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Australians have a love affair with property.  It is an area that 
most Australians, our clients in particular, feel comfortable 

investing in.  Of course along with the challenges that come 
with choosing the right type of property - whether it be 

commercial, industrial or residential - there are also the many 
tax and structuring issues that come with owing an investment 

property.  Here we share some of the many questions we 
get from clients and help you determine what of the various 

structures available for the property investor to select; how the 
tax system works for property investors and begin to unravel 
the confusion that confronts many new and even seasoned 

property investors.
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Introduction

There is a lot of talk out there about trusts and the benefits of investing 
via a trust. However a lot of the information is either incorrect or only 
part of the story.  This section of the book is an attempt to summarise 
the situation in regards to setting up one or more trusts to invest in 
residential property with information on some things to watch out for 
and some tips to make it all more efficient. The first thing we must look 
at is what a trust actually is.

WHAT IS A TRUST?
First we should point out the concept of ‘trusts’ can be very simple to 
understand, yet at the same time is also extremely complex as it plays 
out in the real world. It takes many years for the concept to ‘sink in’ for 
most people. This includes lawyers who have all taken a subject on trusts 
during their law studies, but who may not have any practical experience 
with trusts. This is similar to the accountants and financial planners.

Many people speak of trusts as a separate entity, similar to a company. 
But this is not the case; a trust is not an entity, but rather a relationship. 
A trust is not a ‘legal person’ and cannot own anything, and therefore it 
cannot sue or be sued. It is the trustee who acts for the trust and owns 
trust property in its capacity as trustee.

The trust is the relationship between the trustee, the property and the 
beneficiaries. 

For tax purposes, though, a trust is considered a separate entity.

Let’s look at a standard legal definition of a trust.

A trust is when the holder of a legal or equitable interest in certain 
property is bound by an obligation recognisable and enforceable in 
equity, to hold that interest not for his own exclusive benefit but for the 
benefit, as to the whole or part of such interest, of another person or 
persons, or of himself and such other person or persons, or for some 
object or purpose permitted by law1. 
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Justice French in Harmer & Ors v FC of T 89 ATC 5180; (1989) 20 ATR 1461 
stated that a trust ‘is notably a definition of a relationship by reference 
to obligations’. Summarised the four essential elements of a trust are:

1. Trustee who holds property

2. Trust property.

3. One or more beneficiaries other than the trustee, and

4. A personal obligation on the trustee to deal with the trust property 
for the benefit of the beneficiaries.

What does this mean in plain English? Think of a trust this way:

Simple isn’t it!

Or another way to put it, even simpler: A holds property for B.

1 Jacobs, as quoted in Dal Pont, Equity and Trusts in Australia, p. 429.

A trustee holds property for a beneficiary or beneficiaries.

A Mother opens a bank account for a 1 year old child. Mum is 
the trustee, the bank account is the property and the child is the 
beneficiary. 

Trustees have special obligations towards the beneficiaries, these 
obligations are also known as “fiduciary duties”. The trustee has special 
duties because the trustee has legal ownership of the assets but hold 
these assets for others. There is a potential for abuse because of this and 
the law has evolved so as to protect the beneficiaries against potential 
abuse by the trustees. In the example above the mother has a duty to the 
child so if the mother were to spend the child’s money on herself then 
she would be breaching her duties as trustee.



14

Other examples of trusts include:

• A trustee of a SMSF (Self-Managed Super Fund) holding super funds 
for its members

• A custodian trustee owning property for a SMSF

• A parent holding property for a disabled adult child

Imagine your industry superannuation fund. This is your money, but it 
is held by a trustee who will invest it and hold the funds and the returns 
on those funds until you meet a ‘condition of release’ such as reaching 
retirement age. The trustee has special obligations to invest the money 
prudently and account to the beneficiaries for their money.

In this book we will be focusing on two types of trusts which are 
commonly used when investing in property, these are:

• The trustee of a unit trust holding property for unit holders (i.e. a 
“Unit Trust”) and

• The trustee of a discretionary trust holding property for beneficiaries 
(i.e. a “Discretionary Trust”)

Why Use a Trust?

Briefly, a trust is usually set up with the aim of benefiting one or more 
persons. Sometimes these person(s) may not have the legal capacity to 
look after their own property, such as children or the disabled. A person 
may also want to invest in a way in which the benefits can benefit the 
whole family, or a group of people. There is more on this immediately 
below.

The main reasons for using a trust are the side effects of benefiting the 
family as a whole and these are:

Asset Protection and Tax Minimisation
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Starting a Trust

Usually a trust is started by one person, called the Settlor, handing 
over property to another person, the trustee, to hold for other persons, 
the beneficiaries. The Settlor lays down the conditions under which 
the trustee holds the property. This is done by a trust deed.

What happens in practice is that the person setting up the trust is 
usually the trustee or the person that controls the trustee. They will 
work out the terms of the trust in consultation with their advisor(s) 
and will have a deed drafted which outlines these terms. They will 
then find a Settlor who will eventually hand over property to the 
trustee and sign the deed to this effect. The Settlor is often the 
advisor.

Because of the tax laws the settlor cannot benefit, or should not be 
able to benefit, from the trust. So the settlor is usually a next door 
neighbour, or an accountant or solicitor who is not related to those 
setting up the trust. The property that is handed over is usually $10 
or $20. The reason for this is that the stamp duty laws in each state 
impose stamp duty in transfers involving dutiable property such as 
land. Cash is not classed as dutiable property and it is easy to hand 
over. Despite this some states such as NSW and VIC have introduced 

Rules about Trusts

Trusts are primarily governed by the ‘rules’ specified in the trust deed. 
Since a trust is not an entity but a relationship the trustee must abide 
by the rules agreed to with the “Settlor” which is evidenced by the trust 
deed.

These rules are augmented by the various trustee acts in each state. 
Trust law is governed by state-based legislation. For example trusts 
operating under NSW law would be regulated by the Trustee Act 1925. 
Although generally similar, there are significant differences between the 
trustee acts in the different states. 

The legislation enables the courts to appoint a new trustee for instance. 
This may be required where a trustee dies and there is no successor 
trustee nominated in the deed.
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stamp duties on the formation of a trust with no dutiable property – 
currently $500 in NSW and $200 in VIC.

The deed will almost always allow the trustee to accept further 
monies settled on the trust. These funds are treated differently from 
the initial funds settled and the givers may still benefit from the 
trust, unlike the original settlor2. The trustee will, usually, be allowed 
to borrow money and can in that way increase the capital of the trust 
to invest and build up the assets.

The above describes the situation with a discretionary trust. With a 
testamentary trust the settlor is actually the person who dies and 
leaves property to a trustee - and they won’t be benefitting from it 
anymore! With unit trusts the unit holders generally subscribe money 
for units of the trust. There is no settlor, or appointor in a unit trust.

SMSFs are created by deed poll (i.e. a deed with one only party, the 
trustee), and members transfer existing funds into the new SMSF. 
There is no settlor or appointor in a SMSF.

2 However this will depend on the wording of the deed. Some deeds are apparently worded 
on the mistaken assumption that any Settlor should not benefit from the trust. This could 
mean that someone gifting money to the trust after it is established is excluded as a 
beneficiary.



17

BENEFITS OF TRUSTS
There are 3 main benefits of setting up a trust to hold investments or to 
run a business. These are:

1. Asset Protection

2. Tax Flexibility

3. Estate Planning

Let’s look at each in turn.

Asset Protection

Asset protection is a vast topic in need of a book itself. We can only 
briefly describe some aspects of asset protection below.

Firstly, we should consider what are we trying to protect against? The 
usual answer is ‘creditors’ or people you owe money to. If you owe 
someone money that person is able to take action to get that money 
back. This usually involves taking you to court and getting a court 
order that you pay them a sum of money, a ‘judgment debt ’3. Once a 
creditor has a judgment they will then pursue the person that owes 
them money and attempt to enforce payment. This court order for 
a judgment debt allows the creditor to take further action such as 
obtaining orders to garnish bank accounts4, garnish wages and seize 
property including land (and houses). Another way to get a creditor 
to pay is to issue a Bankruptcy Notice5. Once a bankruptcy notice 
has been issued and served the person that owes money generally 

3 I.e. the money owed, plus interest plus legal costs where applicable.
4 Take money out of bank accounts.
5 For some good information on bankruptcy in general see the Government website of the 
Australian Financial Security Authority https://www.afsa.gov.au/. 
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has 28 days to pay the debt or a trustee will be appointed over all of 
that person’s assets6. This trustee is called a ‘Trustee in Bankruptcy’7. 
The trustee in bankruptcy will ‘stand in the shoes’ of the bankrupt 
and take over the legal ownership of all of the bankrupt’s assets 
(same trust principles apply here as to other trusts). The Trustee in 
Bankruptcy will then proceed to sell the bankrupt’s assets with the 
secured creditors8  being paid first and then use the funds to pay the 
trustee in bankruptcy’s own fees9 and then anything left over will go 
to the creditors.

The above is what most people are trying to protect themselves from; 
that is the falling of assets into the hands of creditors which ultimately 
means protection upon bankruptcy. 

However there are other potential ways to lose assets and these include:

• Family law separations such as divorce or break down in de facto 
relationships; 

• Assets falling into the wrong hands at death;

• Control of assets falling into the wrong hands upon incapacitation.

Protection in Bankruptcy

The Bankruptcy Act covers what property can be taken from you upon 
entering bankruptcy. Virtually all assets you own can be taken, including 
the house you live in, your expensive car, your yacht and even part of your 
salary on an ongoing basis.

One notable exception is that assets you hold as trustee cannot be 
taken.

6 This generally scares creditors into paying very quickly if they have the money.
7 Not to be confused with a trustee of a discretionary trust – but the same trust principles 
apply.
8 A secured creditor is a creditor who has security such as a mortgage over land. 
9 Which are usually quite significant.
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Since Jim is now bankrupt he can no longer be trustee of the trust so a 
new trustee will replace Jim and the title of the house at 123 Smith Street 
will be changed to the name of the new trustee.

Jim may also be a beneficiary of the same trust. Bankruptcy doesn’t 
change this because the beneficiary position is not property that the 
trustee in bankruptcy can take. But as the Trustee in Bankruptcy will 
take any income received by Jim (above a minimum amount), if any of the 
trust assets or income are distributed to Jim they will fall into the hands 
of creditors. Therefore the trustee usually will not distribute to Jim while 
Jim is bankrupt, but will distribute to other beneficiaries – which may be 
other family members.

Care must be taken to ensure the trustee position does not fall into 
the hands of the trustee in bankruptcy as if it does then the trustee in 
bankruptcy will be able to control the distribution of the income of the 
trust, and possibly the capital of the trust.

Jim is a trustee of a discretionary trust which owns 123 Smith St. Jim 
is also a business owner (a sole trader), and has become bankrupt 
because his largest client goes under owing Jim thousands of 
dollars in unpaid invoices. This has a domino effect and Jim now 
cannot pay his bills. Because Jim owns the house as trustee, the 
house cannot generally be taken by Jim’s trustee in bankruptcy. I 
say generally, because there are exceptions to the rules, more on 
that below.
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A bankrupt is prohibited from being director of a company10 and even 
if Jim put his wife in as new director it is usually the shareholders of 
the company that appoint the director. So what could happen is that 
the trustee in bankruptcy could appoint their own director, if they can 
control the voting majority, and once they do this the new director can 
resolve to distribute all the income and capital of the trust to Jim so that 
it falls into the hands of creditors.

Jim is director of Jimbo Pty Ltd which is trustee of a discretionary 
trust. Jim goes bankrupt and the shares he owns in Jimbo Pty Ltd 
fall into the hands of the trustee in bankruptcy.

However, there is also usually an Appointor role in most discretionary 
trusts. The Appointor is the one who can hire and fire the trustee. So as 
soon as Jim thinks he is going to become bankrupt he should sack the 
trustee company and appoint a new company - one in which he does not 
own the shares. The position of Appointor is not considered ‘property’ 
and therefore is generally not something that can fall into the hands of 
the trustee in bankruptcy - but remember a company could also be an 
Appointor and if Jim owned the shares of the company then the trustee 
in bankruptcy could control it and  therefore control the Appointor 
position.

Summary of discretionary trusts and asset protection

A beneficiary of a discretionary trust generally has no rights to the assets 
of the trust11 . The beneficiaries’ interest in the trust is dependent on the 
trustee deciding to distribute to them - it is a contingent interest.

Once a trustee has resolved to distribute money or capital to a particular 
beneficiary, that beneficiary has an absolute right to that distribution. 
They become ‘presently entitled’ to the money whether it has already 

10 Section 206B of the Corporations Act 2001 
11 However this will depend on what the deed says so please read the deed.
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been paid to them or not. For example if the trustee resolves to distribute 
$100,000 to Jim on July 15th but does not do so, intending to distribute 
in, say, June the following year, if Jim were to go bankrupt in March, then 
Jim would likely lose that money to creditors (as soon as it’s requested 
by them).

Tax Benefits of Trusts

Our tax system in Australia is a progressive system where the tax rate 
increases the more you earn. This means that a person on a higher 
income pays a higher rate of tax than a person on a lower income.

We take the example of a family earning $100,000 per year.

If Mum was earning $100,000 and Dad nil the tax payable would be:

 Income  Tax
Mum $100,000 $26,947
Dad $nil  $nil
Total $100,000 $26,947

http://www.taxcalc.com.au 2014/15 financial year

However, if the income was able to be split between mum and dad 
equally the tax would be:

This shows a potential tax saving of $9,853 per year if the income could 
be split.

With a discretionary trust any income the trust makes can be distributed 

 Income  Tax
Mum $50,000     $8,547
Dad $50,000     $8,547
Total $100,000  $17,094

http://www.taxcalc.com.au 2014/15 financial year
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to the beneficiaries in accordance with the rules in the trust deed. This 
means the trust itself will not pay tax if all the income of the trust is 
distributed. It is the beneficiaries who will pay tax on any income they 
receive from the trust. This income will be added to other income they 
may receive outside of the trust.

What this means is that the trustee can choose who, amongst the 
beneficiaries, to distribute this income to and this can be done in a way 
to produce the least amount of tax.

Say for example, for the mum and dad above, mum is earning $100,000 in 
income from her work as a lawyer and dad stays at home and does not 
work. They decide to set up a discretionary trust and the trust invests. 
Let’s say the trust makes $30,000 paid in income each year.

In the year that Dad is not working, this income could be distributed 
to dad. Since he has no other income he would pay tax on an annual 
income of $30,000

You may ask why not just set the investment up in Dad’s name rather 
than through a trust? The main reason is the flexibility.

Imagine what would happen if the investment was in Dad’s name Year 1, 
but in Year 2 mum got pregnant and took a year off work and then dad 
went back to work starting at $100,000 pa.

 Income    Tax
Mum $100,000   $26,947
Dad $30,000 (trust distribution) $2,397
Total $130,000   $29,344

http://www.taxcalc.com.au 2014/15 financial year



23

 Income    Tax
Mum $0    $0
Dad $100,000 wage
 $30,000 investment income $38,647
Total $130,000   $38,647

http://www.taxcalc.com.au 2014/15 financial year

So by investing via the trust allows the income to be moved around each 
year as best suits and in this example having the investment in the trust 
resulted in a tax saving of $38,647 - $29,344 = $9,303 in Year 2 if the trust 
income was given to Mum rather than Dad.

Keep in mind that this is only for a couple, i.e. 2 people out of a potential 
range of beneficiaries in the hundreds (children, grandchildren, parents, 
cousins, aunts, uncles, etc.). There may be opportunities to reduce the 
tax payable on the investment even further.

Under the current tax rates for 2014-2015 an adult can earn approximately 
$20,000 per annum and not pay tax. So if there are 2 adult beneficiaries 
with no other income the income of the trust could be distributed to 
these people with no tax payable at all. Additionally a trust can stream 
income (subject to the trust deed) to the beneficiaries. This is where the 
income that flows through the trust can retain its character. So a capital 
gain incurred by the trust can flow out of the trust as a capital gain. This 
is different to a company where the income of the company is being paid 
as a dividend. E.g. $100,000 capital gain incurred on the sale of a property.

Year 1 would be the same income situation, but in Year 2:
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Discretionary Trust Company

Flows through to beneficiary 
as a Capital Gain

Is paid out to the shareholder
as a dividend

Beneficiary pays tax on the 
income

Shareholder pays tax on the 
dividend, but may get a credit for 
any tax paid by the company

$100,000 flows through to the 
beneficiary

$70,000 flows through to the 
shareholder after the company 
has paid 30% tax

50% CGT discount is applied No CGT discount

Beneficiary pays tax on $50,000 
income

Shareholder pays tax on $70,000 
with a franking credit

But, what if a member of the family had a capital loss from a previous 
investment? Perhaps shares sold during the Global Financial Crisis. Let’s 
say Uncle Fester has a capital loss of $100,000 from share trading.

The trustee of the trust could distribute the capital gain to Uncle Fester 
and the net result would be nil as the loss offsets the gain so no tax 
would be payable (assuming Uncle Fester is a beneficiary - don’t assume 
- always check).

However with the company, this is not possible. The company could 
distribute the income to Uncle Fester if he was the shareholder but the 
income would be a dividend and not a capital gain so he would not be 
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able to offset the income with the capital loss. The net result is that 
Uncle Fester pays tax on the dividend and can only carry forward his loss.

Estate Planning Benefits

Trusts were traditionally used to avoid death taxes. This is not so much 
an issue now in Australia as death taxes have been abolished, but there 
are still estate planning benefits with trusts.

When the person controlling the trust dies the trust itself continues. The 
assets of the trust do not form part of the estate of the deceased, nor 
can they be dealt with under the will of the deceased (many people fail 
to realise this). This can provide some planning advantages as the terms 
of the trust are in the deed and the control of the trust assets can be 
passed on to those you want (by passing the control of the trust). As the 
new controllers are not receiving the assets themselves the assets are 
protected if bankruptcy occurs and the assets can be protected further 
if the new controller of the trust was to prematurely die. The assets of 
the trust are also more protected by not passing via a will as wills can be 
challenged.

However we wish to point out that for anyone connected to NSW there 
is still a chance that trust assets can form part of the deceased estate in 
limited circumstances. This is because of legislation in the Succession 
Act involving Family Provision orders - basically if adequate provision 
has not been made for an ‘eligible person’ (as defined in the act) and 
the estate of the deceased is not sufficient then trust assets, where 
the deceased was Appointer or Trustee, could be deemed to be part of 
the estate of the deceased - Notional Estate orders . It is very important 
to get advice if any of your assets are held in NSW (including managed 
superannuation funds).

There is generally no stamp duty on transfers after death. The property 
is transferred to the executor and then to the beneficiary under the will. 
However if another family member wants the property and the transfer 
is not in accordance with the will then there would be stamp duty (this 
may be possible to avoid in some instances). An advantage with a trust 
is that transfers between family members may not be needed; they can 
just receive an allocation of income. So passing a property on to children 
while a person is still alive may be as simple as appointing the child (adult 
children) to the position of director of the trustee company.
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Similarly with CGT. There is no CGT triggered on death, only on the 
subsequent sale of the property. However transfer of a property while 
the owner is still alive would result in capital gains tax being applicable, 
unless a main residence exemption applied. Transferring control of a 
trust is not a Capital Gains Tax event.
 

THE ROLES PLAYED 
IN A TRUST

To understand trusts further we need to look at all the players involved in 
the operation and management of a trust. This section gives a very brief 
outline of each of those playing roles.

Settlor

The settlor is the person who kicks off a discretionary trust. It is the 
person who asks the trustee to hold property for the beneficiaries. Due 
to tax reasons the settlor cannot (or should not) benefit from the trust at 
all13 , they should not even be able to benefit or there will be adverse tax 
consequences.

The Trustee

The trustee is one of the most important positions because it is the 
trustee who legally owns the property of the trust. The trustee’s name is 
on title to property such as land, bank accounts, share certificates etc.
It is also the trustee that administers and runs the trust and makes the 
management decisions (as well as the day to day decisions).

13  s 102 ITAA 1936. See 
http://www.austlii.edu.au/au/legis/cth/consol_act/itaa1936240/s102ag.html
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Appointor/Guardian

The Appointor is perhaps even more important than the trustee because 
it is the Appointor who can appoint and remove the trustee. This power is 
termed a ‘power of appointment’. The specific powers will vary depending 
on the wording and set up in the trust deed.

Not all trusts have an Appointor. Unit trusts do not, SMSFs do not 
and some discretionary trusts do not - especially some of the simpler 
testamentary trusts set up under a will.

The Appointor is sometimes called the ‘Guardian’ in trusts.

Protector

There is another role which is included in some discretionary trusts. The 
protector position is often used to stop the Trustee and/or Appointor 
doing certain things without obtaining approval from the Protector. A 
lawyer or accountant could be appointed as Protector, for example, and 
if the trustee wants to distribute any capital of the trust the trustee may 
be required to obtain the approval of the protector. It is very important 
that the person be nominated at the time of a trust’s formation as its 
protection is from adverse events that are unforeseen.

Often this role is used by parents who worry about the children dissolving 
the trust and selling all the assets once the parents are dead.

Unit Holders

With a unit trust and/or a fixed trust the beneficiaries are the holders of 
units. They are usually paid income and/or capital in proportion to the 
percentage of units held. Depending on the deed, there is often little 
discretion involved with the trustee being compelled to distribute.

Members

For SMSF (self-managed super fund) the rules are regulated by the SIS 
Act and the beneficiaries are known as members.
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Beneficiaries

A beneficiary is someone for whose benefit the trust is formed. The 
beneficiary can receive income and/or capital from the trust. In a unit 
trust the beneficiary is the unit holder and in an SMSF the beneficiary is 
the member of the fund.
 

WHO SHOULD PLAY 
THESE ROLES

Settlor

This should usually be the lawyer or the accountant. However, because 
of stamp duty laws it may be better to have a next door neighbour or 
a distant friend have this role. The Settlor should be a person who you 
have no expectation of ever benefitting from the trust. For this reason 
the settlor should not be a family member or any person who you may 
want to benefit from the trust in the future. 

Trustee

It is almost always preferable to have a company as Trustee of a trust, 
particularly a trust that will be investing.

1. Having a trustee company will clearly distinguish the assets of the 
trust from the personal assets of the trustee.

2. Asset protection. If a trust is sued it will be the trustee that is 
sued. The trustee’s personal assets can be at risk. Having a Pty Ltd 
company will limit the liability of the company to its paid up share 
capital - often $2.

3. Ease of the passing on of control. A trustee is only holding assets 
for others so when an individual trustee dies or retires the trust 
continues on, but first the title to all the trust assets must be passed 
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from the old trustee to the new trustee. If land is involved then this is 
a cumbersome process with transfers needed to be signed and bank 
mortgages discharged, etc. Stamp duty must be considered too.

However if a company was trustee then it is a much more simple process 
to pass on control with a change of directors and shareholders and 
without the need to change names on title deeds.

Appointor

You should be the appointor or control the position. It is the most 
powerful position in the trust and if someone else gains control of this 
position then they could take control of the trust and then benefit 
themselves.

There is an argument for increased asset protection by having a second 
appointor, especially if the one person is the trustee or sole director and 
shareholder of the trustee company and a beneficiary and the Appointor. 
Some have argued in such cases the trust may not exist. (However, see 
the case of Smith14  where the argument failed. And see the case of 
Richstar15  where the possibility was first introduced). We do not think 
there is much to support such a case, especially as it was determined in 
the case of Burton16  that the position of Appointor was not ‘ property’ 
and could not therefore fall into the hands of a trustee in bankruptcy. 
Nevertheless it may be worthwhile considering whether to include a 
second Appointor.

It is also possible to have a company as Appointor. However the shares, 
and therefore control, of this company must be carefully considered.
In addition, it is most important to consider the wording of the trust and 
know and plan for what would happen to the Appointor position if the 
Appointor:

• Became legally disabled through mental incapacity. It could be 

14 Public Trustee v Smith [2008] NSWCA 397
15 Australian Securities and Investments Commission in the Matter of Richstar Enterprises 
Pty Ltd v Carey  (No .6) [2006] FCA 814
16 Burton, L. R. & Ors v Wily, H.J. & Ors [1994] FCA 388
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the person you appointed as power of attorney who controls the 
Appointor position.

• Became bankrupt.

• Died. 

Many deeds have provision for the next appointor to be their legal 
personal representative. Have you got a will? Who is the executor? What 
if the nominated person refuses or cannot act? You could end up with 
some third party controlling the trust (this could even be the public 
trustee).

The Protector

The Protector could be a third party who cannot benefit from the trust at 
all, i.e. is not a potential beneficiary. It could also be some family member 
who is trusted to look after other family members.

Beneficiaries

This is usually not properly considered. You would potentially want 
as many Beneficiaries as possible. This will allow greater flexibility. 
So the wording of the deeds is usually very broad. It may be worded 
so that there are named beneficiaries - these may be called Primary 
beneficiaries and there may be non-named beneficiaries, often called 
Secondary Beneficiaries. The wording for the Secondary Beneficiaries 
may be descriptive such as “The spouse, children, grandchildren, 
parents, siblings, cousins” etc. of a Primary Beneficiary. There may be 
further definitions so that ‘children’ may include adopted or step children, 
‘spouses’ may include ex-spouses etc. But this is not always the case.

So check the deed and consider what the effects are of marriage, death, 
divorce etc. on the potential beneficiaries. Does spouse include non-
married de facto? What is the effect of your wife dying - will her children 
from a first marriage still be beneficiaries, etc.

A company can be a beneficiary, but the wording of the deed must be 
checked. The deed must say something like “any company in which a 
beneficiary owns shares or is director is also a beneficiary”. This may be 
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important down the track if you want to cause the trust to distribute to 
a ‘bucket company’.

Some further points to consider:

Naming beneficiaries - Keep in mind that although it may be a good 
idea to name many people as beneficiaries when setting up a trust 
there are a few lenders that insist on obtaining personal guarantees 
from all named adult beneficiaries if the trust ever borrows money. 
This is inappropriate17  because the beneficiaries may not control the 
trust and may not even know that the trust exists. Other lenders may 
want a letter from all adult beneficiaries named in the deed with the 
letter stating that they have no objection to the trustee borrowing. 
Again this is not appropriate because these people may not know 
about the existence of the trust.

Excluding beneficiaries. Sometimes it is necessary to allow a person 
to exclude themselves as a beneficiary. This is often necessary for 
Social Security reasons - pensions can be affected if the person is 
a beneficiary for example. Having a clause allowing a beneficiary to 
exclude themselves and specifying how this can be done is a good 
idea. This reduces the risk of resettlement occurring by amending 
the deed later on.

Don’t exclude notional settlers. Care should be taken to see if the 
deed excludes ‘notional settlors’ from being beneficiaries. Anyone 
who gifts money to a trust after settlement could fall into the 
particular trust’s definition of ‘settlor’ and if this happens they could 
be thereby excluded from ever benefitting from the trust.

A Company as Trustee

Be careful when considering how to set up the trustee company. The 
main roles in the company to consider are that of the director(s) and the 
shareholder(s). There are also many different types of shares that are 
available, but in most cases ordinary shares are suitable.

17 But those lending the money make the rules.
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Directors - Who should be director? The director is the person or 
persons who run and control the company. The director must be one or 
more individuals over 18 and not under a legal disability (including not 
being bankrupt). A director cannot be a company or a trustee (but an 
individual director could be a trustee of a trust as well).

When mum and dad are involved we often see companies set up with 
both people as directors. This may or may not be a good idea, depending 
on how you look at it. Directors are the ones that run the company and 
they will nearly always be required to guarantee loans for the company 
- including when the company is trustee of a trust and is buying real 
property. So having mum and dad as joint directors will mean both are 
required to guarantee all loans of the trust. This usually gives a bank 
more security than it should have, since if the investment goes bad the 
lender will be able to chase the company and the trust’s assets and also 
the assets of both mum and dad. This is not good asset protection.

There are other situations in which a director may be required to give 
guarantees such as when the company enters into contracts for renting 
premises, buying advertisements in the media (TV, radio, etc.), trade 
supplies, builders and contracting for land. Therefore it is well worth 
considering whether just one person should be director. Imagine a 
simple situation where a property is to be purchased and contracts are 
entered into by the company as trustee for the trust and the vendor of the 
property. A director’s guarantee is requested. Contracts are exchanged 
and then for whatever reason finance is not approved and the company 
is sued. The person giving the guarantee can also be sued - wouldn’t 
it be better if this was just mum or dad (ideally the one with the least 
assets) and only one went bankrupt rather than both? This way it could 
be possible to keep the family home.

On the other hand, if there is only one director then this person will be 
the one who makes the decisions. If you control the company you will 
then control the trust. Bank accounts could be open and operated with 
no oversight, contracts to buy and sell property (and anything else) could 
be entered into without the knowledge or approval of another person. 
Therefore having 2 directors may add some stability to the company.

Shareholders - Should you have just one shareholder or 2 or more? 
Generally one person is ideal as sometimes lenders may ask for personal 
guarantees from a person who owns more than 50% (plus or minus) of 
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the shares of the company. Consider, though, what could happen upon 
one’s death as the shares are property that will pass via one’s will. So if 
you die and left your shares to Mr X then Mr X would control the company 
and would then control the trust.

Also there will be a period of time after the death of the shareholder and 
probate being granted and the shares transferred. This could take from 
6 to 12 months. If the shareholder was also the sole director then the 
company could be out of anyone’s control. Fortunately there is a piece of 
legislation covering this, s201F of the Corporations Act18 , which states 
that the legal personal representative of the deceased shareholder/
director can step in and make themselves director and/or appoint 
another person as director. Keep this in mind - the person who you 
appoint under your will as executor could control the trustee company 
and therefore the trust. What if this is a stranger such as a lawyer - would 
you want them controlling your family trust? If you don’t have a valid will 
then there is even less certainty as any family member could apply to be 
appointed administrator of the estate and therefore become the legal 
personal representative.

A similar situation occurs if a sole director and sole shareholder of a 
company were to lose capacity. The same section of the Corporations 
Act allows the legal personal representative to take control. This may be 
the person you have appointed under an enduring power of attorney19  or 
a court appointed person.

And if a sole director and sole shareholder entered bankruptcy the 
trustee in bankruptcy can become director themselves or appoint 
someone of their choice. Upon bankruptcy a person is disqualified from 
being a director.

Of course control of a discretionary trust is subject to the powers of the 
Appointor in most discretionary trusts. But it could be possible for the 
Trustee to get in and do something before they are removed as trustee 
by the Appointor. And what if the Appointor was also the sole director 
and sole shareholder? Careful planning is needed.

18 Section 201F Corporations Act 2001
19 Note that an attorney cannot take a director’s place as director but must be appointed 
as a director – they could appoint themselves in this instance.
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Constitution - this is something that is not usually considered when 
forming a company. A company is run by certain rules, some of which can 
be in a constitution - this is like a contract between the director of the 
company and the company. The rules contained include the powers of 
the shareholders to vote and remove a director and to appoint a director. 
What if there are 2 shareholders each holding 50 shares? A tie breaker in 
voting could be held by the chairman of the meeting.

While not such an issue with companies acting as trustees, it is a good 
idea to carefully choose which state a company is incorporated in. This 
can have stamp duty implications for the transfer of shares at a later 
date.
 

DUTIES 
OF THE TRUSTEE

Being a trustee is a very serious responsibility. Trustees have a number of 
duties and these are termed ‘fiduciary duties’. Fiduciary duties are duties 
to act in good faith for the benefit of another. The trustee is in a powerful 
position as legal owner of the property of the trust. They have the ability 
to unfairly benefit themselves as they are open to abuse their position 
in their relationship of trust and confidence with the beneficiaries. The 
beneficiaries  can suffer abuse. To prevent this happening laws have 
evolved to make the trustee accountable. Duties include:

Not to Profit from their Position

A trustee should not benefit themselves personally. An exception is if 
the trust deed expressly permits the trustee to benefit themselves.

Avoid Conflict of Interests

A trustee should not put themselves in a position where there could be 
a conflict of interest. Again there is an exception if the deed expressly 
allows it. An example would be for a trust to purchase or sell to the 
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trustee below market value. This might occur if you would want to cause 
a trust owned property to be transferred to a child for example.

Maintain Proper Accounts

Proper financial records need to be kept by the trustee who may even 
be required to show these records to beneficiaries when requested. The 
trustee should always be conscious of the fact that they may have to 
justify their decisions and actions at some future date and this is why all 
decisions need to be recorded.

Duty of Care

There is a duty of care for the trustee to manage the affairs of the trust 
in a manner like that of a prudent businessperson20. That is, the trustee 
should take the same care about trust decisions as he would take when 
making personal decisions in business.

However, when investing there is a higher duty of care for the trustee, 
as the trustee must act in the manner of ‘a reasonably prudent business 
man investing for those for whom he felt morally obliged to provide’21 . 
This common law rule is also enshrined in legislation22.

This means that if a trustee invests carelessly they could be breaching 
their duties as trustee, and this can potentially leave the trustee exposed 
to being sued for compensation by the beneficiaries of the trust.

Other duties of the trustee include

There is also a duty not to deal with himself/herself such as ‘selling’ trust 
property to himself or herself. The deed may permit otherwise.

20 Speight v Gaunt (1883) 22 Ch D 77.
21 Australian Securities Commission v AS Nominees Ltd (1995) 62 504, 517-18. 
22 For example, s 14A of the of the Trustee Act (NSW) 1925.
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Duties on winding up or vesting the trust include making sure there are 
no outstanding claims against the trust. A trustee can protect him or 
herself by making notice of intended distribution of the trust assets. 
In NSW this protection is provided for by section 60 of the Trustee Act 
(NSW) 192523.  This is similar to an executor announcing a distribution of 
the assets of a deceased person.
 

PRACTICAL ASPECTS 
OF RUNNING A TRUST

Usually books on trusts focus on theoretical aspects and the reader is 
often left wondering how to apply the concepts. Below are some of the 
practical aspects of running a trust.

Read the deed!

The first thing the trustee should do is to read the deed. It is rare to come 
across a trustee who has actually read the deed in full (or sometimes not 
even at all). Yet if the trustee does something that is not permitted by 
the deed they may have inadvertently breached their duties as trustee. 
They would then be liable to reimburse the trust and could be sued by 
the beneficiaries.

Make sure the people distributed 
to are actually beneficiaries

Sometimes assumptions are made and these can be wrong. Check to 
make sure that each person being distributed to is actually a beneficiary. 
This is especially important if there have been marriages or divorces 
in the family. There may also be different beneficiaries for income and 
capital so don’t assume a person is a beneficiary for both income and 
capital distributions as capital beneficiaries are often more restricted. 

23 Section 60 of the Trustee Act (NSW) 1925.
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As always, read the deed.

One simple example is distributing income to a relative who may not 
actually be a beneficiary at all. Not all family will always be beneficiaries 
so please check and don’t assume.  There is a recent case, where during 
a family law case, it was discovered that over a 10 year period income had 
been distributed to a family member who wasn’t actually a beneficiary. 
This meant that the trustee (spouse A) had to reimburse the trust for all 
distributions paid out and the trust was now controlled by spouse B.

Put decisions in writing

The trustee is only in temporary control of the trust so it is essential that 
everything be written down. There should be minutes of meetings where 
important decisions are made and these should be recorded in writing. 
A sole trustee should record their decisions in a resolution, dated and 
signed. These records should be stored with the trust deed.

The trustee should also consider that they may be challenged to produce 
documents and/or justify decisions and that this could occur years down 
the track.
 
Some of the important decisions to record are:

• who to distribute to and how much; 

• what to invest in; 

• whether to give a beneficiary a loan; 

• whether to open a bank account.

There are also requirements under the Corporations Act where a 
company is trustee. It would be an offence for a director of a company to 
fail to keep proper records.

Also make sure you don’t write down anything which could be used 
against you at a later date. An example is “The trustee has decided not 
to distribute any money to John because he is a member of ‘X’ religion.”
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Word distribution minutes carefully

This should be done with your accountant. Consider that income of the 
trust could change if the ATO, for example, denies a deduction.

If your minutes say, the trustee resolves to distribute 10% to A and 90% 
to B with an income of $1,000. If the ATO denies the interest deduction 
of $10,000 then the trust’s actual income may no longer be $1000 but it 
could be $11,000 and A may be entitled to 90% of the $11,000. This has 
the consequences of money potentially falling into the wrong hands, and 
potentially adverse tax results, especially where children are involved.

Terms of the trust

Don’t assume the trust will allow a particular activity. Speak to your 
adviser about what you want the trust to do before it is set up. Make sure 
the deed specifically allows it.

Changing the trust terms

Terms of Trusts can sometimes be changed. Check to make sure that 
the trust deed allows the terms to be modified. See who has this power 
and how this power is exercised. Don’t assume that the appointor can 
change the trust, as it maybe the trustee that has the power - or vice 
versa.

But changing terms of a trust deed can have serious consequences. The 
changes may result in a resettlement occurring. A resettlement is where 
it is considered that one trust is closed down with a new trust being 
formed.

Entering contracts

The trust is not a legal entity and therefore cannot enter into a contract. 
Rather it is the trustee that must enter into the contract in their capacity 
as trustee. However there is no legal requirement for a trustee to stipulate 
that they are acting as trustee. So if the ‘trust’ buys a house for example, 
it will be the trustee’s name that goes on the contract. Often the trustee 
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will write “as trustee for the X family trust” after their name. This shows 
they intended to enter into the contract as trustee. It is also common for 
the trust’s ABN to be inserted into the contract as well. 

Trustees of SMSFs should seek specific legal advice about what name 
should go on contracts as there are custodian trust issues where 
borrowings will occur and stamp duty consequences as a result.

Where to set the trust up?

Since stamp duty is payable in some states you need to be careful when 
setting up trusts, especially if there are parties in different states. For 
example, there is no stamp duty on a trust set up in QLD, but if one party 
is in NSW then the NSW duty of $500 may apply. Stamp duty will also vary 
depending on what the initial property transferred into the trust is. This 
is why a trust is usually commenced with the Settlor handing over $10 or 
$20 to the trustee as the initial property of the trust. If real property, i.e. 
land (including houses) is handed over then full stamp duty on the value 
of the property will apply. 
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What to look for Reason

The ability of a beneficiary to
renounce their interest in the
trust.

Good for social security 
reasons. An elderperson being a 
beneficiary of a trust could have 
their pension affected.

Default beneficiaries If the trustee does not make a 
distribution in time then any 
income may automatically 
be distributed and tax is 
saved. Watch out for the asset 
protection issues.

Notional Settlors Anyone gifting to the trust could 
become unable to benefit.

Definitions of terms such as
 ‘spouse’.

e.g. Does ‘spouse’ include former
spouses?

ANATOMY 
OF A TRUST DEED

A trust deed is the document which stipulates the rights, powers and 
obligations of the trustee. It also stipulates the types of investments the 
trustee may or may not make. The table shows a summary of some of the 
things to look for in a trust deed.
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Trustee cannot be a beneficiary To avoid stamp duty problems in 
NSW.

Powers

The power to mortgage trust 
property

If no power then the trustee 
cannot give a mortgage over 
property.

The power to make interest free 
loans to beneficiaries

Giving loans to beneficiaries may 
be better than distributing capital 
as an asset protection strategy.

The power to give capital to a 
beneficiary

Note that some trusts have 
capital beneficiaries as distinct 
from income beneficiaries. There 
may be restrictions on who 
capital can be distributed to.

The power to operate a
business

If there is no power in the deed 
then a trustee cannot operate a 
business.

The power to rent a trust
property to a beneficiary at any 
rent or no rent.

A beneficiary may want to live in 
trust property at some stage in 
the future.
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Vesting date Is it 80 years?

Can the vesting date be varied - if 
so by whom? (consider that the 
laws may change). Tax effects if 
one trust distributes to another.

Beneficiaries Think ahead a few generations 
and contemplate deaths and 
marriages and consider how 
this could change the fact of 
whether a certain person will or 
will not fall into the definition of a 
beneficiary.

Trustee indemnity If the trustee is not indemnified 
out of the assets of the trust then 
the director of a trustee company 
could be personally liable for the 
debts of the trust24. 

24 Section 197 of the Corporations Act 2001 
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TRAPS FOR THE UNWARY
There are many ways in which things can go wrong with trusts. These 
can have severe consequences so it is important to get good advice.

Stamp Duty Issues in NSW

There is a major issue with the Duties Act in NSW which can trap the 
unwary trustee. Most people know that the trustee of the trust can be 
changed and will probably need to be changed at some point. Most 
discretionary trust deeds have the powers to replace a trustee held by 
the Appointor. Trustees can also resign and die if they are individuals.

Changing trustees means changing title deeds. With real property this 
involves a transfer of the property from the old trustee to the new trustee. 
This is usually a ‘dutiable event’, i.e. stamp duty is payable. However 
with a trust there is generally no change in the beneficial owners with 
a change in trustee, only a change in legal ownership. So stamp duty is 
usually exempt or is just a nominal sum such as $50.

However in NSW the Duties Act25  is worded in such a way that a change 
in trustee can result in full stamp duty being chargeable if the deed is 
worded in such a way that the new trustee can become a beneficiary. This 
is because the change which will result is a change of the beneficiaries.

25 Section 54(3)(b) of the Duties Act 1997 (NSW).



44

Trust A holds 123 Smith St. Trustee is Aunty Betty. Betty is getting 
old so she resigns and replaces herself with her daughter as 
trustee. The daughter is a beneficiary because of other wording in 
the deed - i.e. child of Betty. But the deed is worded in such a way 
that whoever holds the position of trustee is also a beneficiary. 
If a complete stranger were to become trustee they would also 
become a beneficiary if this were the case. This is considered to be 
a change in beneficial ownership. I.e. it is changing the potential 
beneficiaries of the trust. There could be a very large sum of stamp 
duty owed if the trust owns property in NSW.

Stamp duty on set up

Setting up a trust is usually done by the settlor handing over to the 
trustee a small sum of money - $10 usually. But it is also possible for the 
initial settlor or another person to hand over other property such as real 
property or shares. There are serious consequences to doing this as this 
can result in both stamp duty and CGT.

Keep the trust relatively secret

It is generally advised that you do not go around telling family members 
you have set up a trust and that they are beneficiaries as this could 
lead to trouble latter on. A beneficiary could demand the trustee give 
information about what the trust owns and to look at documents such 
as the trust deed and accounts. This may give a beneficiary reason to 
allege misconduct by the trustee and breaches of their duty as trustee. 
Therefore keeping the trust secret helps (since if they do not know about 
the existence of the trust then they will not do anything).

Avoid naming beneficiaries if the trust will borrow

Be careful with the naming of beneficiaries of the trust. It is generally 
a good idea to name many family members of beneficiaries as this will 
increase the overall potential beneficiaries of the trust. But when a 
trustee borrows some lenders insist on obtaining either: 
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1. a personal guarantee from each adult beneficiary named in the 
deed, or

2. a letter from each adult beneficiary named in the deed stating that 
they acknowledge the trustee is borrowing and they consent.

This could naturally cause some problems if you have named a relative 
and they don’t know about the trust. Even if they did know, they would be 
reluctant to give a personal guarantee.

Succession

As mentioned above, a trust’s assets do not fall into a person’s will at 
death. If any member of the trust dies, the trust continues as before. This 
includes the death of a trustee.  So there are a lot of issues to consider 
in passing on control.

The first thing to check is who the current Appointor of the trust is. If 
there is only one individual in the role of Appointor then ask yourself 
what if this person were to die who would take the role? The answer to 
this will depend on the wording of the trust deed as some deeds allow 
the Legal Personal Representative (LPR) of the sole Appointor to be the 
next Appointor or to nominate the next Appointor. 

This could be a bad idea! When a person dies it is their executor who 
becomes their LPR. The executor is appointed by will. The problems with 
this are: 

• wills can be invalid;

• wills can be lost;

• wills can be destroyed by family members after your death26; 

• wills can be forged;

• the person nominated may predecease you, may have lost capacity, 

26 They might get a greater benefit under the intestacy laws for example.
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or may simply refuse to act; or

• a professional trustee may end up being the executor.

If there is no will then a family member, or even a close friend, could 
apply to become the Administrator of the estate.  Someone you had not 
intended to become your LPR could become your LPR. 

The LPR would then control the trust. If LPR is a family member they 
would probably be a beneficiary of the trust. It could be like leaving a fox 
in charge of the chickens. If the LPR was a professional such as Public 
Trustee or one of the Private trustee companies would you want an 
outsider controlling your trust27?

To avoid this some deeds allow an Appointor to nominate in writing 
someone to succeed them. This is a better option, but also not ideal 
because many Appointors rarely get around to nominating someone to 
replace themselves. Documents can also go missing or could be invalid 
for a number of reasons - such as failure to deliver the document to the 
trustee as required in the deed.

Some deeds also have one or more back up Appointors written into the 
deed.

This is generally a better option still, but remember the trust will last 
around 80 years, so will be backups last this long?

Passing Control of the Trustee

It is the trustee that controls the trust, subject to the Appointor sacking 
them. So it is very important to consider who will control the trustee 
position if you die, become incapacitated or bankrupt.

If the trustee is a company the shares of the company are often owned 
by the person who controls the trust. If you own shares in a trustee 
company (or any company) don’t forget to make sure these are passed 
on in your will to the appropriate person. It is possible for the new owner 

27 The answer could be ‘yes’ in some cases.
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of the shares to control the company by the voting power attached to 
the shares - this depends on the percentage of shareholdings and the 
constitution of the company. Once someone controls the company they 
can control who the director is. The director controls the company and 
the company controls the trust. The person who owns the shares could 
then benefit from the trust. This could all be done very quickly before the 
new Appointor has had time to change the trustee.

The potential risks of incapacity are often overlooked. If you were the 
Appointor or the trustee or director of the trustee company and you 
became incapacitated (coma, dementia etc.) then your attorney may end 
up with control the trust. If you do not have an attorney then a family 
member may apply to the courts to be appointed, or the courts could 
appoint someone else. This person would control everything.

If a person becomes bankrupt, they are unable to act as trustee or as 
director of the company. Control could fall into the hands of the trustee 
in bankruptcy, so care must be taken. If you personally own shares in 
the trustee company and you become bankrupt then the trustee in 
bankruptcy would control the trust and they would distribute capital to 
themselves and creditors. The solution is for the Appointor to quickly 
remove the company as trustee and replace it with a new one which has 
the shares owned by someone else. There is case law that the position of 
Appointor is not considered ‘property’ and so cannot fall into the hands 
of the trustee in bankruptcy.

Distributing to someone but not paying out the money

Another major problem is Unpaid Present Entitlements (UPEs) or loan 
accounts. Often the trustee makes a resolution to distribute income to 
a beneficiary. But if the beneficiary does not take the money then it is 
left in the trust and the trust invests it further making more money. The 
process may be repeated each year.

However this is dangerous from an asset protection point of view as the 
money is treated as a loan from the beneficiary back to the trust. A loan 
is repayable and it is an asset of the lender. If the beneficiary were to 
become bankrupt these monies could be clawed back to the beneficiary 
and then fall into the hands of creditors.

It is also messy at the death of the beneficiary. The Legal Personal 
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Representative of the deceased has a legal duty to call in the debts of 
the deceased therefore the executor of the estate must ask the trustee 
of the trust to repay the money. The trust may not have any liquid assets 
and may have to sell something to get the funds to repay the loan. This 
could cause capital gains tax issues. The family member in control of the 
trust may even dispute the debt. We have seen one case where a court 
case resulted because the debt was disputed because of lack of records. 
This resulted in the trustee getting a judgment against it and thousands 
of dollars in legal expenses, only to have the money paid by the trust 
fall into the estate of the deceased and then partially going back to the 
person who controlled the trust as a beneficiary of the deceased’s will.

Also do not forget to tell the next Appointor that they will be the next 
Appointor. There are cases where upon the death of an Appointor the 
next Appointor did not know they now held the position of the Appointor 
and the family trust was controlled by a third party.

Wrong person in the wrong role

Often people end up in the wrong roles. You would not want a family 
member to act as settlor to a trust as they could not benefit from it in 
the future.

You would not want someone with bad credit as trustee or director if the 
trust intends to borrow as they may not qualify for a loan.

Having parents as beneficiaries may not be a good idea if they intend 
to apply for social security benefits in the future as the trust could be 
treated as an asset of the parents and they could lose the pension.

Borrowing Issues

Having the wrong people in the wrong roles can ruin or hinder borrowing 
capacity. But having the correct people in the correct roles can actually 
help extend the ability to get finance. Having a trust as the ‘owner’ also 
creates flexibility as a family member who suffers a credit blemish could 

28 www.abr.gov.au 
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be replaced with someone with clean credit who can then assist with 
further borrowings.

Naming the Trust

If your name is John Smith, it may be wise not to name the trust “The 
John Smith Trust”. Names of trusts are publically searchable on the 
government ABN search website28. If you want to keep things secret you 
may want to consider a name not related to yourself. This will make the 
trust more obscure and harder to find. If it is harder to find it is harder to 
attack.

However, unlike company names, the name of the trust does not need 
to be unique so there would be potentially many trusts with the name 
“Smith Family Trust” for example.

Losing the Deed

Do not lose the trust deed. Keep it in a safe place and it is best to not ever 
give out the original trust deed to banks or mortgage brokers because it 
may not be returned. If you do lose the trust deed a visit to the Supreme 
Court may be necessary to rectify.
 

Mistakes in Deeds

Sometimes mistakes are made when drafting or executing the deed. The 
courts have the power to rectify the mistake but this can be very costly, 
so prevention is better than cure!

Adding clauses to the Deed

There can be serious implications for adding clauses to deeds and 
mistakes can be made easily. It is important if you need to make changes 
to the deed that it is done by a lawyer. If a resettlement is caused then 
this could trigger CGT and stamp duty on all the assets of the trust. 
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All trustee decisions must be in writing

Whatever the trustee or the company as trustee decides should be 
recorded in writing. It is also very important with a company as failure 
to record company decisions may be a breach of the Corporations Act.

The Life of a Trust

Trusts, like people, don’t live forever. Long ago under English law there 
were restrictions placed to limit the life of trusts and this was probably to 
prevent land being tied up in large trust estates for long periods of time. 
These laws are known as “the laws against perpetuities”. These were 
introduced into Australia with trusts and originally came under Common 
Law (case law rather than legislation). However, most states of Australia 
have now introduced legislation to restrict perpetuities.

Generally in most states the maximum life of a trust is 80 years. This is 
80 years from the date of creation. A testamentary trust is written into 
the will but the trust only comes to life after the testator is dead. So 
if one were to live another 50 years and then die it may be another 80 
years after their death that the trust must ‘vest’. However the deed could 
specify an earlier vesting date.

Vesting is the term used when the trust is ended and all the assets 
are distributed. Although you will likely not be around in 80 years it is 
important to consider who will benefit from the capital of the trust at this 
stage. This will be covered in the deed and if the deed has listed different 
classes of beneficiaries the capital may vest to the capital beneficiaries 
or even to the Appointor at that time. Considering the capital growth of 
assets in the trust this could be a very large sum. You may have recently 
read in the news about the Rinehart family trust29 which had a short 
vesting period of around 25 years. It was only at the last minute that this 
trust had its vesting date extended.

Vesting involves movement of assets (selling or transferring) so it triggers 
both CGT and stamp duty (on certain assets).

29 E.g. see ABC news http://www.abc.net.au/news/2013-10-02/rinehart-feud/4994280 
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A company can continue indefinitely, but the shares will change hands 
(unless owned by another company perhaps) as people die and the 
shares are passed on, or as trusts are vested and the shares passed on. 
A SMSF is also a trust that does not vest. This may have some long term 
planning opportunities with carrying forward losses, and anti-detriment 
payments.

In the trust world it is well known that the only State in Australian 
without a perpetuity period is South Australia. This means that any 
South Australian trust can theoretically live beyond 80 years. Although 
in theory South Australian Trusts do not vest, there are many legal issues 
involved which have not been tested in the courts as of yet. For instance, 
what does it take for a trust to be classed as a South Australian trust?
 
Is it:
• Company trustee is incorporated in SA?

• Company office is located in SA?

• Trust deed signed in SA?

• Trust deed stipulating SA law to apply?

• Central control and management of the trust being located in SA?

• Property of the trust being located in SA?

For example, what if a person from NSW set up a trust in SA, but the 
trustee was a Victorian company with the property being a QLD house?

These questions are largely unanswerable with certainty because the 
laws are recent and therefore no trust has lasted more than 80 years. 
There is no case law on this subject. Therefore there is no firm answer 
as to whether it would work and even though the 80 year rule has been 
abolished, the legislation states that a member of the trust or the 
Attorney General can apply to have the trust wound up after 80 years 
anyway30. So even if all the other issues can be overcome then the trust 
could still be ordered to vest.

30 Section 63 of the Law of Property Act 1936 (SA) 
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TRUSTS 
AND LAND TAX

Land tax is very complex. Most things associated with trusts are complex, 
but land tax and trusts combined is one of the most confusing topics. 
This is because land tax is state based tax and the laws vary considerably 
from State to State. The rules in NSW are completely different to the 
rules in QLD for example.

Generally land tax is levied on the owner of a property each year on a 
particular date. This date varies from state to state ( just to make it even 
harder to work out).

On the following page is a brief summary of when land tax is levied and 
the various tax free thresholds for each state for 4 different ownership 
structures.

Please note that this is a very simplified summary of the situation and 
in practice things are never simple so please seek professional advice 
before entering a contract to purchase property. If you get the land tax 
planning wrong it could cost you thousands of dollars every year that 
you own the property. One trap is that, in NSW separate but related 
companies can be aggregated together for land tax calculation purposes 
and thereby only get one tax free threshold.
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It is also a requirement in many states to register for land tax and/or 
notify the Commissioner that land is owned in capacity as trustee. Failure 
to do this may result in more land tax being payable and/or penalties. 

When?
land
owned
on:

Individual
tax free
threshold

Company
tax free
threshold

Discre-
tionary
 trust
tax free
threshold

SMSF
tax free
threshold

NSW 31 Dec $412,000 $412,000 Nil $412,000

VIC 31 Dec $250,000 $250,000 $25,000 $250,000

QLD 30 June $600,000 $350,000 $350,000 $350,000

SA 30 June $316,000 $316,000 $316,000 $316,000

WA 30 June $300,000 $300,000 $300,000 $300,000

ACT 1 July
1 Oct.
1 Jan.
& 1 April
each year

No tax
free
threshold

No tax
free
threshold

No tax
free
threshold

No tax
free
threshold

TAS 1 July $25,000 $25,000 $25,000 $25,000

NT There is no Land tax in NT

Summary for 2014: 

Land Tax
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Example

• A $700,000 investment property, which has a land value of $400,000.
 
• Individual owner in NSW there would have no land tax as it is under 

the threshold.

• Trustee owner in NSW would have land tax on the full value of land.

• Individual owner in QLD there would be no land tax.

• Trustee owner in QLD there would be land tax payable as over the 
threshold.

• Trustee owner x 2, i.e. where 2 trusts own as tenants in common 
there is no land tax as each trust’s ownership is under the threshold.

Because a trust in QLD can obtain its own tax threshold trust ownership 
of property so it may be possible without reaching the land tax threshold. 
But the threshold is relatively low so after one or two lower valued 
properties the threshold may be exceeded.

Strategy

In QLD, buy each property in a separate trust. As long as the trusts are 
not identical31  then each trust will get its own threshold. 

Strategy

Because each trust gets its own threshold in QLD and because a joint 
owner is considered separately for land tax purposes it may be possible 
to purchase a property with a higher land value and still achieve the land 
tax free status by holding the property in two non-identical trusts as 
tenants in common.

31 There are some traps with this so seek advice.
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For example: $1,000,000 property with a $600,000 value on the land. 

If Trust A and Trust B jointly buy the property as tenants in common with 
50/50 share each then each trust can get a threshold of $350,000 and 
therefore be under the threshold.

Strategy

In NSW the unit holders of a trust are considered the owners32 for land 
tax purposes if the trust meets a definition of ‘fixed’33 under the Land Tax 
Management Act 1956. Therefore an individual with a land tax threshold 
could still own units in a fixed trust and pay no land tax. Be careful 
however as not all unit trusts are fixed, and most probably are not, and 
not all fixed trusts will meet the definition of fixed trusts either.

 

TRUST CHECKLIST
Before setting up a trust or other structure consider the following 
issues34:

1. Land tax consequences;

2. Income tax;

3. CGT;

4. Tax position of property - negative cash flow etc.;

5. Ability to obtain finance;

6. Control of trust now;

32 Section 3A(3A) of the Land Tax Management Act 1956 (NSW).
33 Section 3A(2) of the Land Tax Management Act 1956 (NSW).
34 A non-exhaustive list.
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7. Control of trust upon your incapacity;

8. Control of trust upon your death;

9. Ease of relinquishing control;

10. Stamp duty consequences of passing on control;

11. Control of trustee;

12. Ownership of shares of trustee;

13. Control of trustee company upon your incapacity;

14. Control of trustee company upon your death;

15. Asset protection;

16. Bankruptcy;

17. Death;

18. Divorce;

19. Incapacity;

20. Other assets in the trust;

21. Beneficiary attack;

22. Reducing personal guarantees;

23. Effect on pensions;

24. Stamp duty on issue;
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25. Place of settlement of trust;

26. Terms of the deed;

27. Ability to mortgage property;

28. Ability to borrow money;

29. Ability to make interest free loans to beneficiaries;    

30. Capital beneficiaries;

31. Income beneficiaries;

32. Who should you name as a beneficiary;

33. Effects on borrowings;

34. Any default beneficiaries;

35. Effect on asset protection;

36. Effect on distributions;

37. Ability to renounce interest in the trust;

38. Potential failed distributions;

39. Ability to segregate assets;

40. Future companies as beneficiaries;

41. Future trusts as beneficiaries;

42. Is the trustee (i.e. the position of trustee) a beneficiary?

43. Effect this will have in NSW.
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Bob purchases an investment property 100% in his own name with 
the following income and expenses for the 2014 financial year.

WHAT IS NEGATIVE 
GEARING?

Negative gearing occurs where the tax deductible expenses associated 
with owning an investment property including interest and depreciation 
exceeds the income generated from that same property.  This net tax 
deduction allows the taxpayer to claim a deduction against their other 
assessable income, e.g. income from their main occupation.

The following example illustrates how negative gearing works in practice.  
Bob has income of $ 100,000 from his work as an engineer and his 
employer has made tax instalments of $26,447 for the 2014 financial year.
 

Rental Income   $ 20,000
Property Costs   $ 10,000
Interest    $ 15,000
Depreciation   $   5,000

Investment Tax Loss  $ 10,000

The $10,000 is then claimed as a deduction against Bob’s other income 
of $100,000.  This brings his taxable income down to $90,000.  The tax 
on Bob’s adjusted taxable income is now $22,597.  As Bob’s employer has 
already made tax instalments of $26,447 he will be entitled to a refund 
from the ATO of $3,850.
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WHAT HAPPENS TO ALL THE 
INITIAL COSTS?

Obviously the first expenses you will have when you purchase an 
investment property are things such as the actual price you paid for the 
property, stamp duty, legal expenses, etc.  A common question we get 
asked by clients is what happens to all those expenses you paid up-front? 
We will go through each of the expenses you have when you purchase an 
investment property and outline what happens for tax purposes.

Purchase Price

The purchase price is obviously the largest cost.  This is not a tax 
deduction but it is included in a tax term called the ‘cost base’.  What this 
means is that it is used to calculate the capital gain or capital loss you 
make when you eventually sell the property. 

Stamp Duty on Property

This cost is included in the ‘cost base’.    

If the stamp duty relates to a lease then the expense is tax 
deductible. Section 25-20 ITAA 1997 provides a deduction for the 
costs of preparing, registering or stamping a lease of a property 
where the property is used solely for the purpose of producing 
assessable income.  For example in the Australian Capital 
Territory (ACT) a lot of the land is on a crown lease and therefore 
the “stamp duty” paid on the purchase of property in the ACT 
will in all likelihood be a tax deduction as it relates to the cost 
of preparing a lease on Crown Land which is granted for definite 
period of time. 
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Legal Fees and/or conveyancing fees

This cost is included in the ‘cost base’.  It is not tax deductible.  

If the legal expenses related to reviewing loan documents or 
specifically related to the loan documentation then this would 
be deductible as a borrowing expense.

Real Estate Agent’s Commission

This cost is included in the ‘cost base’.  It is not tax deductible.

Building and Pest Inspection Reports

These costs are included in the ’cost base’.  They are not tax deductible.

  

COMMON MISTAKES

• Claiming the stamp duty paid on transfer as a tax deduction where 
the property is not a crown lease

• Claiming borrowing expenses in the first year rather than 
apportioning them

• If the loan has a private component and investment component: 
not making an adjustment to the borrowing expenses for the 
private component.
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WHAT CAN I CLAIM?
So you’ve just purchased your investment property and you are now 
wondering what you can claim on your tax return.  The following are 
some of the common overlooked deductions that are available.

Property must be available for rent

It is important that the property is available for rent.  This doesn’t 
mean that the property has to have been rented, only that you have 
taken reasonable efforts to try to rent the property.  Negotiations with 
agents, advertising in local papers and other such things go toward 
proving that you have made the property available for rent.  This can 
be extremely important where you had the property vacant for some 
period of time and have to prove to the ATO that the property was 
available for rent.  If the property was not available for rent then the 
expenses will need to be apportioned.  You also need to be careful 
that the rent is not set so high that the property would generally not 
attract a tenant for the area in which it is located as the ATO could 
argue you have set the rent so high so as not to attract a tenant and 
therefore it was not available for rent. 

If you merely intend to make the property available for rent and don’t 
take any steps to actually make it available for rent then this will 
probably mean the expenses won’t be deductible until such steps 
are taken.
 
Even if the property has been taken off the market as you intend to 
do some repairs to the investment property then interest expenses 
and other costs such as council rates, etc. will still be deductible 
provided:

• You don’t leave the premises vacant for such a long period of time.

• The expenses are incurred with the view to gaining future income.

• You continue to make efforts to undertake repairs on the property. 
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• If you merely intend to make the property available for rent but don’t 
actually take any steps to do so then the ATO does not consider this 
to be sufficient.  Steps that will help you in arguing that you have 
made the property available for rent include:

• Listing the property with an agent or on a website such as ozstays.
com etc.

• Making sure the rent is set at a commercial rate taking into account 
the area in which it is located, age of the building, restrictions (e.g. 
no pets), etc.

• Ensuring that you don’t limit the times that the property can be used,  
e.g. a beach house which you don’t list or make available for rent 
during the holiday season so you and family and friends can spend 
time there.

Travel Expenses

You can claim travel associated with:

• preparing the property for new tenants (except for new tenants)

• inspecting the property during and at the end of the tenancy

• maintaining the property

• collecting the rent

• visiting the agent to discuss the property

• undertaking repairs to the property

If the trip also included some element of private purposes then it is 
extremely important to understand what can be claimed and what 
cannot.  If you have travelled for a holiday and on that holiday you visited 
your property then the cost of travelling to the destination and returning 
will be incidental to the inspection of the property and none of the 
travel will be deductible.  You may however be able to claim a proportion 
of accommodation expenses and thus documentation is extremely 
important.
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There are four methods you can use to claim travel expenses.  These 
include:

1. Cents per kilometer method.  You can use this method to claim up 
to a maximum of 5,000 investment related kilometers per car even if 
you have travelled more than 5,000 related kilometers. For example, 
if you travelled 6,000 kilometers, you can only claim the cost of 
travelling 5,000 kilometers with this method. You cannot claim for 
the extra 1,000 kilometers.

You do not need written evidence but you may need to be able to 
show how you worked out your kilometers.

If the motor vehicle is owned by two people they each get to 
claim up to 5,000 kilometers for the same vehicle.

2. 12% of original value method.  If you bought the car, you can claim 
12% of the cost of the car. If you leased the car, you can claim 12% of 
its market value at the time that you first leased it.

Your car must have (or would have if you had it for the whole financial 
year) travelled more than 5,000 investment kilometers during the 
financial year.

The maximum allowable deduction is 12% of the luxury car limit in 
the year in which you first used or leased the car.

You do not need written evidence if you use this method, but you 
may need to be able to show how you worked out your investment 
kilometers.  It would be highly unusual for someone to use this 
method unless their investment properties were located far away 
from where they lived.  

3. One third of actual expenses method. This method allows you to 
claim one-third of each car expense. Car expenses do not include 
capital costs, such as the initial cost of your car or improvements to 
your car.
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Your car must have (or would have if you had it for the whole financial 
year) travelled more than 5,000 investment kilometers during the 
financial year.

You need written evidence for all car expenses except for fuel and oil 
costs.

There are two ways to work out fuel and oil costs. Use your fuel and 
oil receipts if you have them or keep odometer records and make a 
reasonable estimate based on those records.

Odometer records need to show the odometer reading of the car 
at the start and end of the period that you owned or leased the car. 
They should also show the car’s engine capacity, make, model and 
registration number.

You may also need to show how you worked out your investment 
kilometers and any reasonable estimate you made.

4. Logbook method. If you use this method your claim is based on the 
investment use percentage of each car expense.

You need to keep:

• a logbook to calculate the business use percentage 

• odometer readings for the start and end of the period you owned or 
leased the car, and 

• written evidence for all car expenses, except for fuel and oil costs. 

Your logbook is valid for five years. You must have kept a logbook 
during the first year this method is used. The logbook must cover at 
least 12 continuous weeks.

If you started to use your car for business purposes less than 12 
weeks before the end of the income year, you are able to continue to 
keep a logbook into the following income year so that your logbook 
covers the required 12 weeks. If you want to use the logbook method 
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for two or more cars, the logbook for each car must cover the same 
period.

Your logbook must contain the following information:

• when the logbook period begins and ends 

• the car’s odometer readings at the start and end of the logbook 
period the total number of kilometers that the car travelled during 
the logbook period

• the number of kilometers travelled for work during the log book 
period based on journeys recorded in the logbook

• if you make two or more in a row on the same day, they can be 
recorded as a single journey and the investment use percentage for 
the logbook period. 

 
If the property is held in a unit trust could the trust claim a 
deduction for travel expenses incurred by the trustee to inspect 
the property?  Would the answer be different if the unitholders 
of the units claimed the same deduction?

Section 95(1) of the ITAA 1936 states that in calculating the net income 
of the trust estate allowable deductions are subtracted from assessable 
income to determine the result. Provided the travel for inspection was 
not incurred too soon prior to the purchase then the trustee of the unit 
trust should be able to claim the deduction against the income of the 
trust.

However the answer is very different for the unit holder.  Although the unit 
holder will receive a distribution from the trust the beneficiary has mere 
expectancy to receive a distribution and so it is difficult to argue that the 
travel incurred enabled the unit holder to receive that distribution.  The 
connection between the income to be earned, i.e. an expectation of a 
trust distribution, and the expenditure, i.e. travel for inspection, is broken 
and the travel deduction would not be available to the unit holder.

This is one of the reasons that it is very important to use an accountant 
experienced in the use of trusts as different scenarios can have very 
different and sometimes unexpected outcomes.  The last thing anyone 
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wants is to find out that is that it could have been done differently during 
a tax audit.

What about travelling to inspect the property before or soon 
after purchase?  

If you have travel expenses such as motor vehicle expenses, airfares 
or accommodation expenses for inspecting a property for a potential 
purchase then this will be a capital expense and not immediately 
deductible.

A double whammy is that the travel expenses also do not form part of 
the cost base of the asset even if you eventually buy the property.

Unfortunately this one is just a sunk cost of acquisition.  There are no tax 
benefits at all here.

Interest Expenses

This can be quite a complex area and probably causes the most confusion 
and disagreements amongst advisers.

The ATO look at the ‘use test’ to determine the deductibility of interest. 
FC of T v Munro35  established this principle and looks at the application 
of how the funds are used to determine interest deductibility. Taxation 
Ruling 95/25 says that generally, the starting point for determining the 
essential character of an interest expense is to determine the ‘use’ to 
which the borrowed funds have been put, i.e. you trace the borrowed 
funds. 

We will try to go through a few examples and common questions asked 
by clients to give you an idea of the deductibility of interest in each of 
those scenarios.  

35 Federal Commissioner of Taxation v Munro (1926) 38 CLR 153
36 Steele v FC of T 99 ATC 4242; (1999) 41 ATR 139 
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Can you claim an interest deduction for vacant land on which 
you intend to build an investment property?

We have seen a number of advisers who suggest that the interest 
expense should be capitalised (i.e. added to the cost base of the property 
and used to reduce the capital gain or increase the capital loss on sale) 
as no income has been earned at this stage.  However the relevant case 
is Steele v FC of T36 and this case confirms that provided certain things 
occur then the interest will be deductible despite no income having 
been received during the construction phase.  The case says that the 
interest will be deductible provided that:

• The interest is not incurred ‘too soon’, is not preliminary to the 
income earning activities and is not a prelude to those activities.

• The interest is not private or domestic.

• The period of interest outgoings prior to the derivation of relevant 
assessable income is not so long, taking into account the kind of 
income earning activities involved, that the necessary connection 
between outgoings and assessable income is lost.

• The interest is incurred with one end in view, the gaining or producing 
of assessable income, and

• Continuing efforts are undertaken in pursuit of that end.

Bob and Jane purchased a vacant block of land in Frankston 
in early 2013 with the intention to construct a residential 
investment property.  They have obtained a loan to purchase 
the vacant block of land. They approached a building company 
at the same time to build a 3 bedroom duplex on the land.  
During the process it was discovered that modifications would 
be required to the building due to the size of the block.  Bob and 
Jane then sought out additional quotes from other builders to 
accommodate the modifications required by the local council. 
The original finance company has made changes to their lending 
criteria for construction loans and it has been necessary for 
Bob and Jane to seek alternative funders.  This took some time 



68

and construction of the property did not commence until late 
2014.  Bob and Jane’s intention throughout has been to build 
an income-producing building and there is no intended private 
or domestic purpose for holding the property. The construction 
of a building on the property has taken longer than expected, 
however, the length of time would not be considered to have 
been so long that the necessary connection between the 
interest outgoings and the assessable income is lost.

Therefore, Bob and Jane would be entitled to a deduction for 
interest incurred on funds used to purchase the land under 
section 8-1 of the ITAA 1997.

It is important to distinguish between this type of situation and another 
case, Temelli v FC of T37.  In this case the owners had purchased a vacant 
block of land with the intention to construct a luxury rental property.  
They had engaged an architect to draw up some plans but took no 
further steps following that.  Another case called Ormiston v FC of 
T38 did however allow the interest deductions as the courts held that 
continuing steps had been taken after the purchase to get the property 
ready for construction.

All of these cases show that it is extremely important that you 
can demonstrate that continuing steps have been taken from 
the time of purchase to the time of actual rental to make the 
property a rental property.  Obviously each case will be different 
for every individual but if nothing is done to move forward and 
make a real commitment to future income producing activities 
then the ATO may well deny the interest deduction and argue 
that the interest expense should be capitalised.

Can you claim an interest deduction for a redraw from a line of 
credit?

37 Temelli v Federal Commissioner of Taxation (1997) 36 ATR 417; 97 ATC 4716
38 Ormiston and Commissioner of Taxation [2005] AATA 978
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The interest deduction on the redraw always depends on the ‘use test’.  
If you had an investment property loan and you redrew the funds for 
private purposes, e.g. living expenses then the redrawn component 
will be non-deductible.

If however the redrawn funds were used for investment purposes 
then the interest on the redraw will be deductible. 

Taxation Ruling TR 2000/2 examines the treatment and consequences 
of payments to lines of credit (LOC) in excess of the required amount 
and the subsequent redrawing or withdrawal of these funds.

It is considered that a repayment to a LOC in excess of the required 
amount is a permanent reduction to this debt. Repayments of an 
amount to a LOC do not create a debt due to the borrower, but simply 
allows the borrower to then draw funds from the LOC to an agreed 
limit. These redrawn funds therefore constitute new lending and as 
such, the purpose or use of these drawings is relevant.

If you have an LOC which contains some deductible and non-
deductible components then apportionment of the interest 
deduction may need to be undertaken. Paragraphs 19-20 of TR 
2000/2 contain formulas which can be used to calculate the income 
producing portion of interest. The ruling accepts that it would be 
unnecessarily onerous to require a manual daily apportionment 
calculation.

It is accepted that the interest accrued in a month is deductible 
where it is calculated using an apportionment approach based on 
the average outstanding principal used that month for income 
producing purposes.

The formula uses the opening and closing balance for each month 
of outstanding principal used for income producing purposes. The 
closing balance amount includes any repayments and withdrawals 
transacted on the LOC during that month.

It isn’t acceptable where you have one loan with private and 
investment debt to allocate specific amounts to specific portions 
of the debt.  For example if you had a total loan of $300,000 and 
$200,000 of that debt was used to purchase an investment property 
and $100,000 was used for a motor vehicle and you subsequently 
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made a $50,000 repayment on the total loan you couldn’t say the 
$50,000 related to the repayment of the loan for the motor vehicle.  
You would need to apportion the $50,000 repayment across both 
the investment property debt and the motor vehicle debt as it is one 
consolidated loan.

Can you claim a deduction for fees on a bank guarantee or 
deposit bond?

Bank guarantees or deposit bonds are generally used in lieu of a deposit.  
ATO ID 2003/113 Rental Property Expenses - bank guarantee in lieu of 
deposit - deductibility of fees says that you cannot claim a deduction for 
the fees associated with a bank guarantee or deposit bond.

   
Can you claim a deduction for interest on a loan taken out to 
purchase a share of a property held by your partner?

Let’s say you have an investment property held 50/50 by you and your 
partner.  You decide that you would like to purchase the 50% interest 
held by your partner and obtain a loan to fund that purchase.  ATO ID 
2001/79 Interest Expense: Borrowed Funds says that provided that the 
property is used for income producing purposes, e.g. an investment 
property then the interest on the loan to buy out the partner’s 50% share 
will be deductible.

      
Can you claim a deduction for interest on a loan taken out to 
reimburse you for a deposit paid from your savings account?

We frequently see some poor advice from brokers advising their clients 
to pay for the deposit on their investment property from equity in their 
existing home or from their savings account and once the investment 
property loan has been approved to reimburse them for the deposit paid 
from the other account.

The problem is that any interest on the funds used to reimburse the 
person will not be deductible.
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The reason goes back to the use test.  The purpose towards which the 
funds were put have been to deposit money into a savings account.  
The funds being borrowed are not being used for investment purposes 
despite the original funds being used for that purpose.  It sounds 
pedantic but like everything in tax it’s the fine details that matter. 
 

Repairs and Maintenance

Non capital expenditure incurred on repairs to a property held for 
investment purposes is generally deductible under Section 25-10 of the 
ITAA 1997.

It is important to distinguish between a repair and an improvement as 
the deductibility is very different.  If something is classified as a repair it is 
immediately deductible.  If something is classified as capital expenditure 
or a capital improvement then it is not immediately deductible but you 
may be eligible to depreciate the item over a number of years and claim 
a deduction for the depreciation every year.

Taxation Ruling TR 92/3 Income Tax: Deduction for Repairs states:

15. Repair for the most part is occasional and partial. It involves 
restoration of the efficiency of function of the property being repaired 
without changing its character and may include restoration to its former 
appearance, form, state or condition. A repair merely replaces a part of 
something or corrects something that is already there and has become 
worn out or dilapidated. Works can fairly be described as ‘repairs’ if they 
are done to make good damage or deterioration that has occurred by 
ordinary wear and tear, by accidental or deliberate damage or by the 
operation of natural causes (whether expected or unexpected) during 
the passage of time.

What does the ATO consider to be the difference between a 
repair ‘deductible immediately’ and a capital improvement 
‘potentially deductible under the depreciation and capital 
allowance provisions’?

TR 97/23 states that with a repair, the work restores the efficiency of 
function of the property without changing its character. An improvement, 
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on the other hand, provides a greater efficiency of function in the 
property. It involves bringing a thing or structure into a more valuable or 
desirable state or condition than a mere repair would do.

It is acknowledged in TR 97/23 that to repair property improves to some 
extent the condition it was in immediately before repair. A minor and 
incidental degree of improvement, addition or alteration may be done 
to property and still be a repair. However, if the work amounts to a 
substantial improvement, addition or alteration, it is not a repair and is 
not deductible under section 25-10 of the ITAA 1997.

A repair replaces a part of something or corrects something that is already 
there and has become worn out or dilapidated. It’s usually occasional or 
partial, and restores something to its original efficiency. Repairs make 
good damage which has occurred through normal wear and tear, or by 
accidental or deliberate damage or the effects of natural causes. Note 
however that repairs are generally partial. Replacing a faulty filter in a 
dishwasher may be a repair; replacing the dishwasher generally is not.
Expenditure on a thing or structure that is a renewal, replacement or 
reconstruction of the entirety is an improvement rather than a deductible 
repair.

Example extracted from Private Binding Ruling Authorisation Number 
1011238209812:

“Fences”

Three sections of fence totalling 29 meters out of a 120 meter 
perimeter were in disrepair and subsequently replaced. One 
section of fence measuring 20 meters was replaced with 
galvanised steel mesh. The original material consisted of 
hardwood staves on a hardwood rail connected to a galvanised 
pipe. The other two sections of fence (6 meters and 3 meter 
lengths) were replaced with CCA pine on CCA pine rails and CCA 
treated hardwood posts and / or galvanised pipe. The original 
material used treated pine on hardwood rails and galvanised 
pipe. The 20 meter section of fence will have the advantage of 
longer life than the original untreated hardwood. You undertook 
the repairs to the fences yourself. Your neighbour contributed 
$155 towards the costs of repairing their 6 meter portion of 
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the side fence. This amount has been deducted from the claim 
amount. You are not entitled to any claim from insurance for the 
repair of the fences. You have written evidence to support your 
claim.

ATO Response

“In your case you repaired 29 meters of a total 120 meters of 
perimeter fence. Even though you repaired part of the original 
fence with a different material it only represents a replacement 
of something that was already there with its modern equivalent 
and does not change the character but merely restores its 
function.

“Under section 25-10 of the ITAA 1997 you are therefore entitled to 
a deduction for your share of the expenses incurred in repairing 
the fences.”

Costs incurred for replacing asbestos materials may be 
deductible under Section 40-755 of the ITAA 1997 even if they 
involve the entire replacement of an item.  For example a roof 
which has asbestos which is replaced in its entirety with new 
materials would normally be classified as a capital improvement 
and not eligible for an immediate deduction under Section 25-10 
of the ITAA 1997.  However, if the replacement of the roof was 
done to remove the pollution risk to the property then the cost 
of removing and replacing the roof would be deductible under 
Section 40-755 of the ITAA 1997.

The cost of replacing worn carpet and polishing the underlying 
floorboards is not considered to be an improvement but is a 
deductible repair which is confirmed in ATO ID 2002/330 Rental 
property repairs – replacing worn carpet by polishing existing 
floorboards.This is an area which causes a lot of confusion and 
an area which many people get wrong.
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Depreciation and Capital Allowances

Depreciation

Division 40 of the ITAA 1997 allows a deduction for the decline in value 
of capital assets over their useful life.  The useful life of various assets is 
provided by the ATO. 

Division 40 provides three methods that a taxpayer can use to depreciate 
an item.  These include:

1. $300 immediate write off.  Under Section 40-80(2) ITAA 1997 an asset 
that costs less than $300 can be claimed as an immediate deduction 
in the year that the expense was incurred.

2. Effective life deduction.  The ATO provides a list of effective lives for 
various assets (the most current one is TR 2013/4 Effective Life of 
Depreciating Assets). This allows you to depreciate an asset over its 
effective life as determined by the Tax Office.

3. Low Value Pool otherwise known as the LVP.  Subdivision 40-E 
of the ITAA 1997 allows you to deduct an asset less than $1,000 
(either its cost or written down value) using a rate of 18.75% in the 
first year and 37.5% every year thereafter until it has been written 
off.  This excludes any assets that cost less than $300 which can be 
immediately written off under Section 40-80(2) of the ITAA 1997.

Capital Allowances

• Division 43 of the ITAA 1997 allows a deduction for capital 
expenditure incurred in constructing capital works, including 
building and structural improvements, where a residential 
property is used for income producing purposes. This capital 
allowance can be claimed for costs to construct the building 
itself if the construction started on or after 18 July 1985; and

• the deduction is available on the cost of constructing structural 
improvements or extensions, alterations or improvements to 
structural improvements if construction started on or after 26 
February 1992.
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Under Section 43-25 of the ITAA 1997 the deduction is based on when 
the construction commenced.

For capital works begun after 26 February 1992, there is a basic 
entitlement to a rate of 2.5% The rate increases to 4% for parts used as 
described in Table 43-145 ( called ‘Use in the 4% manner’).

For capital works begun before 27 February 1992 the rate is generally: 
4% if the capital works were begun after 21 August 1984 and before 16 
September 1987; or 2.5% in any other case.

This can be significant to the property investor as it allows you to claim 
a deduction against your income without having to actually pay out 
physical cash.  We believe it is extremely important to obtain a quantity 
surveyors report (sometimes referred to as a depreciation schedule) to 
ensure you have claimed all relevant depreciation and capital allowance 
deductions.  

Some of the depreciation our companies’ clients have used in the past 
and schedules we have found easy to read and the claims maximised but 
within the law include:

Depreciator   www.depreciator.com.au
BMT & Associates  www.bmtassoc.com.au

The cost of obtaining the depreciation schedule is also tax 
deductible.

Borrowing Expenses

You can claim borrowing expenses greater than $100 over a five year 
period or over the life of the loan whichever is the least.  You can claim all 
of the following borrowing costs:

• stamp duty charged on mortgage (note this is not the stamp duty on 
purchase of the property)

• loan establishment fees

• title search fees charged by the lender
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• costs for preparing and filing the mortgage documents

• mortgage broker fees

• valuation fees for loan approval

• lender’s mortgage insurance

It is important in the first year that you don’t claim the full amount 
of the borrowing costs as you will need to apportion the first year’s 
borrowing costs over the number of days between the date you took 
out the loan and the end of that particular financial year.  Other 
common mistakes are to either fail to claim the borrowing costs at 
all or claiming them all in the first year the loan is taken out.

If a loan has been taken out and has a mix of private and investment 
/ business components (something we recommend you really try to 
avoid and work together with your accountant and mortgage broker 
to prevent getting into this sticky situation) then the borrowing 
expenses also need apportioned.

Apportionment of borrowing costs

Maxine borrowed $300,000 on 15 July 2012 of which 50% ($150,000) 
was used to acquire an investment property.  She used the balance of 
$150,000 to buy a Porsche Cayman S (“lucky girl”) so she could experience 
the wonders of the Great Ocean Road in her mean machine.

Her borrowing costs associated with the loan were $5,000.  As 50% of 
her loan was used for income producing purposes only that portion of 
the borrowing costs will be deductible to her over a five calendar year 
period.
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Section 25-30 of the ITAA 1997 says that if you pay out the loan 
earlier than the five year period then the remaining amount 
that has not been claimed can be fully claimed in the year 
that you pay out the loan.

Buyer’s Agents Fees

As people are working longer hours and it is becoming more difficult 
to find properties with good yields it is becoming increasingly 
common for many people to use a buyer’s agent.  We have a few 
clients who are buyer’s agents and some of the deals we have seen 
look very attractive.

A common question is… “if these properties are so good then why 
doesn’t the buyer’s agent grab them for themselves?”  Many times 
they do.  But like all of us a buyer’s agent doesn’t have an unlimited 

Year    Total 
Expense        

$

Investment      
Portion 

(deductible)           
$

Private
Portion

(non
  deductible)

  $

Balance                   
 $

2013         961.12        480.56            480.56        4,038.88 

2014         999.45        499.73            499.73        3,039.43 

2015         999.45        499.73            499.73        2,039.98 

2016      1,002.19        501.10            501.10        1,037.79 

2017         999.45        499.73            499.73             38.34 

2018           38.34          19.17              19.17                    - 

Total  $  5,000.00  $ 2,500.00  $   2,500.00  
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source of funding and they frequently max out their ability to borrow 
or the timing isn’t right as they may have other deals underway at the 
time something very attractive comes along.

ID 2009/9 Deductibility of expenses: property buyer’s agent’s fee 
says that if someone engages a buyer’s agent to help purchase a 
rental property then this fee is not tax deductible.  However, that 
doesn’t tell us whether the costs are a capital cost to be added to 
the ‘cost base’.  Thankfully ID 2003/361 Capital Gains Tax: Cost base 
- consultant’s fees tells us that buyer’s agent’s fees are added to the 
cost base of the asset.  However this will only be relevant where a 
successful purchase has been made, i.e. a buyer’s agent was engaged 
to find a property and eventually one purchases that property.  If you 
paid a buyer’s agent to find a property and you didn’t eventually buy 
the property then unfortunately those costs are not deductible and 
don’t get added to the cost base of any future property. 

If the fee being charged is to evaluate a current portfolio and provide 
recommendations for improving the rental income stream on the 
current portfolio then this would be tax deductible as it relates to 
current investments.

Be careful of buyer’s agents who have been advised by their 
accountants to load their invoices up (basically falsify them) for 
the difference in work performed.  We have been informed of one 
buyer’s agent who was really charging for sourcing a property but 
was increasing the invoice for reviewing the client’s current portfolio 
presumably so the client could obtain a tax deduction.  The ATO 
can and will deny these deductions in an audit and require you to 
apportion them as they should have been in the first place.

Other Expenses

Other claims records to keep include:

• advertising

• accounting fees

• bank charges
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• body corporate fees

• cleaning

• commissions

• council rates

• electricity

• gardening

• insurance

• land tax

• letting fees

• linen

• postage

• printing

• telephone

   

ATO ID 2001/479 Income Tax Rental Property - holding 
expenses on vacant land held for future income producing 
purposes says that expenses such as council rates and land 
tax etc. will also be deductible provided the land is held 
for future income producing purposes. Remember keep all 
records related to your investment property and if in doubt 
consult your tax adviser before making your decisions so that 
you get things right and don’t miss out on your deductions.
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CO-OWNERSHIP 
OF PROPERTY

Where you are not carrying on a rental property business Taxation 
Ruling TR 93/32 (TR 93/32) provides that the income or loss from 
rental properties must be shared according to the legal interests 
of the owners except in those very limited circumstances where 
there is sufficient evidence to establish that the equitable interest is 
different from the legal title.

The equitable interest will only be different if the owner shown on 
the title deed is holding a share of the property in trust for another 
person.

Terry and Mia purchase a rental property as tenants in 
common with Terry holding 75% and Mia holding 25%.  Terry 
and Mia must apportion the income and expenses from the 
rental property in accordance with their legal interest which 
is 75% and 25% respectively.  Even if Terry and Mia drafted 
an agreement which said they would apportion the income 
and expenses differently this would not be relevant for tax 
purposes unless they were considered to be operating a 
rental property business.

Taxation Ruling TR 97/11 provides some guidance as to what 
the ATO considers before classifying as to whether someone 
operates a rental property business. 
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SELLING YOUR MAIN 
RESIDENCE  (PRINCIPLE PLACE 

OF RESIDENCE – PPOR)
Generally when you sell your main residence, otherwise known as 
your PPOR (Principle Place of Residence), the sale is free from capital 
gains tax.  But like everything in tax there are some tricks and traps 
for the unaware and it is possible that you need to consider capital 
gains tax when you sell your PPOR.

In our global economy it is becoming more common for people to 
reside overseas or to be relocated once, twice or more during their 
lifetime.  Many of these people have purchased a home for them or 
their family and are concerned about the taxation implications if 
they move and then later on decide they want to sell.

There are quite a few scenarios to consider when trying to answer 
this question and we now endeavour to look at each of them and the 
taxation implications.

Do you need to pay capital gains tax when you sell your family 
home and it has been rented out?

Scenario One

Troy and Mary purchased a home in 2012.  They move in straight 
away and lived in it for 2 years.  They then kept the property, moved 
overseas, rented a house overseas and rented their house in Australia.  
They now want to sell their house in Australia.  Will they pay tax on 
the sale?

In this scenario Troy and Mary would ordinarily be deemed to have 
purchased their home for the market value on the date it first earned 
income which was the market value of the property in 2014.  They 
would ordinarily then pay capital gains tax on the difference between 
the sales price and the market value of the property when it was first 
rented.
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Troy and Mary will however be able to elect for their house to continue 
to be their main residence for a period of up to six years, or if the 
property is not used for income producing purposes after they move 
out then indefinitely, and therefore if they sold their house from the 
time they moved overseas up to six years later.

This concession is sometimes referred to as the ‘absence’ provision 
or the ‘six year’ rule and does not just apply to moving interstate. It 
applies whenever you move from your main residence. Even if it’s 
‘down the road’.

Where someone makes this choice to apply the absence provisions 
they cannot treat another property as their main residence.  So if the 
absence provisions are applied to a PPOR that becomes an IP, and 
they then move into a new PPOR, then that new PPOR will be subject 
to CGT at some point in the future. 

We have read on forums where some people think that once the six 
years is up and you go over that six year period, and don’t sell the 
property within the six year period, that the absence provisions don’t 
apply at all.

Fortunately this isn’t true and merely an urban legend.

If you keep renting the property for more than 6 years, you don’t lose 
the ability to use the six year rule.  Again, another misconception 
which is out there.  You can apply the absence provisions for the first 
six year period for which it was rented and then you will be subject to 
CGT on the remaining period.

CAUTION

In order to apply the absence provisions it is important that 
property was used as your main residence.  You can’t apply the 
absence provisions if you didn’t ever live in the property. 

The term election makes people think that there are some forms to 
fill in or they need to somehow tell the Australian Taxation Office 
that this property is their main residence. Nothing like that has to 
happen. You just need to know in your own mind that this is what 
you want and that is considered to be adequate. Make sure your 
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accountant also knows so they don’t make mistakes when preparing 
your tax returns. It’s how you lodge your return that determines that 
choice.

Scenario Two

As above except Troy and Mary have now been overseas for 5 years. 
They move back to Australia and move back into their house for 
another 2 years and then move overseas again, renting a house 
overseas and rented out their house in Australia. Do they have only 
one year left for it to be tax free on sale?

Thankfully the time period started again when Troy and Mary moved 
back into the house. Therefore when they move back from overseas 
they have another period of six years for the house to be their main 
residence and for it to be tax free.  There is no limit to how many 
times you can use the absence provisions.  So if Troy and Mary went 
overseas 6 times, rented out the property while they were away and 
every time they came back they moved back into the property as 
their PPOR; they could apply the six year absence provisions 6 times. 
That’s right - a potential 36 years of tax free capital gains!!!

Scenario Three

Troy and Mary purchased a property in 2005. They did not move in 
and rented it out and claimed it as an investment property in their 
tax return for 2005 and 2006. They then moved into it in 2007 and 
want to sell the property. Will they pay tax when they sell?

Troy and Mary would have had to have moved into their investment 
property ‘as soon as practicable’ for it to have been considered to be 
their main residence. This means that even though it became their 
main residence when they moved into in 2007 it was not their main 
residence from the time they purchased it. Unfortunately for Troy 
and Mary the ‘absence’ provisions talked about earlier do not apply 
from the beginning and they will have to pay tax when they sell. But 
how do they calculate the amount of the capital gain (or sometimes 
a capital loss)?

Troy and Mary are eligible for some relief. They are entitled to a 
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partial exemption because they lived in the house. The capital gain or 
capital loss that Troy and Mary will make is calculated on the number 
of days the house was not lived in by them compared to the number 
of days they owned the house.

Let’s work through a simple example. The house was purchased on 
1 July 2005 for $300,000 inclusive of all associated costs such as 
stamp duty, etc. They rented it out from the day they purchased it 
(they had some great estate agents) and moved into the house on 1 
July 2007. They sold the house on 1 July 2008 (it’s strange how Troy 
and Mary manage to align everything to the tax year) for $500,000 
inclusive of all associated costs.

Troy and Mary will have a capital gain of $200,000. The amount that 
Troy and Mary will need to consider for tax purposes is calculated as:

Amount of capital gain x number of days rented out

÷ Number of days owned

This equals    200,000  x 730 ÷ 1095 =   133,333

This amount will be eligible for a discount called the general capital 
gains tax discount which is currently 50%. This would reduce the 
capital gain to $66,666. This is the amount they would be taxed on.
 

Scenario Four

What if Troy and Mary lived in the house when they bought it in 2005, 
moved out in 2007, rented out the house in 2007 and purchased 
another house at the same time they rented out the old one?

You might think this is the same as Scenario Three but it is slightly 
different. Instead of calculating the capital gain or loss based on the 
number of days, Troy and Mary can calculate the capital gain or loss 
based on the difference between what they sell the house for and the 
market value when it first earned income.

If the market value when it first earned income was $400,000 and they 
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then sell the house for $500,000 the capital gain for tax purposes will 
be $100,000.

As in Scenario Three, Troy and Mary will be eligible for the general 
capital gains tax discount of 50% which will reduce the capital gain 
to $50,000. This is the amount they would be taxed on.  This assumes 
that Troy and Mary have not applied the absence provisions to the 
previous property they have now sold.
 

SELLING YOUR 
INVESTMENT PROPERTY

When you sell your property you will need to determine whether you 
have made a capital gain or capital loss on the sale.  Many people 
think that there is some sort of separate capital gains tax but this is 
not quite accurate.  What happens is that you calculate the capital 
gain or loss you made on the sale and if you have made a capital gain 
it is added to your other assessable income to determine your tax 
liability. A capital loss can be used to offset any other capital gains 
you have made , e.g. sold some shares at a profit and if you have 
no other capital gains to offset then the capital loss can be carried 
forward indefinitely to be used at a later stage to offset any future 
capital gains.

There are a number of things that need to be considered in working 
out the amount of the capital gain to include in your income tax 
return and hopefully the following will help you to understand this 
better.  Firstly it helps to determine which type of entity is holding 
the asset.

Individuals

If the investment property is held in an individual’s name then the 
capital gain will be reduced by 50% if the property has been held for 
more than 12 months.

For example let’s assume that Tony held an investment property 
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for more than 12 months and he calculated his capital gain to be 
$50,000.  The amount Tony will include in his income tax return as 
being assessable will be $25,000.  So although he made a gain of 
$50,000 he will only be taxed on the $25,000 at his marginal tax rate.

CAUTION

From 8th May 2012 non-residents for tax purposes are not 
eligible to reduce their capital gain by 50% for capital gains 
made after 8 May 2012 up to when the property is sold.  If 
the non-resident has a valuation of the property as at 8 May 
2012 they can apply the CGT discount to the gain made from 
purchase to 8 May 2012.    

Trusts

Trusts also get the benefit of reducing the capital gain by 50% if the 
property has been held for more than 12 months.  Note that Self-
Managed Super Funds, which is a type of trust, does not get the 50% 
discount.  For an SMSF it is 33.3%. 

Companies

Companies do not get the benefit of reducing the capital gain by 50% 
even if the property has been held for more than 12 months.  The entire 
capital gain is taxed at a rate of 30%.  This is one of the reasons that 
most advisers will not recommend having an investment property 
held in a company.  If the asset is development stock, i.e. part of a 
property development, then a company may be appropriate and is 
something we will discuss later on.  

Remember if you have a company acting as trustee for a trust it is the 
trust that is assessed and not the company acting as trustee.

The next thing that many people forget to do is allocate the purchase 
price between the land and buildings and the ‘depreciating assets’ 
and similarly allocate the sales proceeds between the land and 
buildings component and the ‘depreciating assets’.  It is a common 
misconception that the capital gain on sales is merely the sales 
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proceeds less the purchase price.  This simplistic approach will 
generally lead to someone incorrectly reporting the capital gain in 
their tax return and, if discovered during audit, penalties and interest 
will apply.  So the question then is how do I calculate my capital gain 
on sale?

Well the first starting point is to work out what the ‘cost base’ is.  As 
mentioned previously the tax act uses a term called the ‘cost base’ to 
help in working out the amount of the capital gain or loss.

It is very unusual for a contract for sale to allocate the price between 
the land and buildings and the depreciating assets being sold.  TD 
98/24 provides some guidance and it is recommended that the 
apportionment is based on the market value NOT the written down 
value of the depreciating assets.  Of course if the written down value 
is equal to market value then that apportionment is fine.  A good 
quantity surveyor will be able to help with those values. 

Once the purchase price and sale price has been apportioned you 
then need to work out the ‘cost base’.  The general rule is that there 
are five elements to the cost base of an asset.

First Element  Acquisition Cost

This is the total of:

• the money paid or required to be paid for the asset; and

• the market value of any property given, or required to be given, in 
respect of acquiring the asset.

Second Element  Incidental Costs

There are incidental costs of acquiring the asset or which relate to 
any capital gains tax event.  These include:

• stamp duty on acquisition or other similar type of duty

• costs of marketing or advertising to find a buyer or seller

• payments for the services of a valuer, auctioneer, accountant, 
broker, agent (including property buyer’s agents) consultants or 
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legal advisers.  Any payments for tax advice can only be included 
if they have been provided by a recognised tax adviser.

• search fees relating to the asset (such as fees to check land titles 
and similar fees)

• the cost of a conveyancing kit 

• the costs of transfer

• borrowing expenses which are otherwise not deductible

• the cost of making a valuation

Third Element  Capital and Non Capital Costs of Ownership

These include any costs such as rates, land tax, interest, repairs and 
maintenance, insurance, etc. where you haven’t already claimed it as 
a tax deduction.

Fourth Element Capital Improvements 

This includes costs to increase or preserve the value of the asset.  

Fifth Element  Title Costs

This includes capital expenditure to preserve or defend your right to 
the asset.  

I keep hearing from people and on forums that you need to 
reduce your capital gain by the amount of depreciation you 
have already claimed?  Is this right?

As discussed previously you need to allocate the purchase price and 
the sale price between land and buildings and depreciating assets.  
Any gain or loss on the sale of the depreciating assets (e.g. ovens, 
carpets, furniture, etc.) is what is called in tax terms a ‘balancing 
adjustment’ and is treated separately from the capital gain.  The 
profit on sale is treated as assessable income not a capital gain and 
any loss on sale is treated as a deduction and not as capital loss. 
Depreciation already claimed on these depreciating assets are 
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therefore not accounted in calculating the capital gain or loss on 
sale of the rest of the property.

However Division 43 capital allowances, something referred to as 
the special building write off, do impact on the calculation of the 
capital gain.  If you have claimed or could have claimed a deduction 
for capital allowances (usually the 2.5% building write off) and the 
rental property was purchased after 7.30pm on 13 May 1997 then the 
cost base of the property is reduced by this amount.  This effectively 
increases the capital gain on sale or reduces the capital loss on sale.  
Things are slightly different if a capital loss is made in that the cost 
base is reduced by these Division 43 capital allowances no matter 
when the property was purchased.  
  
 

Peter purchased a rental property on 1 July 2009 for $500,000.

The quantity surveyor’s report obtained by Peter showed that the 
depreciating assets on purchase came to $30,000.  It also showed 
that the construction expenditure eligible for the Division 43 capital 
allowance was $150,000.  Peter is entitled to an annual tax deduction 
of $3,750 ($150,000 x 2.5%) on the construction expenditure.

On 30 June 2013 Peter entered into a contract to sell the property for 
$600,000.

The quantity surveyor’s report obtained by Peter showed that the 
depreciating assets had an estimated market value of $10,000 at the 
date of sale.

Capital Proceeds   $ 590,000 ($600,000 - $10,000)

Cost Base
  
Purchase Price    $ 470,000 ($500,000 - $30,000)                                                          
Less : Division 43 write off  $   15,000 ($3,750 x 4 years)
Adjusted Cost Base   $ 455,000

Capital Gain before 50% discount $ 135,000
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STRUCTURING YOUR 
ACQUISITION

A very common question we get every week from people is how they 
should structure their property purchase?  Should they purchase 
the property in their own name, 50/50 with their partner, through a 
discretionary trust, a unit trust or a company?

As with many things there is no right or wrong answer but a good 
accountant and lawyer should be able to work through the pros and 
cons of each structure and explain how the various structures will 
impact on them both now and in the future.

As every person’s situation is different we will try to cover some 
of the common scenarios and discuss how structuring could be 
implemented based on that particular scenario.  Probably the most 
important part of determining whether a particular structure is right 
or not is to look at the overall costs of setting up and administering 
the structure and ensure that those costs are less than the benefits 
that can be derived from that same structure.  This isn’t always easy 
as circumstances can change but it a useful starting point.
 
The most common ways to hold property include

• individual name

• joint tenants or tenants in common

• discretionary trust

• unit trust

• hybrid trust (both unit and discretionary trusts – sometimes 
known as a HDT)

• company

• self-managed superannuation fund
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Investing on Your own of with a Partner

Structure One

The simplest and sometimes most appropriate structure for holding 
an investment property is simply 100%  in the name of the individual 
earning the highest income.

LOAN

100%

Advantages

• The individual can claim the net loss on the property against 
their other taxable income.

• Easy for financing purposes.

• Very simple to administer and accounting fees are generally low.
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Disadvantages

• Cannot move the property to a Self-Managed Superannuation 
Fund at a later stage.

• Changing interests in the property, e.g. moving 50% to a partner 
will result in full stamp duty in most States.

• The individual or individuals holding the properties will receive 
the net distribution when the property is positively geared and 
will receive the capital gains when the property is sold.

 
Structure Two

A discretionary trust could be used to hold a negatively geared 
property.  The main disadvantage of this structure is that any net 
losses are trapped in the trust and these can be carried forward 
indefinitely to be offset against any future net income of the trust.

 Trustee for
 JGK Discretionary

 Trust
15 Nowhere Rd

BLACKTOWN NSW

Peter

Peter’s Wife

Peter’s Children
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Trustee for JGK Discretionary Trust

Rental Income $ 20,000
Agents Fees  $ 2,000
Capital Allowances $ 2,000
Depreciation  $ 2,000
Insurance  $ 1,000
Interest  $ 15,000
Rates   $ 1,500
Other   $ 1,000

Net Loss  $ 4,500

If the property had been held in the name of an individual then the 
$4,500 loss could be offset against the individual’s other taxable 
income and used to reduce the overall tax payable at the individual’s 
level.  If the individual had made tax payments during the year, e.g. from 
their PAYG employment income, then in most instances they would 
receive a refund.  However if the property is held by a discretionary 
trust then the $4,500 loss cannot be offset against the individual’s 
other taxable income and must be carried forward.  This can have a 
significant impact on the after tax cash flow for the property and why 
holding a property in a discretionary trust is generally unattractive 
for a lot of investors.

For properties which are negatively geared or where the investor 
doesn’t plan on holding the property for a long period of time and 
instead is making a reasonable capital gain, then a discretionary 
trust may be a more appropriate vehicle to hold such an investment.
The main attraction of such an investment structure will be the 
ability to stream the net income, i.e. future capital gains, to the range 
of beneficiaries.  The example below demonstrates the potential tax 
savings from such a strategy over holding the asset in the name of 
one individual.
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Michael’s taxable income before capital gain      $ 100,000

Chi’s taxable income before capital gain $ 5,000

Capital Gain     $ 60,000

Scenario One

After Tax Position – 100% in Michael’s Name

Taxable Income before capital gain   $ 100,000

Plus : Net Capital Gain after 50% CGT Discount $   30,000

Adjusted Taxable Income after capital gain  $ 130,000

Tax on Adjusted Taxable Income after capital gain        $  37,997

Scenario Two

After Tax Position – Capital Gain Distributed 100% to Chi

Michael’s Taxable Income               $ 100,000 

Tax on Michael’s Taxable Income   $ 26,447

Chi’s Taxable Income before capital gain  $ 5,000

Plus : Net Capital Gain after 50% CGT Discount $ 30,000

Chi’s Adjusted Taxable Income after capital gain $ 35,000

Tax on Chi’s Adjusted Taxable Income after capital gain    $ 3,272

Total tax payable by Michael and Chi       $ 29,749

Tax Savings of Scenario Two vs Scenario One    $ 8,248
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It is important to compare this tax benefit to the deferral of the 
negative gearing benefits.  Remember a discretionary trust will still 
receive the benefits of the net tax loss but this will be deferred until 
such a time as to when the trust has positive net taxable income.  The 
time value of money (commonly used to calculate the net present 
value of an investment) will erode the value of this tax loss over time. 

Advantages

• A corporate trustee provides limited liability and a discretionary 
trust with a corporate trustee is still considered to be a good 
structure where asset protection is important.

• Ability to distribute the net taxable income to the beneficiaries 
and maximise any tax planning opportunities.

• Good for properties that are positively geared or where the net 
capital gain is expected to be significant and there is potential to 
distribute the net capital gain to individuals with a low taxable 
income.

 

Disadvantages

• The negative gearing loss cannot be claimed in an individual’s 
name. 

• Higher land tax rates in many States.  Discretionary trusts do not 
receive a land tax threshold in many States.

• Cannot move residential property to a Self-Managed 
Superannuation Fund (SMSF) at a later stage. 

• More expensive to setup and administer when compared to 
holding the property in an individual’s name.
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Structure Three

A structure which is becoming more common is for a unit trust to 
hold the property with an individual (usually the highest income 
earner) holding the units in the unit trust.

Advantages

• Ability to move the units (and indirectly the property) to a Self-
Managed Superannuation Fund (SMSF) at a later stage.

• Ability to transfer the units in the unit trust to different parties or 
between the family members with little or no stamp duty based 
on the State the property is purchased.

• Ability to take advantage of the refinancing principle.

• Ability to use the ‘refinancing principle’.  The decision in FC of 
T v Roberts & Smith would allow the Trustee of a Unit Trust a 
deduction for interest expenses incurred on funds borrowed and 

 Trustee for
 JGK Unit Trust

15 Nowhere Rd
BLACKTOWN NSW

LOAN

100% Loan used to
acquire units
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 Trustee for
 JGK Hybrid 

Discretionary Trust

15 Nowhere Rd
BLACKTOWN NSW

LOAN

100% Loan used to
acquire special
income units

used to reduce or extinguish a Beneficiary/Unit Holder’s interest 
in the trust or which is used to pay a liability to the Beneficiary/
Unit Holder for a share of their income.

Disadvantages

• More complex to understand than having the property held 
in a simpler structure such as tenants in common between 
individuals.

• More expensive to establish and ongoing accounting and 
administration fees will be slightly higher under this type of 
structure.  

Structure Four

Structure which has been recommended by a number of advisers is 
a hybrid trust.  Most often it is a hybrid discretionary trust otherwise 
known as a HDT.
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Advantages

Ability to use the ‘refinancing principle’.  The decision in FC of T v 
Roberts & Smith39 would allow the Trustee of a Hybrid Discretionary 
Unit Trust a deduction for interest expenses incurred on funds 
borrowed and used to reduce or extinguish a Beneficiary/Unit 
Holder’s interest in the trust or which is used to pay a liability to the 
Beneficiary/Unit Holder for a share of their income.

Disadvantages

• Some of the claims being made that you can stream capital gains 
to a lower income earner and for the higher income earned to 
obtain the negative gearing benefits are not correct.  The ATO 
has confirmed that individuals with a properly structured hybrid 
discretionary trust deed with special income units will obtain 
the negative gearing benefits but that same individual must also 
receive the capital gain and any future income.  Refer to ATO TD 
2009/17.

• More expensive to establish an ongoing accounting and 
administration fees will be slightly higher under this type of 
structure.  

• Very difficult to obtain finance under this structure.

• In many states (particularly NSW) a HDT does not obtain the land 
tax threshold.  This can be close to $6k per annum in lost benefits 
over something like a land tax unit trust with the units held by a 
high income earner.

39 FC of T v Roberts; FC of T v Smith 92 ATC 4380; (1992) 23 ATR 494
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Structure Five

 Trustee for
 JGK Unit

 Trust
15 Nowhere Rd

BLACKTOWN NSW

200K

100%

Loan used to
acquire units

Trustee for
LMN Discretionary

Trust

Peter

Peter’s Wife

Peter’s Children
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Advantages

• Corporate trustee provides limited liability.

• Provides good asset protection.  If an individual family member 
was sued in their individual capacity or was made bankrupt then 
it could be argued that as the property is held by the unit trust 
then this is not an asset available to any creditor (someone who 
you owe money to).  Similarly as the units in the unit trust which 
holds the property are owed by each families’ discretionary 
trusts then again a similar argument would be put forward that 
the asset is not owned by the individual but rather by the trustee 
of each discretionary trust.

 
• Provides flexibility for “streaming” of the positive profit.  What this 

means is that both Peter and John can decide who to distribute 
the profits to.  If his wife is on a lower income or his children (over 
age 18 and at university where he is supporting them) are also on 
low incomes then it may be more tax effective for them to receive 
the profits.

 
• Ability to transfer the units in the unit trust to different parties or 

between the family members with little or no stamp duty based 
on the State the property is purchased.

• Clear distinction of ownership interests between the two 
respective families.

 
• Ability to transfer the units to a Self-Managed Superannuation 

Fund (SMSF) at a later stage.  This would not be possible if the 
property was held by the individuals as tenants in common.

Disadvantages

• If units are held by a discretionary trust then in some States the 
unitholder is assessed for land tax purposes.  In NSW for example 
if the units are held by a discretionary trust then there is no 
threshold.

• Units held by the unitholders are exposed to potential creditors 
but with the units being held by a discretionary trust this provides 
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good asset protection for the units.
 
• More complex to understand than having the property held 

in a simpler structure such as tenants in common between 
individuals.

 
• More expensive to establish and ongoing accounting and 

administration fees will be slightly higher under this type of 
structure.  

Investing with Other People 

• John and his family are looking at investing in a residential property 
with Peter and his family. The two families will respectively have 
a 50% interest in the investment property.

• It is anticipated that the property to be acquired will have a 
market value of approximately $400,000.  Each family has savings 
available and will contribute $100,000 each towards the property.  
The remainder of the balance being $200,000 will be financed 
through a lending institution.  They have obtained a variable 
interest rate of   6% per annum.
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Structure One

 Trustee for
 JGK Unit

 Trust

15 Nowhere Rd
BLACKTOWN NSW

100K

50% 50%

100K

Trustee for
LMN 

Discretionary
Trust

Trustee for
XYZ

Discretionary
Trust

Peter John

Peter’s Wife John’s Wife

Peter’s Children  John’s Children
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Advantages

• Corporate trustee provides limited liability.

• Provides good asset protection.  If an individual family member 
was sued in their individual capacity or was made bankrupt then 
it could be argued that as the property is held by the unit trust 
then this is not an asset available to any creditor (someone who 
you owe money to).  Similarly as the units in the unit trust which 
holds the property are owed by each families’ discretionary 
trusts then again a similar argument would be put forward that 
the asset is not owned by the individual but rather by the trustee 
of each discretionary trust.

• Provides flexibility for “streaming” of the positive profit.  What this 
means is that both Peter and John can decide who to distribute 
the profits to.  If his wife is on a lower income or his children (over 
age 18 and at university where he is supporting them) are also on 
low incomes then it may be more tax effective for them to receive 
the profits.

• Ability to transfer the units in the unit trust to different parties or 
between the family members with little or no stamp duty based 
on the State the property is purchased.

• Clear distinction of ownership interests between the two 
respective families.

• Ability to transfer the units to a Self-Managed Superannuation 
Fund (SMSF) at a later stage.  This would not be possible if the 
property was held by the individuals as tenants in common.

Disadvantages

• If units are held by a discretionary trust then in some States the 
unitholder is assessed for land tax purposes.  In NSW for example 
if the units are held by a discretionary trust then there is no 
threshold.

• Units held by the unitholders are exposed to potential creditors 
but with the units being held by a discretionary trust this provides 
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good asset protection for the units.

• More complex to understand than having the property held 
in a simpler structure such as tenants in common between 
individuals.

• More expensive to establish and ongoing accounting and 
administration fees will be slightly higher under this type of 
structure.  

To provide an example of how the taxable income flows through this 
type of structure we will assume that the loan in this example has 
been taken out by each of the Trustees for the Discretionary Trusts 
to acquire units in the ABC Unit Trust.

Trustee for ABC Unit Trust

Rental Income            $ 25,000

Agents Fees   $  2,000
 
Capital Allowances  $  2,000

Depreciation   $  2,000

Insurance   $  1,000

Rates    $  1,500

Other    $  1,000
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Trustee for LMN Discretionary Trust

Interest Expense               $6,000

Trustee for XYZ Discretionary Trust

Interest Expense      $6,000
At the end of the financial year the Trustee for ABC Unit Trust will 
have net income of $15,500 to distribute to the unit holders based 
on their percentage of unit holdings which in this example is 50% 
respectively.

Therefore the Trustee for the LMN Discretionary Trust will receive a 
distribution of $7,750 and the Trustee for the XYZ Discretionary Trust 
will also receive a distribution of $7,750.

Each of the trustees of the discretionary trusts will then claim an 
interest deduction for the cost of borrowing to acquire units in the 
ABC Unit Trust.

The net income of each of the trusts will therefore be $ 7,750 (trust 
distribution from the ABC Unit Trust) less $6,000 interest expense 
being $1,750.

The trustees of the LMN Discretionary Trust and the XYZ Discretionary 
Trust can then distribute this positive net income to the beneficiaries 
of their trusts.
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 Trustee for
 JGK Unit

 Trust

15 Nowhere Rd BLACKTOWN NSW

100%

100%

Trustee for           
EFG Discretionary 

Trust

Peter John

Peter’s Wife John’s Wife

Peter’s Children  John’s Children

Structure Two

Structure Two is similar to Structure One with the primary difference 
being the use of one discretionary trust to hold the units compared 
to two discretionary trusts in Structure One.
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Advantages

• Corporate trustee provides limited liability.

• It also provides good asset protection.  If an individual family 
member was sued in their individual capacity or was made 
bankrupt then it could be argued that as the property is held 
by the unit trust and is not an asset available to any creditor 
(someone who you owe money to).  Similarly as the units in 
the unit trust which holds the property are owed by a single 
discretionary trust then again a similar argument would be put 
forward that the asset is not owned by the individual but rather 
by the trustee of the discretionary trust.

• It provides flexibility for “streaming” of the positive profit as well.  
It will be important for Peter and John to ensure that all members 
of the family are included in the class of beneficiaries.

• There is the ability to transfer the units in the unit trust to 
different parties or between the family members with little or no 
stamp duty based on the State the property is purchased.

• There is the ability to transfer the units to a Self-Managed 
Superannuation Fund (SMSF) at a later stage.  This would not be 
possible if the property was held by the individuals as tenants in 
common.

Disadvantages

• There is no land tax threshold in some States in Australia 
particularly in NSW.

• There is no clear distinction of interest between the two 
respective families.

• It is more complex to understand than having the property held 
in a simpler structure such as tenants in common between 
individuals.

Finally, it is more expensive to establish and ongoing accounting and 
administration fees will be slightly higher under this type of structure.  
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 What is the refinancing principle and how does it work?
One of the advantages of a unit trust is the ability to use the 
refinancing principle.  Let’s assume the following:

 Trustee for ABC 
Unit Trust

15 Nowhere Rd
BLACKTOWN NSW

200,000 
x $1.00
units issued

Loan used to
acquire units

Mary originally borrowed $200,000 to acquire 200,000 $1.00 units in 
the ABC Unit Trust.  The ABC Unit Trust then acquired a property 
for $200,000.  Mary has now repaid her entire borrowing of $200,000.  
The property currently has a value of $400,000.

She is willing to lend to the unit trust 75% of the valuation and 
therefore the unit trust has the capacity to borrow $300,000.   Mary 
applies to redeem 100,000 of her units which now have a market 
value of $2.00 per unit.  The unit trust borrows $200,000 against the 
value of the property in the unit trust and uses those funds to pay 
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Mary for her redemption of her units.

The borrowing of $100,000 which was originally in Mary’s name has 
now been shifted from her name into the trust.  
Mary will pay CGT on the redemption of her units.  Her cost base 
would have been 100,000 x $1.00 = $100,000 and the redemption of 
her units at market value of 100,000 x $2.00 = $200,000 will produce 
a capital gain for Mary of $100,000.  The gain made by Mary is first 
reduced by any capital losses carried forward which she may have 
and any current year capital losses and then it is discounted by 50%.  
Her net taxable capital gain will then be $50,000.  Assuming her 
income before the capital gain was $100,000 then the tax payable on 
the capital gain will be $ 19,250 for the 2014 financial year.  Mary will 
therefore have disposable funds of $ 180,750.

The $180,750 Mary receives can be used for whatever purpose she 
likes.  

She may decide to upgrade her family home and use the funds plus 
the sale of her existing home to do so.    By using the refinancing 
principle she has shifted $200,000 worth of ordinarily non-deductible 
debt, i.e. if she borrowed $200,000 to upgrade her PPOR the interest 
on those borrowings would ordinarily be non-deductible.  However 
as the borrowing has occurred at the unit trust level to borrow to 
redeem her units then the interest is deductible to the unit trust.

It is important to weigh up any potential capital gains payable on 
the redemption of units against the tax benefits obtained from the 
interest deductions from the refinanced debt.

An alternative to this strategy is to provide the unitholders with a 
return of capital rather than redeeming the units.  With this strategy 
Mary would receive a return of capital of $200,000.  There would be 
no capital gains tax implications on the return of capital to Mary but 
instead her remaining units would have a reduced cost base, i.e. the 
value of her units would be reduced by the amount of the return of 
capital.
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PURCHASING PROPERTY 
IN YOUR SMSF

 What is a Self-Managed Super Fund (SMSF)?

Superannuation is a savings arrangement where employers, employees, 
people who are self-employed and others contribute to a trust fund 
which holds and invests the contributions made throughout a member’s 
working life in order to provide benefits upon their retirement.

Self-managed superannuation funds perform this function in a similar 
way to publicly available retirement savings vehicles, with the main 
difference being that the members of the fund are also required to be the 
trustees of the fund. The effect of this requirement is that the members 
control the way in which their contributions are invested.

More specifically, in order for a fund to satisfy the requirements of being 
a self-managed superannuation fund, the fund must:

• have a deed that conforms with superannuation legislation;

• have four members or less;

• comply with the requirements in relation to members being trustees;

• no members of the fund are employees of another member of the 
fund, unless those members are related; and,

• no member of the fund receives remuneration for his or her services 
as trustee.

The main advantages that are attributed to self-managed funds over 
public offer funds are increased investment freedom and greater control 
over superannuation savings.
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The Trust Deed

The fund’s trust deed outlines a number of important aspects about its 
operation. Some of these aspects include:

• details of who the trustees are;

• the process of appointing and removing trustees;

• the powers of the trustees;

• eligibility for membership in the fund;

• conditions relating to the fund’s acceptance of contributions;

• conditions relating to the fund’s payment of benefits to members 
and their beneficiaries in the event of the death of a member; and,

• the procedures for varying the provisions of, or winding up, the fund.

The superannuation legislation imposes certain covenants which are 
deemed to be included in the deeds of all regulated funds and which 
reflect fiduciary duties implicit in trust law. These duties require trustees 
to:

• act honestly, and prudently in all matters;

• exercise the same degree of skill, care and diligence as an ordinary 
person;

• act in the best interests of fund members;

• quarantine the assets of the fund from non-fund assets;

• retain control over the fund;

• implement and adhere to an investment strategy; and,

• allow members access to relevant fund information.
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Many of the clauses within the trust deed will mirror those in legislation 
such as the Superannuation Industry (Supervision) Act and Regulations, 
but to the extent of any inconsistency between the legislation and the 
deed, the statutory requirements will prevail.

Membership and Trustee Structure

There is a broadly stately requirement that all members be trustees, or 
a director of a corporate trustee, which ensures that each member is 
fully involved and has the opportunity to participate and make decisions 
about the fund.

Specifically, the fund is required under the SIS Act:

• to have four members or less;

• each member is a trustee, or director of a corporate trustee;

• no members of the fund are employees of another member of the 
fund, unless those members are related; and,

• no trustee, or director of the corporate trustee, receives remuneration 
for his or her services as trustee.

Where a fund has only one member, there is a requirement for a 
corporate trustee with the member being the either the sole director, or 
have a second director who is a relative or not employed by the member. 
Alternatively, if a sole member fund did not wish to appoint a corporate 
trustee, two individual trustees could be appointed where the second 
trustee was either a relative of the member trustee or not employed by 
the member.

It is important to note that certain persons are disqualified from acting 
as trustees, these will include:

• persons who have ever been convicted of an offence involving 
dishonesty;

• persons who have ever been convicted of a civil penalty offence 
under the SIS Act;
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• persons who are insolvent or under administration, or in the case 
of a corporate trustee, a receiver, official manager, or provisional 
liquidator has been appointed; and,

• persons who are undischarged bankrupts, or in the case of a 
corporate trustee, action has been commenced to wind up the 
company.

Minors, those persons under the age of 18, are considered to be under a 
legal disability and accordingly, are unable to be appointed as trustees of 
a self-managed fund. Where contributions are made on behalf of minors, 
a parent, guardian or legal personal representative would ordinarily be 
required to act as trustee on their behalf.

Trustee Requirements

Whilst often an accountant, lawyer or financial adviser will assist with 
the establishment and operation of a self-managed superannuation 
fund, it is the trustees’ responsibility to ensure that all of the fund’s legal 
requirements have been satisfied. There are significant penalties that 
may be imposed on trustees who fail to properly perform their duties.

The main legal requirements are:

• to comply with the sole purpose test;

• to only accept contributions from members in accordance with the 
SIS Act;

• to manage the fund’s investments;

• to only pay benefits in accordance with the rules;

• to comply with administrative obligations; and,

• to comply with the investment restrictions.

A broad overview of the first five of these requirements follows, with 
a more in-depth overview of the investment restrictions in the next 
section.
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Sole Purpose Test

This requires that the fund is maintained for the purpose of providing 
benefits to members upon their retirement or their dependents if a 
member dies before retirement.

The Contribution Standards

These are designed to ensure that contributions are made for retirement 
purposes only and also require trustees to allocate contributions to 
member accounts within 28 days after the end of the month in which 
they are received.

Managing the Funds’ Investments

The trustees are required to formulate and adhere to an investment 
strategy which takes into account the risk, return, diversification and the 
liquidity of investments that the fund intends to hold. The investment 
strategy is required to outline the investment objectives of the fund 
together with the methods that the trustees will adopt to achieve 
those objectives, and should reflect the purpose and circumstances 
of the fund. Trustees should be able to demonstrate that these matters 
have been formally considered by way of minutes or other similar fund 
documentation.

Benefit Payment Standards

The payment standards and preservation requirements ensure that fund 
monies are only paid to members in appropriate circumstances.

Administrative Requirements in Maintaining a Fund

These include:

• the preparation and retention of accurate accounting and 
administrative records for the fund;

• appointing an auditor and ensuring that the fund has an audit 
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completed each year;

• lodging a fund income tax and regulatory return and payment of the 
supervisory levy to the ATO annually;

• lodging Superannuation Contribution Statements outlining the 
contributions made to the fund each year; and

• complying with benefit payment reporting obligations.

In the event that the trustees fail to comply with any of the aforementioned 
requirements of the SIS Act, the trustees are at risk of 1) disqualification 
from being a trustee, 2) prosecution, 3) penalties and 4) the fund being 
made non-complying, which could result in the loss of the cumulative 
tax concessions.

Investment Restrictions

Trustees are required to make investment decisions about the fund for 
the benefit of all members. It is important to note that there are severe 
penalties for trustees who misuse the fund’s superannuation benefits 
and who do not comply with the relevant legislation.

Whilst superannuation laws don’t prescribe the types of investments 
that trustees can invest in, there are investment restrictions which aim 
to protect the members from being exposed to undue risks, such as the 
failure of a business operated by a member, and ensure that investment 
decisions of the trustees are consistent with the sole purpose of 
generating retirement benefits for members.

Some of the main investment restrictions include:

• a prohibition on lending to or providing financial assistance to 
members;

• a prohibition on acquiring certain assets from related parties.
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WARNING

An SMSF cannot purchase a residential property from a member 
or a related party of a member.  This means that your SMSF cannot 
purchase a property owned by either you or your wife if you are 
members of the fund or your mother’s house or Aunty Mary’s 
investment property.

An SMSF can however acquire units in a unit trust that owns 
a residential property as long as the residential property was 
acquired from a third party.  The unit trust can’t borrow and its 
assets cannot be subject to a charge.

 

BORROWING 
WITHIN SUPER

Many people will have heard about the ability to borrow within your SMSF 
and this has become quite attractive for many people who are looking 
at building their property portfolio further, acquiring another residential 
property when they otherwise might not have been able to or simply for 
preparing for a tax free income stream when they retire.

Legislation now allows self-managed superfunds to borrow to invest 
in residential, commercial or industrial property.  This is a major 
breakthrough for investors as it gives them the chance to leverage into 
property and apply the rents and their contributions to paying off the 
loan.

It also allows people to do some strategic tax planning and through the 
use of their employer mandatory contributions (currently 9.25% for 2014) 
and salary sacrificing up to their ‘contribution limits’, we can help reduce 
their overall tax position and help pay off a property within super.  We will 
walk through an example below.

One of the main attractions of super is that any earnings are taxed at 15% 
while in what is called the ‘accumulation phase’ and are tax free when in 
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the ‘pension phase’.

The diagram below shows how the arrangement works in practice.
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Chris’s taxable income (excl. super)  $ 100,000

Chris’s employer superannuation contribution $  9,250

Current superannuation balance   $ 150,000

Scenario One

Chris is looking at a residential property in South Australia with the 
following rental income and expenses.

Rental Income      $ 15,000

Expenses (other than interest)    $ 6,000

Chris will use the $150,000 as a deposit on the property which is selling 
for $370,000.  He will therefore need to borrow $220,000 using his SMSF 
and the bank is offering a rate of 8% per annum.  His yearly interest 
expense will be $ 17,600.  He has opted for an interest only loan for 15 
years.   At the end of the financial year the superannuation fund will have 
a total income of $9,250 (employer superannuation contributions from 
his salary) plus the rental income of $15,000 which is a total of $24,250.  
The total expenses for the property are the interest of $17,600 plus other 
expenses of $6,000 which is a total of $23,600. 

Using this strategy Chris has been able to afford a residential rental 
property using his SMSF without an impact on his current cash flow.  
He is using his employer superannuation contributions plus the rental 
income stream to help purchase an investment asset for his retirement.
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