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TITLE: | NCOVE TAX: PRI VATE COVMPANI ES : LOANS OR ADVANCES
VH CH REPRESENT DI STRI BUTI ONS OF PROFI TS

I nconre Tax Rulings do not have the force of |aw
Each deci sion nmade by the Australian Taxation Ofice is
made on the nerits of each individual case having regard
to any rel evant Ruling.
PREAVBLE
Private conpanies and their sharehol ders are taxed under the

| nconme Tax Assessnent Act 1936 ("the Act") separately on their
respective taxabl e i ncones.

2. Section 108 of the Act is an anti-avoi dance provision
designed to prevent a private conpany, its shareholders and their
associates fromavoiding the incone tax that would ordinarily be
payabl e by the sharehol ders or their associates if certain
paynments, advances, |oans and credits made by the conpany were
actually distributed to themas dividends. The effect of section
108, in circunstances where it applies, is to deemthe paynent
etc., to be a dividend paid by the conpany out of profits to the
reci pient as a sharehol der.

3. The purpose of this Ruling is to exam ne sone issues arising
out of the anmendnents nade to section 108 of the Act in 1987

(Act No. 108 of 1987). More particularly, this Ruling:

(a) considers the present scope of section 108 of the Act;

(b) provides gui dance on the neani ng of the expression
"a distribution of profits"” in subsection 108(1);

(c) di scusses sone of the factors to be considered in form ng
the requisite opinion in subsection 108(1); and

(d) considers how section 108 applies in relation to pre-
[ i quidation | oans.
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RULI NG

A. Scope of Section 108

4. For sectlon 108 to apply a private conpany (i.e. a conpany
which is not a "public conpany” in ternms of section 103A of the
Act) nust either:

(a) pay an anobunt to an "associ ated person" (i.e. a
sharehol der or an "associ ate" of a sharehol der as w dely
defined in section 26AAB of the Act - see paragraph
108(3)(c) of the Act) by way of an advance or |oan; or

(b) pay or credit an anmount on behalf of, or for the
i ndi vi dual benefit of, an associ ated person.

5. Section 108 is no longer limted to purported | oans or
advances to, or paynents by a conpany on behalf of, or for the
i ndi vi dual benefit of, actual shareholders. It now extends to

rel evant anounts paid or credited by a conpany to an "associ ated
person” and this termincl udes:

(a) an actual shareholder in the conpany;

(b) a person who indirectly holds a beneficial interest in
shares in the conpany; and

(c) a relative of a shareholder in the conpany.

The person concerned nmust be an "associ ated person” as defined at
the time that the relevant anount is paid or credited.

6. To the extent that the paynent or crediting of an amount, in
the circunstances stated in subsection 108(1) of the Act
represents, in the opinion of the Comm ssioner, a distribution of
profits, it is deenmed by that subsection to be a dividend (other
than for w thhol ding tax purposes).

7. The expression "paynent of an anount" is given an extended
meani ng by paragraph 108(3)(a) of the Act; a transfer of property
is deened to be the paynent of an anount equal to the property's
value. Thus, to the extent that a transfer of property in the

ci rcunst ances stated in subsection 108(1) of the Act represents, in
t he opi nion of the Conm ssioner, a distribution of profits, it is
al so deened by that subsection to be a dividend (other than for

wi t hhol di ng tax purposes). This ensures that a disguised
distribution of profits effected by an asset transfer is wthin the
scope of the subsection.

8. The new section 108 applies to rel evant paynents or credits
made on or after 5 June 1987. It was inserted to renmedy technica
deficiencies that had becone apparent over the years in applying
the former section 108. The new section applies to a greater range
of circunstances than the former section did.
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Di squi sed Distributions of Profits

9. In renoving the technical deficiencies in the former section,
the scope of the new section 108 has not been extended beyond the
original underlying intention of the section. It wll apply only

inrelation to anobunts which, in the Conm ssioner's opinion,
represent disguised distributions of profits by private conpanies.
In other words, the section will apply where profits nmade by a
private conpany are bestowed on shareholders in the guise of |oans
or advances or credits but these are in substance dividends paid by
t he conpany.

10. Beaunont J in the MacFarl ane case said (86 ATC at 4492; 17
ATR at 826):

"The m schief ained at by sec. 108(1) was the avoi dance of
tax on informal or 'de facto' dividends - paynents disguised
as a different transaction but, in substance, dividends,
because the paynents in fact made over profits or incone of
t he conpany. "

Shans

11. As the Suprenme Court of Victoria (Omston J) pointed out in
Kenneth A. Summons Pty Ltd & Os v. F.C of T. 86 ATC 4979 at 5007;
(1986) 18 ATR 235 at 266, however, if a distribution is truly

di sgui sed as an advance or a loan it would be a sham (see the
definition of "shanmt by Diplock L.J. in Snook v. London and \West
Riding Investnments Ltd [1967] 2QB 786 at 802). Being a sham its
formcould be ignored by the Comm ssioner in determ ning whether it
is a "dividend" as defined in subsection 6(1) for the purposes of
subsection 44(1) of the Act. Thus, advances and | oans which are
mere book entries and which are not intended to reflect the
parties' real acts would be shans. Section 108 woul d not apply as
it 1s not necessary to resort to that provision. Rather the
guestion is whether the real acts give rise to a dividend under the
ordi nary provisions of the |aw

Di squi sed Distributions that are Not Shans

12. Orm ston J gave a good exanple in the Kenneth A Summobns

Pty. Ltd. case ATC at 5007; ATR at 266-7 of circunstances where the
Comm ssioner mght fairly foresee the requisite opinion in
subsection 108(1) of the Act. H s exanple is one where advances
and | oans are nmade which effectively put the noney in the hands or
bank accounts of the shareholders to be drawn as and when they w sh
wi t hout having included the amount of the noneys in their
assessabl e inconme. As his Honour said, the benefit of the
distributions in this situation are received by the sharehol ders
before any formal dividends are decl ared.

13. | f an advance or a loan is found not to be a sham an opinion
may be fornmed under subsection 108(1) that the advance or | oan
represents a distribution of profits. The possibility nust be
recogni sed of there being an underlying objective or intention, or
an ulterior notive, to an apparently genuine |oan. Such an
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under |l yi ng objective or intention, or ulterior notive, deduced from
all the relevant circunstances m ght be an indication of a

di squi sed distribution of profits warranting the formation of an
opi ni on under subsection 108(1) of the Act. Were, for instance,
there is evidence to establish that the parties did not intend or
arrange to repay an ostensi ble advance or |oan, there may be
grounds to formthe requisite opinion (conpare the decision of the
Suprenme Court of New South Wales (Lusher J) in Black v. F.C. of T.
86 ATC 4113 at 4116; (1986) 17 ATR 331 at 334).

VWhat Constitutes a Paynent

14. The question may arise in particular cases whether there can
be said to be a "paynent" by a conpany for the purposes of
paragraph 108(1)(a) or 108(1)(b) of the Act. The Federal Court of
Australia (Beaunont J.) in MacFarlane v. F.C. of T. 86 ATC 4477,
(1986) 17 ATR 808 considered this issue in relation to the forner
section 108. Hi s Honour rejected a contention that the situation

t here should be characterised as an appropriation (perhaps even a
m sappropriation) of the conpany's property on the sharehol der's
part rather than a paynent nade by the conpany for the

sharehol der's individual benefit. Beaunont J, relying on

F.C._ of T. v. Blakely (1951) 82 C.L.R 388, took the view that
paynments were made by the conpany out of its funds which were for

t he individual benefit of one of its shareholders. That was
sufficient, he considered, to satisfy the opening words of the
former subsection 108(1), whatever significance the conduct of

t hose invol ved may have had in other |egal contexts (e.g.

m sf easance or breach of directors' fiduciary duties to creditors).
A contrary view has been expressed in the United Kingdom deci sion
Stephens v. Pittas Ltd (1983) BTC 367. However, the approach taken
in the MacFarl ane case is considered to be the preferable and the
nmore authoritative viewin Australia.

Phrase "By Way of an Advance or Loan"

15. The phrase "by way of an advance or |oan" used in paragraph
108 (1)(a) of the Act needs to be clarified. The words "advance"
or "loan" in this context bear their ordinary neaning. The word
"advance" nornmally neans the furnishing of noney for sone specified
purpose (Burnes v. Trade Credits Ltd (1981) 34 A L.R 459 at 461)

al though it may refer to prepaynments of what woul d beconme due in
the future (Lincolnshire Sugar Co. Ltd v. Smart (1937) A.C. 697 at
704) .

16. The anobunt need only be paid, however, "by way of" an advance
or | oan for paragraph 108(1)(a) of the Act to be satisfied. The
expression "by way of" is significantly wider than the word "as" or
even the phrase "under a contract of." (see &oldsbrough Mt & Co.
Ltd v. F.C._ of T. 76 ATC 4343 at 4348; (1976) 6 ATR 580 at 586).

The Word "Benefit"

17. Par agraph 108(1)(b) of the Act refers to the paynent or
crediting of an anmount "on behalf of, or for the individual
benefit of", an associated person. The neaning of the word



TAXATION RULING I T 2637

FO Enbargo: May be rel eased Page 5 of 14

"benefit" in paragraph 108(1)(b) was considered in Case WL15 89 ATC
899 at 913;20 ATR 4063 at 4078. The Adm nistrative Appeals
Tribunal stated that a rel ease or forgiveness of debt "whether by
deed under seal or by any agreenent for which consideration was
given" constituted an imedi ate financial benefit. The Tribunal

al so found that the mere witing off of a loan in the conpany's
books of account did not constitute a benefit for the purposes of
section 108. Upon appeal to the Federal Court in D.F.C_ of T. v.
Bl ack 90 ATC 4699; 21 ATR 701 Sweeney J referred to the Tribunal's
findings wthout finally deciding the scope of the word "benefit".
I nstead his Honour decided the case on the basis that "[i]t isS not
open to regard the forgiveness of the taxpayer's debt as a paynent
made by the conpany on behalf of, or for the individual benefit of,
the taxpayer within the neaning of the section"(enphasis added).

18. This Ofice takes the viewthat the witing off of a debt in
a conpany's books when acconpani ed by an intention, on the
conpany's part, not to seek to recover the debt constitutes a
"benefit" for the purposes of section 108. In this respect, thi
O fice does not agree with the views expressed by the Tribunal i
Case WL15. Support for this Ofice's viewis found in St. Aubyn
and O hers v. Attorney-General [1951] AC 15.

S
n

19. In the St. Aubyn case a conpany paid a series of |oans or
advances to one of its shareholders and the question was whet her

t hose | oans or advances constituted a benefit for the purposes of
the United Kingdom Fi nance Act 1940. The House of Lords held that,
notw t hstanding the fact that the | oan or advance nust be repaid,
the | oans or advances were a "benefit" to the shareholder. 1In the
words of Lord Simons the shareholder "...had the beneficial use of
what he receives and can fairly be said to have received it for his
own benefit".

20. If the making of a loan is a "benefit" then, equally, the
witing off of that loan in the conpany's books when acconpani ed by
an intention not to seek to recover that debt nust also be a
"benefit". Support for this viewis also found in the ordinary
meani ng of the word "benefit" which, according to the Macquarie
Dictionary (1981 edition), includes "anything that is for the good
of a person". Cearly, the witing off of the debt is for the good
of the sharehol der or associate. Consequently, it is the view of
this Ofice that both the forgiveness of a debt, whether under sea
or for consideration, and the witing off of the debt with the
intention of not seeking to recover the debt, constitute a
"benefit" for section 108 purposes.

Crediting of an Anpunt

21. The scope of section 108 has been extended by the 1987
anmendnents so that paragraph 108(1)(b) now applies to an anount
paid or "credited". This Ofice takes the view that both the
formal forgiveness of a debt and the witing off of a debt in a
conpany's books constitute a crediting of an anount. Support for
this viewis found in Black where Sweeney J held (at ATC 4705; 21
ATR 707) that the forgiveness of a debt constituted an anount
"credited". H's Honour added that the shareholder was credited in



TAXATION RULING I T 2637

FO Enbargo: May be rel eased Page 6 of 14

his capacity as a debtor rather than in his capacity as a

shar ehol der as required by paragraph 6(1)(b) of the definition of
"dividend". However, as section 108 does not require the
sharehol der to receive the benefit, etc., as a shareholder, this
latter finding is not relevant for present purposes.

Addi tional support can also be found in the New Zeal and case of
Canpbel | and Anor v. Conmm ssioner of Inland Revenue (N Z.) (1967)
14 ATD 551 at 554.

Distribution of Profits

22. For subsection 108(1) of the Act to apply, the Comm ssioner
must form the opinion that sone part of the rel evant anmount paid or
credited represents a "distribution of profits.” A distinction
m ght need to be drawn in sone cases between a distribution of
profits and a distribution out of profits. It is not sufficient,
for exanple, where a distribution is made by a conpany of a mass of
assets which mght contain profits, that an opinion be forned that
t he paynent was nmade by the conpany out of its profits. For
practical purposes, however, a distribution out of profits would
ordinarily constitute a distribution of profits.

23. The expression "distribution of profits" in subsection 108(1)
of the Act is used in its ordinary sense. The ordinary neani ng of
the word "distribute", according to the Macquarie Dictionary (1981
edition), is to "divide and bestow in shares; deal out; allot" (see
also DC. of T. v. Black ATC at 4705; ATR 707). Gven that the
word "distribution" neans "that which is distributed", the
expression "distribution of profits” in subsection 108(1) is
considered to nean shares or portions of profits that are dealt out
or bestowed on recipients.

Profits

24. The term"profits" is now used in subsection 108(1) of the
Act, rather than the word "inconme" in the fornmer subsection. It is
necessary therefore to clarify the meaning of the term"profits"
for the purposes of subsection 108(1). In its ordinary sense, the

word profit means "the pecuniary gain resulting fromthe enpl oynent
of capital in any transaction"” (The Macquarie Dictionary 1981
edition).

25. The neaning of the word "profits" in subsection 108(1) has
not yet been judicially considered. However, the H gh Court of
Australia in E.C of T. v. Slater Holdings Ltd (No.2) (1984) 56 ALR
306, considered the meaning of the word "profits” in its context in
subsection 44(1) of the Act.

26. G bbs CJ (with whom Mason, Brennan, Deane and Dawson JJ
agreed) saw as a starting point in defining the word "profits" its
"fundanment al nmeani ng" given by Fletcher Mouulton LJ in In re Spanish
Prospecting Conpany Ltd (1911) 1 Ch. 92 at 98:

"*Profits' inplies a conparison between the state of a
busi ness at two specific dates usually separated by an
interval of a year. The fundanental neaning is the anount of
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gain made by the business during the year. This can only be
ascertained by a conparison of the assets of the business at
the two dates.”

27. The Chief Justice said that this dictumof Fletcher Multon
LJ is not of universal application and each case nmust depend on its
own circunstances. According to lrwne CJ] in |In Re Incone Tax
Acts (No.2) ( 1930) V.L.R 233, the definition of "profits" given
by Fletcher Moulton LJ is in the nature of a "conventional rule" to
be applied when circunstances permt its application. Taki ng t he
definition of Fletcher Moulton LJ as a guide, G bbs CJ concl uded
that the amount of the gift nmade to the conpany in the Sl ater
Hol di ngs case contributed to an increase in assets and represented
a profit.

28. Al though it was argued, relying on E.C. of T. v. WIllians
(1972) CLR 226, that a gift is not ordinarily regarded as a profit,
G bbs CJ said that the Wllians case is not authority for the
proposition that noneys received as a gift cannot properly be
treated by a conpany as a profit out of which a dividend may be
decl ar ed.

28. In MacFarlane v. F.C. of T. 86 ATC 4477; (1986) 17 ATR 808
the Full Federal Court of Australia considered the interaction

bet ween sections 44 and 108 of the Act and the neani ng of
"profits". Fisher J after outlining the approach taken by G bbs J
in Slater Holdings went on to state (ATC at 4482 - 4483; ATR at
815) that:

"There are in ny opinion a nunber of indications in the Act
which confirmny view that there is no justification for
attributing a narrow or accounting neaning to the word
"profits'. | consider that the circunstances here permt the
application of the conventional rule".

30. And | ater, Fisher J again in relation to the word "profits"
i n subsection 44(1) (ATC at 4483; ATR at 815), said that:

"There is nothing to indicate that the legislature had in
m nd designating the nature of these profits, i.e., net
profits, divisible profits, after tax profits etc."

31. Fi sher J concluded (ATC at 4484; ATR at 816) that:
"So long as there are profits, any portions thereof

distributed to shareholders are liable to be deened to be
di vi dends and are assessable as such."

32. Beaunont J, in the MacFarl ane case, adopted a simlar
approach, deciding that "profit" for tax purposes is not limted to
the restricted conpany | aw concept of "profits". Hi s Honour said

ATC at 4492 - 4493 that:

"It could be no answer to the application of sec. 108(1) that
the paynent in question did not satisfy the technical demands
of conpany |aw for the proper paynent of a dividend: if the
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paynments in question represented a distribution of the
conpany's 'incone' (to use the |anguage of the Act) or its
"profits' (to use the words of the explanatory note), the

rel evant requirenent of sec. 108(1) would be satisfied even
if, under the conpanies legislation, there were insufficient
profits available lawfully to pay a dividend in that anmount.”

33. VWiile the word "profits” in the Act is not limted to the
conpany | aw concept of "profits", this does not nean that conpany

| aw cases on what constitutes a profit are irrelevant. Merely
because there is no profit which can be distributed under the
conpany | aw does not nean that there is no profit for tax purposes.
A profit for conpany |aw purposes nust also be a profit for
taxati on purposes because profit for tax purposes is a w der

concept than for conpany | aw purposes. For this reason conpany | aw
cases are of assistance in determ ning whether "profits" have been
di stri but ed.

34. While the Slater Hol di ngs and MacFarl ane cases were concer ned
with revenue profits, the definition of "profit" adopted by those
cases i s broad enough to cover both revenue and capital profits.

As Omston J said in the Kenneth A. Sunmons Pty Ltd case 86 ATC at
5008; 18 ATR at 268:

"Li kewi se there was no basis for considering that 'profits'
in sec. 44 referred only to profits of a revenue or incone
nature and, as G bbs CJ said in the Sl ater Hol dings case (at
ATC p. 4886; CLR p 454) 'there is no reason to doubt that the
word includes 'capital profits'”

See also Mara Devel opnents Ltd v. Bn Wh Rofe Pty Ltd (1977) 2 NSWR
616 at 629.

35. The word "profits" also covers unrealised capital profits
provi ded the asset has been revalued in the conpany's books or the
i ncrease in value has otherw se been recogni sed (Mara Devel opnent's
and Dinbula Valley (Ceylon) Tea Co. Ltd v. Laurie [1961] Ch 353 at
371.) Section 108 is concerned with whether a distribution of
profits, either capital or incone, has occurred and not with

whet her those profits have been assessed as incone to the conpany.
Consequently, the profits covered by section 108 al so include
capital profits realised on all assets whether purchased before or
after the introduction of Part II1A (the Capital Gains Tax
provi si ons).

Profits of Previous Years

36. A question arises whether section 108 applies to
distributions of profits earned in previous years. The H gh Court
(Dixon J) in EEC. of T. v. Mller, Anderson Limted (1945-46) 73
CLR 341 considered the neaning of the phrase "accunul ated profits”
in subsection 24(1) of the War-tine (Conpany) Tax Assessnent Act
1940. His Honour stated, at 373 - 374 that:

"Broadly speaking, the legislature may be taken to be alive
to the distinction between the two courses that a conpany may
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followwth reference to profits which have accrued but which
it does not desire immediately to distribute or withdraw from
its business. The directors may in sonme way earmark the
profit or part of it as a reserve or provision for a speci al
pur pose and thus distinguish it by placing it in an
accounting category so that to wwthdraw it and make it

avail able for distribution would require a new and
affirmative decision. On the other hand, they may carry it
forward in the conpany's account in such a way that, subject
to the increnment or dimnution the trading of the next period

or later periods may bring, it still awaits the decision of
the directors to distribute it, to earmark it as a reserve,
or otherwise to dispose of it. |If the latter course is
followed the profit wll, according to the usual practice,
stand as a credit to an appropriation account".

37. Di xon J was specifically concerned with the phrase

"accunul ated profits”. That expression nmust by its very nature,

however, include profits earned in previous years. The |anguage
used by Dixon J clearly indicates that his Honour was meking a
general observation on the interpretation of the word "profits”

rat her than sinply comenting on the meani ng of "accunul at ed
profits". Support for this viewis to be found in the judgnent of
Mahoney JA in Mara Devel opnents where he cited (631) the above
comments of Dixon J as authority for the proposition that "... a
conpany may retain revenue profits frompast periods in such a form
as wll leave themimedi ately available to base a dividend." Thus
the term"profits" is considered to include retained earnings
conprised of profits earned in previous years.

Apporti onnent Under Subsection 108(1)

38. Subsection 108(1) of the Act applies to "so much (if any) of
the anpbunt paid or credited as, in the opinion of the Conm ssioner,
represent a distribution of profits” (Enphasis added).

39. Consequently, for the purposes of subsection 108(1) the
requi site opinion may be forned that the whole, or part only, of
the rel evant paynent or credit in favour of an associ ated person
represents a distribution of profits.

40. In the Kenneth A. Summons Pty Ltd case, Ormston J

consi dered, but rejected, an argunent in relation to the forner
subsection 108(1) that the sums in question there represented only
a bal ance of account and therefore were not advances or |oans in
terms of the subsection. H's Honour said (86 ATC at 5008; 18 ATR
at 267):

"I do not accept that argunent, for the suns so treated by

t he Comm ssioner were cal cul ated after deducting fromsuns in
fact advanced or |ent other suns which the Comm ssioner was
prepared to set off for this purpose. The taxpayers were not
di sadvant aged by this procedure and it seens consistent with
t he purpose of the section.”
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41. Simlarly, where a series of transactions occur, the facts
may suggest that only sone of the advances or | oans represent

di stributions of profit.

C. Form ng an Opinion under Subsection 108(1)

42. Subsection 108(1) of the Act deens certain paynents, credits
and transfers of property to be dividends paid by a private conpany
but only when, in the opinion of the Conmm ssioner, the paynent,
credit or transfer represents a distribution of profits.

43. Consi deration has been given to the factors that m ght be
taken into account by the Commi ssioner in formng the requisite
opi nion in subsection 108(1). Nothing in the follow ng paragraphs
is intended to restrict Deputy Comm ssioners of Taxation and
authorising officers in formng the opinion in the subsection.

It is essential that Deputy Conm ssioners and authorised officers
retain the flexibility to deal with each particular case in the
light of all the surrounding circunstances and on its own nerits.

44. The formation of the opinion required by subsection 108(1),
involving as it does the exercise of a discretion, nust be forned
reasonably. Such a discretion is conferred so that it can be used
to pronote the policy and objects of the Act. The factors that may
be taken into account in formng the requisite opinion are not
stated in the Act. Cdearly, considerations which are irrelevant to
the matter to be considered nust be excluded. Broadly speaking,
the subject-matter, scope and purpose of the Act should be borne in
mnd in determ ni ng what considerations are rel evant and may be
taken into account.

45. The requisite opinion in subsection 108(1) nust not be forned
for an inproper collateral purpose i.e., a purpose which the
statute does not authorise. As indicated above, the purpose of
section 108 according to the explanatory nenorandum whi ch
acconpani ed Act No. 108 of 1987 is to prevent avoi dance of tax by
private conpani es and their sharehol ders through the use of

di sgui sed di vidend distributions.

46. Wthout wishing to limt the matters which the circunstances
of a particular case m ght warrant being taken into account, the
rel evant consi derations include:

(a) Intention of the Parties

VWhat the relevant parties (i.e. the conpany, its
shar ehol ders and any associ ates of the sharehol ders)
intend in:

(1) paying an anount or transferring property to an
associ at ed person by way of an advance or |oan; or

(1i1) paying an anount, transferring property or crediting an
anmount on behalf of, for the individual benefit of, an
associ ated person, will be relevant in determning, for
i nstance, whether the paynent, credit or transfer
constitutes a genui ne advance or |oan or a disguised
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(b)

(c)

di vidend distribution (c.f. Kenneth A Summons Pty Ltd
case 86 ATC at 5007; 18 ATR at 266.)

In (1950) 1 T.B.R D. Case 69 (which was cited with
approval in D.C._of T. v. Black) the Board of Review
consi dered an opinion formed under the former subsection
108(1):

"The nmere fact that a shareholder in a private
conpany has becone indebted to it is not, in itself,
justification for the formation of an opinion that
there has been what represents a distribution of
incone to him If the debt is good, it is an asset
of the company and the profits available for
distribution are not affected. There nmust, in our
opinion, be nore in a case than that in order to
justify the formati on of such an opinion. For a
thing to be, or to represent, a distribution of

i ncone there nust be, to our mnds, a getting of
nmoney into the hands of a shareholder with no idea
of repaynent. There nust be sonething that goes
beyond a nere debit automatically arising upon a
taki ng of accounts and which points to a subterfuge
wher eby a paynent which, upon exam nation, is found
to relate to the income of the conpany and to
represent a distribution thereof, is nade to appear
to be a | oan or advance."

The present subsection 108(1) differs fromthe forner
subsection in that the present subsection requires the
Comm ssioner to forman opinion that the anount in
guestion represents a "distribution of profits" whereas
the former subsection required the formation of an
opinion that it represented a "distribution of incone."
Notw t hstanding this difference, however, the reasoning
of the Board of Review in Case 69 is considered to apply
equally to the opinion to be forned in the present
subsecti on.

Description Gven by the Parties is Not Concl usive

The parties' description of the paynent, credit or
transfer by the conpany, needs to be considered.
However, this description is not necessarily conclusive
of the proper characterisation of the paynent, etc.

substance of the relevant transaction rather than with
its form (MacFarl ane case 86 ATC at 4492; 17 ATR at 826

Form and Substance of the Transaction
Subsection 108(1) is primarily concerned with the
and see 19 CIBR (NS) Case 109).

(d)

Docunent ati on Evi denci ng the Transacti on or Associ at ed
Tr ansacti ons
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Cont enpor aneous docunents or statenents by the parties
may assist in determning the parties' intention and the
substance of the transaction. They may al so provide

evi dence of an arrangenment on the part of the recipient
to repay.

of Any Advance or Loan

Where the terns and conditions used in the advance or

| oan are conparable with the comercial terns and
conditions ordinarily used in advances or | oans between
parties dealing at arnms length, that would, in the
absence of any evidence to the contrary, support the
view that the transaction was not intended to be a
"distribution of profits.” Conversely, a |loan granted
on interest-free terns and repayabl e on demand m ght
warrant closer examnation. This was particularly so
where noney is put in the hands or bank account of a
shar ehol der and nay be drawn on as and when the

shar ehol der wi shes.

(f) The Nature of the Paynents

(9)

According to The Macquarie Dictionary, the word
"represent” has a large variety of neanings. The
meani ng consi dered nost appropriate in the context of
subsection 108(1), "represents a distribution of
profits,"” appears to be "to be the equival ent of;
correspond to." (c.f. 15 CT.B.R (0.S.) Case 72).

There need not therefore be in forma distribution of
profits but there nust be an equival ent of one; the
paynment made by the conpany nust be the equival ent of,
or correspond to, a distribution of the conpany's
profits (c.f. Case B38, 70 ATC 194; 15 C.T.B.R (NS
Case 100)

The nature or character of the relevant paynent, credit
or transfer may be significant especially in the case of
a transfer of property. The transfer of certain types
of property, such as a famly hone or car, may need to
be further explored to determ ne whether repaynent was
not i ntended.

Li kel i hood of Repaynent

Inability on the part of a sharehol der to repay, bearing
in mnd the shareholder's financial position and the

si ze of the advance or |oan, may indicate that repaynent
is unlikely and may not have been intended. On the

ot her hand, the fact that sim/lar advances or | oans have
been made and repaid in the past nay al so be rel evant.

(h) How Much Represents a Distribution of Profits
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Subsection 108(1) requires the formati on of an opinion
of how much (if any) of the relevant paynent, credit,
advance or |l oan represents a distribution of profits.
Where the value of any distributed property exceeds the
avai l abl e profits of the conpany, the opinion nmay be
formed that the deened dividend is limted to the anount
of those profits.

D. Loans Made Before a W ndi ng- Up

47. Section 108 may apply to a transaction entered into prior to
commencenent of a wi nding-up, particularly where the anount
involved is greater than the anount likely to be distributed to the
rel evant person on the wi nding-up. In such a case there may be an
inference that the transaction was entered into with the intention
of distributing profits.

48. In addition to the factors nenti oned above that may be taken
into account in formng the requisite opinion in subsection 108(1),
t he Comm ssioner may need to take the following matters into
account :

a loan is nade, or repaynent of a loan is outstanding
for a significant period prior to comrencenent of the
i qui dation of the conpany; and

t he wi ndi ng-up proceedi ngs are del ayed as a consequence
of action or inaction on the part of either the
conpany's officers, the liquidator or both.

49. Section 108 has no application where a w ndi ng-up has
comenced (e.g. by conpany resolution or court order) and the

i qui dator makes a distribution. Instead, section 47 applies
because the distribution will be "in the course of winding up the
conpany". In such cases the conpany nmay continue to seek an
opinion fromthis Ofice on whether the loans will be treated as a
di stribution of income for the purposes of subsection 47(1) of the
Act .

Section 108 and Fringe Benefits

50. A paynent to which subsection 108(1) applies nay al so
constitute the provision of a benefit to the taxpayer in his or her
capacity as an enpl oyee. However, where the paynent has been
deened, under section 108 to be a dividend, the paynent does not
constitute a fringe benefit (see paragraph (n) of the definition of
"fringe benefit" in subsection 136(1) of the Fringe Benefits Tax
Assessnent Act 1986 (the FBTAA)).

51. Where the benefit is not a deened dividend under subsection
108(1), the benefit falls for consideration under the FBTAA

| nput ati on
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52.

It should be noted that a deened di vi dend under subsection

108(1) is not a frankable dividend for the purposes of the dividend
i nput ation provisions of the Act.

Exanpl es

53. The foll owm ng are exanples of the operation of section 108:

(a) The majority shareholder in a private conpany sells
conpany assets and retains the proceeds w thout recording the
transaction in the conpany's books and records. The conpany
then acqui esces to this transaction. This Ofice may form
the opinion that the retention of the proceeds of the sale by
the majority sharehol der constitutes, to the extent to which
there are profits in the conpany, a distribution of profits
to the majority shareholder. Section 108 will apply.

(b) A sharehol der has nade a | oan to a conpany. The conpany
pays sone of the private expenses of the shareholder. There
is no correspondi ng reduction in the anount of the

out standi ng | oan nor does the sharehol der forgive any part of
the debt. In these circunstances an opinion may be forned
that the paynent of the private expenses is not a repaynent
of the loan but rather is the paying of an anmount on behal f
of, or for the individual benefit of, the shareholder to

whi ch section 108 applies. However, if the conpany was to
debit the | oan account or the shareholder was to forgive an
anount equal to the expenses paid then section 108 woul d not

general ly apply.

(c) A conpany |lends noney to a sharehol der. The sharehol der
uses that noney to purchase fromthe conpany | and and or
bui | di ngs owned by the conpany. If there is neither an
intention nor an ability to repay the loan then this Ofice
woul d be likely to forman opinion that the loan is a
distribution to which section 108 applies. [|If, however, the
intention of the parties is that the I oan to the sharehol der
is to be repaid on demand and is secured by a charge over the
property equivalent to the value of the property, section 108
woul d not generally apply.

COWM SSI ONER OF TAXATI ON

6 June 1991
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