
 
FAMILY LAW PRACTITIONERS ASSOCIATION 

OF TASMANIA INC. 
 
 

2014 ANNUAL STATE CONFERENCE 
 
 
 
 

TAX ASPECTS 
 OF  

PROPERTY DIVISION 
 
 
 
 
 
 
 

 
Steven Bishop LL.B Grad. Dip. Advanced Family Law 

 
 
 

 



Tax Aspects of Property Division Page 2 
Steven Bishop 

Tax Aspects of Property Division 
 
Table of Contents  
 
1. INTRODUCTION ………………………………………………………… 2 
   
2. INDIVIDUALS …………………………………………………………… 2 
2.1 Income Tax ………………………………………………………………… 2 
2.2 Capital Gains Tax (CGT)…………………………………………… 3 
2.2.1 CGT as a Liability ………………………………………………………… 3 
2.2.2 Main Residence Exemption  ………………………………………… 5 
2.2.3 Rollover Relief ……………………………………………………………… 6 
2.2.4 Amount of CGT …………………………………………………………… 7 
2.2.5 Minimising CGT …………………………………………………………… 8 
2.2.6 Small Business Entity Concessions ……………………………… 9 
2.2.6.1 15 Year Asset Exemption  …………………………………………… 9 
2.2.6.2 50% Active Asset Reduction ………………………………………… 9 
2.2.6.3 Retirement Exemption ………………………………………………… 10 
2.2.7 Depreciable Assets  ……………………………………………………… 10 
2.2.8 Trading Stock  ……………………………………………………………… 11 
2.2.9 Carried Forward Losses………………………………………………… 11 
2.3 Capitalising Interest ………………………………………………… 12 
2.4 Superannuation ………………………………………………………… 12 
2.5 Goods & Services Tax (GST) …………………………………… 13 
2.6 Indemnities ………………………………………………………………… 13 
   
3. PARTNERSHIP – Further Comments …………………… 13 
3.1 Income Tax ………………………………………………………………… 13 
3.2 Capital Gains Tax (CGT) …………………………………………… 14 
3.2.1 Loan Accounts  ……………………………………………………………… 14 
3.2.1.1 Credit Loan Accounts …………………………………………………… 15 
3.2.1.2 Debit Loan Accounts  …………………………………………………… 16 
   
4. TRUSTS – Further Comments  ………………………………… 16 
4.1 Income Tax ………………………………………………………………… 16 
4.2 Capital Gains Tax (CGT) …………………………………………… 16 
4.3 Resettlement ……………………………………………………………… 16 
   
5. COMPANIES – Further Comments  ………………………… 17 
5.1 Income Tax – Deemed Dividends ………………………… 18 
5.2 Capital Gains Tax…………………………………………………………… 19 
5.2.1  Main Residence Exemption…………………………………………… 19 
6. Conclusion  ………………………………………………………………… 19 
 



Tax Aspects of Property Division Page 3 
Steven Bishop 

1. INTRODUCTION 
 
This paper does not purport to be a library of the law on tax as it may affect 
issues arising in property division.  It sets out merely to flag some areas that 
a busy practitioner must not overlook if he or she is going to do a proper job 
for his or her client.  In many respects, it’s just a “flagging exercise” to give 
practitioners something of a roadmap to the bewildering and unfamiliar 
territory (for most Family Law practitioners) of Tax Law as it applies to 
Corporate Law, Trust Law, and Property Law in a Family Law Property 
Division. 
 
I have taken the approach of focussing on individuals.  Most of the 
commentary is also applicable to partnerships, trusts and companies, but 
where appropriate I have added some comments under particular headings.  
 
It is very easy for Orders or Financial Agreements to be made or agreed that 
crudely rip apart the components of a family’s wealth without regard to the 
tax consequences.  
 
Taking a more holistic approach can significantly increase the asset pool for 
distribution between the parties by avoiding unnecessary taxes.  It can also 
ensure that your client does not take on liability for a disproportionate 
amount of those taxes which must be paid.  You should be aware of these 
opportunities, or at least aware enough to get expert advice. 
 
2. INDIVIDUALS 
 
2.1 Income Tax 
 
Where the parties are wage and salary earners there are usually no 
surprises to be wary of in finalising the property division.  However, where 
one party has been the sole or predominant income earner, the possibility of 
a large income tax refund must not be overlooked.   
 
If the parties or either of them have been self employed, practitioners must 
be alert to the risk of a post settlement income tax assessment.  The 
possibility of such a future liability needs to be explored, and if it is to be 
expected, taken account of either by adjustment or by provision for 
contributions.   
 
Where they or either of them have been in business there is a whole 
constellation of taxes to be wary of. 
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2.2 Capital Gains Tax  
 
Capital Gains Tax (“CGT”) is not actually a separate tax, but is or may be a 
component of the parties’ income tax.  In its simplest form, CGT is a tax on 
the difference between what it cost to acquire an asset and what was 
received when it sold.   In the year of disposal that difference is added to the 
seller’s income and the income tax for that year is concomitantly increased.  
Note that disposal is at the time of making the contract, not settlement.  
 
A disposal of an asset or other movement of equity in an asset is called a 
“CGT event”.  There are many of these in the legislation and they can be 
extremely complex.  You should regard any transmission of equity as a red 
flag event and investigate whether it qualifies as a CGT event, and if so, 
whether an exemption, roll-over or concession applies to it, and whether 
there is an opportunity for minimising CGT.   
 
The last time I counted, there were some 54 CGT events in S.104.5 of the 
Income Tax Assessment Act 1997 (“ITTA”).  There are in all 12 main types 
of CGT Events, designated by letters of the alphabet to A -L.  These main 
categories can in some cases have up to 12 different specified Capital Gains 
Tax events.   
 
So while CGT event A1 Disposal of a CGT asset will be your main focus, don’t 
forget that there is a minefield of other events out there that may as a 
consequence of the property division, trigger an unexpected tax assessment 
which perhaps ought to be shared between the parties rather than be borne 
by one alone. (For example, B1 use and enjoyment before title passes; E1 
creating a trust over a CGT asset; E3 converting a trust to a unit trust). 
 
Generally speaking, if there is the slightest whit of a possibility of a capital 
gains tax event, you should get advice from a tax practitioner. 
 
I enter the important caveat that it cannot be assumed that just because tax 
payers have owned something for 12 months it will be subject to the capital 
gains tax regime and therefore taxed at the lower rate.  If the client had the 
intention to buy and sell at a profit (as distinct from invest and hold for the 
long term) then any gain will be taxed as a normal revenue gain without the 
benefit of the capital gains tax discounts.  This is particularly the case with 
real estate and property development etc. The ATO have even been known 
to go to a tax payers banker and obtain interview notes and/or a loan 
application in which it is clearly noted that the intent is to buy/build/sell at a 
profit and then they are caught with tax on a bare gains basis rather than 
the beneficial CGT environment.  
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2.2.1  CGT as a Liability 
 
Capital Gains Tax on a disposal is to be treated as a liability of a party under 
the Family Law Act and is, unfortunately, essentially discretionary.   
 
When giving a paper to the Tax Institute of Australia in 1996 entitled “CGT 
and Family Law: Colouring in the Black Letters” I reviewed all the cases until 
the 8th March 1996 and concluded: 
 

“The only assertion that can be made with any confidence is that if it is 
beyond doubt that an asset with an inchoate CGT liability must be 
sold, then the tax should be taken into account.  However, if there are 
other options realistically open to satisfying a spouse’s property claim 
such as borrowing or realisation of non-CGT affected assets, then it is 
unlikely that CGT will be taken into account”.   
 

Just a couple of years after that came the leading case of Rosati & Rosati 
[1998] FaCA 38; (1998) FLC 92-804 which said essentially that. 
 
It was recently applied in IABH & HRBH [2010] FamCa 110 (22 February 
2010) by Justice Watts.  At paragraph 200 he conveniently set out from para 
6.36 of Rosati “the general principles from Rosati” as follows: 
 
“6.36  It appears to us that although there is a degree of confusion and 

possibly conflict in the reported cases as to the proper approach 
to be adopted… the following general principles may be said to 
emerge: 

 
(1).   Whether the incidence of capital gains tax should be taken into 
account in valuing a particular asset varies according to the 
circumstances of the case, including the method of valuation applied to 
the particular asset, the likelihood or otherwise of that asset being 
realised in the foreseeable future, the circumstances of its acquisition 
and the evidence of the parties as to their intentions in relation to that 
asset. 
 
(2) If the Court order the sale of an asset, or is satisfied that a sale 
of it is inevitable, or would probably occur in the near future, or if the 
asset is one which was acquired solely as an investment and with a 
view to its ultimate sale for profit, then, generally, allowance should be 
made for any capital gains tax payable upon such a sale in 
determining the value of that asset for the purpose of the proceedings. 
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(3) If none of the circumstances referred to in (2) applies to a 
particular asset, but the Court is satisfied that there is a significant risk 
that the asset will have to be sold in the short to mid term, then the 
court, whilst not making allowance for the capital gains tax payable on 
such a sale in determining the value of the asset, may take that risk 
into account as a relevant s.75(2) factor, the weight to be attributed to 
that factor varying according to the degree of the risk and the length 
of the period within which the sale may occur.  
 
(4) There may be special circumstances in a particular case which, 
despite the absence of any certainty or even likelihood of a sale of an 
asset in the foreseeable future, make it appropriate to take the 
incidence of capital gains tax into account in valuing that asset.  In 
such a case, it may be appropriate to take the capital gains tax into 
account at its full rate, or at some discounted rate, having regard to 
the degree of risk of a sale occurring and/or the length of time which is 
likely to elapse before that occurs.” 

 
To my mind, the most vital statement there is “if the asset is one which was 
acquired solely as an investment and with a view to its ultimate sale for 
profit, then, generally, allowance should be made for any capital gains tax 
payable upon such sale in determining the value of that asset for the 
purpose of the proceedings”.  
 
Apart from the family home, the only worth of other assets is as investments 
and I commend to you the view that in respect of such assets, capital gains 
tax should be taken into account, along with other sale costs.  
 
The fact of the matter is that people acquire these assets so that they will 
have sufficient to keep them in their old age (or if they have sufficient for 
that or the prospect is too remove to simply have a good investment which 
they will turnover in due course so they can have the things they want in 
life) and capital gains tax is irrefragably a deduction on any such 
investment. In other words, realisation is usually the end point of investment 
and you can’t realise your investment without paying capital gains tax on it.  
 
2.2.2  Main Residence Exemption 
 
The main residence is generally exempt from CGT (S.118.110 ITAA 1997), 
as are cars, motor cycles (S.118.5 ITAA 1997), collectibles and personal use 
assets (S.118.10 ITAA 1997). 
 
So long as the dwelling was the main residence of the parties throughout the 
ownership period and they did not acquire it from the estate of a deceased 
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person and did not use it to produce assessable income, the exemption will 
apply.  This will obviously account for the majority of our clients.    
 
Where there is partial use there will be a concomitant partial exemption.  
This can be a trap for the unwary. Beware of unexpected CGT if a party 
moves into a rental property.   
 
For example: 
 
The husband owns 100% of a rental property for 8 years during the 
marriage.  Upon property settlement, it is transferred to the wife for her to 
live in and the CGT rollover relief is utilised.  The wife uses it as her main 
residence for 2 years and then sells it.  The use of the property during the 
entire period of ownership of the parties must be taken into account (S.118 
– 178) and so the main residence exemption will only apply to reduce the 
capital gains tax by 20% (2 years out of 10).   
 
2.2.3  Rollover Relief   
 
All transfers of non-exempt assets between the parties are prima facie 
subject to CGT. Where there is a transfer of property from one spouse to 
another, or from a company or Trustee to a spouse, there is automatic 
rollover relief.   The permitted rollover will only apply when the transfer is 
pursuant to a Consent Order or a Financial Agreement under the Family Law 
Act (“FLA”) (S.126.5 ITAA 1997).  
 
Please note the rollover provisions do not apply if the asset is transferred 
from a company or Trust to another company or Trust, or is transferred from 
an individual to a company or Trust.  It is solely from one individual to 
another individual. 
 
It must be emphasised that all a rollover does is avoid the imposition of tax 
at the time of the transfer. More correctly, it merely postpones the 
assessment of and liability for payment of CGT. The asset is still transferred 
together with its original cost base, and the CGT which accrued prior to the 
rollover is still payable when the asset is realised. Accordingly, the asset is 
“pregnant” with tax that should be taken into account when calculating the 
net value of the transfer to a party.   
 
For instance, if a warehouse was acquired as an investment for $100,000, 
and 14 years later at the time of property division has a value of $300,000, 
even if it is transferred to the other party and the rollover applies under 
S.126.5, forever afterwards the receiving party (I will use the term “parties” 
throughout to refer to parties to a marriage or the partners in a de-facto or 
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same sex couple governed by the Family Law Act)  is going to have a liability 
on the sale of the property which accrued during the relationship on a capital 
gain of approximately $200,000 before any discounts.  
 
If that, for arguments sake, is $100,000 (throughout this paper, I will only 
use hypothetical amounts to point up consequences.  Accountants are the 
best people to actually calculate the tax, although you should have a rough 
working knowledge that you can estimate the seriousness of the imposition), 
the net worth of that transfer to him or her is accordingly reduced to 
$200,000 from $300,000. 
 
It is a fatal mistake that some practitioners make to think that because 
there is rollover relief the consequence of CGT on an asset can be ignored in 
negotiations.   It is plainly negligent to take that approach, because although 
the liability is a future one, the probability is that an income producing asset 
will be sold sometime during the party’s lifetime and the party will actually 
have to pay that tax which was really accrued during the relationship and 
should be shared equitably between the parties.   
 
All the rollover relief does is provide a cash flow benefit by deferring the 
payment time.  The liability is patently a marital liability and in my view 
should be researched and calculated and taken into account at that time.   
However, the law is not easy to apply consistently in that regard as set out 
in 2.2.1 above. I recommend that if you cannot negotiate a position that 
accounts for it that you advise your client to sell the asset and crystalise the 
liability.  
 
2.2.4   Amount of CGT 
 
If a CGT liable asset is sold within 12 months of acquisition, then it is treated 
as income on ordinary concepts and not capital gains. If disposed of after 12 
months, the gain is discounted by 50% for most entities (Division 115). 
 
Superficially calculating the capital gain is easy – you subtract the cost base 
from the proceeds.  However, the cost base is to be inflated by various other 
acquisitional costs and expenses of disposal.  The resulting calculation is 
then reduced by 50% for individuals (including partners in partnerships and 
beneficiaries of trusts; it is reduced by one third for complying super funds.  
It is not reduced at all for companies).  The resultant figure (subject to 
aggregation if there are other capital gains or capital losses) is then included 
in a party’s income for the relevant year.  There is no separate assessment 
for capital gains, it is merely that the parties income is engorged by the 
(discounted) capital gain, and as a result, the marginal rate applicable at 
that level of income attracts extra tax on the income tax assessment.   
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There was an alternative method of calculating capital gains involving 
indexation of the cost base, but in practice it seems largely to have fallen 
into desuetude as it was used only for gains made pre 21 September 1999.  
 
The tax rates for 2013-2014 are as follows:  
 

Taxable Income Tax on this Income 
$0 - $18,200 Nil 
$18,201 - $37,000 0.19c for each $1 over $18,200 
$37,000 -  $80,000 $3,572 + 32.5c for each $1 over $37,000 
$80,001 - $180,000 $17,547 + 37c for each $1 over $80,000 
$180,001 $54,547 + 45c for each $1 over $180,000 

 
The above rates do not include the Medicare levy of 1.5%.  Note that this 
increases to 2% from 1st July 2014.  They do not include of course any 
proposed future levies such as the mooted deficit levy of 2%.  At the 
moment the highest rate is 46.5c. If these come to pass, the top tax rate 
will be 49% and the next lowest 41%. 
 
Roughly, if your client is on the top income tax rate, for every $100,000 of 
discounted capital gain, there is going to be capital gains tax of about 
$50,000.  At the $80,001 - $180,000 level, it is going to be about $40,000.  
These are substantial amounts for even a short period, but in a marriage of 
say 10 years where there may have been a large accretion in capital worth, 
they can be extremely large sums that must be taken into account in order 
to receive a just and equitable outcome.  
 
2.2.5  Minimising CGT 
 
If a CGT liable asset is going to be sold by the parties, attention should be 
given to minimising the CGT.  If the asset is registered to a higher earning 
party, even if it is to be sold, it may be worthwhile transferring the asset to 
the lower income earning party before the sale using the rollover provision. 
 
For example, if there is a warehouse worth $1 million registered to the name 
of the husband who is earning more than $180,000/year and the wife (I will 
use those terms for brevity and convenience notwithstanding that the point 
applies to de-facto and same sex couples) has no income in the year in 
which the asset will be sold, the difference would be substantial.  If the asset 
had a discounted capital gain of $200,000, disposal by the husband would 
incur tax of $95,000.  If it were transferred to the other party who had no 
other income in that year, the tax would be $66,547, almost $30,000 less. 
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2.2.6  Small Business Entity Concessions  
 
Small businesses with an annual turnover of less than $2 million or net CGT 
assets of less than $6 million are able to, subject to eligibility, access a 
range of tax concessions both in relation to income tax and capital gains tax 
(S.328.10 ITAA). The income tax concessions relate to ongoing businesses 
(simplified rules for trading stock, depreciation prepaid expenses etc.) 
 
The exit of a party from a small business entity following relationship 
breakdown may be an opportunity to take advantage of the capital gains tax 
concessions.  
 
There is a rollover available (Subdivision 152.E ITAA 1997), but of course 
this is available anyway in a relationship breakdown situation and is just 
another deferral mechanism.  Accordingly, there are three concessions that 
your clients may be able to take advantage of.   
 

2.2.6.1  15 Year Asset Exemption 
 
If the client is aged 55 or older and is retiring and the business has owned or 
used an asset for at least 15 years, a disposal of this asset will be entirely 
exempt from CGT (Subdivision 152-8 ITAA 1997) (even if held in a different 
entity).   
 
For example, if the premises from which the business has operated are 
owned by the business and have been for at least 15 years, it will be entirely 
devoid of CGT which may save hundreds of thousands of dollars.   
 
CGT Capped Amount 
 
Plus:  if the 15 year asset exemption applies, your client may contribute up 
to $1 million into a superannuation fund which is a huge extension on the 
current age based limits which are $25,000 per annum for under 60’s and 
$35,000 per annum for over 60’s.  

 
2.2.6.2  50% Active Asset Reduction  

 
If the client has owned an asset to conduct the business (termed an “active 
asset”), he or she will only pay tax on 50% of the capital gain on sale 
(subdivision 152-C ITAA 1997).  This reduction is in addition to the 50% 
general CGT discount for entities other than companies so that if the capital 
gain has already been reduced by that discount, this (extra) 50% reduction 
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applies to that reduced gain, making an effective 75% overall reduction to 
the gain.  
 

2.2.6.3  Retirement Exemption 
 
If the client is aged 55 years or over and is retiring, he or she can choose to 
be exempt from CGT on the sale of a business asset up to a lifetime limit of 
$500,000. (Subdivision 152-D ITAA 1997).  
 
If under 55, the capital gain must be paid into a complying superannuation 
fund or a retirement savings account but this is in addition to any other 
annual contribution limits. 
 
If they are over 55 they can simply take the gain in cash. There is no 
requirement to contribute to a complying superannuation fund. 
 
2.2.7  Depreciable Assets 
 
Depreciable Assets are not subject to CGT.  However, they can contain their 
own time bomb.  Such assets are usually depreciated in accordance with 
statutory formulas, to a written down value for tax purposes that is often far 
lower than their market value.   
 
This will not matter if the value attributed to them in negotiations is only 
their written down value.  However, most practitioners will insist on a 
market valuation and a distribution on the basis of a value in accordance 
with that.  In the case of a depreciable asset, if it is transferred to one party 
and subsequently sold at market value any excess receipts over its written 
down value are included in that party’s assessable income.  See S.40.285(1) 
and 40.445(2).   
For example, if the partnership bought a log truck for $200,000 which was 
depreciated using the prime cost method at 10% per annum over 3 years 
and had a market value of $180,000, it would be a mistake to regard that as 
its value to the recipient as being $180,000 because it has an inchoate tax 
liability of  about $40,000. 
 
The figures would run as follows: 
 
Cost of Log Truck $200,000 
Less accumulated depreciation  ($60,000) 
Written down value $140,000 
Selling price $180,0000 
Assessable Income $40,000 
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In the circumstances, the recipient party’s practitioner would be negligent in 
allowing the log truck to be attributed a value of $180,000. 
 
Its value needs to be reduced for the tax effect.   If the recipient partner is 
on the top marginal rate, including Medicare levy, the tax on that $40,000 is 
going to be ($40,000 multiplied by  47.5%) $18,280. 
 
Accordingly, the value of the truck should be treated as ($180,000 less 
$18,280) - $161,720.   
 
2.2.8  Trading Stock 
 
Any disposal of trading stock on the breakdown of a relationship is a fully 
taxable disposal.  It is outside the ordinary course of business and therefore 
pursuant to S.70.90 of the ITAA 1997 the assessable income of the 
transferor (often the partnership which will therefore involve both parties) is 
to include the market value of the trading stock.    
 
This is inconsistent with the philosophy behind the rollover permitted 
generally in relation to capital assets, and is therefore somewhat of an 
anomaly. 
 
2.2.9  Carried Forward Losses 
 
A business may not have been particularly successful and may have 
significant accumulated losses. These may indicate a reduced, neutral, or 
negative value for the business, depending what other assets are 
encompassed within it.  
 
However, it is a mistake for a party to attribute a nil or negative value to a 
business that has accumulated losses.  Those losses will be very valuable in 
negating tax on future income.   
 
For example, if the accumulated losses are $100,000, the first $100,000 
earned by the retaining party will be tax free by virtue of the losses being 
set off against the profit.  Depending on the tax rate that that party is 
paying, that basically has a value of between about $27,400 and $47,500 
(depending whether there is other income leading to tax at the highest 
marginal rate).  
 
So even the business which might appear to have little to recommend it can 
in fact hold value which needs to be taken into account.  Note that in respect 
of trusts and companies, there are eligibility tests such as the continuity of 
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ownership, control and continuity of business tests that may have to be 
satisfied.   
 
Please note that there are two types of losses, revenue losses (income tax) 
and capital losses (CGT).  A revenue loss can reduce a capital gain, but a 
capital loss cannot reduce revenue income. 
 
2.3  Capitalising Interest  
 
Quite often in a property division A needs to pay B the other party a lump 
sum, but for whatever reason cannot get finance to pay B out and has to 
pay by instalments.  Usually B wants interest on the lump sum.  
 
If, instead of paying interest as such the interest is calculated and written 
into the instalments which are engorged to cover interest, B will not pay 
income tax on that interest.  B is instead only receiving capital sums which 
are untaxed.  That gives rise to a benefit which can be shared between the 
parties.  This applies to individuals, partnerships, trusts and companies.  
 
2.4  Superannuation   
 
Income earning assets that are in a super fund are generally worth more to 
a party than assets which are held individually.  This is because  they are 
resident in a tax shelter.  The income tax on the earnings of the super fund 
is only 15%, as compared with up to 45% when individually held. The tax 
saved is reinvested and able to prosper in its shelter. 
 
However, there is a 50% discount on the capital gain for individuals, and 
only 331/3 % for super funds.  
 
Subject to the trade off inherent in those contradictions, it may well be that 
a party retaining a greater share of superannuation should have assets 
weighed against him/her because of the extra benefit, taking into account 
tax benefits, that that party has from that asset.   
 
Of course if cash flow is an issue, the greater value may have to be 
sacrificed in favour of liquidity.   
 
However, nothing can change the fact that where there are assets in a Fund, 
super splitting is the ultimate CGT avoidance technique.  Because it is not 
prescribed as a CGT event, assets in both names can be in effect transferred 
from one to the other without any tax at all.   
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2.5 Goods & Services Tax (GST)  
 
Generally speaking, transfers of real estate and other assets between 
husband and wife personally will not attract GST.  However, wherever there 
is a business or investment asset, transfers may incur GST which ought to 
be taken into account. (S.9.5 Goods & Services Tax Act). 
 
Generally the transfer will be GST free because the transfer is not made in 
connection with a supply in the course or further sale of an enterprise and 
because it is not for consideration. 
 
However, the transferor raw entity may be subject to input tax adjustments 
for past input tax credits claimed on the enterprise assets.  The adjustment 
may involved a partial or full reversal of input tax credits previously claimed 
depending on circumstances.  The reason for the adjustment is due to the 
enterprise asset changing its creditable purpose.  This is a complex area and 
you should obtain expert advice in relation to it.  
 
2.6 Indemnities 
 
Because of the risk in so many cases of a party not primarily engaged in a 
business of the family being affected by unknown or subsequent business 
tax issue, it is vital that broad and overarching indemnities are received from 
the continuing party for any unexpected liabilities.  Unfortunately, it is all too 
common for a business in strife not to be paying superannuation 
entitlements of employees, or to have not been making repayments on loans 
that may be secured against the matrimonial home etc.  You should operate 
on the basis that there could be nasty surprises unless you cover the field. 
  
3.  PARTNERSHIP 
 
3.1  Income Tax 
 
In the most commonly encountered situations, the couple are engaged in a 
small business either formally pursuant to a partnership agreement or 
informally for tax purposes.  The partnership is equal and during co-
habitation income has been split equally in order to minimise tax.  
 
In the vast majority of cases thereafter, there will be a remaining partner 
continuing the small business and an exiting partner who will no longer be a 
part of it.  Generally it is unrealistic to suggest that the partnership continue 
in order to preserve the benefit of income splitting. 
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As a result, the remaining partner will have a much higher tax bill and a 
lower net income.  For example, if the partnership had a net profit of 
$80,000 per annum, divided equally between two parties, the tax on each at 
$40,000 is $4,547, a total impost on the family of $9,094. 
 
However, if one party retains the business and it continues to net $80,000 
per annum, the tax on that for a single individual is $17,547, a difference of 
$8,453. 
 
If the relationship is not too damaged, an amicable arrangement can save a 
lot of tax.  
 
While a statement of financial circumstances is a good starting point, going 
forward and looking at future prospects, the increased tax burden needs to 
be factored into the settlement equation.  It will affect child support 
assessments, and if  there is any contemplation of spousal maintenance, it 
must be borne in mind that that is not tax deductable to the remaining 
partner, and on the other hand is not taxable in the hands of the exiting 
partner. 
 
It must also not be forgotten that such receipts may affect the eligibility for 
a pension. 
 
Accordingly, it becomes a fairly complicated juggling exercise, the accuracy 
of which can be severely degraded if the extra tax on the income stream 
from the loss of income splitting is not taken into account. 
 
3.2  Capital Gains Tax 
 
The same comments as for individuals apply. 
 
3.2.1  Loan Accounts 
 
In a partnership, there are commonly two sets of accounts as follows:- 
 
(a) A capital account which is often the initial subscription capital; and 
(b) Current accounts which deal with drawings. 
 
Within a partnership structure, these are more commonly called “drawings 
accounts”, but by some accountants they are referred to as “beneficiary 
accounts”, despite that being more commonly used in relation to trusts, or 
“beneficiary loan accounts” (although that is more commonly used in 
relation to companies).   Insofar as companies are concerned, the more 
usual terms are “directors loan account” or “share holders loan account”. 
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My comments below relate to these accounts, however described. I use the 
example of a partnership as a starting point. 
 

3.2.1.1 Credit Loan Accounts 
 
What we are referring to are the records kept by the partnership of: 
 

(a)  The entitlements of the partners; and 
(b)  The amounts taken in reduction of those entitlements by the 

partners (drawings); and 
(c) The difference, which may be in either debit or credit depending 

on the history of the matter.  In some partnerships, usually 
those that are doing well, entitlements are measured at least 
annually, usually on a billings basis if the business is of some 
size.  Assuming the partnership is assessed on an accruals  
basis, tax is paid on that income.   

 
If a partner draws out less than his or her entitlement and tax has been 
assessed and paid, the amount standing to his/her credit is tax free 
money.  For example, if say in a prior year a panel beating business 
generated $200,000 profit, and is an equal partnership, but the parties have 
only drawn half of that, then the partners ledgers will each look like this: 
 
Profit         $100,000 
Less Drawings       $  50,000 
Balance carried forward      $  50,000 
 
It is vital to remember when planning the settlement, that that balance can 
be paid to the partner without any tax being payable, so it makes a better 
choice than an asset that has a tax liability attached.   
 
All settlements are a matter of negotiation, unless a trial is inevitable, and in 
the argy-bargy there is simply no comparison between a cash payment of, 
say, $50,000 which can be structured to come from this account and (say) a 
building valued at $50,000 which has been owned for 14 years and has an 
inchoate capital gains tax liability of, say, $10,000.                                                    
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3.2.1.2 Debit Loan Accounts  
 
This is the converse situation to that posited above, where the 
partner/beneficiary or shareholder actually owes the business money.   
 
The best option is to have the loan actually repaid.  This could be either by 
way of a cash payment or by adjusting against the transfer of other assets, 
although it is much cleaner simply to borrow the funds, pay the debt off, 
count it as a family liability and then divide the property. 
 
If the debt is forgiven, in the context of debit loan accounts, it will ordinarily 
be a deemed distribution and therefore incur tax (if it were a commercial 
debt, it will be subject to different commercial debt forgiveness rules and 
generally won’t be assessable income).  
 
4.  TRUSTS 
 
4.1 Income Tax 
 
The great benefit of discretionary trusts is that distributions of income and 
capital can be made to the person paying the lowest amount of tax.  That is 
fine until a relationship breakdown, but if the parties then grow stubborn 
and refuse to agree on a distribution for the end of the financial year, so that 
the Trustee becomes assessed to tax because no distribution resolution has 
been made, the Trustee is assessed at a penal rate at the top marginal rate 
of 45%.  This is what is known as a “unpaid present entitlement”.  If a 
trustee shows in its books a distribution to a person (including a company) 
but does not actually pay it, that too is referred to as an “unpaid present 
entitlement”.  
 
4.2 Capital Gains Tax 
 
The comments made earlier in relation to tax issues and property division in 
relation to individuals apply generally to Trusts. The rollover provision for 
capital gains tax is S.126.15. 
 
4.3 Resettlement 
 
In most cases, one of the parties will be the Appointor or Guardian with the 
power to change the Trustee and therefore the power to control the Trust. 
Where both parties are so defined, the removal of the exiting party will be a 
high priority to ensure that the remaining party has unencumbered control.  
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Each Trust Deed has to be carefully analysed to locate the power to do this, 
and see what the consequences might be in a particular case. 
 
However, clients often want the existing party to be completely expunged 
from the Trust – in other words, to no longer be a beneficiary.  There is no 
legal necessity for this in the case of a discretionary trust because if the 
remaining party has determinative power, he or she will ensure that no 
distribution is made to the exiting spouse, notwithstanding the continuing 
existence of him or her either individually or alone.  
 
While the law in relation to resettlement is fairly complex, the essence of it 
is that a resettlement occurs when a new “trust estate” is created “out of an 
old trust”.  When that happens, the Trustee will be considered to have 
disposed of the assets of the “old” trust and in turn, those disposals will 
attract revenue consequences unnecessarily. 
 
While it is not clear that removal of a spousal effects a resettlement (see 
Commissioner of Taxation v Clark [2011] FCAFC 5) it does seem to be the 
better view and frankly you shouldn’t take the risk unless you want to figure 
in a test case in the High Court.  
  
5. COMPANIES 
 
You should start with the proposition that with companies generally you 
should get accounting advice on the tax outcomes on a winding up.  If they 
have been profitable, they will often have tax payed reserves or retained 
earnings in them, which means that if a spouse takes that entity over, the 
spouse is taking over a company pregnant with reserves that may have 
different tax implications.  There may be completely free pre-1985 capital 
gains; there may be various types of post 1985 capital gains; there may be 
gains from the small business 50% discount that will be taxable on 
liquidation, and there may be retained revenue profits that may or may not 
have 30% franking credits attached. 
 
I strongly recommend that if your client is to be a continuing spouse 
shareholder, you get the tax impact of winding the company up forthwith 
calculated to at least alert you and/or your client and/or the Court to the 
potential liabilities.  Of course, those liabilities may be mitigated or 
ameliorated by the use of the discount mechanisms at the shareholder level 
into the future in any event, but generally speaking companies can be a 
problem area that is fraught with potential issues for your client and 
negligence claims for yourself.  
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5.1  Income Tax – Deemed Dividends 
 

As you know, companies are taxed at the rate of 30% and not on the 
marginal rates that individuals have to pay of up to 45c in the dollar.  
Distributions to individuals come with a credit for that 30% of tax called a 
“franking credit”.  
 
This gives rise to a tax saving opportunity if people can spend money on 
which tax is only being paid at 30%.  In the past, people have taken money 
from their companies and spent it. As it has to be accounted for in some way 
and it is not a dividend and it is treated as a loan.  Widespread failure to pay 
dividends and instead to make loans with the tax avoidance consequences 
entailed by that has meant that the government lost tax.   
 
As a result, it was decided to deem such loans dividends and make 
shareholders pay tax on them as if they were dividends (S.109C ITAA 1936). 
 
However, the Government has kindly provided that if tax payers pay back 
these loans within 7 years, then they will not be deemed to be dividends. 
 
As a result, since that change came in, there has been a flurry of Division 7A 
agreements, and financial relations between spouses and their companies 
are often in a state of partial repayment.   
 
This is a mighty trap with companies and they should always be checked to 
see if there is a current or evolving Division 7A problem or partly paid loan 
agreement.  
 
Certain payments are excluded from the operation of Division 7A.  These 
include a payment of a genuine debt (S.109J ITAA 1936). 
 
That section provides as follows: 
 
109J: Payments to Discharging Pecuniary Obligations not Treated as 
Dividends  
 
A private company is not taken under S.109C to pay a dividend because of 
the payment of an amount, to the extent that the payment: 
 
(a) discharges an obligation of a private company to pay money to the 

entity and; 
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(b) Is not more than would have been required to discharge the obligation 
had the private company and entity been dealing with each other at 
arms length. 

 
The argument is that if a company is joined to the proceedings, and it is 
ordered to pay a sum of money to a party, that payment is then a genuine 
debt within the meaning of S109J.   
 
This has been accepted by the ATO as current since the early 2000’s.  
However, in October last year, the ATO reversed its position and issued a 
draft ruling TR 2013 D6.  Accordingly, the Division 7A exemption is no longer 
available, and practitioners will need to reassess their clients entitlements 
and adjust the quantum of the property settlement to reflect the tax 
consequences if wealth is locked up in a company and can only be 
distributed by way of dividends.  That is, they will have to have 30% 
deducted for company tax before the money gets into their hands.   
 
There may be other ways to structure the settlement, but if you are acting 
for the remaining spouse who is to take over the company, liability for the 
company’s tax is a vital component to take into account.  
 
5.2    Capital Gains Tax  
 

5.2.1   Main Residence Exemption 
 
The main residence exemption does not apply to a property owned by a 
company or a trust.   
 
6. Conclusion  
 
The tax traps and pitfalls are many and varied when parties have been 
involved in a business or extensive investment, and vigilance is needed to 
ensure that unexpected disasters do not occur.  If you start reading the 
Income Tax Assessment Act your eyes will probably glaze over.  However, 
your duty is primarily to spot the problem and act as a filter and call in tax 
practitioners when that seems advisable. 
 
In summary, the issues to watch out for are: 
 
1. Capital Gains Tax; 
2. Main residence exemption; 
3. Depreciated assets; 
4. Trading stock; 
5. Credit and debit loan accounts; and 
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6. Resettlement dangers 
7. Companies generally 
 
Apart from ensuring that your client’s case does not get wrecked on one of 
these rocks, to maximise the asset pool and your client’s share of it, you 
should give consideration to: 
 
1. Structuring for a CGT exemption; 
2. Minimising CGT; 
3. Capitalising Interest;  
4. Garnering maximum superannuation entitlements; 
5. Getting tax paid entitlements from loan accounts. 
 
When everything seems to be absolutely fine, whether none of these ideas 
are relevant or all of them are relevant, get full indemnities from the other 
party and, any entities being kept by the other party in case there is a 
“sleeper” issue no one has teased out. 
 
And finally, make full disclosure of all risks to your client in writing and let 
him or her make a fully informed decision, whatever it may be.  
 
 
 
S.P. BISHOP 
Barrister & Solicitor 
Launceston   


