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The process (and pros and cons) of ‘electing’ to
be a family trust

Trusts are an important and very useful concept for managing one’s financial affairs, as well as estate planning.

A trust is established whenever there is a separation of the legal ownership (for example, the name appearing on
a land title) from the beneficial (equitable) owner of an asset (in other words, the person that a court would deem
to be the true owner).

Legislation specifies the rules by which trust income should be calculated for tax purposes and how that income
should be taxed — that is, whether in the hands of the trust or the beneficiaries. Therefore trusts, if set up in the
right way, can help you legally minimise some tax liabilities.

One important feature in this regard is where a formal decision is made (termed an “election”) to be deemed a
“family trust” for tax purposes.

The upside

Being a family trust has specific taxation consequences, as electing to be a family trust restricts and specifies the
trust beneficiaries, which in turn can secure or simplify the claiming of tax losses, debt deductions, franking
credits and negate certain trust beneficiary reporting rules.

Some of the key taxation differences includes the fact that beneficiaries of, for example, discretionary trusts may
not otherwise be able to take advantage of franking credits attached to share dividends or indeed franked non-
share dividends received by the trust and passed on to the beneficiaries.

The reason for this, in very broad terms, is that unless the trustee of a non-fixed trust has elected for it to be a
family trust, a beneficiary of the trust will not have a vested and indefeasible interest in so much of the capital of
the trust as is comprised by the shares giving rise to the dividends.

Another spur to elect to be a family trust is that the trust would otherwise find it a lot harder to use past year tax
losses against current year income, or to apply certain debt deductions. Being a family trust brings access to a
concession so that only one trust loss test applies, the income injection test, and only in a modified way.

Also relevant will be the use of company losses against future income where a company shareholder is a trust.
Again in broad terms, this is because the company loss provisions hold that where the relevant interests in a
company are held by the trustee of a family trust, a single notional entity will be taken to own the interests,
therefore making these losses available to offset.

Access to another concession is similarly achieved with regards to the small business restructure rollover relief.
This is due to the requirement that when transferring active CGT assets from one entity to another (the
concession being that no income tax liability will be triggered from doing so), one eligibility factor to be satisfied is
that there should be no change to “ultimate economic ownership”. A trust that has made a family trust election
satisfies this condition.



Eligibility and conditions

Family trust elections can be made at any time, provided that from the beginning of the specified income year
until June 30 of the income year immediately preceding that in which the election is made:

e the entity passes the family control test, and

e any conferrals of present entitlement or any actual distributions have been made within the designated
family group.

The family control test looks at who can control the application of income or capital of the trust, which should
include some or all of:

e the individual specified in the family trust election (also referred to as the “test individual”)
e members of the specified individual’s “family group” (which is defined in legislation; ask us for details)
e aprofessional legal or financial adviser to that family group.

While any kind of trust can elect to be a family trust, the need to pass the family control test restricts the choice
to a trust that is not widely held and where a specific family effectively controls the trust.

The election does not have to be made on an approved form, however use of the form published by the ATO
(which is updated annually) can help to ensure that all the relevant information for a valid election is provided.

An election is only required to be made once, but the trustee is required to include the income year specified in
the family trust election on the trust tax return each year while the election remains in force.

The downside

A family trust may be less flexible as a result of making an election, and it is also potentially exposed to another
tax, the family trust distribution tax.

Family trust distribution tax is applicable when a distribution is made outside the family group (which is
designated by making the election). Therefore making a family trust election is an important step for the trustee
to take. Note that the term “distribution” has an expanded meaning for the purposes of family trusts, and
includes both income and capital.

Note that a reasonable salary, wage or other benefit (such as superannuation contributions or fringe benefits)
provided to, or for the benefit of, an employee for work performed is not considered to be a distribution.

The rate of family trust distribution tax is set at the top marginal rate plus Medicare levy, which is temporarily
49% for the period from July 1, 2014 to June 30, 2017, after which it will revert to 47%.

A separate payment advice is required for each distribution of income or capital which attracts a family trust
distribution tax liability, and remittance of the tax to the ATO is required to be accompanied by a Family trust
distribution tax payment advice form.

Payment is generally required within 21 days after the distribution is made, or if the distribution was made before
an election form was lodged, 21 days after the election.

Important: Clients should not act solely on the basis of the material contained in Client Alert. Iltems herein are general comments only and do
not constitute or convey advice per se. Also changes in legislation may occur quickly. We therefore recommend that our formal advice be
sought before acting in any of the areas. Client Alert is issued as a helpful guide to clients and for their private information. Therefore it should
be regarded as confidential and not be made available to any person without our prior approval.




