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Dear Lender Adj Professor, Dr Brett Davies- Partner

Deed of Debt Forgiveness

Thank you for instructing us to prepare the attached Deed of Debt Forgiveness.

How to print your document
When you are satisfied that the document is according to your instructions please:

1. Download the PDF (Don't print directly from the browser.)
2. Print the PDF Printer seftings: Ad paper

100% scale (fum off it fo page’)
3. Frint single sided (NOT duplex).
4. Once signed keep this covering letter with the document
(However, do not staple the covering letter to the document. )

Warning

The ATO released Draft Taxation Determination 201909, This is over 7 months since it
withdrew ATO 1D 2003/58% on 6 February 2019.

In TD 201509, the ATO now takes the view that the exclusion for debts forgiven for
natural love and affection are only between human beings — not companies or trusts.

The ATO's new view is that “the creditor cannot be a company or an individual acting in
the capacity of a trustee”.

As part of the explanation of the ATO's view, it notes that “the notion of forgiveness is
confined by the use of ‘natural love and affection’. That term serves to identify the
mativation for forgiveness. The required connection between that motivation and
forgiveness is only satisfied when the creditor feels natural love and affection.” Itis a
hurnan trait. While you can love your car and your dog, perhaps you cannot love your
company and your trust! The ATO has made its way into your home and now info your
hedroom. The ATO now claims to know your inner thoughts.
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TD 201%DS tums on its head the ATO's old interpretation of section 245-40(e) ITAA
1997.

Have a read of section 245-40(e). There is no requirement that a creditor is a natural
persan. The only reason for forgivenass is ‘natural love and affection’.

However, the ATO does not “devote compliance resources to debt forgiven prior to 6
February 20197, However, Deeds of Debt forgiveness for companies and trust after that
date may well be legal, but incur the wrath of the ATO. Tread carefully. Family Court
decisions since 6 Fehruary 2019 may have to be reconsidered if there was forgiveness of
debt.

Mote the ATO's position is that neither a trust nor a company, as the creditor, can express
feelings’ such as ‘love’ and ‘affection’. It may still be possible for a human being, such as
a heneficiary to forgive a debt to a company, or as is more usually a family trust. We will
see what the ATO has in store for us, in due course.

Therefore, the advice contained in this letter below is subservient to this waming and the
ATO's new approach. Speak with your accountant before you sign the Deed of Debt
Forgiveness.

The Law
income tax implications

Leqgislative references are based on the income Tax Assessment Act 1997 (Cth) (ITAA
19487) and the ncome Tax Assessment Act 1936 (Cth) (ITAA 1936).

In broad terms, from an income tax perspective, the two primary issues that arise as a
result of forgiving the debt are:

1.  whether a deduction for the release of debt is available; and

2. whether the commercial debt forgiveness provisions apply for the debt.

Deductibility of release of Debt
Revenue account

If the debt is on revenue account, there are two sections in the ITAA 1997 that potentially
apply to write off a debt. The sections are the general deduction provision (section 8-1)
and the specific deduction provision for bad debts (section 25-35).

Essentially, to be deductible, the debit must be in exisience at the time it is treated as a
had debt and claimed as such. A release of a debt exiinguishes it, leaving nothing to be
incurred within the meaning of section 8-1, or to be written off as bad under section 25-
35 Point v FC of T[1970] 119 CLR 453. This is also the case wherever a debt is
released, compromised or otherwise extinguished by the voluntary or acquiescent act of
the creditor: GE Crane Sales Pty Lid v FC of T[1971] 126 CLR 177.

You have built the document on the basis that the Lender agrees to forgive the debt for
love and affection. No repayment of the debt is required. Therefore, if the debt is on
revenue account, no deduction is generally available under sections 8-1 or 25-35.

Capital account

If the release of debt is on capital account, then CGT event C2 may apply (section 104-
25). Section 104-25 covers situations where debis and other “‘choses in aclion’ are
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redeemed, cancelled, released, discharged, safisfied, abandoned, surrendered or
forfeited.

In CGT Determination Number T2 the Commissioner describes the consequences for
the creditor of forgiving a debt as follows:

1. If the creditor receives no consideration for the waiver, or the consideration is less
than the market value of the debt, the creditor is freated as receiving an amount
equal to the market value of the debt at the time, calculated as if the waiver of the
debt had never been intended (section 116-30(1)).

2. the cost base of the debt is normally the amount of the Debt.

3. a capital loss is not available for a debt that is a personal use asset (section 108-
20(1)).

Section 108-20(2)(d) defines a personal use asset to include a debt arising other than:
(1) in the course of gaining or producing your assessable income; or
{ii) from carmying on a business.
Further, section 104-25(2) provides that CGT event C2 occurs:
(a) when you enter into the contract that results in the asset ending; or
(b} if there is no contract - when the asset ends.

Accordingly, the timing of any capital loss that may result from the release of the debt
owed is dependent upon when the parties enter into the Deed of Debt Forgiveness (see
Taxation Defermination T 93725,

As the Lender has forgiven the debt out of love and affection, no repayment is required.

Therefore, because the Lender has forgiven the debt for no considerafion, the Lender is
treated as receiving an amount equal to the market value of the debt at the time,
calculated as if the waiver had never been intended. Although there is an argument that a
capital loss may be available, the likely effect is that no capital loss is available to the
lender as the market value of the unrecoverable debt is offset against the cost base.

The timing of this potential capital loss is dependent upon when the parties enter into the
Deed of Debt Forgiveness.

Commercial Debt Forgiveness

For the Borrower, consider the rules in Division 245 of the ITAA 1997, These rules set out
the taxation implications for a debtor when a commercial debt is forgiven by a creditor.

Section 245-10 provides that a debt is a commercial debt if the whole or any part of the
interest payable on the debt is, was, or will be, an allowable deduction to the debtor (for
example, a family trust). If the dehbt is a debt for which no interest is payahble, the section
245-10 rules still apply if, assuming interest had been changed, a deduction under section
8-1 of the ITAA 1997 would have been allowable.

A ‘debt’ is an enforceahble obligation imposed by law on a person {a debior) to pay an
amount to another person (a creditor). The term ‘debtor’ is not defined in the legislation.
Therefore, it is defined by its ordinary meaning.
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A debt forgiven under a bankruptcy law, by a Will or for reasons of “natural love and
affection” is excluded (section 245-40).

It is arguable that the debt forgiveness rules do not apply in these circumstances as the
debt is being forgiven by reason of natural love and affection. We have drafied the Deed
of Debt Forgiveness on this hasis.

if the Rules Applied

If the commercial debt forgiveness rules in subdivision 245-E ITAA 1997 did apply,
assuming that the debis occurred after 19 September 1585 and all persons are Australian
residents, the position would be as follows:

The debt forgiveness rules provide for the Total net forgiven amount” of all debts of the
debtor that are forgiven in the same year of income to be applied in reduction of amounts
that would otherwise be taken into account in reducing the debftor's taxable income of the
forgiven year of income or any later year of income.

Therefore, when a Lender agrees to forgive a debt, the Borrower is required to reduce
certain amounts (reducible amounts) in the order listed below by the ‘net forgiven
amount'. The reducible amounts are:

1. deductible revenue losses (section 245-115);
2. deductible capital losses (section 245-1307;
3. a wide range of deductible expenditures (section 245-145), and

4. the cost bases of certain assets (sections 245-175, 245180, 245-185 and
245-180).
Section 245-85 provides that the gross forgiven amount (section 245-75) be reduced by
certain amounts, including indirect value shifts, to determine the net forgiven amount. Any
part of the net forgiven amount that remains after being successively applied against any
available reducible amount is disregarded except where the debfor is a partnership
(section 245-195).

When the Lender of say a Family Trust loan agrees fo forgive the debt, if the commercial
debt forgiveness rules do apply (that is, they are not excluded by reason of natural love
and affection), then the Borrower, being the Trustees of the Family Trust, is required to
reduce certain amounts (reducible amounts) in the order listed above by the net forgiven
amount’.

Family Trust distributions - UPEs

An ‘Unpaid Present Entitlement’ (UPE) is a distribution from a trust to a Beneficiary. The
Beneficiany is presently entitled’ to the income and therefore is required to pay tax on the
income. The income tax rate is the Beneficiaries’ marginal tax rate (which may be zero, it
they received little income that year). In contrast, if the Trustes forgot or was unable to
allocate income then the Trustee itself has to pay the tax. This is at the highest marginal
tax rate.

The Beneficiary, however, while ‘presently entitled’ does not aciually get the income. The
income (generally minus any tax that the Beneficiary had to pay) just stays in the Family
Trust. The unpaid money is called an ‘unpaid present entitlement’.

An ‘unpaid present entitlement’ arises when a trustee:
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* makes a Beneficiary entitled to the income of the trust for a pariicular income
year; but

« continues fo hold those funds on trust for that Beneficiary, until the Beneficiary
calls for payment.

When used for this purpose, the Deed of Debt Forgiveness operates to forgive the debt.
The family trust no longer owes the money to the Beneficiary.

REeimbursement agreement
For a Family Trust a reimbursement agreement is where:

. someone presently entitled to the Trust Income, pays the tax on the
income;

* hut someone else benefits from that income.

The term ‘benefit’ includes the payment or loan of money, the transfer of property, the
provision of services or other benefits; or the release, abandonment, failure to demand
payment, or postponed payment, of a debt.

The Deed of Debt Forgiveness is not a transfer of the benefit to someone else, rather it is
a forgiveness of a debt. It is therefore not a reimbursement agreement. To support this
proposition, we have considered the list of examples provided by the ATO as to what
constituies a reimbursement agreement. They are:

1. the Trustee of a trust owns all of the shares in a private company. The
company is also a beneficiary of the trust and undertakes no activity, but
derives a small amount of bank interest on its own account;

2. the directors of the Trustee company and the Beneficiary company are the
same (or related) individuals;

3. the Trustee resolves to make the company presently entitled to all, or some
part of, trust income at the end of year 1, and distributes it to the company in
year 2 hefore the company lodges its year 1 income tax retum;

4. the company includes its share of the trust's net income in its assessahle
income for year 1 and pays tax at the corporate rate. (Division 7A does not
apply because the company's entitiement s paid before it lodges its income
tax return for the year in which the entitlement anose);

5. the company pays a fully franked dividend o the Trustee in year 2, sourced
from the trust income, and the dividend forms part of the trust income and net
income in year 2;

6. the Trustee makes the company presently entitied to all, or some part of, the
trust income at the end of year 2 (possibly including the franked distribution).
The arrangement is repeated:;

A Deed of Debt Forgiveness does not fall within the spint or intent of any of these ATOD
provided examples.

See also:

hitps-{fwww. ato.gov.auw/ General Trusis/In-detail/DistributionsTust-taxation—
reimburzement-agreement@#Ordinaryfamilyorcommercialdealing

Commissiones of Taxafion v. Prestige Molors Ph Lio 98 ATC 4241: 38 ATR 568
Idlecrofl Pty Lid v. Commissione oi Taxation 2005 ATC 4647 60 ATR 224
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We note in passing that another way of dealing with the Unpaid Present Entitlement for a
Discretionary Trust is to merely transfer it to another person. We believe that this is
unsafe as it may be construed as a reimbursement agreement.

Stamp Duty
You do not need to lodge this document because no duty is generally payable on this
type of Deed.

Fringe Benefit Tax Implications
The Law

If & debt owing by an individual (or associate) to say a trust is waived or forgiven,
potential Fringe Benefit Tax (FBT) implications arise. FBT provisions can only apply if the
Lender is an employer. The employer provides the benefit in respect of employment. It
does not matter whether such employment is past, present or future.

Application of the law to your facts

In considering the FBT implications of the releass of debt, if any of the parties to the
deeds are in an employerfemployee relationship, FBT may apply. It is important to
examine this issue further if any of the parties concemed have been employed by the
Lender, and if there is any connection between the debt and the employment of the
person concemed.

How much of the debt is forgiven?

The definition of 'Amalgamated Debt’ in the agreement ensures that all money cumently
owed, as of the date of the Deed is forgiven. Therefore, we do not write the actual
monetary amount into the Deed. Mext year if there is more mongy owing then just print
out another copy of the Deed and sign it again, with the new date. You can do this every
year, or as often as you want. If you are not forgiving all of the Debt then state this ina
Minute.

Recording the forgiveness of debt in the accounts

From a taxation position, if the above applies, the forgiveness of deht is nether incomes
nor a taxable capital gain. Under these circumstance it has no tax conseguences. The
forgiven amount ends up in the frust corpus. For the accounts, to be true and useful, the
accounts should reflect this. Like the seftled sum and gifts, the forgiven UPE meraly
increases the corpus of the trust. The accounts should be entered in a similar vein.

The Settlor settles a nominal sum to prime or start the Familty Trust. This is recorded in
the Chart of Accounts as the "Settled Sum'. It has no tax consequences. Similarly, the
Appointor or a family member may later, and from time to time, gift money into the Trust.
This is recorded, much like the "Settled Sum'. This also has no fax conseguences.
Similarly, forgiven debts are recorded in the capital account. From both an accounting
and tax position, there are no tax consequences.

Journal Entries

1. The Beneficiaries’ Unpaid Present Entitlement or Loan account is reduced to
Zero.
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2. Next to the “Settled Sum’ settled by the Settlor (usually $10) add to your Chart
of Accounts in the capital account "Forgiven UPES’ or "Forgiven Loans'.
Summary

Because the deht is forgiven for ‘natural love and affection’, there is generally no taxation
implication. If you are unsure then speak to your accountant or ourselves. When you are
satisfied the document is according to your instructions, please sign two copies, one for

the Lender, and one for the Bormmower. This now concludes the matter. Thank you for yvour
instructions.

If | can further clarify the above you are welcome to contact me on my direct telephone
number 1800 141 612

Yours sincerely,
Emn— % ;

Adj Professor, Dr Brett Davies, CTA, AIAMA, BJuris, LLE, LLM, MBA, 51D
Mafional Taxation Partner
LEGAL CONSOLIDATED BARRISTERS & SOLICITORS

This is a sample of the document you are

building on our law firm's website.

Depending how you answer the questions
the document and our letter may be
different.

We have a 100% money back guarantee.
For any reason you can return the

document to us for a full refund.

Dr Brett Davies
Partner
Legal Consolidated Barvisters & Solicitors
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This Deed is between

UXEY Holding Pty Ltd ACN 549 848 945
463 Victoria Road, West Melbourne VIC 3003, Australia

(Lender)
and

Tony £hao
of 72 South Street, Brighton VIC 3186, Australia

(Borrower)
It is agreed:

1. Dictionary

Unless there is a contrary intention, in this Deed these terms mean:

BARRSTERE & SOLICTTORS

What (s a Deed of Debt
Forgiveness?

The Borrower owes you
money. You, as the
Lender, sign the Deed
of Debt Forgiveness. The
debt is gone. The
Borrower no longer
owes you, the Lender

any money.

Amalgamated Debt all monies and the Debt owing by the Bomower to the Lender that

remain unpaid as at the date of this Deed

Debt (subject to clause 5) any amount owed, or similar obligation, by the Borrower to the

Lender aon or before the date of this Deed and includes:

any advance of money to the Borrower including unpaid present entitlements and any
distribbution from a trust or a Family Trust; the provision of credit or any other form of

financial accommodation to the Borrower; and

any amount paid on or before that date for, on account of, on behalf of or at the request
of, the Borrower where the Borrower is subject to an obligation to repay the amount.

2. Forgiveness of the Amalgamated Debt

With effect on and from the date of this Deed, or an earlier date if any minutes state
otherwise, the Lender releases the Borrower from all s obligations relating o the
Amalgamated Debt and all actions, claims or proceedings that the Lender may have
against the Borrower under or in respect of the Deed and Amalgamated Debt for natural

love and affection.

3. Background

1. The Bommower owes a Debt o the Lender.

2. The Lender for natural love and affection has agreed to release and forgive the

Debt under the terms of this Deed.

4. Governing law

This Deed is govemed and construed by the law as the parties unanimously decided. If
no decision is made then the governing law is the law in the State or Termitory in which
the first party to this Deed resides as evidenced by the address shown in this Deed. Each

of the parties submits to the non-exclusive jurisdiction of its Courts.
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5. Deed subject to Nominal Duty

This Deed is subject to, and conditional upon, the release of the Amalgamated Debt
heing subject only to nominal stamp duty or no duty by the relevant authorty. If this Deed
is assessed as being subject o ad valorem duty based on the value of the Amalgamated
Debt forgiven then the parties warrant that this Deed is void ab inifio.

6. No Partnership

The Deed does not create the relationship of pariners, or of principal and agent, between
the parties nor as between each other.

7. Severing to reduce tax and stamp duty

5. The Deed is interpreted to reduce taxes, imposts, duties and stamp duty (including
State and Federal) (Taxes) and avoid any illegality. If any clause nonetheless fails to
reduce Taxes or is illegal, it is severed, read down or fettered, as required, from the
Deed to the extent of the illegality or in the furtherance of the reduction of Taxes.

6. The Deed is read down 50 that no mandatony taxation law or Taxes, from time fo
fime, is contravened that would lead to an unfavourable taxation position.

8. Decision making in more than one place and Notices

F. This Deed may be executed in different locations by signing identical documents and
all counterparts together constitute the Deed.

8. Meetings and decision making can be conducted in more than one place
ielephone, the Intemet or other means.

9. Notices may be provided via the post or email.

This Deed of Debt
Forgiveness is not
appropriate when

you or your trust
9. Interpreting the Deed owes money to a

In the Deed, unless the context indicates a contrary intention: company. That is
_ ) ) _ probably a Division

1. headings are for convenience only and do not affect interpretation.

2. areference to a person includes a reference to; individual, body conporats
incorporated), body politic, association of persons {(whether incorporated |
unincorporated) partnership, trust, person in the capacity as a Trustee, pé forgive. Get your
capacity as the Personal Representative of a deceased estate and supen
fund the plural includes the singular and vice versa.

3. areference to any gender includes every other gender.

7A loan that your
company should not

accountant and
financial planner to

: __ telephone us.
4. areference to the Dead includes a reference to any amendment, novation

supplemental deed or replacement from time to time.
5. references to any party to this Deed include its successors and permitted assigns.

6. references to laws in the Deed refer to those laws 3s amended as consistent with the
overall purpose of the Deed and does not lead to an anomaly.

7. reference to any statute, or any subordinate legislation or instrument includes all
statutes, subordinate legislation or instruments amending, modifying, consolidating,
re-writing, re-enacting or replacing them and a reference to a statute includes all
subordinate legislation and instruments made under that statute.
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Executed as a Deedonthe ... ...

EXECUTED for and on behalf of
UXEY Holding Pty Ltd
ACH 549 848 945

Member, by authorty of its Directors in
accordance with section 127
Caorporafions Act 2001 (Cth)

Signature of Director or Secretary

SIGNED, SEALED AND DELIVERED by
Tony Fhao

(Signature of witness)

(Mame of withess)

BARFRETERS & BOLSITORE

Signature of Director (if a 2™)

Tony Fhao

You can build this document here:

https://www.legalconsolidated.com.au/for

give-debt -agreement/
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