial values and varying
levels of commercial knowledge. These
members can comprise the general class
of beneficiaries that are to benefit from the
family trust.

The class may also consist of children
from a former marriage. If, for example,
the corporate trustee is controlled® by the
primary beneficiary (say for example, the
father) and his current wife, the children of
the father’s former marriage may not be in
as strong a position as the children of the
father’s current marriage to exert influence
over the trustee’s decisions.

The use of an additional trustee to hold
a specific asset will assist in ensuring
that control over that asset is effectively
conferred on the appropriate beneficiary
(refer to Example 2 below).

EFFECTING A TRUST SPLIT

A trust is a fiduciary relationship between

a trustee and a beneficiary. Property is
settled on the terms of this relationship and
the trustee has specific duties in fulfilling its
obligation to deal with the property for the
benefit of the beneficiaries. The obligation
also attaches to the trust property.

w Example 1

the benefit of the same beneficiaries.

Trustee 1 holds several parcels of real estate as trustee for The Property Trust. It
conducts a business of land development for the purposes of resale. Trustee 1 has
recently discovered that the soil of a particular parcel of land is contaminated. Trustee 1
has also been notified that it could take a number of years to investigate and determine
the degree of the contamination. The cost of taking corrective action could be substantial.

Trustee 1 wishes to quarantine the risk of owning the contaminated land from

the ownership of the other land. Trustee 1 could transfer legal ownership of the
contaminated land to a newly appointed trustee, Trustee 2, to hold (assuming the trust
deed permits it). Trustee 2 would own the land on the terms of the same trust deed for
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= Example 2

George and his wife, Janine, are the primary beneficiaries of their discretionary family
trust (The G & J Family Trust). George and Janine are retired and have two children:
Andrew who is in full-time employment and is married with three children and Leanne
who trades on the share market for a living whilst travelling. George also has a child,
Jane, from his former marriage. Andrew, Leanne and Jane (and the grandchildren) are
part of the general class of beneficiaries of The G & J Family Trust.

G & J Pty Ltd is the trustee. George and Janine each own 50% of the shares in G & J
Pty Ltd and are also directors with one vote each.

The assets of the G & J Family Trust consist of George and Janine’s main residence,
George’s former home in which his former wife and Jane reside and a share portfolio.
George and Janine believe that if Andrew, Leanne and Jane share control of the assets
there would be a high risk of disagreement between them. As directors of the trustee,
George and Janine resolve to appoint new trustees to ensure that Andrew obtains
control of the main residence, Leanne the share portfolio and Jane the former house.
Assuming that the trust deed permits it, G & J Pty Ltd is to continue to hold the main
residence (however Andrew and his wife are to be transferred the shares in G & J Pty Ltd
upon the death of George and Janine), Trustee A is to hold the former home and Trustee
B the share portfolio. Trustee A and Trustee B are to own the property on the terms of
the same trust deed for the benefit of the same beneficiaries.

The trust deed contains (or should
contain) all of the terms and conditions of
the settlement.

A new coexisting trustee may be
appointed in accordance with the relevant
provisions in the trust deed or under a
statutory power to appoint.®

In the case of appointing an additional
trustee to hold specific property, the trust
deed ordinarily confers this power upon
a person described as the appointor (or
guardian).”

Where there is no power to appoint an
additional trustee, provided the necessary
power of amendment is contained in the
trust deed, the trustee may vary the deed to
include provisions under which a person (or
persons) will have the power to appoint new
or a replacement trustee over all or part of
the assets of the trust.

If the power to appoint an additional
trustee exists, the appointor generally
executes a deed of appointment of new
trustee in respect of the specific property.®
Subsequently the relevant property is
transferred to the new trustee.

The trust deed is unlikely to provide
for the appointment of a new appointor
in respect of the new trustee. For the
reasons mentioned in the Resettlement
section further below, the appointment
of an additional appointor in respect of
the additional trustee (if permitted by the
deed) or a variation of the deed to allow

for it could potentially add to the weight
of factors that results in a resettlement of
the original trust. The existing appointor
or appointors’ power should under the
trust deed extend to the retirement and
appointment of the new trustee.

On the appointment of a new trustee
to hold specific assets, subject to the
reservation stated below, the right of
each trustee to be indemnified from the
assets of the trust should be limited to
the assets (and rights relating to those
assets) which the relevant trustee holds (as
trustee). The right of indemnity refers to an
entitlement of the trustee to be indemnified
for liabilities incurred in discharging its
duties as trustee (so that the trustee has
some protection from personal loss). A
trustee has a right to resort to and apply
trust funds for the discharge of liabilities
incurred.® The trustee’s right of indemnity
confers a beneficial interest'® in the trust
property that arises whenever the trustee
has incurred liabilities that have not been
reimbursed.

To the extent of the beneficial interest,
the assets of the trust are exposed to
third party claims against the trustee.
Returning to Example 1, the owner of the
contaminated land is Trustee 2. Trustee
2’s right of indemnity if left unlimited
would attach onto the property held by
Trustee 1. This would result in imperfect
asset protection, particularly where
Trustee 1 is to continue developing land
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for resale (that is, holding land that has
significant upside for growth in value

and the ability to generate income) and
Trustee 2 would be likely to incur significant
costs in investigating and attempting to
decontaminate its land (that is, exposure to
significant costs and uncertainty over the
land’s value). Trustee 2 should limit its right
of indemnity to the contaminated land.

The effectiveness, at law, of limiting a
trustee’s right of indemnity is subject to
uncertainty™ and consequently, continuing
with Example 1, protection of the
uncontaminated land from claims made by
third parties against Trustee 2 (even where
the trust deed provides for the limitation
of the trustees’ right of indemnity) is not
settled. This issue also raises concerns
about effecting the three-way ‘split’ set out
in Example 2.

TAX RISKS

This section considers the CGT and stamp
duty implications of appointing an additional
trustee to hold specific trust assets.

CGT

For income tax purposes, a trust is a
separate entity.

Relevantly:

1. CGT event Al is triggered on a
disposal of a CGT asset in the following
circumstances:

= You dispose of a CGT asset if a
change of ownership occurs from
you to another entity, whether
because of some act or event or by
operation of law. However, a change
of ownership does not occur:

(a) if you stop being the legal owner
of the asset but continue to be its
beneficial owner; or

(b) merely because of a change of
trustee.’

2. CGT event E1 happens if you create a
trust over a CGT asset by declaration or
settlement.’®

3. CGT Event E2 happens if you transfer a
CGT asset to an existing trust.'

Event A1 is triggered if there is, at first
instance, a change of ownership in the
relevant asset (assuming it is a CGT asset).
However the “merely because of a change
of trustee” exception should apply. It is
important to note that the Commissioner of



Taxation (Commissioner) could argue that
the word merely restricts the application
of the exception to the circumstance
where a new trustee is appointed following
the retirement of the original trustee and
not to circumstances where there is an
appointment of an additional coexisting
trustee. However, the Commissioner’s
statements in Interpretive Decision 2009/86
(ID 2009/86) (considered below) suggest
that the Commissioner is likely to examine
liability in the context of event E1.

On 24 March 2010, amendments
were enacted to remove the same trust
exception to events E1 and E2.'® The
exception provided that, in circumstances
where there was a resettlement that
would ordinarily trigger event E1 or a
transfer of an asset to an existing trust
that would ordinarily trigger event E2, if
the beneficiaries and the terms of both
(transferee and transferor) trusts are the
same, the CGT events did not occur.
There was some debate about whether
this exception would have applied in the
context of an appointment of a new trustee
to hold specific assets but the point is no
longer relevant.

The Commissioner published
Interpretative Decision 2009/86 (ID
2009/86) in relation to the application
of event E1 to a particular scenario. The
relevant facts, as stated, were:

B a family discretionary trust (abbreviated
in the ruling to the ‘X Family Trust’)
was settled for the primary purpose of
benefiting members of the X family;

B the beneficiary class was widely drawn
to include members of the Y family (who
were related to the X family);

B the appointor of the X Family Trust
appointed (under a power conferred in
the trust deed) a new additional trustee
to CGT assets forming part of the trust
property (being units in a unit trust) and
these assets were to be held on the
same terms as contained in the original
settlement in respect of the X Family
Trust;

B the units were transferred to the new
trustee and the remainder of the trust’s
property continued to be held by the
original trustee;

B the new trustee was a company
controlled by the Y family and a

member of the Y family was appointed
as the appointor in respect of the new
trustee; and

M the trust deed also provided that the
original trustee released the new trustee
from any rights the new trustee may
have to be indemnified out of the assets
held by the new trustee and vice versa.

The Commissioner also stated that the
appointment of the new trustee was part
of a broader family restructure designed to
split certain assets between the X and Y
families which was supported by a family
agreement. Under the agreement, the X
family undertook to hold on a bare trust
for the Y family any distributions received
by the X family in respect of the units
transferred to the new trustee.

The Commissioner concluded that a
new trust had been created in respect of
the units and event E1 applied. Relevant
statements are extracted below:

“There has been a substantial alteration of the
trust relationship in respect of the transferred
assets. The trustees’ rights will be altered in that
the assets to which the new trustee is appointed
will be excluded from the class of assets from
which the original trustee is entitled to be
indemnified for expenses properly incurred.

The rights of beneficiaries have been altered in
that the class of persons who can benefit from the
transferred assets has essentially been narrowed.
That is, it is clear that the assets held by the new
trustee are to be held for the exclusive benefit of
the Y family (see particularly the family agreement
whereby the X family agreed to hold on a bare
trust for the Y family any distributions received by
the X family in respect of the assets to which the
new trustee was appointed).

Upon appointment of the new trustee in respect of
particular assets of the X Family Trust, the original
trustee is obliged (under the trust deed) and
undertakes (under the deed of appointment of new
trustee) to convey title in those assets to the new
trustee and to execute relevant documentation to
enable that to happen. In fulfilling its obligation to
transfer the assets to the new trustee, the original
trustee settles those assets on a new trust.

It is the actions of the original trustee in
transferring the assets to the new trustee that
cements the new trust relationship in respect of
them, and it is those actions that cause CGT event
E1 to happen.”

The reasoning in the Commissioner’s ruling
in ID 2009/86 has not been tested in court.

However it serves as an example of a fact
situation where the Commissioner has
formed the view that a resettlement has
occurred.

Event E2 should not apply as there is not
a trust in existence upon the transfer of the
assets.

A variation to the trustee’s right of
indemnity created by limiting it may trigger
a transfer of property in its own right, the
property being the beneficial interest in
the trust assets. This may also trigger
CGT event Al or event C1 (the loss or
destruction of a CGT asset) however the
precise income tax implications remain
unclear.®

Stamp duty

All states and territories have an exemption
or apply stamp duty at a nominal charge
for transfers arising from an appointment
of a new trustee as an additional trustee
and/or a change in or of trustees.'® Careful
adherence to the specific wording of the
relevant provisions is necessary. It is

also generally the case that for a relevant
appointment or change not to be dutiable it
cannot be part of an avoidance scheme.®

An appointment of a new trustee that
results in a resettlement is also likely to
be construed by the respective state and
territory commissioners as one beyond the
operation of the exemptions.?°

It can be expected that the states and
territory revenue offices are likely to
carefully scrutinise an appointment of an
additional trustee to hold part of the trust
assets to determine whether a transfer has
arisen in the context of a resettlement.

The changes to the beneficial interest in
the trust property created by a variation
to a trustee’s right of indemnity may also
trigger a transfer of dutiable property in a
particular state or territory, however, the
precise duty implications remain unclear.?!

IS THERE A RESETTLEMENT?

If the appointment of a new trustee to hold
specific assets effects a resettlement it
could trigger CGT event E1 and a duty
liability. The question arises as to whether
the appointment of an additional trustee to
hold specific assets and the limitation of
the trustees’ right of indemnity could result
in a resettlement.?
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There has been extensive judicial
analysis, commentary and opinion on the
resettlement question generally but also in
the context of splitting,?® particularly in light
of the Commissioner’s published views in
the Creation of a new trust — Statement of
Principles (Statement of Principles), the
decision of the High Court in Commissioner
of Taxation v Commercial Nominees of
Australia Ltd (2001)?* and the general
uncertainty about the scope of the term
resettlement.?

This part raises some of the key points for
consideration.

As stated earlier, a trust is a fiduciary
relationship over property held by the
trustee for the benefit of the beneficiaries.
The property is settled on the terms of this
relationship by the settlor. The terms and
conditions of the settlement are set out in
the trust deed and contain obligations that
are binding on the trustee.

The act of settling property upon a person
as trustee is referred to as a settlement.

In considering what constitutes a
resettlement, Megarry J stated in Re Ball’s
Settlement Trusts®®:

“If an arrangement changes the whole substratum
of the trust, then it may well be that it cannot

be regarded as merely varying a trust [and is a
resettlement].”

The substratum is generally understood
to be a reference to the interests of

the beneficiaries that underlie the trust
relationship.?”

The High Court decision in Commercial
Nominees dealt with resettlements in the
context of a superannuation fund’s ability to
carry forward losses. The Court considered
whether an entity that derived taxable
income was a different entity from the
entity that incurred losses in an earlier year
for the purposes of considering whether
a claim to deduct losses was valid for
income tax purposes. The main changes
made to the trust during the relevant period
was the introduction of new members to
cover employers and employees who were
related to the original members, a change
of the trustee and a change in the nature of
the fund from a defined benefit fund to an
accumulation fund.

The Commissioner argued that the
changes were so fundamental as to create
a new trust. The Court disagreed holding

that the entity that derived the taxable
income was not a different entity to the one
that incurred losses in an earlier year. In
making its judgement, the Court noted that
the three indicia of the trust’s continuity are
the constitution of the trusts under which
the fund operated, the trust property and
the membership of the fund.

The recent Federal Court of Australia
decision of Clark v Commissioner of
Taxation®® which applied the test to a unit
trust stated that there is “no reason to
believe that these three indicia of continuity
do not equally apply to trust estates for the
purposes of Division 6 of Part 111“.2°

In considering the issue of resettlement, it
is also apt to restate Ada Moshinksy QC’s®°
description and comments on the term:

“A resettlement is the settlement of the part or all
of the trust assets of an existing trust...[and] a
new trust is created. A resettlement is treated at
law as a disposal of trust assets by the trustee to
the trustee (notionally as if or another trustee) to
hold on different trusts.

Generally, whether a variation constitutes a
resettlement might be tested as follows: For whom
is the trust held and upon what terms? Has there
been a change in the beneficiaries? Has there
been a change in the interests held? Are the
changes so substantial that it can be said that the
old trust come to an end or that a new trust has
been created?”

One needs to look at all relevant indicia to
answer these questions.

On the basis that the trust deed provides
for the appointment of an additional trustee
to hold specific assets of the trust and the
limiting of the trustees’ right of indemnity,
it is arguable that the changes do not alter
the substratum of the trust. In addition to
this, the principles laid down in Commercial
Nominees lends weight to the view that
on the basis that there is no change to the
constitution of the trust, the trust property
and the beneficiaries, a resettlement is not
effected.

This is reinforced by a consideration of
Ada Moshinsky QC’s questions:

For whom is the trust held and upon
what terms? For the same beneficiaries
and upon the same terms.

Has there been a change in the
beneficiaries? No.

Are the changes so substantial that
it can be said that the old trust come
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to an end or that a new trust has been
created? Certain trust property is held by
a new trustee upon the same trust. There
is not an end to the original trust nor the
creation of a new trust.

However the matter is not without
uncertainty. It is complicated by the
continued relevance of the Statement of
Principles enunciating the Commissioner’s
view on the issue:

“[stamp duty] cases indicate that a new trust
arises when there is a fundamental change

to the trust relationship. It is a change in the
essential nature and character of the original trust
relationship which creates a new trust. This may
mean that the original trust ceases to exist, and

a new trust arises. Alternatively, a new trust may
arise which exists independently of the original
trust.”3!

The Statement of Principles lists some of
“the changes which raise the question of
whether a new trust has been created”
and they include a “merger of two or more
trusts or a splitting of a trust into two or

more trusts“.%?

There is no doubt that there are some
critical changes to the manner in which the
trust property is held following a split — an
additional trustee exists holding a separate
parcel of trust property and the trustees’
right of indemnity is altered so as to limit
it. However do these changes represent a
fundamental change to the original trust
relationship, that is, the one between the
beneficiaries and the original trustee?

The addition of a new trustee results in a
new party to the relationship however it is
one that was envisaged within the original
relationship. There is also the added issue
raised by a change to the beneficial interest
in the trust property that arises from a
variation of a trustee’s right of indemnity.

The changes are not as fundamental as
those described in the fact scenario in
ID 2009/86. In those circumstances, the
trust deed provided for the appointment
of a new appointor in respect of the new
trustee and there was the existence of
a family agreement under which the X
family undertook to hold on a bare trust
for the Y family any distributions received
by the X family in respect of the assets
to which the new trustee was appointed.
The Commissioner formed a view, that
in substance, there existed two separate
trusts, one for the benefit of the X family
and the other for the benefit of the Y family.



All relevant factors should be taken into
account in determining whether changes to
a trust relationship effects a resettlement.

MANAGING THE TAX RISKS

Based on the Statement of Principles

and ID 2009/86, it is possible that the
Commissioner may take a view that the
appointment of an additional trustee to
hold specific trust assets and the limiting
of the trustees’ right of indemnity effects
a resettlement of the original trust and
triggers CGT event E1. Additionally the
various states and territory commissioners
may take a similar view denying the
application of the ‘appointment of trustee’
exemption.

It would be prudent to obtain a private
ruling from the Commissioner and the
relevant states and territory commissioner
as proceeding without one may, at the very
least, result in a party incurring significant
costs in having the Commissioner and the
relevant state and territory commissioner
accept the position that the appointment of
an additional trustee to hold specific assets
of a trust did not result in the creation of a
new trust.

CONCLUSION

Appointing an additional trustee to hold
specific assets can provide the flexibility
required to meet the evolving needs of

a person who is in effective control of or
who has brought about the establishment
of the trust. It could be argued that the
appointment of an additional trustee

and the limiting of the trustees’ right of
indemnity are not changes that trigger a
resettlement of the original trust. However
the question of what variations to a trust
relationship constitutes a resettlement

is a vexed issue with much uncertainty.
ID 2009/86 provides some guidance on
the factors the Commissioner takes into
account in determining the issue.

Pratheepan Balasubramaniam ATIA,
Associate, Harwood Andrews Lawyers
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