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Unpaid Present Entitlements — Final Practice Statement

The Tax Office has released its final Practice Statement
(PS LA 2010/4), which details its response to the UPE
Ruling (TR 2010/3) from a practical perspective.

In the draft Practice Statement, the Tax Office outlined:

> the evidence which it thought indicated a UPE had
been converted to a loan

> the evidence which it thought indicated a UPE
continued to be a UPE

> the requirement for subsisting UPEs to be held on
sub trust as a means of avoiding the application of
Division 7A

> the options for the main trust paying a return to the
private company through the sub trust by way of
interest or a share of the trust’'s income.

Whilst touching on these issues in the final release, the
Tax Office has changed its view in a number of aspects.

Errors in accounts

The first concession applies where amounts have been
recorded, in error, in the accounts of the company and
the trust.

Where the trust and company treated these amounts as
loans in the accounts, the Tax Office argues this is
evidence of the UPE being converted into a loan.

However, the Tax Office is allowing small taxpayers
(less than $2M turnover), in limited circumstances, to
correct their accounts before 31 December 2011 where
the amounts have been incorrectly recorded as a loan
as a result of an honest mistake.

Non compliance with Division 7A

The second concession applies where an amount has
been converted into a loan, and the trust has previously
failed to treat the amount as a Division 7A loan.
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In limited circumstances, the Tax Office will allow the
trust and company to self correct their non compliance
where this was the result of an honest mistake. This is
similar to the Division 7A amnesty in 2009 where
taxpayers could self correct their non compliance.

To take advantage of this option, the loan must be
made Division 7A compliant and the trust must make
retrospective repayments equal to those which would
have been paid had the loan been compliant.

Where the trust and company do not satisfy the
conditions to self correct an honest mistake, they may
apply to the Tax Office to disregard the non compliance.

It is in this area the Tax Office has significantly changed
its approach from the draft. They suggest three options
for the return to the company to be calculated and paid:

> Option 1 - interest only 7-year loan

>  Option 2 - interest only 10-year loan

>  Option 3 - invest the funds in a specific income
producing asset or investment.

In addition, they suggest trusts may choose their own
method of calculating a return to the company. If trusts
pursue this option (and there are no guidelines on what
would be acceptable), they must ensure:

> the sub-trust invests the funds representing the
UPE in the main trust on commercial terms
pursuant to a power as trustee to do so, and

>  all the benefits from the investment flow back to the
sub-trust and the company beneficiary, and

>  all the benefits (for example, annual return on
investment) are actually paid to the company
beneficiary by the lodgment day of the tax return of
the main-trust for the year in which the return arises.
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Option 1 — 7-Year Loan:
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Option 2 — 10-Year Loan:

>  7-year interest only loan from the sub-trust to the » document agreement including, details of the 10-
main trust year interest only loan and amount of the UPE

> document agreement including, details of the 7-year > an obligation to repay the principal to the sub-trust
interest only loan, amount of the UPE and the start at the end of the 10-year loan period
and end dates of the 7-year loan > an obligation to pay the interest to the sub-trust

> obligation to repay the principal to the sub-trust no
later than the end of the 7-year loan period

> obligation to pay the interest to the sub-trust Days investment

Days investimant

hield in the year

Total number of days
in the y=ar

Funds invested by Prescribed interest
the sub-trust rate

Prescribed interest rate for a particular income year is the Ressrve Bank of
Australia's indicator lending rate for small business variable (other) overdraft

Funds invested by Benchmark interest held in the year for the month of May immediately before the start of that income year. These
the sub-trust rate Total number of days rates can be found at Takle F5 at the Reserve Bank of Australia website
in the y=ar (hitp-hwawe rba gov. au'statisticstables/indesx himli. The rate for the year

Benchmark interest rate is as defined by subs=ction 108M(2).

Funds invested by the sub-trust means the funds representing the UPE that
are held on sub-trust and invasted back inte the main frust as at 20 June in the
relevant year.

Days investment held in the year means the number of days during the
relevant financial year in which the funds represented by the UPE are invested
in the main trust by the trustee of the sub-trust not including the day the
investment commancas if the investment commenceas on 30 June of the
relevant year.

ending 20 Jume 2011 is 10.2%.

Funds invested by the sub-trust means the funds representing the private
company's UPE that are held on sub-trust and invested back info the main
frust as at 30 June in the relevant year.

Days investment held in the year means the number of days during the
relevant financial year in which the funds represented by the UPE are invested
in the main trust by the trustee of the sub-trust not including the day the
investment commencas if the investment commencas on 30 June of the
relevant year.

The Tax Office provides this illustration of Option 2.

The Tax Office provides this illustration of Option 1.

If, on 20 June 2011, the trustee decides to place the UPE for the 2010 income
year on a sub-trust using Option 2, the key dates which the trustee must take
note of are ilustrated in Graph 34 below.

If, on 30 June 2011, the trustee decides to place the UPE for the 2010 income
year on a sub-frust using Oplion 1, the key dates of which the frustes must
take note of are illustrated in Graph 24 below.

OPTION 2
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Option 3 — Investment:

> the sub-trust may invest in a specific investment,
interest bearing account or income producing asset

The Tax Office provides this illustration of Option 3.

For example, if, on 13 May 2012, the trustee decides to place the UPE for

4 the Tax Office does not consider funds are held for _the 2011 income year on a sub-trust using CIF-tiun 3 and disposes of the
the sole benefit of the company where the :T&iﬁas':eadnir?Eﬂzﬁiﬂg\fl‘nt-:e key dates of which the trustee must take note are
investment benefits other entities, such as:

OPTION 3
Graph 4
- depreciating assets (unless leased at arm's o011 Frivate company becomes presartly antitlad ta an
Iength rates) amount from an associated 1rust.
- private assets, or 155017 A —— The frustee decides to put the UFPE on 3 sub-trusl
- low interest loans to associated parties el IeR LN TR TR EACLETT
iz stment znd the intere st held by the sub-1rost.

> anincome producing asset is one held with the eonta | Pt company becomes preserily erities to
intention of producing assessable income (e.g. rent incareiehtheSLE S onthsiiesy
or capital gains) provided the income or gain is an y—— Thetustee must psy out the distrisution to he

's | th ial t 167013 prvale company beneficiary by the lodgment day of
arms leng commerma _amour_] tha cub-truet's 3012 taw returm. Privale company

>  as the sub-trust will acquire an investment or thene;ciaw must include the distritrution in its 2012
income producing asset, the normal tax laws, such A e
as CGT upon disposal, may be applicable

4 sub-trust must prepare accounts and tax return — Sﬂ-tlalﬂljmii Frivate company becomes presantly antitlad 1o all
the investment must be shown in the accounts incomne of the sub-trust for that year

> sub-trust must disclose income and expenses (G y AL Thetmustze of the Subtst must pay out fncl
attributable to the asset or investment in its :;;Lr;b;;l'zg flw{lalr:;fenr-l:ssnti f::,;: bgfer';':*;::;wm
accounts and tax return bereficiary by the |odgment day of the sub-1rust's

>  the sub-trust will make distributions each year to the i?;fu:]al*u;m”m;’:::mgé':: ;ﬁi‘r‘]s:;::dwg;:atge
company as sole beneficiary and these distributions company beneficiary must includs The fnal
must be pald to the Company by Iodgment day for diztribudion in its 2016 income 1a% keturn.
the sub-trust's tax return * Date may be difier=rt depending on Indgment day of the sub-irust's tax

>  when the sub-trust disposes of an asset, the retum
. . b Daie may be difier=rt depending on lodgment day of the company's tax
disposal proceeds must be paid by the sub-trust to i
the company by the lodgment day for the sub-trust's
tax return.

The major changes in calculating the return to the sub-trust are the requirement for the sub-trust to actually pay the
amounts to the company, and the removal of the equity option (which was attractive to many trusts).

The Tax Office has indicated the equity option was deleted because it provided tax planning opportunities. To that
end, they have indicated the equity option will not be acceptable where the trustee decides to identify their own way of
calculating returns to the company.

In practical terms, the options produce similar results. Amounts paid to the company should generally be deductible to
the main trust. There will be a leakage if the trust is in losses or the interest is not deductible.

It appears the 10-year loan may be the better option. It may be impractical for sub-trusts to make specific investments,
thus leaving the two interest options as the practical choices. Also, as the 10-year loan allows the main trust three
additional years to find the money to repay the principal, this may be the preferred choice.

It is also important to ensure returns are actually paid to the sub-trust and the company. Consideration may be given
to ways in which these funds can subsequently be made available to the main-trust.

TaxFlash — June 2010 3



Chartered Accountants
& Business Advisers

Should you require assistance or additional information, please contact your PKF Tax Adviser

Lance Cunningham | Director of Taxation, PKF Australia Limited
(02) 9240 9736 | lance.cunningham@pkf.com.au
Level 10, 1 Margaret Street | Sydney | New South Wales 2000 | Australia

PKF Australia Limited is a national network of legally independent member firms that trade as PKF. Member Firms of PKF Australia Limited
have offices in ACT, NSW, QLD, SA, TAS, VIC and WA. Member Firms of PKF Australia Limited, are also Member Firms of the PKF International Limited network of
legally independent firms. Neither PKF Australia Limited nor its member firms accept responsibility or liability for the actions or inactions on the part of any member firm or
firms of PKF Australia Limited or of PKF International Limited.

Disclaimer: The material contained in this publication is in the nature of general comment and information only and neither purports, nor is intended, to be advice on any particular matter. Readers
should not act or rely upon any matter or information contained in or implied by this publication without taking appropriate professional advice. All financial figures are quoted in Australian Dollars

unless otherwise indicated.
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