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Not another Division 7A paper… Yes, but keep reading as I believe we have become lazy in 
how we manage our private company loans, and I think you might need to tighten up your 
processes to avoid a risk of large dividends arising. 
 
Section 1 is just a reminder on what can be loans under Div 7A (so feel free to skip it), but 
sections 2 & 3 and where you might find your journals showing repayments of these loans 
each year may not actually reflect the fact that no repayment has been made.   
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1. What is a loan? 
 
Under Division 7A, a private company may be taken to pay a dividend to an entity at the end 
of the company's income year, if it loans an amount to an entity during the year either: 
 

• when the entity is a shareholder or an associate of a shareholder of the company 
 

• a reasonable person would conclude that the payment was made because the entity 
was a shareholder or an associate of a shareholder at some time. 
 

The total of all dividends a private company is taken to pay under Division 7A is limited to its 
distributable surplus for that income year. 
 
Division 7A extends the meaning of 'loan' to include: 
 

• an advance of money 
 

• a provision of credit or any other form of financial accommodation 
 

• a payment for a shareholder or their associate, on their account, on their behalf, or 
at their request if they have an obligation to repay the amount, and 
 

• a transaction (whatever its terms or form) that is the same as a loan of money. 
 

If a loan is made to an entity by way of a promissory note, it is a provision of credit or a form 
of financial accommodation, and Division 7A may apply. 
 
1.1 Provision of financial accommodation 
 
Of the above it is paragraph 109D(3)(b) covering “financial accommodation” which causes 
the greatest concern.  This term was considered in TR 2010/3… 
 

89. The term “financial accommodation” is not defined in the ITAA 1936. The word 
“other” in the phrase “or other form of financial accommodation” suggests that the 
provision of financial accommodation is not limited to situations where there is also 
the provision of credit. 
 
90. The Australian Oxford Dictionary52 does not define the term “financial 
accommodation”. However it does define the words individually as: 
 
financial … 1 of finance… 
 
finance… 1 the management of (esp. public) money. 2. monetary support for an 
enterprise 
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accommodation… 3 a convenient arrangement; a settlement or compromise… 
 
91. Similarly, the Macquarie Dictionary does not define the phrase “financial 
accommodation” but defines the words individually as: 
 
Financial … 1. relating to monetary receipts and expenditures; relating to money 
matters; pecuniary… 
 
Accommodation … 1. the act of accommodating … 5. anything which supplies a want; 
a convenience … 7. readiness to aid others; obligingness. 8. a loan or pecuniary 
favour … 
 
92. Combining these two definitions indicates that the phrase “financial 
accommodation” could be, at its widest, a reference to any monetary supply or 
monetary arrangement or, more narrowly, a reference to a supply or grant of some 
form of pecuniary aid or favour. 

 
This is the provision which the Commissioner now relies upon to bring unpaid present 
entitlements (UPE’s) of beneficiaries into Division 7A (TR 2010/3). But what else could be a 
financial accommodation? 
 
What about guarantees and indemnities? Sections 109U and 109UA deal with payments 
made as a result of guarantees and would not be needed if the mere giving of a guarantee 
was the provision of financial accommodation. And how would you value it or repay it? 
 
What about providing security? This has never been treated as a loan under Division 7A that 
I know of and looks like a different type of guarantee anyway. 
 
There are a lot of “what ifs?”, but in para 5 of TR 2010/3 the Commissioner states: 
 

“the provision of credit or any other form of financial accommodation, in the context 
in which it appears being the supply or grant of some form of pecuniary assistance or 
favour, under a consensual agreement where a principal sum or its equivalent is 
ultimately payable…” 

 
If the principal sum he mentions above is an amount payable by the private company which 
provides the guarantee or security, and no such amount passes, the Division 7A does not 
apply does not apply. 
 
1.2 Exclusions 
 
A loan is not treated as a dividend: 
 

• If it is made to another company (and they are not acting in the capacity of trustee) 
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• If it is made in the ordinary course of business and on the usual terms the private 
company applies to similar loans to entities at arm's length 
 

• if the loan has satisfied the minimum interest charge and maximum term 
requirement and is made or put under a written agreement before the private 
company's lodgment day 
 

• if it is a distribution made in the course of a liquidator winding-up a company 
 

• if it is made to purchase shares or rights under an employee share scheme 
 

• if it is an amalgamated loan in the year it is made and provided the required 
minimum yearly repayments are made in the following years 
 

• loans made before 4 December 1997 where no variation of terms or amounts have 
since been made 
 

• in instances where the required minimum yearly repayment has not been met as a 
result of circumstances beyond the shareholder's or their associate's control, the 
Commissioner can exercise his discretion to allow an amalgamated loan not to be 
treated as a dividend – the Commissioner will either: 
   

o disregard the dividend if he is satisfied that treating the loan as a dividend 
would cause undue hardship 
 

o disregard the dividend if the shortfall is paid within a specified time. 
 
1.3 Loan repayments not taken into account under 109R 
 
Under this subsection, a payment will not be taken into account if: 
 

• a reasonable person would conclude that, when the shareholder or their associate 
made the payment, they intended to obtain a loan from the private company of an 
amount similar to or larger than the payment 
 

• from 1 July 2009, a loan payment will not be taken into account if a reasonable 
person would conclude that, before making the payment, the shareholder or their 
associate obtained a loan from the private company of a total amount similar to, or 
larger than, the repayment. 
 

Example 
 
Alicia obtains a loan of $10,000 from Cleary Pty Ltd. Alicia has until the lodgement day to 
repay the loan. Two weeks before the lodgement day Alicia obtains a further $10,000 
from Cleary Pty Ltd. She then repays the original $10,000 loan a week before the 
lodgement day. 
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The repayment of the original $10,000 loan is not a repayment for the purposes of 
sections 109D. This is because Alicia has borrowed a similar amount from Cleary Pty Ltd 
and in this case, a reasonable person would conclude that the loan was obtained to 
make the repayment of the original $10,000. 
 
The original $10,000 loan is treated as a deemed dividend subject to the distributable 
surplus of the private company. 
 

 
Under the rest of section 109R, some payments will always be taken into account, even if 
there is an intention to obtain another loan at the time the payment is made. These 
payments are made by offsetting the following amounts against the balance of the loan: 
 

• a dividend payable to the shareholder or their associate by the private company 
 

• work and income support related withholding payments and benefits payable by the 
private company to the shareholder or their associate (for example, salary or wages) 
 

• if the shareholder or their associate transferred property to the private company, an 
amount equal to the difference between the arm's length value of property and the 
amount that the company has already paid the shareholder or their associate for the 
transfer. 

 
1.4 Offset credit balance of other people 
 
Can a credit balance at that time in one shareholder’s loan account be used to reduce the 
debit balance in another shareholder’s loan account? The answer is “no”, as calculations are 
done in respect of transactions in the loan accounts of each individual shareholder, not by 
totalling the loan account balances of different shareholders. 
 
But if they agree to pay another persons loan then this is possible.     
 
2. Making loan repayments - Set offs 
 
My guess is 90% or more of Division 7A loans are repaid without a single bank transaction. 
There are numerous journals, but you won’t find these repayment on a bank statement. 
Your client considers it their money anyway so there is no way they would consider paying it 
back.  
 
Therefore, these repayment are almost always made by way of set-off against a dividend 
declared by the company or made via a round-robin of payments. 
 
But what are the requirements we need to follow to make these set offs legal? Let’s start 
with the “classic dividend set off strategy”. 
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The “classic dividend set off strategy” is a journal that creates a dividend that equals the 
required minimum yearly repayment, which we then offset it against that repayment. But 
does this actually work, and more importantly, what do we need to do to make it work? 
 
2.1 A quick reminder on what is a journal? 
 
A journal does not create anything, rather it records what happened, and if what the 
journal says happened did not happen, the journal is wrong 
 
A journal can only be evidence of two payments that have been set off where the principle 
of mutual set-off applies. A set-off is the right of a debtor to balance mutual debts with a 
creditor. This means that two parties who mutually owe each other an obligation agree to 
set off their liabilities against each other, so that it is unnecessary to go through the 
formality of handing money backwards and forwards. The ATO provides guidance on 
whether a journal can constitute a payment at paragraph 6 of miscellaneous tax ruling MT 
2050. 
 

6. Journal entries, however, only amount to a payment … if the employer and 
employee have agreed to set-off the employee's obligation to make the contribution 
(where such an obligation exists) against any obligation of the employer (such as an 
agreed obligation of the employer to lend money to the employee) to the employee 
(Manzi v. Smith (1975) 132 CLR 671; (1975) 49 ALJR 376; Temples Wholesale Flower 
Supplies Pty Ltd v. FC of T 91 ATC 4387, 21 ATR 1606). In setting-off the liabilities it is 
not necessary to go through the formality of handing the money backwards and 
forwards (Re Harmony and Montague Tin and Copper Mining Company (Spargo's 
Case (1873) LR 8 Ch App 407). 

 
2.2 A quick reminder on what is a payment by set off 
 
A payment by set off is where the parties agree to set off amounts they owe each other. 
This agreement to set off these obligations can be express or implied, so does not need to 
be in writing.  
 
But what would you like to have on your file? Obviously something in writing. But in  
practice, we usually just have an “implied agreement by actions” that the company and the 
borrower want to set off their mutually opposing obligations on 30 June each year.  
 
This is then shown in the accounts of the parties where they have accounts. 
 

Example: Loan repayment by set-off against a dividend 
 
Ken owns 100% of Ken Pty Ltd and on 31 December 2020 he withdrew $500,000 from 
the company’s bank account to buy a new house to live in. 
 
In May 2022, Ken and the company execute a section 109N, seven-year Div 7A loan 
agreement  
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Under this loan agreement, the first minimum yearly repayment of ~$100,000  is to 
be paid by 30 June 2022.  
 
Therfore, 30 June 2022, the driectors of Ken Pty Ltd declare a dividend of $100,000, 
fully franked at 25% (carrying on a business in the company).  
 
Ken and the company now agreed on 30 June to set-off of the $100,000 they 
currently owe each other, meaning Ken has now paid the minimum yearly repayment 
due on 30 June 2022.  

 

          
 
And the journal is…  
 

Transaction Date Account Dr Cr 
Create liability for dividend 30 June 22 Dividend Paid 100,000  

Dividend Payable  100,000 
Setting off amounts 30 June 22 Dividend Payable 100,000  

Interest Income  30,000 
Loan to Ken  70,000 

 
But lets be honest… the journal you use is (why do two journals when you can do one)… 
 

Date Account Dr Cr 
30 June 22 Dividend Paid 100,000  

Interest Income  30,000 
Loan to Ken  70,000 

 
But now comes the most important question… Do these journals represent the reality of 
what actually happened?  
 
2.3 Was there an actual dividend that could be offset against the minimum yearly 
repayment? 
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A dividend has to be validly declared in accordance with the company’s constitution and the 
Corporations Act 2001. That is effected typically by the board passing a resolution to that 
effect at a meeting of directors, or simply a resolution in the case of a single director 
company. And for it to work it has to be done by 30 June each year or there is nothing to 
offset and no minimum yearly repayment has been made. 
 
Evidencing company resolutions is governed through the process of documenting minutes, 
which is set out in s 251A of the Corporations Act. Minutes are required to be prepared and 
filed in the company register within one month, and they must be signed within a 
reasonable time. Note that this means the deadline to file the minutes from the example 
above documenting a resolution on 30 June 2022 to declare the dividend is 30 July 2022. 
 
2.4 What happens if we file minutes after the one-month deadline, or not signing them 
within a reasonable time?  
 
This is a strict liability offence under s 251A(5A) of the Corporations Act and the penalty is 
$6,660 per offence (but never enforced). The real problem is section 251A(6) of the 
Corporations Act states that minutes filed within one month are prima facie evidence of the 
dividend being paid. If they are later than one month they are not evidence of a dividend 
being paid and the Commissioner can ask the directors if they remember the meeting on 30 
June when they declared the dividend (possibly while they were hiking in uncontactable 
jungles). I have no examples of this occurring. 
 
2.5 Distribution statements 
 
Subdivision 202-E sets out the requirements for issuing distribution statements. Private 
companies have 4 months after their year end to provide these to shareholders, so that a 
company with a 30 June year end that pay a dividend during an income year is required to 
give a distribution statement to shareholders by 31 October after year end. 
 
Interestingly, as distribution statements are not required to be signed by anyone, there is 
not written evidence of when it was provided to the shareholder… 
 
But if this is not provided within four months after the year end, a first offence of giving a 
distribution statement late is punishable by a fine of up $4,440 (but to get this the 
Commissioner has to instigate a court process so it is very unlikely). Most importantly, 
providing it late does not cause the dividend declaration to be invalid. 
 
Informing client of their risk… As you can see these are not widely reviewed issues, and it 
actually looks like the Commissioner does not care about them. But shouldn’t we tell our 
clients of these risks? Remember, we once said the Commissioner did not care about our 
Unpaid Present Entitlements to corporate beneficiaries. 
 
2.6 Multiple set offs in one arrangement 
 
It is worth noting that you can have multiple set offs in the one arrangement. For example 
what happens when we have both a UPE issue and a subdivision EA issue: 
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First set off (UPE issue solved) Second set off (EA issue solved) 
• The corporate beneficiary resolves to 

declare a dividend by 30 June, creating 
a liability owing to the trust. 
 

• The trust has an obligation to pay 
interest to the corporate beneficiary 
under the sub-trust agreement. 

• The trustee’s conferral of a present 
entitlement to trust income, owing to 
the beneficiary by 30 June. 

 
• The borrower’s s 109N-compliant 

Subdiv EA debt owed to the trust. 

 
 
3. Payments by set offs were there is no mutual obligations  
 
Where we have mutual obligations between two parties, so we can just set them off. But 
what happens where we have a structure that does not easily allow for mutually opposing 
obligations?  
 
In these cases, journals and implied agreements will not work and we need additional 
documentation. 
 
Legal assignment or mutual set off deeds 
 
To achieve the assignments and set offs we are about to consider needs executing legal 
documentation, generally signed by all parties to the arrangement, that we cannot do 
ourselves.  
 
But just like our section 109N loan agreements, we pay for a legal practitioner to prepare a 
template assignment deed under terms that permit re-use over and over with different 
clients, and we don’t give legal advice, we just complete the template each time we need it. 
 
3.1 Associate loans 
 
Lets start with the easiest of these arrangements where there are no simple mutual 
obligations… Where a company makes a loan to the associate of a shareholder.  
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In this case, a dividend to the shareholder cannot be offset against the minimum yearly 
repayment that must be made by the associate of the shareholder by just a journal and a 
claim there was some form of implicit agreement. So this is what we do… 
 

• The company declares a dividend to the shareholder. 
 

• The shareholder lends the amount of the dividend to the associate of the 
shareholder. 

 
• The shareholder assigns the asset receivable it has due to the dividend to the 

associate of the shareholder. Do you have documentation to show this? 
 

• The company now owes an amount the to the associate of the shareholder and the 
associate of the shareholder owes a minimum yearly repayment and these can be 
set off. 

 
3.2 Triangle Arrangements  
 
But the more common transactions are what are called triangle arrangements, which 
include a private company, a family trust and the controller of both these entities (trustee 
and director). These are often called triangkle arrangements due to the three parties. 
 
So what do you do where there are three parties to a Division 7A loans? How can you use 
the classic dividend offset to make a minimum repayments where the shareholder and 
borrower are different entities?  
 
Let’s say the shares in a private company are owned by a discretionary trust, and a potential 
beneficiary of the trust (the controller of these entities) borrows money from the company. 
The controller is obviously an associate of the shareholder trust and so Division 7A arises. 
 
Our problem is we can’t pay a dividend to the individual as they are not a shareholder. So 
what do we do? Our first thought is to do this… 
 

1. The company pays a franked dividend to the trust.  
 

2. The trust distributes that franked dividend to the individual.  
 

3. The individual uses the dividend to fund the minimum repayment to the company.  
 
But the cash is not in the company so we have to do this by offsets, just like we do with a 
“non triangle” relationship. This is how it is done… 
 

1. Calculate the minimum repayment before 30 June.  
 
1. Get the directors to sign a director's resolution to declare the dividend to the 

discretionary trust by 30 June. 
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2. The director’s resolution should say that the dividend will be paid by our set off 
against a minimum repayment owed by the individual by 30 June as per the agreed 
deed of set off.  
 

3. The trustee resolves to distribute the franked dividend to the individual creating a 
UPE owing to the individual.  
 

4. Everyone enters into a three party deed of set off. Under this, trust agrees to pay the 
minimum repayment on the individual’s behalf, in satisfaction of the unpaid present 
entitlement that the trust owes to the individual. Also under this deed, the company 
and the trust agree that the minimum repayment has been set off against the 
dividend payable. The deed is signed by directors, trustees and the individual. 
 

5. Get the distribution statement in relation to the dividend done (within 4 months 
after year end) and process the journal entries.  

 
There are other ways to do this, but I think this is the easiest. These other options: 
 

1. Use multiple deeds rather than one single deed… one works better if you have one 
controller of all the entities. 
 

2. Convert the dividend payable into a promissory note and then assigning the 
promissory note to the individual and then offset the promissory note against the 
minimum repayment. This always worries me as does this create CGT issues or even 
commercial debt forgiveness???? 
 

3. Constructive advancement – this is documenting the loan as two loans in journals. 
These are: 

 
• a constructive advancement of a loan by Ken Pty Ltd to Ken Trust; and 

 
• a subsequent constructive advancement of a loan by Ken Trust to Ken. 

 
This removes the lack of mutual obligations. 
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4. Warning – Promissory note “schemes” 

 
Note that in each of the examples above the promissory note was a documentation of an 
actual debt (a dividend, UPE or loan) that we only put into a promissory note so we could 
easily assign it. 
 
Once people start using promissory notes, they start to believe that the note itself is what 
creates an obligation. Yes, a note can create an obligation but the Commissioner is not 
foolish enough to be fooled by the existence of a note between two related parties. 
 
For example… 
 

Confidential and Commissioner of Taxation [2009] AATA 435, 436, 437 and 438. 
 
In each of these four cases: 
 
• a shareholder borrowed amounts from a company on the basis of a 

promissory note: a document under which the shareholder promised to repay 
the company; 

 
• the shareholder later arranged for the company to draw a cheque for the 

amount of the debt payable and provide the cheque to the shareholder on the 
basis that the shareholder would not bank the cheque; 

 
• a shareholder then endorsed the cheque to a finance company, and arranged 

for the finance company to endorse the cheque back to the company; 
 
• the company then received the endorsed cheque in satisfaction of the original 

debt. 
 
Effectively the shareholder purported to pay the company with a valueless piece of 
paper which the company had itself issued. The AAT held that the so called 
"promissory notes" were, for the purpose of Div 7A, merely unilateral promises to 
make payments.  
 
In addition, the AAT concluded that even if the "promissory note" was more than a 
unilateral promise, the arrangement was a sham because the company and the 
shareholder did not intend the that the shareholder would act in accordance with the 
promise set out in the "promissory note". 

 
Just creating a promissory note/cheque to make a payment does not work, and it especially 
does not work if the person making the note will never pay the amount as it will never be 
called on. 
 
 


