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20 August 2018

Mr Greg Wood

Manager, Base Erosion and Profit Shifting Unit
Corporate and International Tax Division

The Treasury

Langton Crescent

PARKES ACT 2600

Email: BEPS@Treasury.gov.au

Dear Greg
Improving the integrity of the thin capitalisation rules

The Corporate Tax Association (CTA) and Group of 100 (G100) welcome the
opportunity to comment on the Exposure Draft and Explanatory Materials to the
Treasury Laws Amendment (Making Sure Multinationals Pay Their Fair Share of Tax
in Australia and Other Measures) Bill 2018 (the ED).

We welcome the following:

e the proposed changes in the ED aimed at ensuring that non-ADI foreign
controlled Australian tax consolidated groups and multiple entry
consolidated groups that have foreign investments or operations are treated
as both outward investing and inward investing entities for thin capitalisation
purposes.

e the clarification in the transitional rules that the most recent revaluations
completed before 7.30 pm, 8 May 2018 can be used for the income years
beginning before 1 July 2019.

In what follows our comments deal with the measures contained in the ED aimed
at:

e requiring an entity to use the value of the assets and liabilities that are used in
its financial statements; and

e removing the ability for an entity to revalue its assets specifically for thin
capitalisation purposes.

Transitional rules for outbound investors or ATO guidance are needed

The CTA and G100 note the potential integrity issues with the current "tax only”
revaluation rules and issues canvassed by the ATO in Taxpayer Alert TA 2016/1. It is
submitted the proposed changes may be considered over-reach in dealing with the
integrity concerns raised in TA 2016/1 as they unfairly impact domestic outbound
investors who are funded with third party debt. We note that whilst the proposed
changes will enable such taxpayers to revalue in their financial accounts and thus
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maintain the status quo in relation to interest deductibility, the reality will be many
publicly listed groups will not take up this option due to the potential volatility this
will create to earnings profiles and thus their ability to pay dividends. As a result, such
companies, rather than being denied interest deductions, will have to rely on the
arm's length debt test (ALDT) if the worldwide gearing safe harbour does not provide
certainty on interest deductions.

As you are aware, the ALDT has been subject to a review by the Board of Tax, with a
report being issued in December 2014 which outlined some of the practical and
technical concerns with the ALDT and the critical need for ATO guidance on the
operation of the tests. There are also recommendations to amend the law to deal
with the question of explicit and implicit credit support.

Some publicly listed groups who are solely outbound investors have indicated to us
that the removal of sec 820—683 and sec 820-684 of the ITAA 1997 is of practical
concern where they have third party arm’s length debt raised off their global balance
sheet and have relied on sec 860-683 or sec 820-684 to value one class of asset
rather than rely on the ALDT (because of its onerous cost, current lack of published
guidance and thus uncertainty in operation). We note that the ATO have indicated
a draft taxation ruling and Practical Compliance Guideline (PCG) on the ALDT have
been under development since June 2016 and scheduled for release in October
20182

Recommendations

Given the impact of the proposed amendments to the thin cap rules on outbound
groups with arm’s length third party debt, we recommend the following:

1 In line with the intent of the rules, the draft law could be changed to
grandfather the operation of sec 820-683 and sec 820-684 for outbound
groups (that are also not inbound) where the debt is unrelated third-party
debt. We note the ATO can still apply its compliance resources to the
cases it notes in TA 2016/1.

2. As an alternative, the ATO should, as a matter of priority, provide advice
(in the form of a ruling or PCG) for outbound groups with unrelated third-
party debt to make the application of the ALDT easier. This could be
achieved by the development of guidance to the effect that the ATO wiill
not apply its compliance resources if certain simple criteria are met. In
terms of developing such guidance, some of the factors in the ATO's PCG
on related party financing® are a useful guide (such as interest coverage
ratios, percentages of EBITDA), particularly where the amount of foreign
assets on a group's balance sheet are low relative to the amount of
Australian assets.
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