HOW DO FRANKING CREDITS

WORK?

So, have you ever asked yourself, “how do franking credits work?” Well, wonder no more, as here is an explanation.

Dividends to shareholders are paid out of profits. Companies have already paid tax on these profits at the company tax
rate, which is currently 30%.

These dividends are described as being ‘franked.’” Franked dividends have a franking credit (tax credit) attached to them, which
represents the amount of tax the company has already paid. Franking credits are also known as imputation credits.

As the company has already paid tax on the dividends that you end up with, you are entitled to receive a credit for any tax the
company has paid. If your tax rate is less than the company’s tax rate, the Australian Tax Office (ATO) will refund you the difference.

Case Study
John’s SMSF receives a tax refund (see Column 15% in Table below).

John’s’ super fund owns shares in a company. The company pays the super fund a fully franked dividend of $700. John'’s dividend
statement says there is a franking credit of $300. This represents the tax the company has already paid. This means the dividend
before company tax was deducted, would have been $1,000 ($700 + $300).

Come tax time, John'’s fund must declare $1,000 (the $700 dividend plus the $300 franking credit) in the taxable income. If the
marginal tax rate were 15%, he would have paid $150 tax on the dividend ($1,000*15%). Because the company has already paid
$300 in tax, John will receive a refund of the difference, which is $150 ($300 tax paid by the company less tax he would have paid
at 15% or $150).

So, John keeps the $700 he received and also gets a further $150 as a tax refund.

Please see the table below for the different tax rates and the box further below for a written explanation of this table:

Tax Rate 0% 15% 30% 45%
Dividend $700 $700 $700 $700
Imputation Credit $300 $300 $300 $300
Assessable Income $1,000 $1,000 $1,000 $1,000
Gross Tax Nil $150 $300 $450
Less imputation credit (tax offset) -$300 -$300 -$300 -$300
Tax Refund for excess imputation credits = $300 $150 Nil $150 extra tax
to pay
Full Entitlement $1,000 $850 $700 $550
($700 + $300 tax | ($700 + $150 tax = (keep the full ($700 - $150
refund) refund) dividend received) = extra tax liability)

So, you can see how valuable franking credits are to a super fund, that pays 15% tax in accumulation phase & 0% in pension phase
(under $1.6m).

The lower your tax rate, the more franking credits work for you, one of the main reasons that so many voters rejected Labor’s proposed
changes to the franking credits.



Further explanation of above table.:

1. A taxrate of 0%, if a super fund is in pension phase (for the super balance of less than $1.6m) — Tax due on the dividend
is $0 ($1,000*0%). Because the company has already paid $300 in tax, a refund of $300 is received ($300 tax paid by the
company less tax that would have paid $0 ($300-$0=$300). So, John keeps the $700 he received and also gets a
further $300 as a tax refund.

2. A tax rate of 15%, he would have paid $150 tax on the dividend ($1,000*15%). Because the company has already paid
$300 in tax, a refund of $150 is received ($300 tax paid by the company less tax that would have paid $0 ($300-$150=$150).
So, John keeps the $700 he received and also gets a further $150 as a tax refund.

3. A tax rate of 30%, he would have paid $300 tax on the dividend ($1,000*30%). Because the company has already paid
$300 in tax, John will not receive a refund nor have more tax to pay ($300 tax paid by the company less tax he would have
paid at 30%, or $300). So, John keeps the $700 he received and has no further tax to pay.

4. A tax rate of 45%, he would have paid $450 tax on the dividend ($1,000*45%). Because the company has already paid
$300 in tax, John will have to pay an extra $150 in tax. So John must pay a further $150 in tax on this dividend.

For more information, please click the ATO website for more details on dividend imputation.

If you would like to know further on how you can benefit from franking credits, please contact AAG team on
(08) 9227 6300 or email clientservices@austasiagroup.com.

Important information and disclaimer

This publication has been prepared by AustAsia Group, including AustAsia Accounting Services Pty Ltd (Registered Tax Agent No 7587 3005) and AustAsia Financial Planning Pty Ltd (AFSL 229454).
AustAsia Accounting Services Pty Ltd - Liability limited by a scheme approved under Professional Standards Legislation.

Any advice in this publication is general only and has not been tailored to your circumstances. Accordingly, reliance should not be placed on the information contained in this document as the basis
for making any financial investment, insurance, or other decision. Please seek personal advice before acting on this information.

Information in this publication is accurate as at the date of writing, 9 July 2019. Some of the information has been provided to us by third parties. While it is believed the information is accurate and
reliable, the accuracy of that information is not guaranteed in any way.

Opinions constitute our judgement at the time of issue and are subject to change. Neither the Licensee nor any member of AustAsia Group, nor their employees or directors give any warranty of
accuracy, nor accept any responsibility, for any errors or omissions in this document.

Any general tax information provided in this publication is intended as a guide only and is based on our general understanding of taxation laws. It is not intended to be a substitute for specialised
taxation advice or an assessment of your liabilities, obligations or claim entitlements that arise, or could arise, under taxation law, and we recommend you consult with a registered tax agent.
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