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Inbrief

The Board of Taxation (BoT) released a Discussion Paper on 16 December 2013 as part ofitsmandateto
provideareportontheoperationofthearm’slength debttest (ALDT)contained in Australia’s thin
capitalisationregime. Inparticular, the BoThasoutlined in its Discussion Paper a number of suggestions
to makethe ALDT easierto comply with from both the perspective of taxpayersand the Australian
Taxation Office (ATO). BoThasalso considered eligibility criteriaforthe ALDT. A range of questions
havebeenoutlinedin the Discussion Paper and stakeholdershave been requested to provide responses
by 14 March 2014, with the BoT duetoissueitsfinalreportto the Governmentin December 2014.
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e  Whetherthetestshould permit
recognition ofthe financial
strength ofother related
Australian entities; particularly in
the case of property groups that
operatethrough stapled
structures ora holdingstructure
with subsidiary trustswhere a
third party financier takes
security overalloftheassets of
the group.

e  Whetherthereshouldbe a process
for enteringinto advance thin

capitalisation agreements with
the ATO, similartothe UK.

In addition,a number ofissueswere
raisedby the ATOandthe BoTis
seeking submissions onwhether
addressingtheseissueswould assist in
reducing uncertainty and compliance
for taxpayers. Issues identified
include:

e Practicalchallenges complying
with theindependentlenderand
independent borrower test.

e Practicaldifficulties in makinga
distinction betweenthe amount
that an entity ‘would’reasonably
be expectedtoborrowandthe
amounttheentity‘could’
reasonably be expected to
borrow.

e Ability torely on internally
generated goodwill.

¢ Difficulties in identifying the
relevant Australian business;
particularly where thereare
significant offshore activities and
where financial dataoncertain
foreignsubsidiariesmay notbe
subjecttothesamelevelof
accurateapplication of
accounting standardsor
independent audit scrutiny.

e Identificationand excusionof
guarantees, securityorother
formsofcreditsupport, i.e.
parentorgroup affiliation,
implicit/explicit parent support,
etc.

e Use ofbenchmarking analysis to
confirmarm’slengthdebtand
difficulties in the approach where
the amount of debtincludes
hybrid instruments thatmaybe
treated differently froman
accounting perspective.

Easing the administrative burden
forthe ATO

Consistent with the terms of
reference, the Discussion Paperalso
addressesthe ways to makethe ALDT
easier for the ATOto administer.
Some oftheissuesraisedin this
context include:

e Uncertainty overthe
Commissioner’s override power
and howthis mightbeused;
particularly in the context of the
difficulties in identifying a single
definitivearm’s length amountof
debt giventhata subjective
assessment based on judgement
isrequired.

e Dealing withuncertainty overan
entity’scapacityto meetallits
liabilities over a long period of
time, despite the ALDT beinga
year-by-yeartest.

¢ Difficulties in dealing with the
differences of viewsonthe degree
ofrelevance thatshouldbe placed
onthe factorsrequiredtobe
taken into account; in particular
consideration of profitability,
returnoncapitaland debt to
equity.

e Dealing withtheimpactof
changing economic conditions

within a year that mayhavean
impactonthe amountofnotional
debt capital that would beheld
and provided throughout the
year.

e Dealing withthe difficulties
presented by the factthat
different commercial lenders may
havedifferent risk appetitesin
terms ofthe amountofdebt that
they wouldbe preparedtolend.

Some ofthe options raised through
the consultation process for reducing
compliance costs include:

e Providingflexibilityin the timing
ofwhen documentation is
requiredtobeprepared.

¢ Harmonisationofthetransfer
pricinglegislationand the ALDT.

Eligibility forthe ALDT

The Discussion Paperraisesthe
question of whetherthe ALDT should
be in some way restrictedin its
applicationand, ifso,how the
eligibility criteria should be defined.
Thereis recognitionthat the ALDT by
its natureimposes greater compliance
costs fortaxpayers and administration
costs forthe ATO. Inpreliminary
consultationsthe BoThassought to
identify whetherthere shouldbean
entry ruletoaccess the ALDT and the
particular circumstances that would
justify that access.

Itisnotedthatthe ALDTis of
particular importance to taxpayersin
certain sectorsand industries. In
particular, large scale capitalintensive
industries, infrastructure projects and
the property sectorallhave significant
fundingrequirements and can
typically haveleverage ratios in excess
ofthe safeharbourlimits. However it
is also recognised thatthere could be
practical difficultiesin defining
eligibility to the test by defining
parameters or specificindustries.
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Accordingly, the BoT seeks comments
on whoshouldbeeligible to accessthe
arm’s length test and in what
circumstances (i.e. whether
restrictions/limitations should apply
or even whetherthe ALDT shouldbe
restricted by an advancerulingor
determinationfrom an established
body orspecially designated
independent expert panel.

Let’s talk

For moreinformation, please contact:

The takeaway

The Discussion Paperis an
opportunity forinterested taxpayers
to contribute to the review and
provideinput to the Board’sreview. It
isimportanttonote that any proposed
changesto the safeharbourlimitsare
proposed tohave effect from1 July
2014,some six monthsbefore the BoT
is due to deliverits reportto
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Government. Accordingly, theissue
will be important not justfor
taxpayersthat currently rely onthe
ALDT, butforthosethatmayhavea
need torely on thetest in the future.

The BoTis seeking submissions
addressingtheterms of reference and
the issues/questions in the Discussion
Paperto assist withthereviewby 14
March2014.
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