
Final Topic 4: Partnerships and Trusts 

Nature of partnership : 

Main characteristics of a partnership: 

§ Defined as “the relation which subsists between persons carrying on a business in common with a view to profit”.  

FCT v McDonald  

The taxpayers (husband and wife) held 2 rental properties as joint tenants. Was held that there was no partnership at general law, the 
taxpayers’ activities being characterised as investment rather than the carrying on of a business. Nevertheless, it was held that there was a 
partnership for tax purposes under the second limb of the definition, the taxpayers being in receipt of rental income jointly. 

§ Acts of every partner for the carrying on of partnership business normally bind the partnership and the partners (i.e. unless the partner 
has no authority to act for the firm and the person with whom he or she is dealing either knows that the partner has not authority or 
doesn’t know or believe him or her to be a partner) 

§ Every partner in a partnership is liable jointly with the other partners for all debts and obligations of the partnership incurred while he or 
she is a partner.  

§ Interests of partners in partnership property and their rights and duties in relation to the partnership are determined in accordance with 
the terms of the partnership agreement.  

Partnership v Joint venture 

1. If no sharing of income or profits, no partnership 

2. JV between taxpayers whereby product is split i.e. each takes its share of goods in kind and sells separately – not a partnership.  

3. JV can make separate elections e.g. trading stock, capital allowances, unlike partners.  

Creation of a partnership 

A partnership at general law may be created without formality and while it may be desirable for practical purposes to have a written partnership 
agreement, this is neither essential nor definitive. Question of whether a partnership exists is a mixed question of law and fact: 

“You don’t constitute or create or prove a partnership by saying there is one. The only proof that a partnership exists is proof of the relations of 
agency and of community of losses and profits and of the sharing in one form or another of the capital of the concern.” 

Following factors may point to the existence of a partnership (TR94/8): 

§ May be a partnership even though there’s no formal written agreement 

§ Intention of the parties 

§ Joint ownership of business assets 

§ Entitlements to a share of the net profits & evidence of drawings by the parties against their respective shares of the profits 

§ Power of the partners to operate on the partnership account 

§ Business records 

§ Involvement of all parties in the income earning activities of the business 

§ Sharing of contributions to assets and capital 

Taxation of partnership income 

General partnership taxation provisions are contained in Div 5 of Pt III ITAA36 comprising s90 to 94. generally, these provisions apply to all 
partnerships other than corporate limited partnerships. 

Div 5 adopts a ‘look through’ approach to partnership taxation. The object of the division is to tax the partners rather than the partnership which is 
deemed not to be a separate taxpayer. S.90 ITAA36 requires a partnership to calculate: 

§ Net income of the partnership 

§ Partnership loss 

§ Exempt income of the partnership 

§ Non-assessable, non-exempt income of the partnership 

The return of the partnership income is simply an information return. It provides a basis fr determining the partner’s respective shares of net 
partnership income or loss. 



Because a partnership doesn’t pay tax, it’s not liable for PAYG instalments. Nevertheless, it may have to calculate its instalment income quarterly and 
notify that amount to the partners who are required to pay PAYG instalments based on their share of the partnership income for the quarter – can 
be difficult if have large partnership and shrinks to small partnership.  

Partners must account for their “individual interest” in each of these amounts under s.92 ITAA36.  

Central charging provision 

§ S.92(1) which includes in the assessable income of a partner his or her individual interest in the net income of the partnership.  

§ Where there’s a partnership loss s.92(2) allows a partner a deduction for his or her individual interest in the loss.  

§ If partner is a non resident s.92(1) only includes in assessable income so much of the partner’s interest in the net income of the 
partnership as is attributable to Australian sources. S.92(2) only allows a non resident partner a deduction for so much of the partnership 
loss as is attributable to Australian sources.  

1. Net income of partnership 

“assessable income of the partnership, calculated as if the partnership were a taxpayer who was a resident, less all allowable deductions”. S.90 

§ In calculating the net income or loss of the partnership, the partnership is treated as if it were a resident taxpayer.  

§ CGT – any capital gain or loss arising from the disposal of an asset of the partnership is reflected in the returns of the individual 
partners and not in the partnership return – calculated using partner’s share of the cost base of the asset.  

§ Deductions for losses of previous years and for superannuation contributions are not taken into account in calculating 
“allowable deductions” 

§ i.e. certain special concessions are not available to a partnership as such, however, they’re claimable by the individual partners.  

2. Partnership loss 

“the excess (if any) of the allowable deductions, over the assessable income of the partnership calculated as if the partnership were a taxpayer 
who was a resident.” 

§ Partnership loss arises if allowable deductions > assessable income 

§ Partnership loss is not deductible to the partnership as such, but is distributed to the partners in the year in which it’s incurred on 
the basis of their respective individual interests in the loss as provided by the partnership agreement.  

§ Then claimable as a deduction in the partner’s personal tax return – s.92 

§ Resident partner can claim a deduction for his/her share of the partnership loss 

§ Special rules apply where a partner is a non resident for the whole or a part of the year 

Exceptions (Foreign losses of a partnership): 

- Quarantines within the partnership and 

- Are not available for distribution to the partners 

- Losses may eb carried forward to offset against assessable foreign income of later years. 

3. Exempt income and non assessable non exempt income of a partnership 

Exempt income – “exempt income of the partnership calculated as if the partnership were a taxpayer who was a resident” 

Non assessable non exempt income – “non assessable non exempt income of the partnership calculated as if the partnership were a taxpayer who 
was a resident” 

Superannuation contributions and tax losses not taken into account in calculate net income or partnership loss 

§ In calculating the net income or partnership loss, deductions for contributions to superannuation funds are not taken into account. 
Reason: such deductions relate to “personal superannuation contributions” and are appropriately claimed by the individual partners.  

§ Similarly, deductions for tax losses carried forward under Div 36 ITAA97 are also not taken into accounting in calculating the net income or 
partnership loss. Tax losses are calculated at the level of the partners as a partnership is not a separate taxpaying entity. 

Calculations based on activities of the partnership, not of partners 

§ Where a partnership borrows money to repay the partners’ capital accounts (or loans to the partnership from partners) the interest on the 
borrowing is deductible in calculating net income, provided the new borrowings replace funding that was used by the partnership in the 
production of assessable income “refinancing principle”. Fact that the partners may use the repaid funds for private purposes is irrelevant 
in determining deductibility for the purposes of calculating partnership net income.  

Allocation of net income, partnership loss and non assessable income to partners 



§ Under s92 ITAA36 it’s the partner’s individual interest in the net income, partnership loss, exempt income or non assessable non exempt 
income of the partnership that is taken into account at the partner level. 

§ Partners are assessed to tax in their individual capacities on their share on the net partnership income (s92) whether distributed to them 
or not. 

§ Each partner must then include in a personal return his/her individual share of the partnership income or loss regardless of whether that 
share has been distributed.  

§ Partners don’t derive their share of the net partnership income until it has been ascertained (Galland). This will be at the end of the 
relevant accounting period as accounts cannot be taken for that purpose until then.  

§ Partnership loss or income retains its character in the hands of the individual beneficiaries 

§ If a partner’s share of a partnership loss is not absorbed by his/her other income in the year of distribution, it may be carried forward by 
the partner for deduction in later income years. Losses can be carried forward indefinitely until absorbed. 

§ Each individual partner is entitled to claim a share of tax offsets and withholding taxes paid to which the partnership is entitled. 

Allocation on partner’s interest not on distributions 

§ Allocation is based on the partner’s interests and not on distributions of partnership profits.  

§ Actual drawings of partnership profits by individual partners are irrelevant for tax purposes.  

§ While the partner may be paid amounts when the partnership earns recoverable fees during the year of income, a partner doesn’t derive 
assessable income under s92 until the net income of the partnership is ascertained.  

Individual interest in general law partnerships 

§ Partner’s individual interest is determined according to the partnership agreement.  

Individual interest in partnership for tax purposes only 

FCT v McDonald 

§ Husband and wife acquired 2 rental properties as joint tenants. They agreed that the income from the properties be split 75% to wife and 
25% to husband with the husband being responsible for all losses.  

§ Stated this reflected the wife’s contribution in managing all properties and gave her greater financial independence.  

§ As the husband and wife owned the property in equal shares, they were held to each have 50% interest in both the net income and net 
losses of the partnership and their agreement to share income and losses in different proportions was ineffective.  

Non resident partners 

§ Only liable for Australian tax on his/her individual interest in the net income of the partnership attributable to Australian sources.  

 

Example:  

A and B commenced trading in partnership of 1 July. A has a 60% share in profits and B a 40% share. Net income of partnership was 
$40,000.  

If either: 

- the income is entirely derived from Australian sources (regardless of the residence of the partners) or 

- the partners are residents of Australia for the full income year (regardless of the source of the income).  

Each partner will be assessable as: 

A = 60% x 40,000 = $24,000 

B = 40% x 40,000 = $16,000 

Assume that the income is made up as follows: 

Sourced in Australia $30,000 

Sourced outside Australia $10,000 

Assume that A is a resident of Australia for only 4 months of the year, B is a resident throughout the year.  

 

 



 Assessable Not assessable Total 

s.92(1)(a): 
residence 

A B A B  

A: 60% x 40,000 
x 4/12 

8,000    8,000 

B: 40% x 40,000 
x 12/12 

 16,000   16,000 

s.92(1)(b) 
source: 

     

A: 60% x 40,000 
x 8/12 x 3/4 

12,000 Attributable to a period when partner wasn’t a resident (8/12 months) 
and also attributable to sources in Australia (30,000/40,000 = ¾) 

12,000 

Not taxed in 
Australia 

     

A: 60% x 40,000 
x 8/12 x 1/4 

  4,000  4,000 

 20,000 16,000 4,000 - 40,000 

 

Internal transactions – salaries and loans 

Partnership is not a separate legal entity therefore a partnership cannot legally employ a partner, since that partner would in effect be employing 
themselves.  

Salaries paid to partners 

§ Treated as part of the overall allocation of profits and losses.  

§ The salary is not separately taxed to the partner, nor is it an allowable deduction in calculating the net income of the partnership. Scott v FCT 

§ Exception: where a partner is entitled to a “salary” under the terms of the partnership agreement (TR IT 2218) – has since been withdrawn.  

Example:  

Bill and Jill operate a service station in partnership. The partnership agreement provides that they would share the profits and losses of 
the partnership equally and that Jill would be entitled to draw $20,000 a year for managing the business. The years net (accounting) loss 
after paying Jill’s salary was $10,000. 

Partnership net loss (after deducting $20k salary)        (10,000) 

Add back: Jill’s salary                                                     20,000 

NET INCOME                                                                10,000 

Jill 

Salary                                                                              10,000 

Interest in partnership net income (50% x [10k-10k])        0 

DISTRIBUTION                                                             10,000 

Bill 

Interest in partnership net income (same as above)           0 

DISTRIBUTION                                                                0 

TOTAL DISTRIBUTION                                             10,000 

The $20k was taken by Jill as drawings in advance of profits. The drawings don’t affect her liability to tax. The $10k drawn in excess of 
available profits will be met from the profits in future years and be assessable to Jill in that future year when sufficient profits are available. 



If the partnership is wound up before that time, the $10k excess would be repayable to her and thus not assessable by her under s.92(1) 
or 6-5.  

Loans 

FCT v Beville 

Each partner’s share of profits was credited to the current account with the partnership. Under the partnership agreement, a positive balance in the 
partner’s current account was credited with interest, while an overdrawn account was debited with interest. The taxpayer partner’s current account 
was overdrawn and therefore it was debited with interest. The Commissioner treated the interest as a separate transactions and added it to the net 
income of the partnership. Further, as the partner had used the overdrawn funds for private purposes the Commissioner denied the partner a 
deduction for the interest paid to the partnership. 

Commissioner’s approach was rejected by the High Court. The interest payable by the partner on his current account was simply part of the 
allocation of partnership profits. The debiting of the taxpayer’s current account with interest had the effect of reducing his individual interest in net 
income. Similarly, the crediting of interest to a partner’s current account would have the effect of increasing that partner’s individual interest in net 
income.  

§ Interest paid on money lent to a partnership by a partner is deductible to the partnership provided the loaned amount is used by the 
partnership in producing is assessable income 

§ Interest received by or credited to the partner is assessed as income derived by the partner 

§ Interest paid to partners on capital contributed to the partnership is neither assessable to the partner nor deductible to the partnership in 
calculating its net income.  

Variation or dissolution of partnership 

A partnership may be dissolved: 

§ By agreement of the partners 

§ By the death or bankruptcy of a partner, unless the partners otherwise agree or 

§ By a court on application by a partner 

A partnership is varied (or reconstituted) where: 

§ A partner dies and the partners have agreed that the partnership will continue in existence 

§ A partner retired  

§ A new partner is admitted 

Tax consequences 

Where a partnership is dissolved it’s necessary to calculate the partnership’s net income, loss, exempt income or non assessable non exempt 
income up to the date of dissolution. This amount must then be allocated to the individual partners of the dissolved partnership.  

Change in composition of partnership 

§ Change in the composition of a partnership, a return should be prepared up to the date of the change (old partnership) and another 
return from the date of the change to the end of the income year (new partnership).  

§ For tax purposes, a change in the composition of a partnership is treated as the termination of the old partnership and the creation of a 
new partnership and this is the case even if the partnership agreement provides for the continuation of the partnership on a change in 
composition. 

Change in composition due to death of a partner 

Peterson v FCT 

Partnership carried on a pastoral business in circumstances where most of the expenses were incurred in the first half of the year and the income 
derived in the second half of the year. A partner died during the income year and the partnership continued to operate with the trustee of the 
deceased’s estate acting as partner. Commissioner insisted on the preparation of 2 partnership returns. 1st return revealed a substantial partnership 
loss as little or no income had been derived before the partner died. The deceased partner’s individual interest in the loss was unable to be utilised 
as he had derived no other income for the income year before his death. 2nd return revealed a substantial net income for the partnership, a share of 
which was allocated to the trustee of the deceased’s estate. Commissioner didn’t permit the trustee to offset the deceased’s share of the loss 
incurred prior to his death against the estate’s share of net income derived after the partner’s death. 

High Court rejected the Commissioner’s approach and held that: 

- No share of the partnership income or loss for the year was to be taken into the determination of the assessable income the deceased 
and 

Jocelyne Chen



