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Private company loans and Div 7A

Any funds withdrawn from a private company by a shareholder of the company (or an associate of
the shareholder) have the potential to be treated as a Div 7A loan. In essence, if the funds are not
going to be repaid by the earlier of the actual lodgment date or the due date for lodgment of the
company's return for an income year, a loan agreement should be in place. Without this
agreement, the withdrawals may be treated as an unfranked dividend by the Tax Office. Minimum
repayments will need to be made on any prior year Div 7A loans.

To minimise any adverse Div 7A consequences, taxpayers might consider a number of actions,
including:

e repaying current-year private company loans by the earlier of the actual lodgment date or
the due date for lodgment of the company's return for that year;

e ensuring a loan agreement is in place by the earlier of the actual lodgment date or the due
date for lodgment of the company's return for that year;

e ensuring minimum repayments are made under loan agreements relating to prior years;

e adeemed dividend can only arise to the extent of a company's distributable surplus, so this
issue needs to be considered along with planning opportunities; and

e payments under a guarantee can trigger a deemed dividend and must be considered
carefully.

Also, the Tax Office has issued Ruling TR 2010/3 (previously released as Draft Ruling TR
2009/D8) which sets out the circumstances in which an unpaid present entitlement ('UPE') of a
private company to income of a trust estate may be treated as a loan for Div 7A purposes. Where
it is proposed that a trustee will distribute income to a private company in respect of the year
ending 30 June 2010, care should be taken that the resulting UPE will not be treated as a loan
made by the company for Div 7A purposes. Where the distribution does give rise to a loan, the
distribution should be paid in cash, or a loan agreement entered into, by the earlier of the actual
lodgment date or the due date for lodgment of the company's return for that year.

Pending amendments: retrospective application from 1 July 2009

On 17 March 2010, the Government introduced Tax Laws Amendment (2010 Measures No 2) Bill
2010 into the House of Reps. The Bill seeks to amend the non-commercial loan rules in Div 7A to
prevent a shareholder of a private company (or an associate of the shareholder) accessing tax-
free dividends from the provision of company assets, for less than their market value. The Bill also
seeks to strengthen the rules to ensure that they operate in accordance with their original policy
intent and cannot be circumvented by the use of a corporate limited partnership or an interposed
entity. Furthermore, the Bill proposes to clarify that Div 7A will apply to arrangements that involve
a non-resident private company making a payment, loan or forgiveness of debt to an Australian
resident shareholder (or their associate).




Under the proposed changes, if a private company provides an asset to a shareholder or an
associate of the shareholder for use (other than a transfer of property that is covered by
s109C(3)(c) of the ITAA 1936), a payment for the purposes of Div 7A will arise, subject to 3
exceptions. The exceptions are: (i) the minor use of the company's assets; (ii) the payment would
otherwise be allowable as a once-only deduction to the user of the asset; and (iii) the use of
certain residences in connection with the carrying on of a business.

The Bill also proposes that if a corporate beneficiary is owed a UPE by a trust estate and the
whole of that amount has not been paid, and an entity is interposed between the trust and a target
entity (ie a shareholder of the company their associate), the trust will be treated as having directly
paid or loaned an amount to the target entity for the purposes of Div 7A, subject to meeting certain
conditions.

Other key proposed amendments contained in the Bill include:

distributing of an unrealised gain and loan-back agreements;

offsetting of later dividends against loans made by trustees;

repaying a loan to a private company by withholding amounts from an employee's salary or
bonus;

repaying a loan to a private company using a re-borrowing; and

including Div 7A amounts in distributable surplus calculation.

The Bill proposes that the amendments will apply retrospectively, that is, from 1 July 2009.
However, it should be noted that the Senate Economics Legislation Committee had recommended
that the commencement date be deferred for 12 months (ie from 1 July 2010. At the time of
writing, the Bill was still before the Senate.




Non-commercial losses

An individual taxpayer should consider whether a loss from his or her business activity (whether
carried on alone or in partnership) will be deferred under the non-commercial loss rules, which are
contained in Div 35 of the ITAA 1997. This is because the individual's overall tax position will be
impacted when the loss is deferred.

In essence, an individual may only offset a loss arising from a business activity against other
income derived in the same income year if the business activity satisfies at least one of the 4
commerciality tests - the assessable income, profits, real property, and other assets tests. If the
individual does not satisfy at least one of the tests, the loss is carried forward and applied in a
future income year against assessable income from the particular activity.

The Commissioner has the discretion to override the provisions of Div 35. Further, an exemption is
available for individuals who carry on a primary production or professional arts business and whose
assessable income for the year from other sources (eg salary and wages) does not exceed
$40,000. (Note: The $40,000 threshold excludes net capital gains derived by a taxpayer.)

High-income earners

From 1 July 2009, losses incurred by individuals with an "adjusted taxable income" of $250,000 or
more from non-commercial business activities will be quarantined even if they satisfy the 4
commerciality tests. The effect of this is that they will not be able to offset excess deductions from
non-commercial business activities against their salary, wage or other income.

The "adjusted taxable income" is the sum of an individual's:

m taxable income;

m fringe benefits;

m reportable superannuation contributions; and
m total net investment losses.

Any excess deductions from a non-commercial business activity that are subject to Div 35 are to be
disregarded in working out the adjusted taxable income of the individual.

While an individual with an adjusted taxable income of $250,000 or more is precluded from
accessing the 4 commerciality tests, they will be able to apply to the Commissioner to exercise his
discretion to not apply the non-commercial loss rules if they can satisfy the Commissioner, based
on an objective expectation, that the business activity will produce assessable income greater than
available deductions within a commercially viable period for the industry concerned.

Two provisions in the Income Tax (Transitional Provisions) Act 1997 ensure that:

e the non-commercial loss rules will not apply to a business activity that has greater available
deductions than assessable income in a given income year only because of the Div 41
Business Tax Break (the Small Business and General Tax Break; and

e any discretion that has been applied by the Commissioner before the commencement of
these amendments, including about any managed investment scheme, will continue in
effect.




Prepayment Expenses

One of the simplest methods to accelerate deductions is the prepayment of deductible expenses.
Generally, prepayments of deductible expenses less than $1,000 each can be claimed as tax
deductions in the year the prepayment is made. However, be aware that the Tax Office will look
closely where 2 or more such prepayments are made and may apply anti-avoidance rules. As a
general rule, where the prepaid expenditure is in respect of a period of more than 12 months, the
deduction will need to be apportioned (eg a prepayment of interest on a loan will be deductible over
the period to which the interest relates).

While a prepayment of 12 months interest (at a personal level) on loans used to purchase passive
investments (property, shares or units in unit trusts) may reduce taxable income, care is needed
however, as not all pre-paid interest is deductible. Generally, there will not be an immediate
deduction for a prepaid expense unless the expense is less than $1,000 (this is the GST-exclusive
amount if the taxpayer is entitled to an input tax credit in respect of the expenditure), or is required to
be made as a result of a Commonwealth, State or Territory law (ie this is intended to cover statutory
fees and charges) or by a court order.

Consideration should be given to any Tax Office pronouncements concerning prepayments. For
example, Taxpayer Alert TA 2009/21 which considers arrangements in which companies are
structuring contracts with a registered research agency to take advantage of the prepayment
concession under the research and development rules and subsequently claiming the R&D tax
offset, even though they may not be eligible for the tax offset:




CGT: Beware of Tax Office's views
on "wash sales"

Despite general improvements across world stock markets since the onset of the "global financial
crisis" some 2 years ago, no doubt there are still many taxpayers carrying unrealised capital losses
on shares (and other CGT assets) who may be considering realising these losses in some way
before 30 June.

However, the practice of crystallising these losses will be more difficult (and should be considered
with some caution) in view of Commissioner's views on the matter in Taxation Ruling TR 2008/1 -
particularly if the taxpayer reacquires the assets or identical ones, or somehow retains dominion or
control over the transferred assets.

Prior to the release of this Ruling, the Commissioner took the view in Taxation Ruling IT 2643 (Sale
of shares in companies in liquidation, receivership - wash sales) that Pt IVA would not apply to
market value transfers where absolute control and ownership of the shares was effectively
transferred, provided there was no existing arrangement to reacquire the asset. However, TR
2008/1 (which applies from both before and after its date of issue) goes much, much further and has
wider implications.

Broadly, it provides that Pt IVA will apply to any disposition of assets by a taxpayer to either a
related or unrelated party in circumstances where there has been no substantive change in the
commercial position of the taxpayer (and/or related entities), and where it is established (on an
objective basis) that the generation of the loss was a dominant motive for the transfer. For instance,
the Ruling cites the example of where an asset is transferred from one family discretionary trust to
another and both trusts are controlled by the same person and have similar terms and class of
beneficiaries.

In particular, the Ruling states that it is concerned with arrangements under which a taxpayer
disposes of, or otherwise deals with, a CGT asset where, in substance, there is no significant
change in the taxpayer's economic exposure to, or interest in, the asset, or where that exposure or
interest may be reinstated by the taxpayer. Furthermore, the transaction must be done for the
purpose of applying the resulting capital loss (or allowable deduction) against a capital gain (or
assessable income) already derived or expected to be derived.

Accordingly, the Ruling could apply where there is a sale of shares and the immediate acquisition of
identical shares. A key element in such cases, according to the Ruling, is the "timing" at which the
acquisition occurs. The sale or transfer of an asset by a taxpayer followed by the acquisition of an
identical asset by an associate would also fall within the Ruling. Likewise, the transfer of worthless
assets to an associate would also be questionable.

So, for those persons contemplating entering into such year-end transactions, or who may have
already done so, the Ruling is a must read.




10 things you must do betfore the
end of the financial year

1. Got bad debts?

Very few businesses survived the GFC without having a few bad debts. You know those customers
who moved through the cycle from being friendly and upbeat “yes, we’ll pay that by the end of the
week” to being downright cranky “we’d said we’d pay you!” to just being unavailable “...he’s not here
right now.” You know it’'s been tough to collect your payments when your Office Manager gives you a
high five when a payment comes in. When did getting paid move from a normal part of business to
an achievement? If you have tried everything to recover the debt and you are sure there is no hope of
being paid, you can write-off the debt this financial year and claim it as a deduction.

2. Taking stock of your stock

Here’s some good news for small business. You might not need to do a stocktake (...and the angels
sing, hallelujah). If your business has a turnover under $2 million, you might be able to use the
simplified trading stock rules if the difference between your opening stock balance and your closing
stock balance is less than $5,000.

For everyone else, you still need to do a stocktake but you can use the stocktake to take care of any
obsolete or damaged stock that is unnecessarily sitting around. Once identified, you can choose to
value the stock at the lower of cost, replacement, or market sale price. This means that stock that is
completely obsolete or damaged can effectively be written off for tax purposes if it has no value in the
market and claimed as a deduction.

3. Have you made a profit on any assets or has the value tanked?

If the business has made a profit on the sale of any assets during the year it’s likely you're going to
be hit with capital gains tax. If you have not entered into a contract of sale yet, think about deferring
the sale contract until after the end of the financial year to defer the capital gains tax.

On the flip side, if your business has any CGT assets that are worth less than what you paid for them,
think about selling them pre 30 June and crystallise the loss. You can use the loss to offset against
any capital gains you made throughout the year and reduce the tax you are likely to pay on those
gains. You need to make sure the sale contract is entered into before 30 June to claim the loss this
financial year.

4. Making the most of plant & equipment deductions
If you operate a small business with a turnover under $2 million, you might be able to claim an
immediate deduction for the cost of certain assets under $1,000.

For everyone else, take a look at your asset register. If you have redundant or damaged plant &
equipment that has no value and you are unlikely to use in the new financial year, you might be able
to claim the remaining tax written down value.

5. Investment Allowance — will the Tax Office reject your claim?

The Investment Allowance was advertising Viagra for almost every business-to-business product last
year. Depending on the size of your business, the Investment Allowance offered an additional
deduction of up to 50% on the purchase of deductible assets for use in your business. But, to be
able to claim the investment allowance there are conditions.




The first is the timing of the purchase (or when you entered into the contract). You had to have
purchased the asset or entered into the contract by 31 December 2009.

The second is when you actually started using the asset. If you want to claim the Investment
Allowance in your return this financial year, you need to either have actually used the asset by 30
June or have it installed and ready to use by this date. If you miss this date, you have until 31
December this year to be using the asset otherwise you will not be able to claim the Investment
Allowance.

The Tax Office is likely to be looking closely at Investment Allowance claims to make sure the correct
amount has been claimed and that the asset meets all the conditions. Make sure you have your
paperwork in order to back up your claim. There would be nothing worse than buying a big ticket
item with the expectation that the cost will be partly offset by the Investment Allowance only to find
you don’t qualify.

6. Paying bonuses to your team or directors’ fees?

If you intend to pay Directors’ fees or bonuses to your team, you can claim the deduction in this
financial year if you let the people affected know, before 30 June, that the fee or bonus will be paid.
Just make sure that you have proof that you advised them pre 30 June and you have a minute noting
that the fee or bonus will be paid. The payment does not have to be made this financial year to claim
the deduction. If the payment is not made until July, the person will not have to declare the income
until the next financial year.

7. Making the most of related entities

If you’re charging management fees between related entities, make sure the fees are raised pre 30
June (and minuted) to claim the deduction this year. You also need to make sure that the charges
are commercially reasonable as this is an area that the Tax Office is looking very closely at! We’re
sure you're brilliant but unless your last name is Trump charging $500,000 for your input into the
other business just might not be reasonable.

8. Bringing forward deductions for things you are going to buy anyway

You can bring forward deductions and increase your refund (or reduce your tax debt) simply by taking
a look at what you need to spend money on in the New Year and acting on it now. For example, you
might need repairs to be done, want to replenish your stock, or need to make trade gifts or corporate
donations. It's not always necessary to pay for the items this financial year, as long as you have the
invoices and purchase orders for this financial year to support the deduction.

For small businesses with a turnover under $2 million, if you prepay expenses this financial year, the
prepayment might be fully deductible this year as long as the prepayment is for something that is for
12 months or less and ends by 30 June 2011.

9. Taking cash out of the company

If you have paid any cash to Directors or shareholders or paid any expenses on their behalf then
these ‘debts’ need to be repaid to the company by the lodgement date for the company’s tax return or
an agreement needs to be in place to repay the debt. If existing agreements are in place make sure
that the minimum repayments due by the end of the financial year have been made. If the payments
are being made from distributions, the dividends need to be declared and documented before the
end of the financial year.







