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	Income tax and deductions for small business

	


Introduction

This the first in the series of the publication Income tax and deductions for small business (NAT 10710). 
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	Income tax and deductions for small business (NAT 10710) is also available as a complete product:

· as a downloadable pdf version or 

· paper booklet.


About income tax and deductions for small business

You pay income tax on your taxable income, which is your assessable income minus your allowable deductions.

This guide explains how small businesses:

· calculate their assessable income 

· calculate their allowable deductions, and 

· lodge an annual income tax return.

Getting started

The Tax Office collects revenue on behalf of the Australian Government. Most revenue is collected through the income tax system, which includes capital gains tax. Income tax is paid by individuals, companies, superannuation funds and sometimes trustees.

Income tax is collected in two ways: through the pay as you go (PAYG) system and through annual income tax returns. If you’re in business, you are probably required to pay quarterly instalments to provide for your income tax as you earn your income. These quarterly PAYG instalments are credited against your annual income tax liability. 

For most businesses, the income tax year runs from 1 July to 30 June.

In Australia we have a self-assessment system of taxation. This means that you are responsible for working out your tax obligations and paying the correct amount to the Tax Office by the due date. You also have to keep all relevant records to support your tax calculations.

You pay tax on your taxable income, which you calculate as follows:

	Taxable income
=
assessable income less allowable deductions


In working out your assessable income and allowable deductions, you need to separate your business income from other income, such as income from a hobby or wages. This is because the tax system treats income and expenses from a business differently from those related to a hobby or your private activities.

You can generally claim an immediate deduction for expenses you incur in the everyday running of your business and a deduction over time for most capital expenses incurred by your business. This is not the case for income you earn from a hobby, which is not taxed, and you can’t claim deductions for costs associated with it.

To be able to claim business deductions you must be carrying on a business. If you aren’t carrying on a business, your activities may in fact be a hobby, sport or recreational activities. So the first thing to do is to establish that you are indeed carrying on a business.

Are you carrying on a business?

There is no set definition or hard and fast rules about what constitutes a business, but the courts have provided some guidelines. Generally, you are considered to be carrying on a business (rather than a hobby) if your activity:

· has actually started 

· has a significant commercial purpose or character (including size, scale and permanency) 

· is intended to make a profit, as well as having prospects of making a profit 

· is carried on in a similar manner to other businesses in your industry, and 

· is planned, organised and carried on in a business-like manner.

	Carrying on a business

	Sole trader

Bill is a sole trader who runs a small toy shop. He runs his business from a shop he rents in a small suburban shopping centre and his shop is open the same hours as other toy shops. Bill advertises in the Yellow pages as well as regional toy magazines. He sells his toys at a price that enables him to make a profit. He has an Australian business number and is registered for GST. He doesn’t employ any staff. 

Bill also has a rental property and some share investments but these are personal investments and so are separate from his toy shop business.

 

	Company

Maria works from home as a graphic designer and runs her business through a company. She has a number of different clients. Maria is a member of a professional graphic design group and advertises her services through the group’s website and handbook. She also has her own website. Maria’s company has an Australian business number and is registered for GST. Maria charges the going hourly rate for her work. She does not employ any staff.

Maria also has a large share portfolio but this is a personal investment and is not related to her company.


Both Bill and Maria would be considered to be carrying on a business according to the guidelines set down by the courts. Compare their activities to Tchen in the following example.

	Example: Conducting a hobby

	Tchen works as a sales assistant but also makes wooden toys at home. He spends about six hours a week making the toys and sells them only to his family and friends. He intends to keep his toy-making activity small and is happy to just cover his costs. Tchen’s toy-making activity would be considered a hobby. As such, Tchen would not include any amounts he received from selling the toys in his income tax return. Consequently, he can’t claim any expenses he incurs in relation to his hobby against the income he earns from his sales assistant job or any other income.


We use the example of Bill (sole trader) and Maria (company) to illustrate various aspects of income tax throughout this guide.

If you work as a subcontractor, or contract out your skills and services, and earn income for those services through a company, trust or partnership, the income may be included in your personal assessable income. Your entitlement to deductions related to your income from contracting or consulting may also be limited.
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	More information 

· Am I in business? (NAT 2598) 

· Taxation Ruling 97/11 - Am I carrying on a business of primary production?


What is your business structure?

You need to work out which business structure is best for you. This is important because different entities are taxed differently, so your business structure will affect what income tax you pay. 

The business structures most commonly used by small business in Australia are:

· sole trader 

· partnership 

· trust, and 

· company
Sometimes businesses are run through clubs, societies or associations. If these clubs, societies or associations have the characteristics of a business as described in carrying on a business, they are required to pay income tax. Their taxable income is calculated in the same way as for companies and they have to lodge an annual income tax return.

Non-profit organisations established for an exempt purpose are exempt from paying income tax. This includes non-profit clubs, societies and associations which are established for an exempt purpose but carry out commercial or business operations that are merely incidental to carrying out their exempt purpose.

Non-profit organisations not established for an exempt purpose have to pay income tax but at special rates.
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	More information 

· Income tax guide for non-profit organisations (NAT 7967)


The following table shows the main features of the different business structures and will help you decide which structure is best for your business.

	Structure
	Features

	Sole trader
	A sole trader is the simplest business structure and consists of an individual trading on their own. That person controls and manages the business.

The income of the business is treated as the person’s individual income and they are solely responsible for any tax payable by the business. This means that, after deducting allowable expenses, they include all their business income with any other income and report it on their individual tax return. Sole traders use their individual tax file number when lodging their tax return.

Sole traders pay the same tax as individual taxpayers, according to the marginal tax rates. Individuals don’t pay tax on the first $6,000 they earn. This is called the tax-free threshold.

Sole traders generally pay PAYG instalments towards their expected end-of-year tax liability.

A sole trader may apply for an ABN for their business and use this number for all their business dealings.

A sole trader may apply for GST registration. This can be applied for on the ABN application form. A sole trader is required to be registered for GST if their annual turnover is $50,000 or more.

A sole trader cannot claim a deduction for money they ‘draw’ from their business on a regular basis as this is not considered to be wages.

	Partnership
	For tax purposes, a partnership is an association of persons that carry on business as partners or receive income jointly.

A partnership is not a separate legal entity and doesn’t pay income tax on the income earned by the partnership. Instead, each partner pays tax on their share of net partnership income. 

While the partnership doesn’t pay tax, it does have to lodge an annual partnership income tax return to show all income earned by the partnership and deductions claimed for expenses incurred in carrying on that business. The partnership’s tax file number is used when it lodges its annual income tax return.

Partnerships are not liable to pay PAYG instalments. Instead, individual partners may be liable to pay PAYG instalments on their share of income from each partnership of which they are a member.

Partners may apply for an ABN for the partnership and use this number for all the partnership’s business dealings. A partnership needs its own tax file number. This can be applied for on the ABN application form.

Partners may apply for GST registration for the partnership. This can be applied for on the ABN application form. A partnership is required to be registered for GST if its annual turnover is $50,000 or more. 

	Trust
	A trust is an obligation imposed on a person to hold property or income for the benefit of others (who are known as beneficiaries).

Like a partnership, a trust is not a separate legal entity and therefore does not pay tax. Instead, the trust’s annual income is calculated and distributed to the beneficiaries by the trustee. The beneficiaries then have to include their share of the trust’s net income in their individual tax return. However, the trustee pays tax on any trust income that is not distributed to beneficiaries, or on income that is distributed to beneficiaries under the age of 18 or non-resident beneficiaries.

If a trust is carrying on a business, each year all income earned by the trust and deductions claimed for expenses incurred in carrying on that business must be shown in a trust tax return. The trust’s tax file number is used when the annual income tax return for the trust is lodged.

Trusts are not liable to pay PAYG instalments. Instead, the beneficiaries or trustees may be liable to pay instalments. 

The entity that is trustee will need to register for an ABN in its capacity as trustee of the trust.

The entity that is trustee can register for GST in its capacity as trustee of the trust. This can be applied for on the ABN application form. A trust is required to be registered for GST if its annual turnover is $50,000 or more. 

	Company
	A company is a distinct legal entity with its own income tax liability, separate from an individual’s income tax. For tax purposes, a company means a body or association, incorporated or unincorporated, but does not include a partnership or a non-entity joint venture. Companies are regulated by the Australian Securities and Investments Commission.

A company is a more complex business structure and set-up and administrative costs are usually higher than for other business structures. A company is required to have a separate bank account.

Under the self-assessment system, companies have to lodge an annual company tax return, which shows the income and deductions of the company and the company’s income tax payable. Companies also usually pay PAYG instalments, which are credited against their annual liability.

A company pays income tax on its assessable income (profits) at the company tax rate, which is currently 30%. The amount of tax to be paid is reduced by any PAYG instalments paid during the year. There is no tax-free threshold for companies. 
A company needs to register for an ABN and a tax file number.

A company may apply for GST registration. This can be applied for on the ABN application form. A company is required to be registered for GST if its annual turnover is $50,000 or more.

If a business is run as a company, the money earned by the business belongs to the company. 

A company can claim a deduction for any salary or wages paid to employees. Fees paid to directors of a company are subject to PAYG withholding. However, any personal services income may be treated differently. 
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	More information 

· Partnership and trust tax return instructions (NAT 2297) 

· Company tax return instructions (NAT 0669) 

· TaxPack (NAT 0976) for details on income tax for individuals

	  
	  

	  
	Business tip 

For both ABN and GST purposes, carrying on an enterprise includes doing anything in the course of commencing or terminating the enterprise. Therefore, you can apply to register for both an ABN and GST before actually commencing business, regardless of your structure.


	Example: Business structure

	Sole trader

Bill has chosen to run his business as a sole trader as he wants to have complete control over his business. He wanted to avoid the costs of incorporating and is keen to keep his administrative costs low and his accounting simple.

As a sole trader, all the income Bill receives from his toy shop is treated as his individual income. So he must first work out his taxable income from his toy shop (assessable income minus allowable deductions) and then add it to his income from his shares and rental property (less allowable deductions). Bill reports this income in his individual tax return using his individual tax file number.

Bill provides for his income tax by paying quarterly PAYG instalments throughout the year. At the end of the income year, he will receive an annual assessment, which takes into account the PAYG instalments he has paid during the year.

	Company

Like Bill, Maria looked into the different business structures when she was setting up her business. She decided in favour of a company, even though her set-up costs were higher and she knew she would have higher ongoing administrative costs and more responsibilities. The advantage for Maria in setting up a company was that her company would pay tax at a flat rate of 30%, rather than at the highest personal tax rate of 48.5%. Maria’s company could also claim a 100% deduction for the superannuation contributions it made for her (up to her age-based limit).

The company provides Maria with a car as a fringe benefit and so pays fringe benefits tax.

Maria’s company pays quarterly PAYG instalments. PAYG instalments paid are taken into account at the end of the income year when working out the company’s tax payable.


What you need to do
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You must keep records of your business transactions for five years after they are prepared, obtained or the transactions completed, whichever occurs later. These records include:

· sales and expense invoices 

· sales and expense receipts 

· cash register tapes 

· credit card statements 

· bank deposit books and cheque butts 

· bank account statements, and 

· records relating to employees, such as wages books and time sheets.

You may also need to keep the following specific income tax records for each financial year:

· motor vehicle expenses, including logbooks 

· debtors and creditors lists 

· records of depreciating assets 

· stocktake records, and 

· records relating to assets for capital gains tax purposes.

If you use any business purchases for private use, you must have records that show how you calculated any private use component.

You can store records in either paper or electronic form. However, all your business records should be readily accessible and available in English.
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	More information 

· Record keeping for small business (NAT 3029)


What to do/read next
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	Use the following links to navigate within 'Income tax and deductions for small business'

	
	Getting started
01 Calculate your assessable income

 HYPERLINK "http://www.ato.gov.au/businesses/content.asp?doc=/content/45586.htm&page=1" 
02 Calculate your allowable deductions

 HYPERLINK "http://www.ato.gov.au/businesses/content.asp?doc=/content/45724.htm" 
03 Lodge an annual income tax return

 HYPERLINK "http://www.ato.gov.au/businesses/content.asp?doc=/content/45512.htm" 
Definitions
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