LOANS FROM PRIVATE COMPANIES TO SHAREHOLDERS
Do you distribute Trust income to a corporate beneficiary? – The rules have changed
The ATO has recently released a draft ruling (TR2009/D8) in relation to unpaid trust entitlements under Division 7A of the Income Tax Assessment Act 1936.  The Draft Ruling has the ability to affect thousands of small business owners across Australia. To make things more complicated, it coincided with proposed changes to Division 7A in last year's Federal Budget.
Draft Ruling
The Treasury and the ATO have long been trying to close the loophole on the taxing of unpaid present entitlements ("UPEs") owed to trust beneficiaries which are private companies.  UPEs are basically income in a trust that has not yet been cash flowed (distributed) to beneficiaries.
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A UPE will arise when a beneficiary (being a company or an individual) is in a position to demand immediate payment of a distribution of income that it is entitled to receive.  

A distribution to a company will be taxed initially at the company rate of 30%.  However if the payment is then cash flowed from the company by dividend to shareholders, the shareholders are often subject to 'top up tax' (which is the difference between their own marginal tax rate and 30%).
Division 7A currently treats the following situations as 'deemed dividends' :
1.
amounts that a company pays to a shareholder or associate;
2.
amounts lent to a shareholder or associate; and

3.
a debt owing by a shareholder or associate that is forgiven by a company.
Specifically, the draft ruling considers where a UPE exists and is not paid to the corporate beneficiary, it is treated as a loan from the company to the trust.  From the company's perspective, this results in a dividend being paid to the trust, with the likely result being top up tax.  If you have significant 2009/10 profits in your trust you should seek expert legal advice regarding year end distributions to limit you tax liability to 30%.

New Measures

Additionally, the proposed changes to the legislation also seek to:

1.
extend Division 7A to treat as payments a right to use property (such as a holiday home or a boat); and
2.
bring such benefits in line with the Fringe Benefits Tax treatment of employees, so as to not distinguish between employees and shareholders.
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If you own personal use assets in a company, the value of the right to use the assets will be caught by Division 7A and you will need to pay that amount to the company.  Division 7A enables you to enter into a loan agreement to defer that need for payment, provided the loan is repaid in seven years.  To avoid this process,  you have to move the assets out of the company.



Conclusion

The changes to Division 7A (both legislative and the draft ATO ruling) are important and must be carefully considered as they can dramatically increase your tax liability if not dealt with correctly.  In many cases there are measures available to ensure that you do not end up with an unwanted and unexpected tax liability.  Timing is critical.  Please seek expert advice immediately: do not leave it too late.
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Note - This material has been prepared for demonstration purposes only and is a sample/summary only. It does not represent legal advice upon which any person may act.  Implementation and suitability requires a detailed analysis of a client’s specific circumstances. If anyone seeks advice in relation to circumstances similar to those demonstrated, that advice should be sought on the specific facts then applying.
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If your current structure looks like this, distributing to a company is no longer an option – unless you want to pay 'top up tax'
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These situations will require you to pay market value for the right to access the assets owned by the operating entity. You will be paying to use your boat or holiday house!
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