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1 Introduction 

In recent years, there has been an increasing focus by the Australian Taxation Office (ATO) on cross-border 

financing and refinancing transactions (and related instruments), and particularly on cross-border related party 

debt (re)financing transactions. 

This trend is evident in the increase in ATO guidance aimed at highlighting perceived risks in relation to cross-

border (re)financing transactions; the various Federal Budget Announcements, Exposure Legislation and law 

changes that have been released on the topic; and the increased public spend on audit, review and taskforce 

activity. As just one example, the twelve months from June 2017 to June 2018 saw a jump from 98 audits, 

covering 81 public and multinational companies, to 318 multinational companies being under active 

review/audit (with several significant disputes focusing on this issue),1 and this number continues to rise. 

Taken together, these developments reinforce both the ATO and Treasury’s ‘laser-like’ focus on the various 

tax rules applicable to cross-border (re)financing transactions, including: 

● pricing of debt (including transfer pricing considerations); 

● quantum of debt (including thin capitalisation rules); and 

● deductibility of costs associated with debt. 

Moreover, these developments have taken place in a post-Chevron, post-hybrids, post-BEPS world, which has 

culminated in the current complexity, beyond the more traditional potholes that can create uncertainty in even 

the most ostensibly straight-forward (re)financing transaction.  

This paper seeks to elucidate and illustrate the latest developments and trends within some of the traditional 

realms of Australia’s tax law that have the potential to cause unsurprising (re)financing transactions to result in 

surprising consequences for taxpayers. The key provisions that will be considered include the debt and equity 

rules in Division 974, Subdivision 815-B (contained within the transfer pricing provisions in Division 815) and 

the thin capitalisation rules in Division 820. 

This paper is structured so as to provide: 

1. a brief overview of the debt and equity regime; 

2. a discussion on the implications arising from the recently released TD 2018/D6 (the TD or draft 

Determination), which provides updated ATO guidance on whether the debt and equity rules in 

Division 974 of the Income Tax Assessment Act 1997 (Cth) (ITAA97) can limit the operation of the 

transfer pricing rules contained in Subdivision 815-B. This topic necessarily traverses elements of debt 

                                                      
1 Australian Taxation Office, Commissioner of Taxation: Annual Report 2016-17 (2017); Simon Benson, “ATO hunts down multinational 

companies for 2.7bn owing”, The Australian (online), 27 June 2018 <https://www.theaustralian.com.au/national-affairs/treasury/ato-hunts-

down-multinational-companies-for-27bn-owing/news-story/249aafcb1a45ca7254ec8ae4f080b315> 
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/ equity, thin capitalisation and transfer pricing.  Whilst not considered directly in this paper, elements 

of the draft Determination can also impact value shifting, loss utilisation rules, availability of franking 

(and / or different withholding tax rates) and the treatment of dividend access shares2; and 

3. finally, a consideration of the guidance materials and changes released throughout 2018 with respect 

to the thin capitalisation regime, and a discussion on the potential impact of the draft Determination 

(and the classification of a financial instrument as either debt or equity) on an entity’s thin 

capitalisation profile.  

In our view, this increasing focus by the ATO and Treasury on cross-border related party (re)financing 

transactions is part of the new ‘normal’. In fact, the ATO has already foreshadowed several pieces of new 

guidance materials in relation to interest-free loans, as well as a range of thin capitalisation issues such as 

asset revaluations and their proposed compliance approach to taxpayers’ use of the arm's length debt test.  

In addition to this, the Treasury Laws Amendment (Making Sure Multinationals Pay their Fair share of tax in 

Australia and Other Measures) Bill 2018 (Cth) continues to be before the House of Representatives, and if 

passed, will itself trigger important changes to asset revaluations for thin capitalisation purposes, and the 

revised treatment of foreign controlled Australian consolidated groups and multiple entry consolidated (MEC) 

groups as both outward and inward investment vehicles for thin capitalisation purposes. This is not to mention 

the significant impact that a newly-elected Labour Government could have on the thin capitalisation regime 

generally. Each of these potential future developments are discussed further in this paper. 

It is this continuing ‘laser like’ focus, which therefore reinforces the importance of tax practitioners remaining 

up to date and informed in these areas, so that they can continue to respond to new and complex 

developments in the international tax sphere, whilst remaining cognisant of the more traditional tax rules that 

have always been, and continue to be, applicable to even the most simple of (re)financing transactions.   

It is important to note that many of these new and complex developments are far more subjective and reliant 

on taxpayer judgment rather than previously-seen bright line tests, and in this environment, the judgment of 

‘many’ is often better than the view of an individual. We foresee this to be another major challenge, and 

opportunity, in modern (re)financing practice. 

 

 

 

 

 

                                                      
2 Due to length constraints, some of the matters not directly addressed in this paper will be considered in the accompanying presentation 

of this paper in the 34th National Conference hosted by the Taxation Institute of Australia 



 

© Michael Bona, Stuart Landsberg, Tariq Rasool,  Josh Johnson, Gabrielle Fitzgibbon & Sarthak Sinha 2019 

 

2 The debt and equity rules  

Since their introduction in October 2001, the debt and equity rules, contained in Division 974 of the ITAA97, 

have been surrounded by uncertainty and labelled a ‘statutory interpretation nightmare’ (amongst other things) 

by various stakeholders.3  

By way of brief history, this resulted in the ATO releasing a discussion paper in 2007 to members of the 

National Tax Liaison Group concerning the interpretation of Division 974, with specific regard being had to the 

equity-override provision. A Board of Taxation (BoT) review of the debt and equity rules was subsequently 

announced in 2013, and in December 2014, the BoT released an accelerated report4 focused on the related-

schemes and equity-override provisions contained within Division 974. The report recommended that 

“uncertainty around the operation of the related scheme and section 974-80 provisions be addressed by 

replacing the existing rules with a new provision”.5 The release of this report as well as the BoT’s final report6 

in March 2015 culminated in a consortium of stakeholders (made up of taxpayers, advisers, the ATO and 

Treasury) coming together in 2016 with a focus on reform, and ultimately resulted in the release of Draft 

Exposure Legislation in October 2016.7  

Despite this positive step, these proposed changes have remained in limbo, with no attempt being made to 

progress the Draft Exposure Legislation through the legislative process. In addition, recent guidance on this 

topic (including the Department of Treasury’s Consultation Paper on Stapled Structures and the draft 

Determination),8 has failed to acknowledge these proposed changes, thereby suggesting that reform in this 

area is not imminent.  

Simultaneously, the ATO has been progressing their view on the application of the current regime, with their 

most recent release, the draft Determination, providing advice on how the ATO will interpret the debt and 

equity rules in light of the transfer pricing rules contained in Subdivision 815-B. This TD will be considered in 

detail below, but first, we start with a high-level refresher on the debt and equity rules in Division 974.  

                                                      
3 Thomas Trotman and Keith Kendall, ‘The certainty of uncertainty: an examination of the pitfalls of Australia’s unique debt-equity regime’ 

(Paper presented at the 28th Australasian Tax Teachers Association Conference, UNSW Business School, 20-22 January 2016) 11 

4 Board of Taxation, Review of the debt and equity tax rules - the related scheme and equity override integrity provisions, A report to the 

Government, December 2014 

5 Board of Taxation, Review of the debt and equity tax rules - the related scheme and equity override integrity provisions, A report to the 

Government, December 2014, pg 1 

6 Board of Taxation, Review of the debt and equity tax rules, A report to the Government, March 2015 

7 Tax and Superannuation Laws Amendment (debt and equity scheme integrity rules) Bill 2016 (Cth) 

8 Commonwealth, Stapled Structures, Consultation Paper (March 2017) 
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2.1 Division 974: The Mechanics  

The debt and equity rules were introduced in 2001 by then Treasurer, Peter Costello, in response to growing 

domestic and international uncertainty, as to how to properly distinguish between a debt interest and an equity 

interest.9 It was intended that these rules would “provide greater certainty, coherence and simplicity”,10 and 

operate to classify a financial arrangement (or “scheme”) as either a debt interest or an equity interest for 

income tax purposes.11 In so doing, this regime was intended to serve two important purposes: 

1. characterise an instrument according to its economic substance (and not legal form), and, by 

considering the pricing, terms and conditions of the relevant instrument, “... limit the ability of taxpayers 

to have returns on an interest artificially categorised ... to best suit the tax profiles of the issuer and the 

holder so as to create undesirable tax arbitrage”;12 and  

2. ensure that returns on true “debt” interests could be deductible for the issuer but not frankable; and 

returns on true “equity” interests could be frankable for the issuer, but not deductible.  

Broadly, Division 974 is structured as follows: 

1. Subdivision 974-B sets out the conditions for an interest in an entity to be characterised as a “debt 

interest”;  

2. Subdivision 974-C sets out the conditions for an interest in an entity to be characterised as an “equity 

interest; and 

3. where an interest in a company could prima facie be characterised as both a debt interest and an 

equity interest, subsection 974-5(4) acts as a tie breaker rule, and in such circumstances, the interest 

will be treated as a debt interest for income tax purposes. 

Division 974 also contains various provisions dealing with the combined effect of related schemes and 

interests arising from arrangements involving funding through connected entities. These provisions will not be 

considered in detail within this paper, however, they are generally considered to be the most problematic 

aspects of Division 974, together with the “equity override provision”. As mentioned above, the 2016 Draft 

Exposure Legislation, which was aimed at amending these aspects of Division 974, remains stalled in the 

legislative process. 

                                                      
9 Wolfgang Schön et al, ‘Debt and Equity in Domestic and International Tax Law - A Comparative Policy Analysis’ (2014) 2 British Tax 

Review 146, 147 

10 Explanatory Memorandum, New Business Tax System (Debt and Equity) Bill 2001 (Cth) [1.9]  

11 ITAA97, s 974.1 

12 Explanatory Memorandum, New Business Tax System (Debt and Equity) Bill 2001 (Cth) [2.2] 
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2.1.1 The debt test 

The test for distinguishing debt interests from equity interests focuses on a single organising principle: whether 

there is an “effective obligation of an issuer to return to the investor an amount at least equal to the amount 

invested”. This is referred to as an effectively non-contingent obligation (ENCO).13  

The Explanatory Memorandum to the New Business Tax System (Debt and Equity) Bill 2001 (Cth) states that: 

Debt in a formal sense involves obligations which are non-contingent in legal form (e.g. a legal 

obligation to pay interest and to return principal). However, if the debt test were to focus solely on 

obligations which are non-contingent in legal form, schemes that are equivalent in economic 

substance might give rise to different tax outcomes. This would encourage tax arbitrage and open up 

tax avoidance opportunities. 

The debt test therefore uses the concept of an effectively non-contingent obligation as opposed to a 

legally (or formally) non-contingent obligation. Thus a scheme under which an entity has a right but not 

a legal obligation to provide a financial benefit could nevertheless be debt if, having regard to the 

pricing, terms and conditions of the scheme, the entity is in substance or effect inevitably bound, to 

exercise that right.14 

Subsection 974-135(3) further provides that an obligation is non-contingent if it “is not contingent on any event, 

condition or situation (including the economic performance of the entity having the obligation), other than the 

ability or willingness of that entity to meet the obligation”. As such, corporations that would sustain a loss if 

they did not exercise a discretionary right under an instrument are generally treated as having an ENCO,15 and 

this approach has been confirmed by the Commissioner, who has stated that an economic compulsion to 

repay an obligation will be seen to satisfy the debt test.16  

When determining whether the return to the investor is an amount at least equal to the amount invested, 

subsection 974-35(1) provides that the nominal amount of the return should be considered for instruments with 

a performance period of less than 10 years. For instruments greater than 10 years, the present value of the 

return should be considered; the process for calculating the present value is provided in subsection 974-50 

(this point plays into the discussion on TD 2018/D6 below). 

2.1.2 The equity test 

Conversely, an instrument will be treated as an “equity interest” if the right to a return itself, or the amount of 

the return, is either contingent on aspects of the economic performance of the company, or is at the sole 

                                                      
13 Explanatory Memorandum, New Business Tax System (Debt and Equity) Bill 2001 (Cth) [1.10] 

14 Explanatory Memorandum, New Business Tax System (Debt and Equity) Bill 2001 (Cth), [2.174]-[2.175] 

15 Explanatory Memorandum, New Business Tax System (Debt and Equity) Bill 2001 (Cth), [2.175] 

16 TR 2010/5 
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discretion of the company issuing the instrument.17 Therefore, returns that are contingent on the profit of a 

company, regardless of whether it is described as a “loan” or a “share” in the formal legal agreement, will 

generally satisfy the equity test. 

Division 974 also contains a “tie-breaker” provision that applies where an instrument is considered to satisfy 

both the debt test and the equity test. Where this is the case, subsection 974-5(4) provides that the interest is 

to be treated as a debt interest and not an equity interest. 

  

                                                      
17 ITAA97, s 974-70 
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3 The wrestle between the debt and equity regime and 

Australia’s transfer pricing regime  

The recently introduced TD 2018/D6 has the potential to significantly impact on the operation of Division 974, 

and give rise to even more complex collateral considerations for taxpayers, including those that are party to 

common financing arrangements, such as interest-free loans, discretionary loans and at-call loans. 

At its broadest, the draft Determination seeks to classify an instrument as either a debt instrument or an 

equity instrument for the purposes of Division 974 (with potentially ‘second order’ impacts on other elements of 

the Act), on the basis of deemed arm’s length conditions, rather than the actual conditions of the arrangement. 

In doing so, the draft Determination has the potential to significantly increase the interconnectedness of 

Australia’s transfer pricing regime and debt and equity rules. 

The TD will be considered in detail below, but first, we have included a high-level recap of Australia’s transfer 

pricing regime. 

3.1 Subdivision 815-B: The Mechanics 

3.1.1 Overview of Subdivision 815-B: Section 815-115 

Australia’s transfer pricing rules are contained in Subdivisions 815-B, C, D and E of the ITAA97. Relevantly, 

Subdivision 815-B applies to cross-border dealings between separate legal entities in situations where an 

entity would otherwise get a tax advantage in Australia from conditions that are inconsistent with the 

internationally accepted “arm’s length principle” (being the standard for assessing the appropriateness of 

intercompany transactions). The arm’s length principle was originally established by the Organisation for 

Economic Co-operation and Development (OECD), and provides that the terms, conditions and pricing of 

transactions between affiliated companies should be the same as those that would be applied to third parties 

undertaking the same transaction/s.18 

Subdivision 815-B requires a taxpayer to test whether a “transfer pricing benefit” has resulted from “… 

conditions that operated between itself, and another entity in connection with their commercial and financial 

relations”.19 In accordance with section 815-120, an entity will receive a transfer pricing benefit from conditions 

that operate between the entity and another entity if the “actual conditions” differ from the “arm’s length 

                                                      
18 The ‘arm’s length principle’, as defined in the OECD Model Tax Convention, Transfer Pricing Guidelines for Multinational Enterprises 

and Tax Administrations issued by the Organisation for Economic Cooperation and Development, July 2010, [1.3] (2010 OECD Transfer 

Pricing Guidelines) 

19 ITAA97, s 815-115(1) 
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conditions”; and, had the arm’s length conditions operated instead of the actual conditions, there would be an 

increased Australian tax liability (or a reduction in available losses). 

Where a transfer pricing benefit has been deemed to have arisen, section 815-115 of the ITAA97 provides that 

the arm’s length conditions will be taken to operate for the purposes of working out the amount of the entity’s 

taxable income, taxable loss of a particular sort, tax offsets and withholding tax payable.   

It should be noted that this analysis is not reduced to a mere review of the legal form of the arrangement, but 

also looks to the substance of the arrangement in question. The Explanatory Memorandum to the Tax Laws 

Amendment (Countering Tax Avoidance and Multinational Profit Shifting Bill) 2013 (Cth) at paragraph 3.98 

provides that: 

“The arm’s length principle is fundamentally concerned with ensuring that entities are 

appropriately rewarded for their economic contributions. Although in many cases, the substance of 

the commercial or financial relations will be identical to the legal form, where this is not the case 

the identification of arm’s length conditions must be based on the substance of the entities’ 

commercial or financial relations. Although the effect of this rule is that certain aspects of the 

commercial or financial relations are disregarded, the identification of arm’s length conditions still 

relates to actual commercial or financial relations that exist between the entities.” 

3.1.2 Overview of Subdivision 815-B: arm’s length conditions and commercial or financial 

relations 

Subdivision 815-B is structured such that taxpayers are first required to identify the actual conditions arising 

from the “commercial or financial relations between entities”.20 This requires an analysis of the substance of 

the arrangement, and the factors that ultimately affect each of the entities’ economic or financial positions, 

which may include (but are not limited to) pricing (such as the interest rate on a loan), contractual terms, the 

profit margins earned by one or both entities and other relevant circumstances.   

The “arm’s length conditions” are, in summary, the conditions that might be expected to operate “between 

independent entities dealing wholly independently with one another in comparable circumstances”.21 While 

there is no definitive or exhaustive guidance on what constitutes a ‘condition’ in a related party transaction, the 

legislation provides that “the conditions that operate include, but are not limited to, things such as price, gross 

margin, net profit and the division of profit between the entities”. Each of these ‘conditions’ referenced are 

themselves outcomes of applying different transfer pricing methodologies in order to conclude on the arm’s 

length nature of a dealing. For example, the identification of an arm’s length “price” is the outcome of applying 

the comparable uncontrolled pricing (CUP) method, which is the method typically applied to determine an 

arm’s length interest rate in respect to an international related party financing transaction. This in turn leans 

                                                      
20 ITAA97, s 974-115(1). 

21 ITAA97, s 815-125(1). 
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towards a possible conclusion that “price”, or whatever other measure is being tested by a particular transfer 

pricing method, is the single “condition” for the purposes of Subdivision 815-B. Such a confirmation is not 

provided in the tax law or other ATO or OECD guidance however, and in fact, the draft Determination implies 

that the Commissioner may in fact take a different view, which is discussed later in this article. 

Conversely, the phrase “commercial or financial relations” is arguably broader than “conditions” and could 

theoretically include any connections or dealings between or including entities that relate to their commercial 

or financial activities. However, as discussed in further detail below, there is little prescriptive guidance 

regarding what “commercial or financial relations” between entities specifically entails, or the way in which 

“commercial or financial relations” and “arm’s length conditions” are delineated in practice (if at all). 

It is important to note that depending on whether one adopts a dichotomous view of these two concepts (i.e. 

that ‘arm’s length conditions’ and ‘commercial or financial relations’ are two separate and standalone 

concepts), or alternatively, an overlapping view (i.e. that the two concepts overlap in meaning and application), 

this has the potential to result in very different conceptions of Subdivision 815-B. 

3.1.3 Overview of Subdivision 815-B: Section 815-130 

Section 815-130, commonly referred to as the “reconstruction provisions”, requires taxpayers to identify the 

arm’s length conditions under the “basic rule” or one of three exceptions. The basic rule applied under 

subsection 815-130(1) states that the identification of arm’s length conditions must: 

a. be based on the commercial or financial relations in connection with which the actual 

conditions operate; and 

b. have regard to both the form and substance of those relations. 

 

Following this, subsection 815-130(2) then goes on to provide that the form of the actual commercial or 

financial relations may be disregarded if any of the following three exceptions apply:  

1. The form of the relations is inconsistent with the substance of those relations. In this case, the 

arm’s length conditions are to be identified based on the substance of the relations.   

2. Independent entities dealing wholly independently with one another in comparable 

circumstances: 

i. would not have entered into the actual commercial or financial relations; and 

ii. would have entered into other commercial or financial relations; and 

iii. those other commercial or financial relations differ in substance from the actual 

commercial or financial relations. 

In this case, the identification of arm’s length conditions must be based on those other 

commercial or financial relations. 
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3. Independent entities dealing wholly independently with one another in comparable 

circumstances would not have entered into commercial or financial relations. In this case, the 

identification of arm’s length conditions should be based on the absence of commercial and 

financial relations. 

 

It is important to note that the 2010 OECD Transfer Pricing Guidelines make clear that “in other than 

exceptional cases, the tax administration should not disregard the actual transactions or substitute other 

transactions for them” (i.e. that reconstruction provisions, such as those in 815-130 described above, should 

only apply in “exceptional cases”).22 Both the Explanatory Memorandum to the Tax Laws Amendment 

(Countering Tax Avoidance and Multinational Profit Shifting Bill) 2013 (Cth)23 and Taxation Ruling 2014/6 

confirm this approach, with the Commissioner providing as follows: 

“the circumstances in which subsections 815-130(2) to 815-130(4) would operate are consistent with 

the exceptional circumstances discussed in the 2010 OECD TP Guidelines in the context of the 

non-recognition and alternative characterisation of certain arrangements or transactions. That 

is, the exceptions to the 'basic rule' would apply in the exceptional circumstances where, having 

regard to all relevant factors stated in Subdivision 815-B and the 2010 OECD TP Guidelines, the 

evidence and analysis reveals that the form of the actual commercial or financial relations is 

inconsistent with the substance of those relations, or the evidence supports a conclusion that 

independent entities dealing wholly independently with one another in comparable circumstances 

would not have entered into those relations. The presence of these exceptional circumstances would 

generally impede the identification of the arm's length conditions because, in order to identify those 

conditions, it would be necessary to re-characterise or disregard the actual structure adopted by the 

taxpayer.” [emphasis added]24 

As such, when the ‘basic rule’ applies, the actual commercial and financial relations will apply for identifying 

the arm’s length conditions, but if one of the three exceptions apply (and only in exceptional circumstances), 

the ATO may disregard the actual commercial and financial relations of an arrangement, and instead 

substitute certain other arm’s length commercial and financial relations into the arrangement for the purposes 

of identifying the arm’s length conditions. 

This then seems to suggest that there is a subtle but clear delineation between the concepts: ‘arm’s length 

conditions’, which may be substituted for the actual conditions under section 815-115 (but cannot be 

reconstructed via 815-130); and ‘commercial or financial relations’, which may be reconstructed under section 

815-130 (but cannot be substituted under 815-115). This delineation is illustrated by the diagram below.   

                                                      
22 2010 OECD Transfer Pricing Guidelines, [1.64] 

23 Explanatory Memorandum, Tax Laws Amendment (Countering Tax Avoidance and Multinational Profit Shifting Bill) 2013 (Cth), [3.94] 

24 TR 2014/6, [121]  
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Figure 1: Relationship between ‘commercial or financial relations’ and ‘conditions’ 

 

While this interpretation is based on the implied wording of the legislation itself, and the extrinsic materials 

referred to above, it is by no means a settled view. That is, uncertainty remains as to the exact nature of the 

relationship between the two concepts. This is significant, as the arm’s length conditions, once determined, are 

then applied to the rest of Australia’s income tax law for the purpose of working out, amongst other things, the 

taxable income, losses or withholding tax liability of a particular taxpayer.25  

Whilst it was hoped that this most recent TD would resolve some of the uncertainty in this area within the 

particular context of Australia’s debt and equity rules, the discussion below makes clear that this has not been 

the case. Instead, the Commissioner appears to take a view that  the ‘arm’s length conditions’  can encompass 

broader features of a financing arrangement other than price (including features which could arguably be 

better described as falling within ‘commercial or financial relations’), and it is these broad conditions, which can 

then be substituted into the Division 974 analysis. The challenges arising from this view, and the potential flow-

on consequences for taxpayers is considered in detail further below. 

3.2 The history of the relationship between Division 974 and Subdivision 

815-B 

Before delving into the ATO’s most recent development in this area, it is important for readers to first 

understand the lead-up to this: namely, the historically uncertain relationship between Division 974 and 

Subdivision 815-B generally. 

                                                      
25 ITAA97, s 815-115 
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In 2008, the Commissioner released TD 2008/20, which considered whether the provisions of Division 974 

bore upon the characterisation of a financial instrument for the purposes of applying Division 13 of the ITAA36 

(Australia’s previous transfer pricing rules). In this Determination, the Commissioner reached a similar view to 

that reached in the more recent TD, being that the debt or equity characterisation of an arrangement does not 

bear upon the characterisation of the instrument when assessing the correct amount of income or deductions 

allowable to a taxpayer under the transfer pricing rules.26  

In TD 2008/20 (which has now been repealed), the Commissioner gave an example of a profit-participating 

loan which was characterised as equity under Division 974. The Commissioner provided that an instrument’s 

equity characterisation under Division 974 was irrelevant when applying the arm’s length principle to determine 

the correct amount of ‘interest’, and stated at paragraph 7 that: 

“Depending on the circumstances it might be concluded that an arm's length lender would receive a 

regular interest payment throughout the life of the loan.” 

No additional guidance was provided in the TD regarding what ‘circumstances’ might lead to the conclusion 

that regular interest payments would be expected under arm’s length conditions, or general guidance as to 

how a taxpayer or their advisor should go about identifying the arm’s length conditions of an arrangement. It 

was thought that these questions would be answered in the new TD, but unfortunately in our view the draft 

Determination gives rise to the same unanswered questions.  

3.3 TD 2018 / D6: Introduction 

TD 2018/D6 was released on 31 October 2018 and, at its broadest, provides that Australia’s transfer pricing 

rules operate so as to effectively “trump” the debt and equity provisions contained in Division 974. This is as a 

result of the wording contained in subsection 815-110(1) to the effect that “nothing in the provisions of the 

income tax assessment legislation, other than Subdivision 815-B, limits the operation of that Subdivision”.27 

In the TD, the Commissioner sets out his interpretation of this provision as meaning that Subdivision 815-B 

may potentially override all other provisions of Australia’s income tax law, including the debt and equity rules 

contained in Division 974. The Commissioner goes on to provide that where section 815-115 applies to a 

scheme that is a “financing arrangement”, that is in situations where the “actual conditions” of an arrangement 

are considered to give rise to a transfer pricing benefit when compared to the outcome under the “arm’s length 

conditions”, the “arm’s length conditions” are taken to operate and should be substituted into the Division 974 

analysis in order to determine whether an interest is a debt interest or an equity interest for income tax 

purposes.  

                                                      
26 TD 2008/20, [1] 

27 TD 2018/D6, [31]  
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The final Determination is proposed to have retrospective effect, and will apply to income years commencing 

on or after 29 June 2013 (being those years to which Subdivision 815-B applies).28 However, we note that 

there is a seven-year statute of limitation for Subdivision 815-B amended assessments.29  

3.4 TD 2018 / D6: Applied 

The draft Determination includes three examples in order to illustrate the “effect of the transfer pricing rules on 

the debt equity rules”.30 These include: 

1. Outbound loan to a distressed subsidiary  

2. Inbound discretionary interest loan 

3. Outbound interest-free loan 

At its most broad, the challenge arising from these examples, and the Determination generally, is that the 

Commissioner does not provide detailed analysis to support how he reached his conclusions, or his approach 

in applying Subdivision 815-B to impute new arm’s length conditions into the respective arrangements.  

In addition to this, and although discussed at length later in this paper, the Commissioner also caveats at 

paragraph 4 of the draft Determination that the “examples assume what the arm’s length conditions are in 

the relevant circumstances for the purpose of illustrating the effect. They should not be taken as ruling on what 

the arm’s length conditions would be”. It is this incompleteness, which leaves unresolved the questions from 

TD 2008/20 foreshadowed above, and continues to leave taxpayers and their advisors in very uncertain 

positions when it comes to determining what the arm’s length conditions should be with respect to their 

specific financial arrangements.  

These examples are considered in detail below, as this is the best framework by which to discuss the key 

questions raised by TD 2018/D6. 

3.4.1 TD 2018 / D6: Example 1 

In example 1, Australian Company provides a $15 million loan to Foreign Company, a financially distressed 

subsidiary that is only just managing to meet its financial obligations. The loan is for a period that is longer 

than 10 years and while the interest rate is set at 9%, interest on the loan principal does not begin to accrue 

until the start of the accounting period following that in which the borrower (Foreign Co) returns an accounting 

profit. Prima facie this arrangement satisfies the equity test in Division 974, as there is no ENCO by Foreign 

                                                      
28 Subdivision 815-B applies from the date that it received Royal Assent (i.e. 29 June 2013) 

29 ITAA97, s 815-150 

30 TD 2018/D6, [4] 
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Co to provide financial benefits at least equal to the value of the financial benefits received on a present value 

basis.31 

The Commissioner, however, concludes that “had the arm’s length conditions operated instead of the actual 

conditions”, the financial arrangement would be a debt interest. The first implication, based on these words, is 

that section 815-115 is the operating provision, by which the Commissioner reaches this adverse view. As a 

result of this provision, the Commissioner is able to substitute into the arrangement an asserted arm’s length 

condition, whereby interest would have accrued from commencement of the loan term. This substitution is 

made despite the borrower being described as financially distressed and an actual term of the loan agreement 

being that interest would not accrue until Foreign Co returns a profit. 

The second implication is that interest not accruing on the loan until Foreign Company returns a profit is a 

condition. The ensuing conclusion then, is that section 815-115 can operate to substitute the arm’s length 

conditions, being that interest would have accrued on the arrangement, regardless of the profitability or 

financial position of Foreign Company.  

For completeness, it should be noted that at paragraph 6 of the draft Determination, the Commissioner states 

that:  

… interest will not begin to accrue on the loan principal until the start of the accounting period following 

that in which the Australian Company first has an accounting profit. 

As it is the foreign subsidiary that is the distressed borrower in the Commissioner’s example, this typographical 

error should be corrected in the Final Determination. 

3.4.2 TD 2018 / D6: Example 2 

Next, the Commissioner considers the factual scenario illustrated below:  

                                                      
31 ITAA97, ss 974-20, 974-35(1)(a)(ii) 
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Figure 2: Inbound discretionary loan 

 

In this example, Foreign Co. makes a loan to Australian Co. (a wholly owned subsidiary), with a tenor of 15 

years. There is no obligation to pay interest on the loan but Australian Co. can, at is sole discretion, pay 

interest at the end of each year accruing at a rate of 10% per annum to Foreign Co. No other facts are 

provided as to the business, financial position or credit rating of either Australian Co. or Foreign Co.  

As with example 1, prima facie this arrangement satisfies the equity test in Division 974, as there is no ENCO 

by Australian Co to provide financial benefits at least equal to the value of the financial benefits received on a 

present value basis.32 

In the TD, however, the Commissioner takes the view that had the arm’s length conditions operated instead of 

the actual conditions, the arrangement would give rise to a debt interest. This is because under Subdivision 

815-B there would be a loan with interest on the outstanding principal accruing periodically and an obligation 

to pay all outstanding accrued interest at the end of the loan term. This substitution is made despite an actual 

term of the loan agreement being that the borrower could, at its sole discretion, pay interest at the end of each 

year.  

Similar to the analysis in example 1 (set out above), as the Commissioner prefaces this adverse conclusion 

with the fact that these are the arm’s length conditions, the implication is that section 815-115 is the operating 

provision. What follows then, is that interest payments being discretionary is a condition that can in the 

alternative be substituted with a condition to the effect that interest accrues periodically and is required to be 

paid at the end of the loan term.  

Given the briefness of the Commissioner’s discussion within the TD regarding examples 1 or 2, it is unclear 

what specific ‘commercial or financial relations’ of the arrangement were considered by the Commissioner in 

reaching his conclusions, and also what actual ‘commercial or financial relations’ were respected by the 

                                                      
32 ITAA97, ss 974-20,974-35(1)(a)(ii) 
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Commissioner in applying section 815-115. On a broader scale, the draft Determination is also ambiguous as 

to the role that ‘commercial or financial relations’ play in determining what the ‘arm’s length conditions’ are 

generally (and the relationship between these concepts - a point discussed earlier in this paper).  

Rather, the briefness of these examples, and the corresponding guidance, means that taxpayers and their 

advisors must read in the Commissioner’s technical conclusion, being that section 815-115 can operate to 

modify non-pricing aspects of a financing transaction, and hence that ‘conditions’ are broader than price in this 

context. That is, features such as the discretionary nature of interest payments, or requirements that a 

borrower be profitable before being required to make returns to the lender, each fall within the definition of 

‘conditions’, and can therefore be substituted with other arm’s length conditions, as the Commissioner sees fit.  

The overall effect of examples 1 and 2 is that the Commissioner can effectively recharacterise an instrument 

from equity to debt, without needing to engage section 815-130 (the “reconstruction provisions”) to do so. In 

this way, the Commissioner purports to respect the actual commercial and financial relations between the 

relevant entities, but applies (in our view) and extremely broad definition of arm’s length conditions into the 

arrangement that have the effect of resulting in a different interest classification under Division 974. Depending 

on how wide the arm’s length conditions “net” is cast, it begs the questions of what is left to be commercial or 

financial relations, and whether section 815-130 is even required at all. 

3.4.3 TD 2018 / D6: Example 3 

In Example 3, a 9 year interest free loan is advanced to a Foreign Company borrower, which is described as 

being in the exploration stage of a mining business, and unable to obtain debt financing from an unrelated 

party. The Commissioner identifies that, without the operation of Subdivision 815-B, the loan would be 

classified as a debt interest (based on the actual conditions). This is on the basis that the arm’s length 

conditions would satisfy the equity test because the arrangement does not give rise to an ENCO on behalf of 

the borrower. 

The Commissioner then states however, that “having regard to section 815-130, the arm’s length conditions 

are identified on the basis of commercial or financial relations that involve a contribution of equity rather than a 

loan” (hence, the Commissioner is stating that the actual commercial or financial relations would not occur at 

arm’s length, and hence should be reconstructed to reflect other commercial or financial relations which differ 

in substance). Whilst not stated, the reason for the Commissioner’s view here may relate to the fact that the 

borrower was “unable to obtain debt from an unrelated party”.  

Interestingly, the Commissioner goes on to effectively conclude that there is “no transfer pricing benefit” arising 

when comparing the arm’s length conditions to the actual conditions. The outcome then, is that Subdivision 

815-B will not operate to reconstruct the arrangement, and the original classification of the arrangement as 

giving rise to a debt interest (in accordance with the actual conditions) is not affected.   
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Whilst example 3 differs to examples 1 and 2 due to contemplating reconstruction of commercial or financial 

relations under 815-130, rather than substitution of arm’s length conditions under 815-115, a similarity arises 

in that the briefness of the TD does not provide detailed guidance as to how the facts and circumstances of the 

transaction were considered by the Commissioner when stepping through the application of section 815-B. 

Such absence is made clear if we consider briefly the steps and conclusions that would be necessary in order 

for the Commissioner to reach a conclusion that the reconstruction provisions, and specifically exception 2 to 

the basic rule (the “would have/would not have” test) is relevant: 

● firstly, an analysis would need to be undertaken by the Commissioner in order to identify and 

understand the actual commercial and financial relations existing in respect of the loan transaction, 

including the form and substance of these relations; 

● in order to consider the applicability of exception 1 to the basic rule under 815-130, it would then be 

necessary for the Commissioner to compare the form of the identified actual commercial and financial 

relations of the loan transaction (that is, the legal agreement governing the terms of the loan) against 

the substance of the actual commercial and financial relations of the loan transaction (that is, what has 

actually taken place in practice), in order to identify whether there has been an inconsistency. For the 

purposes of this discussion, we will assume that the form and substance of the arrangement was 

considered by the Commissioner to be aligned, and hence the first exception to the basic rule should 

not apply (although this conclusion is not evident from the words contained in the draft Determination);  

● following the assumed non-application of exception 1, it appears as though the Commissioner has 

then reached a conclusion that exception 2 to the basic rule will apply, and hence the actual 

commercial and financial relations of the loan transaction should be replaced with other arm’s length 

commercial and financial relations, in order to determine the arm’s length conditions. In order to do so, 

the Commissioner must have satisfied himself on the following necessary conclusions:  

o firstly, that independent entities dealing wholly independently in comparable circumstances to 

those entities contained within example 3 would not have entered into the actual commercial 

and financial relations that those entities did. In the context of example 3, this indicates a view 

from the Commissioner that an independent party would not have issued an interest free loan 

to the borrower in those same circumstances. Considering the high level of certainty required 

here (“would not”), it is likely that the Commissioner would, at a minimum, need to have 

satisfied himself that no such comparable examples could be identified in the market between 

independent parties. While the draft Determination does not go into detail on this point, it is 

important to note that the existence of a similar observable arm’s length transaction would 

arguably mean that this “would not / would” test could not be satisfied and therefore section 

815-130 could not be enlivened, which was not the case in this example;       

o next, the Commissioner would have needed to conclude that, in the circumstances of the 

example, independent parties would have instead entered into other commercial and 

financial relations, and such other arrangements would have differed in substance to the 

commercial and financial relations of the actual arrangements. In the context of example 3, 
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the implication is that the Commissioner is able to satisfy himself that such other, differing-

form arrangements would have been entered into by independent parties in the 

circumstances, and that such other arrangements would have involved a contribution of 

equity. In order to assert this position, and having regard to the high level of required certainty 

considered previously, it is envisaged that the Commissioner may have needed to have 

identified at least one independent arrangement of the type asserted to apply, that had 

otherwise comparable circumstances to the actual example 3 transaction (including, but not 

limited to, the borrower being in an exploration stage). It should also be noted that in this 

scenario, it is not clear how the Commissioner would have decided upon the ‘other’ 

commercial and financial relations that would apply, given the possibility that there may 

perhaps be other alternatives feasible in the circumstances.  

 

Overall, the implication of example 3 is that the Commissioner is of the view that he is able to reconstruct the 

actual commercial or financial relations existing between entities through the operation of 815-130 and impute 

into said arrangement the reconstructed relations for the purposes of identifying the arm’s length conditions 

and applying the tests contained in Division 974. Despite this implication, the absence of in-depth discussion 

justifying and unpacking this view, leaves uncertain several areas, which will now be considered in detail. 

3.5 TD 2018 / D6: The Unstated Complexity  

The key uncertainties that are a flow-on consequences of the draft Determination are as follows:  

● the scope of the operation of section 815-115 to substitute the arm’s length conditions of an 

arrangement (in particular, how broad the definition of ‘conditions’ is in this context); and  

● the application of the reconstruction provisions in section 815-130.  

It is these two missing links, which the authors foresee as being the most complex, judgment dependent and 

subjective parts of any (re)financing analysis going forward if the draft Determination is finalised in its current 

form. 

As alluded to previously in this paper, it is hoped rather, that these uncertainties will be resolved by the 

addition of more detailed guidance and a clear delineation of the principles governing the relationship between 

the arm’s length conditions and commercial or financial relations within the Final Determination. 

3.5.1 The Commissioner’s Proposition - broader definition of ‘conditions’ 

The first shortcoming has to do with the fact that the Commissioner takes the view in the TD that features of a 

financing transaction such as interest being contingent on a borrower’s profitability (example 1) and whether 

interest repayments are discretionary (example 2), are conditions of an arrangement that can be substituted 
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with ‘arm’s length conditions’ under section 815-115. That is, non-pricing features of a transaction may be 

treated as ‘conditions’. Under this interpretation, however, two issues arise. These will be explored in detail 

below and are as follows: 

● If section 815-115 operates to substitute a broad range of characteristics, section 815-130 effectively 

becomes redundant; and 

● There is no way to distinguish between what a ‘commercial or financial’ is and what a ‘condition’ is. 

The role of section 815-130  

The first issue is that if the Commissioner is able to utilise 815-115 to substitute a broad range of 

characteristics into an arrangement as ‘conditions’, it is arguable that section 815-130 is effectively made 

redundant. Based on the implicit analysis explored above in the context of the examples, the Commissioner’s 

conclusion seems to be that there is no real distinction between ‘commercial or financial relations’ and ‘arm’s 

length conditions’ and that features of a financing transaction, other than price (i.e. interest rate), can therefore 

be modified under section 815-115. If this is the case, this will mean that the Commissioner can simply apply 

section 815-115 to substitute arm’s length conditions for non-pricing features and avoid the higher threshold 

hurdle that is section 815-130.  

Unfortunately, the TD does not provide any analysis as to why the arm’s length conditions are substituted in 

examples 1 and 2 in accordance with section 815-115, and why the reconstruction provisions under section 

815-130 instead apply for example 3. It may be the case that the Commissioner could not satisfy himself of the 

high “would not / would have” threshold required under the reconstruction provisions with respect to examples 

1 and 2, and therefore instead sought to achieve his intended outcome through 815-115 (taking the broader 

view on the definition of conditions as discussed), however this too is not made clear.  

As a broad view, it would seem contrary to the wording of the ITAA97 and indeed the overarching purpose of 

section 815-130 to allow the two concepts (that is, commercial and financial relations and arm's length 

conditions) to be one and the same. Instead, a subtle but clear distinction must exist between the two 

concepts, a distinction that the Commissioner fails to touch upon in the draft Determination.  

Furthermore, whilst the Commissioner does seem to rely on the reconstruction provisions contained in section 

815-130 in the case of example 3, it is also unclear how the required “exceptionality” for reliance on this 

provision renders it a relevant consideration, given that the facts of example 3 are common, and not at all 

unusual. 

Interestingly, a compendium of responses to the issues raised by external parties to Draft Taxation Ruling TR 

2013/D3 Income tax: transfer pricing - the application of section 815-130 of the Income Tax Assessment Act 

1997, which was then finalised in the form of TR 2014/6, identified a similar shortcoming of the Commissioner 

previously. It surmised that: 
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…this threshold condition which equates with the 'rare' or 'unusual' circumstances (see paragraphs 

9.168 of the OECD TP Guidelines) appears to be lost in the treatment provided within other sections 

of the Draft Ruling. In particular, the Draft Ruling fails to provide the appropriate level of emphasis on 

'exceptionality' to ensure its conformity with the OECD TP Guidelines, and instead it implies a much 

broader requirement in considering the potential application of the exceptions. 

….. 

It is our view that the Draft Ruling should therefore expressly adopt the language used in the OECD 

TP Guidelines and require guidance and consideration as to whether the arrangements are truly 

exceptional in the sense contemplated.33 

Similarly, additional guidance on this point within the TD would again provide taxpayers with greater certainty 

in undertaking their own analyses, and comfort in the sense that the reconstruction provisions will only apply to 

arrangements that are “truly exceptional in the sense contemplated”. 

The difference between ‘commercial or financial relations’ and ‘conditions’ 

A corollary issue is the fact that the TD does not provide any guidance on the meaning of “commercial or 

financial relations” or “arm’s length conditions”, with the discretionary nature of interest repayments and the 

contingency of interest repayments on profitability being deemed to be ‘conditions’ within examples 1 and 2 of 

the TD. 

The Commissioner has previously outlined in TR 2014/6 that the reconstruction provisions contained in 

subsection 815-130 apply to reconstruct the commercial or financial relations of an arrangement, and not the 

arm’s length conditions. As it is only the arm’s length conditions which are taken to apply for all purposes of 

the tax law, and not the reconstructed commercial or financial relations as per section 815-110(1), the 

distinction between the two concepts becomes very relevant in understanding the practical implication of this 

draft Determination. 

The Chevron case provided taxpayers with their first indication of the Court's approach to the operation of 

Australia’s transfer pricing provisions in a related party financing context, and initially, reconstruction was 

anticipated to be the key aspect of the case. However, as the Court was more easily able to reach its judgment 

by pointing to a lack of persuasive evidence, taxpayers have been left in a somewhat state of flux in relation to 

the threshold question of when a Court will look to respect the actual terms of a transaction and when the 

reconstruction provisions will be enlivened.  

Interestingly, in Chevron, the Court respected the currency of the loan as well as the fact that the arrangement 

in place had different terms to that of the commercial agreement that the parent issued to its subsidiary in 

                                                      
33 TR 2014/6EC, issue no. 7  
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order fund the loan. However, whilst the judgment was primarily focused on Australia’s former transfer pricing 

rules (Division 13), it has created some ambiguity in relation to the distinction between “commercial or financial 

relations” and “conditions”, as relevant to current Subdivision 815-B.  

Hence, as it stands, there remains uncertainty as to the Commissioner’s interpretation of the distinction 

between “commercial or financial relations” and “conditions”, and the draft Determination doesn’t resolve this 

in its current form. Further clarity in the final Determination, or otherwise, from the Commissioner would greatly 

assist taxpayers in navigating these complexities. 

3.5.2 The alternate view - conditions as pricing-related only 

In an attempt to combat this uncertainty, the authors put forward an alternate view, such that the only condition 

by which section 815-115 is able to operate in respect of, is price. All other factors, including contingencies on 

making interest repayments (as in example 1) and the discretionary nature of interest repayments (as in 

example 2), are inputs into the determination of the condition, or the price.  

This view is supported by the legislation and extrinsic materials, with the Explanatory Memorandum to the Tax 

Laws Amendment (Countering Tax Avoidance and Multinational Profit Shifting Bill) 2013 (Cth) stating that: 

 

Determining the arm’s length conditions in these situations is likely to go beyond looking at the 

consideration provided in relation to a single condition (such as the price of trading stock) or a discrete 

element of the overall arrangement. 

 

Similarly, there have been significant increases over recent years in the volume and complexity of 

cross-border intra-firm financing transactions involving various forms of debt and hybrid securities. In 

the more complex cases involving these financing facilities, determining the arm’s length conditions 

could include factors that relate to an entity’s relative financial strength, and how the market would 

perceive the entity’s financial strength with explicit consideration given to the fact that the entity is part 

of a larger multinational group.34 

The above paragraphs suggest that a broader view should be taken when “determining the arm’s length 

conditions” (emphasis added), and that factors beyond the consideration provided should be taken into 

account. However this wording also suggests that there is a subtle but clear delineation between the 

determination of the arm’s length conditions, which could include a myriad of factors such as a consideration 

of the financial strength of the two entities; and the arm’s length conditions themselves, which are derivatives 

of these ancillary factors. 

                                                      
34 Explanatory Memorandum to the Tax Laws Amendment (Countering Tax Avoidance and Multinational Profit Shifting Bill) 2013 (Cth), 

[3.77] and [3.78] 
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This delineated approach is also supported by the 2010 OECD Transfer Pricing Guidelines on the role of 

‘comparable circumstances’ which states that: 

Application of the arm’s length principle is generally based on a comparison of the conditions in a 

controlled transactions with the conditions in transactions between independent enterprises. In order 

for such comparisons to be useful, the economically relevant characteristics of the situations being 

compared must be comparable. To be comparable means that none of the differences (if any) 

between the situations being compared could materially affect the condition being examined in the 

methodology (e.g. price or margin)...35    

Again, the wording of the 2010 OECD Transfer Pricing Guidelines suggests that the comparability analysis 

should only be performed insofar as these factors affect the condition being priced by the transfer pricing 

methodology. That is, the ‘comparable circumstances’ analysis will act as inputs for determining the condition 

which is being priced. With respect to financing transactions, the conditions being examined are the arm’s 

length conditions and the comparability factors used to determine the arm’s length conditions are the 

commercial or financial relations. This view is given further weight by the fact that for basic financing 

arrangements, other commercial or financial relations between two entities, such as the existence or lack of 

collateral and level of subordination, can typically be accounted for in the pricing of the arrangement. 

Thus, it is the authors’ view that the arm’s length conditions referred to in section 815-115 are a reference to 

price only, and as a result, all other features of the transaction should not be subject to substitution via 815-

115 (and therefore should not be imported into a Division 974 analysis). This view is consistent with the above 

guidance and operates harmoniously with Division 974 and Division 820. It is also at peace with the rest of the 

tax act - with the pricing condition being substituted in order to determine the amount of income, deductions or 

withholding tax payable in Australia. 

On this view, the commercial or financial relations should only be reconstructed under section 815-130, insofar 

as they help in the determination of the arm’s length conditions, or the price, of an arrangement. Thus, 

consider again the factual scenario of example 2 as described above. On this view, the Commissioner, in 

applying section 815-115, would only be able to substitute the ‘actual’ conditions with the ‘arm’s length 

conditions’. As the only condition which can be substituted is the price, the Commissioner would only be able 

to adjust the interest rate on the loan. The Commissioner, if he is able to satisfy the relevant test on the facts 

of the arrangement, may still be able to reconstruct the loan (under section 815-130) such that the loan 

repayments are not discretionary. However, this would only be relevant insofar it is used to determine the 

ultimate conditions, being price. 

                                                      
35 2010 OECD Transfer Pricing Guidelines, [1.34] 
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3.6 TD 2018 / D6: Future Potential Impact 

For completeness, and as noted previously, it should be noted that the draft Determination has the potential to 

give rise to surprising consequences for taxpayers, including those that are party to common financing 

arrangements (and have been so for several years). Two clear examples of this far-reaching impact are 

considered below. 

3.6.1 At-call loans 

Whilst the draft Determination does not include an example involving at-call loans, the potential for these loans 

to be recharacterised (for example, from an equity interest to a debt interest) is expected to significantly impact 

a number of taxpayers and raise a number of corollary issues briefly noted below.  

These include: 

● the difference in characterisation means that any “interest” received on an outbound at-call loan will 

either be treated as non-assessable non-exempt income or as assessable returns on a debt 

instrument; 

● any “interest” paid on an inbound at-call loan could become deductible if Subdivision 815-B applies to 

alter the relevant terms and conditions or vice versa; 

● the treatment of foreign exchange gains and losses would need to be considered (i.e. how do 

taxpayers determine the instruments’ nexus with income - what circumstances are relevant to this 

analysis); and  

● the impact of any recharacterisation on an entity’s thin capitalisation profile, taxation of financial 

arrangement (TOFA) outcomes, tax consolidation, commercial debt forgiveness, conduit foreign 

income, participation exemptions, etc. would also need to be considered.   

3.6.2 Inbound interest-free and interest-discretionary loans 

Secondly, the recharacterisation of inbound interest-free or discretionary interest loans from a debt interest to 

an equity interest (or vice versa) is also expected to impact a number of taxpayers.   

In example 2 of the draft Determination (see discussion above), the Commissioner states that under arm’s 

length conditions, an inbound discretionary interest loan (being the actual conditions, and considered equity 

under Division 974) would give rise to a debt interest. The draft Determination goes on to provide that, as the 

interest withholding tax that would be payable under the arm’s length conditions, but not payable under the 

actual conditions, would constitute a transfer pricing benefit, section 815-115 would operate to substitute the 

arm’s length conditions for the actual conditions. In this scenario, the logical result is that the Australian 

borrower should receive deductions on the asserted interest expenses. The draft Determination alludes to 
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such deductions being granted, but notes that “...the Commissioner may make a determination to adjust the 

Australian Company’s taxable income or loss, provided the relevant conditions are satisfied”.  

This single sentence within the draft Determination gives rise to much uncertainty, with some brief 

observations as follows: 

● Section 815-145 states that the Commissioner may make a compensating adjustment if arm’s length 

conditions are substituted and it is “fair and reasonable” for an amount to be adjusted (broadly 

speaking). It seems that the Commissioner would be required to make a determination to provide the 

Australian borrower with an income tax deduction because this would be the only “fair and reasonable” 

outcome. This is consistent with the approach taken under Division 13 in Tax Ruling TR 2007/1. 

Notwithstanding, the language used in the draft Determination appears to suggest that such a 

determination by the Commissioner is not guaranteed.   

● What would be the implications under the hybrid mismatch rules in Division 832 of the ITAA97 if a 

deduction is in effect provided by the transfer pricing rules? Presumably Subdivision 815-B would also 

override any potential hybrid mismatch that may otherwise be denied (given the primacy afforded to 

Subdivision 815-B under the draft Determination), or, could this be a relevant factor for the 

Commissioner to consider in making a “fair and reasonable” adjustment to the profits of the Australian 

borrower?  

● When would the interest withholding tax be payable? This could depend on a more detailed 

understanding of the arm’s length conditions - when is the interest paid, or if unpaid is it capitalised, 

and finally, when is the interest income derived?  

As these unresolved questions make clear, additional guidance is needed in the final Determination in order to 

resolve such missing links and minimise the need for subjective taxpayer judgement.   

3.6.3 Compliance burden 

Finally, the draft Determination imposes an even greater compliance burden on taxpayers, some of whom 

have already noted the difficulty in keeping up with ATO audits and performing risk self-assessments under 

instruments such as Practical Compliance Guideline (PCG) 2017/4.  

This draft Determination will mean that taxpayers must now ensure that in-depth transfer pricing analyses, 

modelling of various scenarios and in-depth Division 974 analyses are undertaken prior to the implementation 

of a financial instrument, so that the full extent of the impact of the draft Determination (including its collateral 

impact) can be considered. This will particularly be the case with respect to the above-identified missing links, 

which will be the most complex, judgment dependent and subjective parts of any (re)financing analysis going 

forward. 
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Additionally the uncertainty created by the draft Determination may bring into question the validity of prior year 

lodged positions by taxpayers, and may result in the necessity to go back and amend prior income tax returns 

and related schedules, or seek additional clarification from the ATO in cases where certainty of outcome 

cannot be achieved.  
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4 The interplay between the transfer pricing regime and 

the thin capitalisation regime  

One of the areas of Australia’s income tax law that has the potential to be impacted by this draft Determination 

is that of the thin capitalisation regime. This is because the re-characterisation of a financial instrument that 

had previously been characterised as an equity interest to a debt interest (due to substituting “arm's length” 

conditions into the arrangement as per examples 1 and 2), may impact on a taxpayer’s adjusted average debt 

amount, and potentially give rise to a thin capitalisation exposure for the Group.  

A refresher on this regime, a more detailed discussion on this impact, and an overview of other key changes in 

this area is set out below.  

4.1 Thin capitalisation: The Mechanics 

Broadly, the thin capitalisation rules (set out in Division 820 of the ITAA97) apply to foreign controlled 

Australian entities, Australian entities that operate internationally and foreign entities that operate in Australia. 

These rules operate to deny a deduction for debt financing expenses to the extent that the entity’s debt 

exceeds a prescribed level (and the entity is therefore thinly capitalised).36 A thin capitalisation exposure (i.e. 

where debt deductions are disallowed) will arise where the level of adjusted average debt exceeds the 

maximum allowable debt amount during an income year. 

There are a number of tests to determine whether an entity has a thin capitalisation exposure, and these rules 

vary depending on the thin capitalisation classification of the entity. The most commonly adopted method is 

the safe harbour debt test, and the other choices are the arm’s length debt test and the worldwide gearing debt 

test.   

In the case of the safe harbour debt test and the worldwide gearing debt test, taxpayers are required to 

determine their maximum allowable debt amount by following the relevant method statement contained in 

Division 820. These method statements require the average value of specified assets and liabilities to be taken 

into account. 

According to the Explanatory Memorandum to the New Business Tax System (Thin Capitalisation) Bill 2001 

(Cth): 

The arm's length debt amount is determined by conducting an analysis of the entity's activities and 

funding to determine a notional amount that represents what would reasonably be expected to have 

                                                      
36 Explanatory Memorandum, Treasury Laws Amendment (Making Sure Multinationals Pay Their Fair Share of Tax in Australia and Other 

Measures) Bill 2018 (Cth) [1.3]-[1.4] 
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been the entity's maximum debt funding of its Australian business during the period. To do that, it is 

assumed that the entity's Australian operations were independent from any other operations that the 

entity or its associates had during the period, and that they had been financed on arm's length terms.37 

4.2 Thin capitalisation: The ATO’s increasing scrutiny  

Over the past few years, the ATO has been actively reviewing a number of issues regarding the application of 

Australia’s thin capitalisation rules. This is not surprising, given that the practical application of these rules 

continues to create confusion and potential compliance risks in some cases. 

The 2018-19 Federal Budget announcement contained three important changes to Australia’s thin 

capitalisation rules, as follows: 

1. the requirement that an entity use the value of its assets, liabilities (and debt capital) and equity capital 

as are used in its financial statements; 

2. the removal of an entity’s ability to revalue its assets specifically for thin capitalisation purposes; and 

3. ensuring that non-ADI foreign controlled Australian tax consolidated groups and MEC groups that 

have foreign investments or operations are treated as both outward investing and inward investing 

entities. 

The Treasury Laws Amendment (Making Sure Multinationals Pay their Fair share of tax in Australia and Other 

Measures) Bill 2018 (the Treasury Laws Amendment Bill) aims to bring into effect these changes, and was 

introduced into Parliament on 20 September 2018. It is currently before the House of Representatives. 

However, a brief overview of each of these changes is set out below. 

4.2.1 Tightening asset valuations 

One of the ATO’s ongoing areas of concern has been the revaluation of assets for the purpose of the thin 

capitalisation regime. The choice to revalue assets for thin capitalisation purposes was introduced by the 

Government in 2008, following the adoption of the International Financing Reporting Standards (IFRS) in 

2005. As it currently operates, section 820-680 of the ITAA97 requires that an entity comply with accounting 

standards in: 

● determining what its assets and liabilities are; and 

● calculating the value of its assets, liabilities (including debt capital) and equity capital.38 

                                                      
37 Explanatory Memorandum, Treasury Laws Amendment (Making Sure Multinationals Pay Their Fair Share of Tax in Australia and Other 

Measures) Bill 2018 (Cth), [1.24] 

38 This is subject to a number of modifications- see ss 820-310, 820-682, 820-683 and 820-684, ITAA97 
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This provision has allowed companies to revalue their assets for thin capitalisation purposes, even though the 

assets have remained in the entity’s financial statements at their historic cost, provided that such revaluations 

comply with the relevant accounting standards. A common example of this has been internally generated 

goodwill.  

These revaluations have been an area of increasing controversy, and there has been several ATO Tax Alerts 

and a number of significant ATO audit processes and disputes focusing on this issue in recent years. This 

increasing controversy was also acknowledged in the Explanatory Memorandum to the Treasury Laws 

Amendment Bill, when it stated: 

Recently, there has been a significant increase in the use of asset revaluations by taxpayers in order 

to generate additional debt capacity under the safe harbour debt amount. This enables taxpayers to 

claim greater debt deductions. Concerns have been raised about the rigour and accuracy of some of 

these asset revaluations.39 

The proposed changes will mean that companies will no longer be able to revalue their assets for the purpose 

of the safe harbour thin capitalisation test, if the same asset value is not contained in their financial 

statements. That is, multinational entities will be required to rely on the asset values that they publish in their 

financial statements, and calculate and measure the value of its assets and liabilities for thin capitalisation 

purposes in the same way as it does in its financial statements. It will also mean that taxpayers cannot 

recognise certain assets that cannot be recognised for accounting purposes. The Explanatory Memorandum 

accompanying the Bill maintains that these changes will “ensure alignment between accounting values and tax 

values”.40 

These changes will also place the onus on those preparing financial statements and their auditors to ensure 

that valuations adopted are appropriate and in accordance with accounting standards. In particular, these 

measures may adversely impact entities that hold assets, which have an accounting value that is significantly 

less than its market value, and also where there is internal reluctance to revalue assets on the accounting 

balance sheet.  

Whilst this change will adversely impact a number of industries, it is expected that the mining, oil and gas 

sectors will likely experience the biggest impact, given what the ATO has described as, “the magnitude of 

revaluations that have been undertaken by a handful of participants in Australia’s offshore oil and gas industry” 

in recent years.41    

                                                      
39 Explanatory Memorandum, Treasury Laws Amendment (Making Sure Multinationals Pay Their Fair Share of Tax in Australia and Other 

Measures) Bill 2018 (Cth) [1.9] 

40 Explanatory Memorandum, Treasury Laws Amendment (Making Sure Multinationals Pay Their Fair Share of Tax in Australia and Other 

Measures) Bill 2018 (Cth), [1.16] 

41 ATO Submission to Senate Economics References Committee, Parliament of Australia, Inquiry into corporate tax avoidance and 

minimisation and Australia’s offshore oil and gas industry (30 March 2017) [1.33] 
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Timing considerations 

In accordance with the Federal Budget announcement, these changes will apply after 7.30pm (by legal time in 

the Australian Capital Territory) on 8 May 2018 (the transition time) so as to “prevent taxpayers from being 

able to obtain unintended benefits under the thin capitalisation rules by undertaking opportunistic 

revaluations”.42  

However, there is a transitional rule that will apply in circumstances where the revaluation of assets is 

supported by the entity’s most recent valuation that complies with the thin capitalisation rules made prior to the 

transition time. In this situation, those revaluations can be relied upon by the entity for income years beginning 

before 1 July 2019.43 

The uncertainty with respect to the Commissioner’s discretion 

Interestingly, the Treasury Laws Amendment Bill does not modify or repeal the Commissioner’s wide 

discretion under section 820-690 to substitute a value that he considers appropriate in situations where an 

entity has overvalued its assets or undervalued its liabilities. As such, the exact circumstances in which the 

Commissioner will seek to apply this provision is unclear. 

That is, it currently appears as though even when a taxpayer complies with the accounting standards in 

determining the value of its assets and liabilities, where (for example); there are a range of values that could 

be included in the financial statements in compliance with the accounting standards; or where there is more 

than one view as to how an accounting standard is to be applied, provided the view adopted by the 

Commissioner is supportable, he may “substitute a value” in conformity with this view. 

This has the potential to leave taxpayers in an uncertain position with respect to their go-forward valuations 

(and their thin capitalisation profile generally), and is another area in which further ATO guidance would be 

useful.  

We note that a draft PCG is expected in April 2019, which will hopefully set out additional information on the 

ATO’s proposed compliance approach to taxpayer’s recognition and valuation of assets for the purposes of the 

thin capitalisation regime.  

                                                      
42 ATO Submission to Senate Economics References Committee, Parliament of Australia, Inquiry into corporate tax avoidance and 

minimisation and Australia’s offshore oil and gas industry (30 March 2017), [5.36] 

43 ATO Submission to Senate Economics References Committee, Parliament of Australia, Inquiry into corporate tax avoidance and 

minimisation and Australia’s offshore oil and gas industry (30 March 2017), [1.33] 
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4.2.2 Dealing with consolidated entities that are “inbound” and “outbound” 

As part of the 2018-19 Federal Budget, the Government also announced that it would ensure that MEC 

Groups that control a foreign entity will be treated as both outward and inward investment vehicles for the 

purposes of this regime.  

Previously, inward and outward MEC Groups have been considered as outward investment vehicles only, 

which has meant that they: 

● have been able to access tests that were only intended for outward investors (such as the “worldwide 

gearing test for an outward investor that is not also an inward investment vehicle”); and 

● have not been subject to the integrity rule contained in section 820-90 of the ITAA97 (generally, this 

rule applies to ensure that an entity’s Australian asset’s cannot exceed more than 50 per cent of the 

Group’s worldwide assets). 

This has been a point of contention in recent times, as standalone entities that are both inward and outward 

investing have had a higher threshold to meet in order to access interest deductions/the worldwide gearing 

test compared to MEC Groups, and have been subjected to a slightly different worldwide gearing test 

contained in section 820-111. This has left standalone inward-outward investors in very different thin 

capitalisation positions to inward-outward MEC Groups. 

Timing consideration 

Once the Treasury Laws Amendment Bill receives Royal Assent, this measure will apply in relation to income 

years beginning on or after 1 July 2019. 

4.3 Thin capitalisation: Other recent developments  

In addition to the Federal Budget announcement (and introduction of the Treasury Laws Amendment Bill), 

2018 also saw the release of two additional pieces of draft ATO guidance, including: 

● TD 2018/D4 - Income tax: thin capitalisation - valuation of debt capital of the purposes of Division 

820;44 and 

● TD 2018/D5 - Income tax: what type of costs are debt deductions within the scope of subparagraph 

820-40(1)(a)(iii). 

                                                      
44 A taxation determination is an expression of the ATO Commissioner’s opinion about the way in which a relevant provision applies, or 

would apply, to entities generally. If you rely on a taxation determination, the Commissioner must apply the law to you in the way set out in 

the determination 



 

© Michael Bona, Stuart Landsberg, Tariq Rasool,  Josh Johnson, Gabrielle Fitzgibbon & Sarthak Sinha 2019 

 

Each of these guidance tools highlight perceived risks identified by the ATO in respect of cross border debt 

(re)financing transactions, and adopt a position that would generally result in a reduction in the thin 

capitalisation safe harbour for affected taxpayers. These draft Determinations are considered in detail below. 

4.3.1 TD 2018/D4- valuation of debt capital 

TD 2018/D4, foreshadowed by the ATO two years ago, follows on from Taxpayer Alert TA 2016/9: Thin 

capitalisation - incorrect calculation of the value of ‘debt capital’ treated wholly or partly as equity for 

accounting purposes, and unsurprisingly, reaches a similar conclusion. The technical issue considered in this 

draft Determination is how section 820-680 of the ITAA97 applies to instruments which are debt for tax 

purposes but are treated wholly or partly as equity for accounting purposes. 

As previously explained, section 820-680 requires taxpayers to comply with accounting standards for the 

purpose of identifying their assets and liabilities, and determining their value. Many taxpayers have taken the 

view that the legislative reference in subsection 820-680(1)(b) to “the value of… liabilities (including…debt 

capital)”, means that only the amount of a debt interest that is accounted for as a liability should be treated as 

debt capital. The draft Determination takes a different view, however, in suggesting that:45 

● the “debt capital” of an entity at a particular time is defined in section 955-1 to mean any debt interests 

issued by the entity that are still on issue at that time; 

● a “debt interest” has the meaning contained in Subdivision 974-B; 

● the language of paragraph 820-680(1)(b) makes it clear that an entity's debt capital, as defined in 

section 995-1, is a category of liabilities for the purposes of Division 820. This means that an entity's 

debt capital must be valued in its entirety in the manner required by the accounting standards; and 

● that this is so whether the entity's debt capital comprises debt interests that are classified as financial 

liabilities, equity instruments or compound financial instruments under the accounting standards. 

This view is consistent with the Commissioner’s earlier view contained in TA 2016/9, and therefore is not 

unexpected. However, similar to observations made previously in this paper, the briefness of the draft 

Determination again means that detailed technical explanation seems to be missing, particularly in respect of 

the explanations accompanying the three examples (i.e. loan note, perpetual note and mandatorily 

redeemable preference shares (MRPS)).  

For instance, example 3 concerns MRPS, which are a compound financial instrument under Australian 

accounting rules. The facts are as follows: 

                                                      
45 TD 2018/D4, [4]-[6] 
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Figure 3: Mandatory Redeemable Preference Shares 

 

15. XYZ Ltd issues 30,000 MRPS at $1,000 each to raise $30 million. The MRPS carry a cumulative 

dividend of 3.5% per annum and must be redeemed by XYZ within nine years of issue. The payment 

of dividends is at the discretion of XYZ and any accumulated dividends that remain unpaid at 

redemption are not added to the redemption amount. Based on the terms of the MRPS, the MRPS are 

treated as debt capital for the purposes of Division 820, but are classified as compound financial 

instruments under the accounting standards. 

16. XYZ Ltd is required to include the value of the MRPS in its adjusted average debt for the purposes 

of Division 820. The MRPS must be valued in their entirety in accordance with the requirements 

contained in the accounting standards. 

17. XYZ Ltd values the MRPS at $30 million less capital repayments made up to the date of valuation. 

The Commissioner considers that this valuation is appropriate.  

The above example leads to some uncertainty for taxpayers, given that it does not provide guidance on what 

happens in the years after the shares are first issued. Under standard accounting rules, the liability component 

of the MRPS would generally accrete in value whilst the equity component would be held constant. It is not 

clear from the draft Determination, however, whether, under the approach being suggested this would mean 

that the entity’s debt capital would be the sum of these accounting values, which would exceed the face value 

of the instrument. This would appear to be inconsistent with the scheme and purpose of the thin capitalisation 

regime. 

This approach may also have broader consequences, in that it may be necessary for taxpayers to consider the 

impact of this draft Determination on financial instruments that include a derivative element, or interest free 

loans, as well as other values required to be calculated in accordance with accounting standards. 
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Finally, it is interesting to note that the draft Determination suggests that Australia’s transfer pricing rules may 

operate to substitute arm’s length conditions “including in relation to its debt capital”, and makes reference to 

the Commissioner’s broad discretion in section 820-690 (both of which are discussed above). No further 

explanation is given with respect to the application of these provisions. However, it is likely that the reference 

to Australia’s transfer pricing rules was foreshadowing what was to come in the form of TD 2018/D6, and the 

ability of Subdivision 815-B to recharacterise a financial instrument based on arm’s length conditions (which, in 

turn, may impact on the quantum of debt capital to be included in an entity’s thin capitalisation calculation).    

4.3.2 TD 2018/D5 - costs that are debt deductions 

TD 2018/D5 was released on the same day as TD 2018/D4 (i.e. 1 August 2018), and provides the 

Commissioner’s view with respect to the type of costs that are debt deductions for thin capitalisation purposes. 

As foreshadowed previously in this paper, the underlying objective of the thin capitalisation regime is to ensure 

that a multinational entity does not allocate an excessive amount of debt to its Australian operations.46 It does 

this by disallowing all or part of each debt deduction (broadly, interest and other costs of borrowing) for an 

income year, when the entity’s adjusted debt average exceeds its maximum allowable debt amount. 

Therefore, the definition of “debt deduction” is relevant both because the thin capitalisation rules apply to deny 

debt deductions where there is a thin capitalisation exposure, and also because only debt capital that gives 

rise to debt deductions impacts upon the calculation of an entity’s thin capitalisation limits. 

An entity’s adjusted average debt amount is worked out in accordance with the method statement in 

subsection 820-85(3) for entities that are outward investing entities (non-ADI) and the method statement in 

subsection 820-185(3) for entities that are inward investing entities (non-ADI). Step 1 of these method 

statements relevantly states: 

Work out the average value, for that year (the relevant year), of all the *debt capital of the entity that 

gives rise to *debt deductions of the entity for that or any other income year. 

“Debt capital” is defined under section 995-1 to mean “any debt interests issued by the entity that are still on 

issue at that time” (relevantly, this exercise may now be affected by the application of the draft Determination), 

and “debt deduction” is defined broadly under subsection 820-40(1) as follows: 

1. Debt deduction, of an entity and for an income year, is a cost incurred by the entity in relation to a 

debt interest issued by the entity, to the extent to which: 

a. the cost is: 

i. interest, an amount in the nature of interest, or any other amount that is calculated 

by reference to the time value of money; or 

                                                      
46 TD 2018/D5, [9] 
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ii. the difference between the financial benefits received, or to be received, by the 

entity under the scheme giving rise to the debt interest and the financial benefits 

provided, or to be provided, under that scheme; or 

iii. any amount directly incurred in obtaining or maintaining the financial benefits 

received, or to be received, by the entity under the scheme giving rise to the debt 

interest; or 

iv. any other expense incurred by the entity that is specified in the regulations made 

for the purposes of this subparagraph; and 

b. the entity can, apart from this Division, deduct the cost from its assessable income for that 

year. 

 

The draft Determination takes an expansive view regarding; the meaning of “debt deduction”, the phrase 

“directly incurred”, and its view as to when costs might be considered to be incurred in “obtaining or 

maintaining” financial benefits. This broad interpretation results in the Commissioner concluding that the 

following non-exhaustive list of costs would be debt deductions for thin capitalisation purposes:47 

a. tax advisory costs incurred in relation to the debt capital, which relate to activities including, but not 

limited to, drafting of the agreement and valuing the debt capital; 

b. establishment fees; 

c. fees for restructuring a transaction; 

d. stamp duties; 

e. regulatory filing fees (for example Australian Securities and Investments Commission lodgment fees); 

f. legal costs of preparing documentation associated with the debt capital; and 

g. costs to maintain the right to draw down funds. 

Besides the one important exception discussed below, this draft Determination essentially restates the law and 

the Explanatory Memorandum to the New Business Tax System (Thin Capitalisation) Bill 2001 (Cth).48 

The relevant exception is the reference in (a) above to debt deductions as including “tax advisory costs 

incurred in relation to the debt capital, which relate to activities including, but not limited to, agreement drafting 

and valuation of the debt capital”.  It is important to note that: 

● with the exception of tax advisory costs, all of the other costs mentioned in paragraphs (b) to (g) above 

are directly incurred in obtaining or maintaining finance; and 

● with the exception of tax advisory costs, all of the other costs mentioned in paragraphs (b) to (g) above 

are specifically mentioned in the 2001 Explanatory Memorandum. 

                                                      
47 TD 2018/D5, [3] 

48 New Business Tax System (Thin Capitalisation) Bill 2001 (Cth) [1.59]-[1.60] 
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Additionally, the draft Determination seems to be missing detailed analysis on why tax advisory fees are 

considered to be “directly incurred” in obtaining or maintaining finance (and are not, at best, only indirectly 

connected with obtaining or maintaining finance). Despite this, the inclusion of “tax advisory costs” as a debt 

deduction may expand the scope of what has traditionally been included in this category, and may mean that 

any determination as to whether costs are directly incurred in obtaining or maintaining the financial benefits 

received by an entity under the relevant scheme giving rise to the debt interest will require a deeper factual 

analysis of the particular instrument and associated costs.  

Further, the draft Determination includes MRPS as the sole example of financing that may be affected by this 

more expansive interpretation, despite the likely broader impact - for example, certain interest-free loans may 

now be included in adjusted average debt even if the instrument does not itself give rise to debt deductions if 

tax advisory costs have been incurred in relation to the instrument. Accordingly, the view contained in this draft 

Determination could result in some taxpayers having higher “adjusted average debt” (and consequently a 

greater risk of thin capitalisation exposure) than was previously the case.  

Given the recent changes emanating from the Tax Laws Amendment Bill and the draft Determination, it is 

likely that taxpayers will increasingly require assistance from their tax advisors in agreement drafting, as well 

as in valuing (and determining) their debt capital in order to achieve desired outcomes. As such, if the 

Commissioner’s view in TD 2018/D5 is finalised, it is likely that TD 2018/D5 will impact a significant number of 

taxpayers (and their adjusted average debt amount), even those undertaking the most ostensibly straight-

forward (re)financing transaction.  

4.3.3 TD 2018/D6  

Although TD 2018/D6 has been considered in detail earlier in this paper, the below discussion briefly 

considers the impact of it specifically with respect to the thin capitalisation regime. 

Notably, section 815-140 of the ITAA97 expressly states that if an entity is subject to the thin capitalisation 

regime, and the arm’s length conditions affect the potential debt deductions available to the entity, then the 

arm’s length interest rate is to be calculated based on the debt interest actually issued.  

Consider again example 2 contained in the draft Determination (which, has been discussed in detail 

previously, and reproduced below).   
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Figure 4: Inbound discretionary loan 

 

In accordance with the traditional operation of the tests contained in Division 974, this arrangement would be 

considered to give rise to an equity interest as there is no ENCO of Australian Co to provide financial benefits 

at least equal to the value of the financial benefits received on a present value basis. This means that this loan 

would not (prima facie) form part of Australian Co.’s thin capitalisation calculation.  

In accordance with the TD however, “had the arm's length conditions operated instead of the actual conditions, 

the loan would give rise to a debt interest” as “under Subdivision 815-B, there would be a loan with interest on 

the outstanding principal accruing periodically and an obligation to pay all outstanding accrued interest at the 

end of the loan term”.49 As such, this amount would be required to be included in Australian Co.’s adjusted 

average debt amount, which may leave Australian Co in a very different thin capitalisation position, and has 

the potential to give rise to a thin capitalisation exposure for the Group. 

4.4 Thin capitalisation: Further measures to come  

As noted at the beginning of this paper, the ATO and Treasury’s increased focus on cross-border (re)financing 

transactions is expected to be the new ‘normal’, with the ATO already foreshadowing the release of several 

new pieces of guidance in relation to the thin capitalisation regime. These include: 

1. Thin capitalisation - assets valuations: this Draft PCG is expected to set out the ATO’s proposed 

compliance approach to taxpayer’s recognition and valuation of assets for the purposes of the thin 

capitalisation regime. Expected introduction date: April 2019- subject to the passage of legislation to 

enact relevant Budget measure (additional details set out above). 

2. Thin capitalisation - mining rights recognition and revaluation: this draft Determination is expected to 

set out the proposed ATO view relating to the classification and revaluation of a mining right in 

                                                      
49 TD 2018/D6, [14] 
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accordance with accounting standards when applying the thin capitalisation rules. Expected 

introduction date: TBA - subject to the passage of legislation to enact relevant Budget measure.  

3. Thin capitalisation - bifurcation of financial instruments: this final Determination will set out the ATO 

view relating to the valuation of a taxpayer’s debt capital in accordance with accounting standards (i.e. 

finalisation of TD 2018/D4). Expected introduction date: April 2019 (additional details set out above). 

4. Thin capitalisation - internally generated intangibles: this draft Determination will set out the ATO’s 

view relating to the recognition and revaluation of internally generated intangible assets in accordance 

with accounting standards. Expected introduction date: early 2019 - subject to the passage of 

legislation to enact the relevant Budget measure (additional details set out above). 

5. Thin capitalisation - arm’s length debt test: a draft Practical Compliance Guideline (PCG)50 and Tax 

Ruling (TR)51 is expected to set out the ATO’s proposed compliance approach to taxpayers’ use of the 

arm’s length debt test (ALDT) for the purposes of the thin capitalisation regime (including a schedule 

outlining risk indicators for the correct application of the ALDT). These updated materials are expected 

to replace Tax Ruling TR 2003/1. Expected introduction date: March 2019. 

6. Thin capitalisation - what type of costs are debt deductions within the scope of subparagraph 820-

40(a)(iii) of the ITAA 1997: this final Determination will set out the ATO view relating to what type of 

costs are debt deductions within the scope of subparagraph 820-40(a)(iii) (i.e. finalisation of TD 

2018/D5). Expected introduction date: April 2019. 

 

Of particular relevance to this paper, is the ATO’s proposed compliance approach to taxpayer’s use of the 

ALDT. Since the reduction of the safe harbour debt amount from 75% to 60% in July 2014, the ATO has seen 

a significant uptake in the number of taxpayers relying on the ALDT, which has led to this current review.  

It is expected that this draft PCG and TR will provide much-needed guidance on the following areas (amongst 

other things): 

● whether the “borrower” and “lender” tests are to be determined with regard to the global group’s 

policies and practices (post-Chevron), or whether the test is purely focused on a hypothetical 

standalone Australian group; 

● how the “hypothetical” Australian business is to be determined, as well as the “hypothetical loan 

structure”; 

● whether the “borrower” test has a “reasonableness” threshold; 

                                                      
50 A PCG is not binding on individual taxpayers, but rather, provides broad law administration guidance that addresses the practical 

implications of tax laws and outlines the ATOs administrative approach 

51 A public ruling is an expression of the ATO Commissioner’s opinion about the way in which a relevant provision applies, or would apply, 

to entities generally. If you rely on a public ruling, the Commissioner must apply the law to you in the way set out in the ruling 
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● the application of the “relevant factors”, and the interrelationship between the quantitative metrics and 

the qualitative metrics that form part of this consideration; 

● whether the requirements are less onerous where there is 100% third party debt; 

● whether the six step process set out in TR 2003/1 is still applicable; and 

● whether all guarantees must be ignored and whether there is any ability for taxpayers to rely on third 

party quotes where they have been through credit approval processes. 

 

It is hoped that some of this guidance will feed into TD 2018/D6’s missing links and bridge the current gaps in 

terms of identifying the relevant arm’s length conditions.  

4.5 Thin capitalisation: The impact of a Labour Government   

Finally, as the next Federal Election is due to be held before 18 May 2019, it is important for taxpayers and 

their advisors to be aware of potential tax changes that might be on the forward agenda in the event that there 

is a change in Government. One such change includes Labour’s proposal to completely overhaul the thin 

capitalisation regime, such that the safe harbour and arm’s length debt tests are removed, leaving only the 

worldwide gearing debt test. 

This proposal follows on from the May 2018 Final Report of the Senate Economics References Committee 

regarding Corporate Tax Avoidance. In this report, the Committee stated that: 

While Australia's thin capitalisation rules are intended to reduce the opportunities for multinationals to 

claim excessive interest deductions, the current rules give multinationals a variety of options to 

maximise their interest deductions, including safe harbour provisions, 'arms-length' tests and 

worldwide gearing ratios for determining interest deductions. 

In particular, there appears to be a problem between intergroup debt and real debt.52 

The Committee went on to quote Associate Professor Antony Ting, who observed that: 

The issue stems from the fundamental failure of the tax law to distinguish between internally 

generated intragroup debt interest expense and the real interest expense of a group - that is, the 

group’s net third party interest expense. The OECD has repeatedly emphasised that a key objective of 

the tax law is to prevent interest deductions from exceeding the real interest expense of the worldwide 

group. The principle of tax laws should firstly be that it allows full deduction of a genuine interest 

                                                      
52 Senate Economics References Committee, Parliament of Australia, Corporate tax avoidance: Part III Much heat, little light so far, May 

2018, 22  



 

© Michael Bona, Stuart Landsberg, Tariq Rasool,  Josh Johnson, Gabrielle Fitzgibbon & Sarthak Sinha 2019 

 

expense. However, it should not allow deduction for an internal interest expense - that which is 

artificially created for tax purposes.53 

To further support their position, the Committee referenced the fact that the 2014 reduction in the safe harbour 

debt amount “resulted in the manipulation of thin capitalisation calculations”, and included the following 

submission from the ATO on this: 

…taxpayers have responded to the reduction of the safe harbour thresholds in a variety of ways. One 

particular response was to increase the value of their total assets by undertaking revaluations of 

certain assets either for accounting purposes or for thin capitalisation purposes only. This has had the 

effect of limiting the impacts of the reductions in the safe harbour thresholds. Total ‘thin capitalisation 

only’ revaluations made by 151 taxpayers in 2016 totalled $122 billion. This is significant year on year 

growth; in 2015, revaluations made by 184 taxpayers totalled $56 billion.54 

The Committee also quoted Mr Jeremy Hirschhorn (ATO Deputy Commissioner), who has said that “On 

review, some of these valuations appear highly optimistic at best”.55 It should be acknowledged, however, that 

the above Budget Measures will go a long way in tightening these rules by requiring entities to align the value 

of their assets for thin capitalisation purposes with the value included in their financial statements.  

Despite this, the Final Report takes an alternate view in “[believing] that the Australian Government is not 

doing enough in this area, despite claiming that recent changes to thin capitalisation rules are sufficient. The 

current structure which allows multinationals to pick and choose which thin capitalisation rule to apply is not 

consistent with international best practice”.  

Overall the Committee concludes that “Australia should be more active in seeking to limit interest deductions”, 

and recommends that “ 

…safe harbour provisions and 'arms-length' tests for calculating interest deductions should be 

removed. This would leave the worldwide gearing ratio as the only method to calculate interest 

deductions, meaning that a multinational could only claim up to the average of debt-to-equity ratio 

across its entire global operations. This approach would simplify the thin capitalisation rules without 

requiring significant changes to existing legislation as the worldwide gearing ratio is already a feature 

of these rules.56 

Practically, this proposal could result in significant changes in tax outcomes for multinational groups, given that 

it will mean that the maximum level of debt deductions they can claim in Australia will be limited to the debt to-

                                                      
53  Evidence to Senate Economics References Committee, Parliament of Australia, Committee Hansard, 4 July 2017 (Associate Professor 

Antony Ting) 22 

54 Submission to Senate Economics References Committee, Parliament of Australia, Submission 139.2 (ATO) 14 

55 “Tax Valuations inflated by $66 billion”, Australian Financial Review, 10 May 2018, 12 

56 Senate Economics References Committee, Parliament of Australia, Corporate tax avoidance: Part III Much heat, little light so far, May 

2018, 25 
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equity ratio of a company’s entire global operations. If this proposal becomes law, it will be interesting to see 

the way that Australia’s transfer pricing rules will operate to accept/reject the debt and equity classifications 

made on a global scale.   
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5 Conclusion   

The above discussion, which considers the various changes and guidance materials released with respect to 

debt and equity, section 815-B and thin capitalisation throughout 2018, goes towards evidencing that the ATO 

and Treasury's ‘laser like’ focus on cross border financing and refinancing transactions (and related 

instruments) is likely to be the new ‘normal’. It also reinforces that the application of Australia’s transfer pricing 

rules to financing arrangements (and financing profiles generally) has never been more important, as the ATO 

seeks to ensure that such arrangements are aligned in their substance and form, and are based on “arm’s 

length conditions”. 

This growing interaction between Australia’s transfer pricing rules and other aspects of the income tax law, 

including the debt and equity regime, is complex and raises a myriad of issues that will need to be worked 

through and considered by taxpayers and their advisors alike, with some key considerations identified above. 

The conclusions reached in this guidance should also be considered alongside future expected developments 

in this area, including various guidance relating to the thin capitalisation regime such as the ATO’s proposed 

compliance approach to the arm’s length debt test, the Decision Impact Statement in relation to the Chevron 

case, and any further developments coming out of the OECD Base Erosion and Profit Shifting (BEPS) project 

in relation to financial transactions, following the release of their draft paper in July 2018.57 

However, as the above discussion also makes clear, much of the guidance released throughout 2018 is brief 

in terms of its analysis and explanation, and it is this ambiguity that will be the most complex, judgement 

dependent and subjective parts of any (re)financing analysis going forward. Given, however, that most of the 

changes discussed above remain in draft form, it is hoped that the ATO and Treasury will consider the 

feedback that it has received from various stakeholders to this effect, and expand on their explanations and 

justifications, prior to issuing final positions on these matters.  

In the meantime, tax advisors should ensure that they keep abreast of these changes and their potentially far-

reaching consequences so that even the most ostensibly straight-forward (re)financing transactions do not 

result in surprising consequences for their clients. Tax advisors should also endeavour to play an active role in 

the ongoing conversations with respect to cross border financing and refinancing transactions, in order to 

ensure that any missing links are identified and resolved in a timely manner.  

                                                      
57 Organisation for Economic Cooperation and Development, Base Erosion and Profit Shifting, ‘BEPS Actions 8-10: Financial 

Transactions’ (Public Discussion Draft, 3 July-7 September 2018) 


