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Solving Inherited Problems — Division 7A

+ To identify payments, loans, amalgamated loans and forgiven debts that
may be treated as deemed dividends under Division 7A ITAA3G.

+ To identify the role that the concept of “distributable surplus” has in
determining whether a deemed dividend exists.

* To clarify how unpaid present entitlements (UPEs) (amounts owing by
trusts to companies) may be classified and managed in the context of
Division 7A.

» Managing existing and inherited Division 7A problems.

« |dentify strategies by which existing Division 7A loans can be reduced or
eliminated in a tax effective manner.

Solving Inherited Problems - Division 7A

Division 7A treats 3 kinds of amounts as dividends paid by a private company:
* Amounts paid by the company to a shareholder or shareholder's associate
Section 109C ITAA 36... See also Section 109CA ITAA 36.

+ Amounts lent by the company to a shareholder or shareholder's associate
Section 109D ITAA 36. and Section 109E ITAA 36

+ Amounts of debts owed by a shareholder or shareholder's associate to the
company that the company forgives Section 109F ITAA 36

« Division 7A applies to non-residents Section 109BC ITAA 36

» An associate is defined in section 318 ITAA 36.

» Deemed dividends are generally un-frankable whereas deemed dividends arising
from a family law obligation may be franked, s 109RC ITAA36.



http://www.austlii.edu.au/au/legis/cth/consol_act/itaa1936240/s109c.html
http://www.austlii.edu.au/au/legis/cth/consol_act/itaa1936240/s109ca.html
http://www.austlii.edu.au/au/legis/cth/consol_act/itaa1936240/s109d.html
http://www.austlii.edu.au/au/legis/cth/consol_act/itaa1936240/s109e.html
http://www.austlii.edu.au/au/legis/cth/consol_act/itaa1936240/s109f.html
http://www.austlii.edu.au/au/legis/cth/consol_act/itaa1936240/s109bc.html
http://www.austlii.edu.au/au/legis/cth/consol_act/itaa1936240/s318.html
http://www.austlii.edu.au/cgi-bin/sinodisp/au/legis/cth/consol_act/itaa1936240/s109rc.html?stem=0&synonyms=0&query=109RC
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Solving Inherited Problems - Division 7A

» Aprivate company is taken to pay a dividend to an entity at the end of the private
company's year of income if the private company pays an amount to the entity
during the year and either:

(@) the paymentis made when the entity is a shareholder in the private
company or an associate of such a shareholder; or

(b) a reasonable person would conclude (having regard to all the
circumstances) that the payment is made because the entity has been such
a shareholder or associate at some time, s 109C ITAA36.

+ Payment to an entity includes the provision of an asset for use by the entity which

can include the provision of property under a lease or licence, s 109CA ITAA36 —
exceptions exist.

+ Value of Payment - the amount that would have been paid for the provision of the
asset by the parties dealing at arm's length less any consideration given for the
provision of the asset by the entity, s 109CA(10) ITAA36.

Solving Inherited Problems - Division 7A

» Aprivate company is taken to pay a dividend to an entity at the end of one of the
private company's years of income (the current year ) if:
(a) the private company makes a loan to the entity during the current year; and
(b) the loan is not fully repaid before the lodgment day for the current year; and
(c) Subdivision D does not prevent the private company from being taken to pay
a dividend because of the loan at the end of the current year; and
(d) either:
(i) the entity is a shareholder in the private company, or an associate of
such a shareholder, when the loan is made; or
(i) a reasonable person would conclude (having regard to all the
circumstances) that the loan is made because the entity has been such a
shareholder or associate at some time, s 109D ITAA36.

The amount of the dividend is the amount of the loan that has not been repaid before
the lodgment day for the current year, subject to s 109Y ITAA36.

Aloan includes an advance of money, a provision of credit or any other form of
financial accommodation or a transaction (whatever its terms or form) which in
substance effects a loan of money, s 109D(3) ITAA36.



http://www.austlii.edu.au/au/legis/cth/consol_act/itaa1936240/s109c.html
http://www.austlii.edu.au/cgi-bin/sinodisp/au/legis/cth/consol_act/itaa1936240/s109ca.html?stem=0&synonyms=0&query=109ca
http://www.austlii.edu.au/cgi-bin/sinodisp/au/legis/cth/consol_act/itaa1936240/s109ca.html?stem=0&synonyms=0&query=109ca
http://www.austlii.edu.au/cgi-bin/sinodisp/au/legis/cth/consol_act/itaa1936240/s109h.html?stem=0&synonyms=0&query=109h
http://www.austlii.edu.au/cgi-bin/sinodisp/au/legis/cth/consol_act/itaa1936240/s109d.html?stem=0&synonyms=0&query=109d
http://www.austlii.edu.au/cgi-bin/sinodisp/au/legis/cth/consol_act/itaa1936240/s109y.html?stem=0&synonyms=0&query=109y
http://www.austlii.edu.au/cgi-bin/sinodisp/au/legis/cth/consol_act/itaa1936240/s109d.html?stem=0&synonyms=0&query=109d
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Solving Inherited Problems - Division 7A

Taxation Determination TD 98/22 demonstrates how the benchmark interest rate
is used in calculating the minimum yearly repayment.

To calculate the minimum repayments you can access an ATO Online Calculator

The Commissioner has the discretion under s 109Q ITAA36 to disregard a
Division 7A dividend if the minimum yearly repayment was not made because of
circumstances beyond the entity's control and the entity would suffer undue
hardship if the loan was taken to be a deemed dividend.

The Commissioner has the discretion to disregard a deemed dividend that arises
because of an honest mistake or an inadvertent omission, s 109RB ITAA36 and to
extend the period for repayments of an amalgamated loan, s 109RD ITAA36.

Some repayments of loans are disregarded, s 109R ITAA3G.

Solving Inherited Problems - Division 7A

Payments of genuine debts (arm’s length basis) (Section 109J);

Payments and loans to other companies other than in the capacity as trustee
(Section 109K), See Di Lorenzo Ceramics Pty Ltd v FCT (2007) 67 ATR 42;

Payments and loans that are otherwise assessable or that are specifically
excluded from assessable income (Section 109L);

Loans made in the ordinary course of business on ordinary commercial terms
(Section 109M) see also Taxation Determination TD 2008/1;

Loans that meet criteria for minimum interest rate (benchmark interest rate) and
maximum term (Section 109N) — for a complying loan agreement see Taxation
Determination TD 2008/8;

Certain loans and distributions by liquidators (Section 109NA); and

Loans that are for the purpose of funding the purchase of certain ESS interests
under an employee share scheme (Section 109NB).


http://law.ato.gov.au/atolaw/view.htm?docid=TXD/TD9822/NAT/ATO/00001
https://www.ato.gov.au/Calculators-and-tools/Division-7A-calculator-and-decision-tool/
http://www.austlii.edu.au/cgi-bin/sinodisp/au/legis/cth/consol_act/itaa1936240/s109q.html?stem=0&synonyms=0&query=109q
http://www.austlii.edu.au/cgi-bin/sinodisp/au/legis/cth/consol_act/itaa1936240/s109rb.html?stem=0&synonyms=0&query=109rb
http://www.austlii.edu.au/cgi-bin/sinodisp/au/legis/cth/consol_act/itaa1936240/s109rd.html?stem=0&synonyms=0&query=109RD
http://www.austlii.edu.au/cgi-bin/sinodisp/au/legis/cth/consol_act/itaa1936240/s109r.html?stem=0&synonyms=0&query=109r
http://www.austlii.edu.au/au/legis/cth/consol_act/itaa1936240/s109j.html
http://www.austlii.edu.au/au/legis/cth/consol_act/itaa1936240/s109k.html
http://www.austlii.edu.au/au/legis/cth/consol_act/itaa1936240/s109l.html
http://www.austlii.edu.au/au/legis/cth/consol_act/itaa1936240/s109m.html
http://law.ato.gov.au/atolaw/view.htm?docid=TXD/TD20081/NAT/ATO/00001
http://www.ato.gov.au/businesses/content.aspx?doc=/content/54660.htm
http://www.austlii.edu.au/au/legis/cth/consol_act/itaa1936240/s109n.html
http://law.ato.gov.au/atolaw/view.htm?docid=TXD/TD20088/NAT/ATO/00001
http://www.austlii.edu.au/au/legis/cth/consol_act/itaa1936240/s109na.html
http://www.austlii.edu.au/au/legis/cth/consol_act/itaa1936240/s109nb.html

16/11/2016

Solving Inherited Problems - Division 7A

» Under s 109F ITAA36 a private company is taken to pay a dividend to an entity (at
the end of the company's income year) if all or part of a debt owed to the company
by the entity is forgiven during the year, TD 2008/14.

» Adebtis also taken to be forgiven if the private company will not insist on the
entity paying the debt or rely on the entity's obligation to pay the debt, s 109F(6)
ITAA3G .

» Adeemed dividend may arise if a shareholder dies and the debt is forgiven during
administration of the deceased’s estate, ATO ID 2012/77.

» The amount of the dividend equals the amount of debt forgiven, subject to s 109Y
ITAA36.

» Whether a debt is "forgiven" is determined in accordance with the commercial
debt forgiveness provisions in Division 245 ITAA97.

Solving Inherited Problems - Division 7A

+ Section 109Y ITAA 36 provides that there is a proportional reduction of deemed
dividends so they do not exceed the distributable surplus.

» Aprivate company's distributable surplus for its year of income is the amount
worked out using the formula:
Net Assets + Division 7A amounts
Less:
Il\lon-commercial Loans + Paid up share value + Repayments of non-commercial
oans

« “Division 7A amounts” is the total of any section 109C or 109F dividends in the year
of income.

» "net assets" means the amount (if any), at the end of the company's year of income,
by which the company's assets (according to the company's accounting records TD
2009/5) exceed the sum of:

+ the present legal obligations of the company (see TD 2012/10) and provisions
for depreciation, provisions for annual leave and long service leave, provisions
for amortisation of intellectual property and trademarks and other provisions
prescribed under the regulations.



http://www.austlii.edu.au/cgi-bin/sinodisp/au/legis/cth/consol_act/itaa1936240/s109f.html?stem=0&synonyms=0&query=109f
http://law.ato.gov.au/atolaw/view.htm?DocID=TXD/TD200814/NAT/ATO/00001&PiT=99991231235958
http://www.austlii.edu.au/cgi-bin/sinodisp/au/legis/cth/consol_act/itaa1936240/s109f.html?stem=0&synonyms=0&query=109f
http://law.ato.gov.au/atolaw/view.htm?DocID=AID/AID201277/00001&PiT=99991231235958
http://www.austlii.edu.au/cgi-bin/sinodisp/au/legis/cth/consol_act/itaa1936240/s109y.html?stem=0&synonyms=0&query=109y
http://www.austlii.edu.au/cgi-bin/sinodisp/au/legis/cth/consol_act/itaa1997240/s245.35.html?stem=0&synonyms=0&query=245-35
http://www.austlii.edu.au/au/legis/cth/consol_act/itaa1936240/s109y.html
http://law.ato.gov.au/atolaw/view.htm?docid=TXD/TD20095/NAT/ATO/00001
http://law.ato.gov.au/atolaw/view.htm?docid="TXD/TD201210/NAT/ATO/00001"

16/11/2016

Solving Inherited Problems - Division 7A

» The Commissioner has indicated he will apply Division 7A where there is an unpaid
present entitlement (UPE) from a trust to an associated private company, TR 2010/3.

» The rationale is that if a present entitlement is unpaid, it is at least a form of financial
accommodation and therefore a loan as defined.

* Ifthe trust is a shareholder or, as may be more common, an associate of a
shareholder in the private company, then there is a direct application of s 109D
ITAA36.

 The mischief that the Commissioner's approach on this issue is directed to is that by
creating a present entitlement — without a payment of funds — the trustee is avoiding
tax on what would otherwise be accumulated income and taxed under s 99A
ITAA3G.

» PSLA 2010/4 describes “section three loans” which are essentially financial
accommodation provided by the company to the trust.

« Atrust can convert the financial accommodation to a “sub-trust”.

Trusts and UPEs - PSLA 2010/4 - Flow Chart

| Consider whether there is an ordinars loan
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impliedy (paragraphs 18 to 23 res S Section bewo loan has been
rmadce and Oiwision 758 applies
Ml (paragraph=s 28 to 239) unle=s=s
es the Commissioner's
Ha=s the trustee credited an amount to a loan discretion is exercised under
account as a result of exercising a poveer =109RREB [(paragraphs 2323 to
under the trust cdeed to apply funcls on behalf of

the private companwy™ (paragraphs 2= tao 27

o

Zonsider vwhether there is the prowision of financial accommodation or an in-substance
loan (paragraphs 42 tao 473

| wwas the LIPE in ex<istence bhefore 16 Decermber 20097 |

o

b
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funds representing the LIPE flowveed
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e
There i=s no loan for Division 75 purposes



http://law.ato.gov.au/atolaw/view.htm?locid='TXR/TR20103/NAT/ATO'&PiT=99991231235958
http://www.austlii.edu.au/cgi-bin/sinodisp/au/legis/cth/consol_act/itaa1936240/s109d.html?stem=0&synonyms=0&query=109d
http://www.austlii.edu.au/cgi-bin/sinodisp/au/legis/cth/consol_act/itaa1936240/s99a.html?stem=0&synonyms=0&query=99a
http://law.ato.gov.au/atolaw/view.htm?Docid=PSR/PS20104/NAT/ATO/00001
http://law.ato.gov.au/atolaw/view.htm?Docid=PSR/PS20104/NAT/ATO/00001

PSLA 2010/4- Section Three Loan Summary

Option 1L —
iNnterest only 7-
vear loan

Option 2 —
iNnterest only 10-
vear loan

Option 3 —
iNnvest in a
specific income
producing asset
or iNnvestment

AMmMmount of the
annmnual returnm

Main trust to pay
iNnterest calculated
at the Benchmark
iNnterest rate to the
sSub trust.

Main trust to pay
iNnterest calculated
at the Prescribed
iNnterest rate to the
sSub trust.

Sub trust is entitled
to receive the
share of net returnmn
(e.g. interest
iNncome or rental
income) derived as
a result of the
specific asset or
iNnvestment to the
sub trust.

Sub trust to pay annual return to the private company
beneficiary by the lodgment day of the income tax return
for the main trust except for the final payment of thhe annmnual

returm which must be paid to the private

iNnvestment or loan is due to be repaid.

company when the

Nature of the
annmnual return

INnterest.

INnterest.

Depends on the
specific asset or
iNnvestment.

Repayment of the
funds
representing the
UPE (the
principal)

The principal must
be repaid at the
end of the 7-year
loan.

T he principal must
be repaid at the
end of the 1O0O-yvear
loan.

The principal must
be repaid by the
lIodgment day of
the tax return of
the private
company
beneficiary for the
yvear in which the
iNnvestment ends.

Deductibility of
the annual returnm

Yes, the amount is
deductible to the
main trust provided
that the trustee of
the main trust
satisfies section 8
1 of the
1997 .

1'mAA

Yes, the amount is
deductible to the
main trust provided
that the trustee of
the main trust
satisfies section 8
1 of the
1997 .

1'mAA

No.

Assessability of
the annual return

Yes, the amount is
assessable to the
private company
beneficiary .

Yes, the amount is
assessable to the
private company
beneficiary.

Depends on the
specific asset or
iNnvestment.

Sub-trust tax
return

Not required.

Not required.

Required.
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Solving Inherited Problems - Division 7A

Prior to 2009 it was considered to be best practice to operate a business through a
discretionary trust and make distributions to a corporate beneficiary so that the tax rate
would be capped at 30%.

With the advent of TR 2010/3 and PS LA 2010/4 clients that continue to distribute to

corporate beneficiaries must either:
* Cash flow distributions to corporate beneficiaries;
* Enterinto a sub-trust arrangement as set out in PS LA 2010/4; or
* Let the UPE convert into a section three loan (subject to Division 7A).

Given that many businesses are unable to cash flow the distribution to the corporate
beneficiary then the only options are to enter into a sub-trust (7 or 10 year interest only
loan) or convert the UPE to a Division 7A loan.

Where a trust continues to make distributions to a corporate beneficiary the potential
future liability continues to accumulate. .. when/how will it end?


http://law.ato.gov.au/atolaw/view.htm?Docid=PSR/PS20104/NAT/ATO/00001
https://www.ato.gov.au/law/view/document?Docid=TXR/TR20103/NAT/ATO/00001
http://law.ato.gov.au/atolaw/view.htm?Docid=PSR/PS20104/NAT/ATO/00001
http://law.ato.gov.au/atolaw/view.htm?Docid=PSR/PS20104/NAT/ATO/00001
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Solving Inherited Problems - Division 7A

The payment of a dividend by the company to the shareholder to enable the shareholder
to make annual payments can give rise to top-up tax.

Paying franked dividends will reduce the franking credits available for future
distributions.

Debt reduction can generally only occur out of after taxed funds... in other words a
Division 7A loan could be considered to be just a temporary strategy which will have to
be unwound eventually.

Sub-trust loans which do not require principal payment defer the principle repayment
problem for up to 7 to 10 years but we are now just 7 years since those sub-trusts
commenced.

Given that in many cases repayment of the loan will require top-up tax to be paid
consideration should be given to just paying a franked dividend to the shareholder in the
first instance rather than making a loan to the shareholder... a lot less administration!

Solving Inherited Problems - Division 7A

One option - Where sufficient unencumbered depreciating assets are present the trust
could consider transferring/selling those items to the corporate beneficiary to partly or
fully offset the sub-trust or Division 7A loan liabilities owing by the trust to the corporate
beneficiary.

The depreciating assets could then be rented back to the trust by the company at
commercial rates. Actual rent would need to be paid or otherwise the non-payment of the
rent may give rise to separate Division 7A concerns.

Another alternative is the transfer of trading stock owned by the trust to the company
and enable the corporate beneficiary to be the wholesaler to the trust.

Another alternative would be for the trust to transfer the business or active assets of the
business to the corporate beneficiary... note the small business roll-over restructuring
from 1 July 2016... Subdivision 328-G ITAA97.



http://www.austlii.edu.au/cgi-bin/sinodisp/au/legis/cth/consol_act/itaa1997240/s328.420.html?stem=0&synonyms=0&query=328-420
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Solving Inherited Problems - Division 7A

The Board of Taxation has proposed the following four guiding principles be used in
amending Division 7A:
1. Ensuring that the private use of company profits attracts tax at the user’s progressive
personal income tax rate;
2. Removing impediments to the reinvestment of business income as working capital;
3. Maximising simplicity by reducing the compliance burden on business and the
administrative burden on the ATO and other stakeholders; and
4. The accumulation of passive investments funded by profits taxed at the company tax
rate should not receive an advantage over the reinvestment of business profits in active
businesses.
Access can be made to the Board of Taxation’s review.

The Board developed a reform proposal it called the “Amortisation Model” where the
maximum loan period would be 10 years.

Solving Inherited Problems - Division 7A

Amortisation Model (Preferred) Interest Only Model (Alternative)

No formal written agreement, but some written/electronic
evidence that loan entered by lodgment date

Interest rate fixed at commencement of loan Variable interest rate set annually

Statutory interest rate is RBA indicator lending rate
for small business: variable; other: overdraft

Loans repayable over 10 years No prescribed term for loan

No required annual repayments, No required principal repayments, and
but thresholds for % that must be repaid reborrowings of principal permitted

by end of years 3, 5, 8 and 10 (allows single pooled loan account)

Business income election to reinvest unpaid
present entitlements without triggering div 7A if
the trustee agrees to forgo the CGT discount
concession on assets other than goodwill

No equivalent



http://taxboard.gov.au/consultation/post-implementation-review-of-division-7a-of-part-iii-of-the-income-tax-assessment-act-1936/
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Solving Inherited Problems - Division 7A

Division 7A — Proposed Changes

The prescribed maximum loan balances (including any accumulated interest) would be:
» 75% of the original loan by the end of year three

+ 55% of the original loan by the end of year five

» 25% of the original loan by the end of year eight, and

* 0% of the original loan (that is, fully repaid) by the end of year 10.

* Interest would be able to be accrued annually but would have to be paid by the end of
years three, five, eight and 10.

* |f the fourth policy principle is omitted the Board has recommended an “interest only
model’... interest only payments required during the period of the loan.

» Proposed to apply from 1 July 2018.

+ Self-correction of breaches — replacing the general relieving provision in s 109RB ITAA
36 with a self correction of unintentional breaches.

10


http://www.austlii.edu.au/au/legis/cth/consol_act/itaa1936240/s109rb.html

