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17 March 2014

Dear Sir / Madam
Re: Review of the Thin Capitalisation Arm’s Length Debt Test

Deloitte welcomes the opportunity to provide comments to the Board of Taxation for purposes of the Review
of the Thin Capitalisation Arm’s Length Debt Test (ALDT).

We provide below:

1. The case for retaining the ALDT for all industries

2. Suggestions for improvements to the ALDT legislative provisions

3. Suggestions for improvements in application and administration of the ALDT including:
1) Improve / supplement existing guidance
(i1) Introduction of an advance rulings program.

In Appendix 1 to this letter we provide specific responses to various Questions raised by the Board of
Taxation in its paper. We also provide for the Board of Taxation’s reference in Appendix 2 some context to
the historic relative lack of guidance by the OECD in this area.

1. The case for retaining the ALDT for all industries

The ALDT is an important part of Australia’s thin capitalisation regime to recognise that certain taxpayers
and industries do as a matter of commercial reality operate on gearing ratios greater than the 3:1
(Debt:Equity) safe harbour.

It is relevant that at the time the policy was being developed, many previously state owned utilities (power
generation and distribution, airports, roads, rail) were being privatised, and being heavily regulated and
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monopolistic were seen as low risk investments by the market. It seems that the ALDT legal framework and
much of the ATO guidance were developed with such cases in mind.

The ALDT is, however, an important optional test for other types of taxpayers otherwise disadvantaged by
the safe harbour, such as those with all (or predominately all) third party debt, companies holding low levels
of on-balance sheet assets, and those in need of significant longer term project finance during the
development phase of a major capital project. We note that Australia’s thin capitalisation rules consider both
related and third party debt, further making the ALDT a necessity.

It is therefore considered both inequitable and administratively impractical to limit the test to certain
industries.

The need for the ALDT is heightened given the proposed reductions of the thin capitalisation safe harbours,
which will mean more taxpayers that could (or have) borrowed debt in the open market in excess of the safe
harbour calculated amount (or worldwide gearing level) will need to rely on the test to ensure their genuine
interest expenses are deductible for tax purposes.

Given the likely increased adoption of the test, we welcome the Board’s review of the test with a view to
improving its efficacy.

2. Improving the ALDT legislation

The current legislation relating to the ALDT (at sections 820-105 and 820-215 of the ITAA 1997) is
somewhat cumbersome and its drafting could be improved in a number of ways (as set out below).
Notwithstanding this, we believe that significant gains in terms of improvement in making the test easier to
apply (for taxpayers) and administer (for the ATO), can also be made in a rewrite of the guidance currently
set out in TR 2003/1, or development of supplementary guidance.

Specific legislative improvements could include providing:

o  Clarity on what is meant by the factual assumption to ignore credit support provided by associates, and
specifically whether an arm’s length price for that credit support (assuming it could be obtained in the
market) sufficiently deals with this assumption

e  Clarity whether the income streams (including dividends) received from, and related expenses paid to,
overseas subsidiaries can be taken into account for the test. In addition, whether assets such as cash
assets arising from accumulated dividends received are taken into account in defining the tested entity.
A true arm’s length test (such as that applied in the UK) would include overseas assets/subsidiaries of
the entity, as any third party financier would have regard to such assets/income. As such, the current
ALDT should be recognised to be a constrained arm’s length test, having defined the entity per the
factual assumptions

e  Clarity that although the test is an annual test for a particular tax return, it is acceptable to consider a
longer term framework when applying the test in situations where the debt finance is medium/long term
and the usage of the funds to finance term investments/uses
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e  Simplification of the test including alignment of the ‘independent borrower’ test to a qualitative test
focusing on the commercial basis for the borrowing(s) having regard to the options realistically
available to the borrower

e  Simplification of the list of relevant factors to be both more generic and relevant to the practical
application of the test

e A change to the mechanism of the test from a requirement to determine an arm’s length debt amount, to
allowing the confirmation that the actual amount of debt is at a level which could occur between third
parties in the market. It is often very difficult in practice to determine the maximum amount of debt,
requiring stress testing of ratios and additional analysis that does not seem to add any additional value.

3. Achieving improvements in application and administration of the ALDT

In the absence of legislative changes, much improvement in applying and administering the ALDT can be
achieved through a collaborative ‘co-design’ process between industry, practitioners and the ATO to:

e Improve and redesign the guidance on application of the test including more targeted and detailed
guidance on how to approach the key comparability / benchmarking issue (i.e., rewrite TR 2003/1), and

e Introduce a workable Advance Pricing Arrangement (APA)/Advance Thin Capitalisation Agreement
(ATCA) regime modelled on the UK’s regime to provide certainty to taxpayers in an inherently
uncertain area, and reduce the need for costly ATO audits/inquiries, improve ATO capability in this area
and to provide the market with direction on what is considered acceptable by the ATO (e.g. analytical
approaches, key ratios, typical benchmarks by industry).

(i) Improve / supplement existing guidance

The guidance on application of the ALDT, as expressed in the Taxation Ruling 2003/1 can be improved to
assist both taxpayers in applying the test and the ATO in administering the test. Such improvement could
also take the form of provision of supplementary guidance on specific aspects of the test, perhaps in the form
of an ATO practice statement. From a practitioner’s perspective, the guidance does not fully reflect how the
ALDT is applied by the taxpayers (based on third party lending practices) and its prescriptive nature makes it
difficult to adapt to cases where industry specific practice differs from the guidance.

In particular, the guidance regarding the ATO defined ‘Step 4’ (independent borrower test) and ‘Step 5°
(independent lender test) could be improved. The key areas where the guidance could be revised include:

o The prescriptive nature of the current guidance makes its application to certain industries problematic.
The ALDT is aiming to replicate independent lending practices, which can differ significantly between
industries. For example, Taxation Ruling 2003/1 mentions the use of specific ratios (such as annual
Debt/EBITDA!, EBIT? interest cover ratios), which may be inconsistent with lending practices in some
industries. Taking a practical example to illustrate this point, in large capital projects, the early years of
the debt arrangements are commonly characterised by negative cash flows and losses through the

! Earnings Before Interest, Tax, Depreciation and Amortisation
% Earnings Before Interest and Tax
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construction period. The guidance would better suit the needs of taxpayers and the ATO if it focused on
the key principles. The inclusion of specific case studies would also be beneficial, for example

considering:
(i) a business services company (with few tangible assets)
(ii) a utility company, with long term and secure purchase and supply contracts
(ii)  a company undertaking a major capital project with a construction and operating

period.

Such an approach has the advantages of improving guidance without the introduction of supplementary
safe harbour ratios, which will be very difficult to define for the reasons set out above.

e The borrower analysis requires determination of the amount that the borrower would reasonably be
expected to have borrowed, which is an inherently subjective question. Taxation Ruling 2003/1
comments that there may be an overlap in the independent borrower and lender tests, but does not
acknowledge that the practically unknowable financial risk appetite of the borrower means the
independent borrower analysis is particularly subjective. In our view, the core analysis of the ALDT
should focus on the independent lender test (to be performed first), while the borrower test should be
focused on a qualitative analysis focusing on the commercial basis for the borrowing(s).

e Consideration of how to approach lender’s risk appetite would be helpful, including for example how to
approach the issue of high risk lenders, and whether such lending approaches can be considered as part
of the test

e Clarification from a practical perspective of the ATO approach to some of the key deficiencies of the
current legislation which create uncertainty (see comments section above). This could include treatment
of associate entity credit support (explicit and implicit), treatment of income streams from associate
entities including subsidiaries of the Australian taxpayer, and how to treat long term debt arrangements
that cross over multiple tax years.

e  When all (or substantially all) of the debt under review has been borrowed from third parties, a
simplified approach should be promoted. If the borrowing is for the purposes of an Australian business
(as defined in legislation) and there is no parental/ group credit support and/ or guarantees, the full
amount of third party debt should be allowable.

(ii) Introduction of an Advance Rulings Program

The ALDT is a subjective test considering market practices for given factual situations, and as such is subject
to uncertainty. Taxpayers value certainty in managing their tax and reducing exposure to risk. Certainty in tax
affairs helps to reduce costs by eliminating the possibility of disputes with the ATO and reducing the need for
setting aside reserves to offset potential tax liabilities against uncertain tax positions.

As such, taxpayers will welcome the introduction of a specific programme, similar to the ATO’s APA
programme, or UK’s ATCAs dealing specifically with capital structures and related issues. This is regarded as
a program that works well, with the average ATCA completion period reported by HMRC to be 10 months.

Such a program would provide the opportunity to improve ATO capability in this area and to provide the
market (i.e., taxpayers) with direction on what is considered acceptable by the ATO (e.g. analytical
approaches, key ratios, typical benchmarks by industry). This would particularly be the case if the program
























