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Dear Mr Robinson,

Strengthening Australia’s interest limitation (thin capitalisation) rules

The Corporate Tax Association (CTA) welcomes the opportunity to make a submission to
Treasury on the Treasury Laws Amendment (Measures for Future Bills) Bill 2023: Thin
capitalisation interest limitation Exposure Draft (ED) and the accompanying Explanatory
Memorandum (EM).

The CTA is the key representative body representing over 150 of the major companies in
Australia on tax issues impacting the large corporate sector. The majority of the CTA
membership is large Australian listed entities. A list of CTA members and further information
about the CTA can be found on our website at www.corptax.com.au.

We appreciate Treasury's willingness to consult on the measure prior to the lodgement of
this submission. We note that the CTA has never received as many member comments on
a legislative proposal than on what is proposed in this ED.

The ED in its current form is an overengineered integrity rule

While we recognise the rules are in essence an integrity measure, if the proposed regime is
implemented as set out in the ED, Australia will have one of the most restrictive interest
limitation regimes in the world. Add this to Australia’s high headline corporate tax rate,
overengineered integrity rules and the proposed effective repeal of sec 25-90 and
subsection 230-15(3)! and you have a system that will place Australian groups at a
competitive disadvantage (particularly those with offshore activities and desires for future
offshore expansion) while giving the distinct impression that Australia is not ‘open for
business’.

! For simplicity, future references in this submission will only be to sec 25-90 but the same reasons
noted herein equally apply to subsection 230-15(3).
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The proposed section 25-90 amendments are bad policy and need reconsideration

To say the proposed changes to sec 25-90 came as a surprise is an understatement. At no
stage of the consultation process (either in the MNE Consultation Paper or the October
2022 Budget announcement) were the proposed changes flagged, nor (with respect) does
the rationale for its repeal as outlined in the EM consider the fundamental policy difference
between outbound and inbound groups.

Furthermore, the sec 25-90 changes are intended to come into effect from 1 July 2023
and have not taken into consideration previous rules operative from 2013 that removed the
need for tracing of the use of funds. It is submitted the EBITDA tests referencing Australian
earnings plus the overarching transfer pricing rules provide the necessary limitation on debt
deductions. At the very least, the proposed changes to sec 25-90 should only apply to debt
deductions on new arrangements and be subject to a separate consultation process from
the proposed changes to Division 820 and 815.

Detailed Comments

We have included in Appendix 1 some commentary on the priority concerns our members
have raised. In summary, these issues include:

1. The ED does not reflect the original policy intent, particularly with the substitution
of the arm’s length debt test with the new External Third Party Debt Test and the
surprise repeal of sec 25-90.

2. Separate consultation on sec 25-90 is required as a minimum to thoroughly
consider the implications of its proposed repeal. The integrity concerns
underpinning its proposed repeal have not been communicated — these need to be
unpacked so a more targeted rule may be introduced if required.

3. The interaction of the proposed rules with the transfer pricing provisions will lead to
enormous compliance costs if detailed guidance on their interaction on the price
and quantum of debt is not provided. It is possible that these new rules could impact
Australian taxpayers investing overseas more than foreign multinationals.

4. There are significant concerns with the tax EBITDA calculation and its use of the
taxable income definition in the calculation and only adjusting for Subdivision 40-B
and Division 43 capital allowances in arriving at tax EBITDA.

5. The Group Ratio and External Third Party Debt tests are unworkable alternative tests,
particularly as there is no access to the 15 year carry forward of denied deductions,
unlike in most other jurisdictions, including the UK.

6. Other issues with the External Third Party Debt Test (ETPDT) making it practically
unworkable including:

a. the 10% associate threshold;
b. the requirement that all “associate entities” must choose to apply the test;



c. providing security only over the assets of a borrowing trust and not the units
of the trust;

d. the test not being available to stapled structures; and

e. issues for conduit financers.

7. The broad nature of the amendment to the ‘financial entity’ definition and the lack
of clarity around what integrity concerns the proposed amendment is targeting.

8. Other technical anomalies arising in relation to:

a. proposed amendments to the definition of debt deduction in sec 820-40
may inadvertently bring arrangements that are not ordinarily considered
'debt interests’ into the regime, for example operating leases under the new
leasing standard AASB 16;

b. the exclusion in relation to the 90% Australian asset threshold test;

c. the exclusion of special purpose entities;

d. the exclusion of a head company of an outbound tax consolidated group
that is not a financial entity; and

e. the proposed carry forward loss rules that lack consistency with the current
loss testing rules.

9. Particular concerns with general insurers and the regulatory impact of the rules.
We have also included for completeness Appendix 2 which contains our finalised paper on
the history and context of sec 25-90. Nothing of substance has changed from the draft of

this paper previously provided to you.

Appendix 3 contains diagrammatical examples outlining some issues with the ‘Associate
entity’ definition and ‘all in’ rule.

The CTA and its members look forward to working with Treasury on any revised version of
the ED.

Should you have any questions, please do not hesitate to contact Michelle de Niese on

0402 471 973 or Paul Suppree on 0408 185 050.

Yours sincerely,

el ledlgpe

Michelle de Niese Paul Suppree
Executive Director Assistant Director

CC: Ms Diane Brown, Deputy Secretary, Revenue, Small Business and Housing Group
Ms Kathryn Davy, Assistant Secretary, International Tax Branch



Appendix 1 — Priority Concerns

1 The ED may not reflect the original policy intent

Australia is a capital-importing nation that relies on debt capital for business investment
both in and outside of Australia. As such, business investment in Australia, including
attracting foreign investment into Australia, is sensitive to the rules in Australia that impact
the cost of capital.

The original policy intent for the new interest limitation measure announced in the October
2022-23 Federal Budget? was:

o To strengthen Australia’s thin capitalisation rules to address risks to the corporate tax
base arising from the use of excessive debt deductions.

e To replace the safe harbour and worldwide gearing tests with earnings-based tests to
limit debt deductions in line with an entity’s activities (profits).

e This would be done by making changes to:

o ‘limit an entity’s debt-related deductions to 30 per cent of profits (using EBITDA
—earnings before interest, taxes, depreciation, and amortisation — as the
measure of profit). This new earnings-based test will replace the safe harbour
test;

o allow deductions denied under the entity-level EBITDA test (interest expense
amounts exceeding the 30 per cent EBITDA ratio) to be carried forward and
claimed in a subsequent income year (up to 15 years);

o allow an entity in a group to claim debt-related deductions up to the level of the
worldwide group’s net interest expense as a share of earnings (which may
exceed the 30 per cent EBITDA ratio). This new earnings-based group ratio will
replace the worldwide gearing ratio;

o retain an arm’s length debt test as a substitute test which will apply only to an
entity’s external (third party) debt, disallowing deductions for related party debt
under this test.”

In our view, the proposed provisions do not align with what was expressed in the Budget
announcement, particularly in relation to the new External Third Party Debt Test and the
limitations imposed on Division 40 allowances. Also, the surprise inclusion of amendments
to sec 25-90 was not mentioned in the Budget announcement.

While we recognise the ED by its nature is more detailed than any budget announcement
could be, the overwhelming view expressed by members is the ED represents significant
integrity creep, with almost every potential decision point deferring to revenue collection,
not ease of compliance or OECD best practice.

2 Budget Paper No. 2, October 2022-23 Federal Budget
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2 Separate consultation on the amendment to sec 25-90 is required as a minimum

The proposed amendment to sec 25-90 was not contemplated by the original policy
announcement. As such, many stakeholders have been caught by surprise at the
resurfacing of the 2013 proposal to effectively repeal sec 25-90, which will have a
significant cost impact for taxpayers who have not traced borrowed funds to the level
which will be required to support an ATO review. In our view, a thorough consideration of
the proposal to amend sec 25-90 is needed, alongside an understanding of the integrity
concerns associated with this provision.

Appendix 2 to this submission provides important historical and policy context as to why
sec 25-90 was not repealed in 2013 including previous detailed and very considered
Treasury analysis. In our view, the policy and practical reasons for the retention of sec 25-
90 equally apply in 2023 under an earnings-based approach as they did to the current
asset-based rules back in 2013. In our view, the rationale in the EM for an earnings-based
approach being somehow a differentiating feature from the current asset-based approach
is flawed logic.

While it is understood there is potential for revenue leakage under sec 25-90, it is unclear
from a policy perspective what the integrity concern is with outbound groups borrowing
to fund offshore expansions, particularly if the funding is raised domestically, where interest
income would be assessable. Appendix 2 provides more detail.

Australian outbounds may suffer a double cost under sec 25-90, impacting offshore
expansions. In our view, it is incumbent upon those advocating the effective repeal of sec
25-90 to articulate any mischief they are seeing to demonstrate why sec 25-90 should be
amended, why previous reasons for its non-repeal are somehow different in 2023 than they
were in 2013, and why the range of existing integrity measures are insufficient to address
such mischief. Targeted integrity rules would be more appropriate if the mischief is clearly
articulated.

We also note the amendment of sec 25-90 is quite punitive to outbound general insurance
groups. Insurers need to raise Tier 2 regulated debt in Australia at the holding company
level for APRA and rating agency capital purposes. Such insurers don't have the option of
raising Tier 2 capital overseas to help fund an overseas acquisition as insurers do not get
Group capital credit.

A prospective targeted integrity rule aimed at the mischief the ATO may be aware of would
be a workable solution rather than the proposed blanket amendment to sec 25-90.

If, after further consultation, it is still regarded that sec 25-90 should be amended, any
changes should apply prospectively and only to funding arrangements entered into from
the point in time those consultations are concluded. Grandfathering of the existing rules
for existing debt funding arrangements must be provided as a minimum and ATO guidance
around the consequential restructuring of debt facilities (understanding such restructuring
cannot happen overnight) would need to be provided as a priority.

Guidance on the tracing requirements and any apportionment of debt deductions where
borrowing may have more than one purpose would also be required as well as guidance
for where debt is used to partly fund acquisitions is also needed (i.e. where an acquisition
or offshore expansion is funded partly by borrowings and partly by existing funds).



3 Interaction with Transfer Pricing Provisions

The consequential amendments to Division 815 require the transfer pricing rules to apply
before the new interest limitation rules apply.

Under the current rules, the thin capitalisation rules determine a taxpayer's maximum
allowable amount of debt. Many taxpayers that will become “General class investors” under
the proposed rules have existing related party debt arrangements that were entered into
having regard to the safe harbour debt amount because the modification in current sec
815-140 meant there was no need to determine an arm’s length amount of debt for those
arrangements. In effect, the reference to arm’s length conditions (as discussed in the EM at
paras 1.124 to 1.127) resurrects the need to undertake a transfer pricing analysis on both the
amount and price of debt before the Fixed Ratio Test applies.

Thus the current EBITDA proposal operates as a cap on arm'’s length outcomes. This
change is very significant and should be thoughtfully considered, particularly as the External
Third Party Debt Test is practically useless as a means to resurrect arm'’s length outcomes.

The bifurcation of the ‘amount’ of debt deduction under the current rules into an analysis
of the quantum of debt (under Div 820) and the price of debt (under Div 815), while not a
sophisticated arm’s length analysis, was workable and understood. By contrast, transfer
pricing the amount of debt deductions (that is interest rate multiplied by the quantum of
debt in simple terms) is an imprecise science. Such a process can be highly fact-driven,
sometimes subjective, will unquestionably create uncertainty about the cost of debt and
will be a compliance overkill, even for relatively lowly-geared taxpayers. It is also unclear
when the quantum of debt is to be determined for the purpose of calculating the amount
of debt deductions permitted (e.g. is it at the outset of the loan, annually, each time the
terms of the loan are varied, or can a taxpayer rely on the terms of the particular loan to
make this determination themselves etc).

Determining arm’s length terms and conditions for financing arrangements is very difficult,
as each individual factor, term or condition affects the others (e.g., assumed credit rating
affects interest rate, which in turn affects quantum). There is no formal limit on the amount
of debt a party can take on. Each incremental amount is often more expensive and/or
subordinated relative to existing debt, but there is no firm line. Accordingly, there is no
single answer as to what is an "appropriate’ amount of debt under arm’s length conditions
but rather a range of acceptable outcomes in the circumstances.

There has been no commentary or guidance provided by Treasury on how it anticipates
taxpayers with existing related party loans should now substantiate the arm’s length amount
of their debt. In the absence of certainty on this, in practice project economics may be
modelled on the basis that debt funding costs are non-deductible. This can add
significantly to the forecast cost of current and potential activities, especially in a higher
interest rate environment, permanently impacting business investment.

If, after further consideration of the basis upon which this change is being made, it is found
that the change is warranted, a transitional rule / quasi-grandfathering provision must be
made available to taxpayers who have relied on the current rules for debt arrangements.



Ordinarily, it would be expected that the arm’s length terms and conditions of the loan are
to be established at the commencement of the arrangement, and the taxpayer would
subsequently have the opportunity to refinance the loan if more favourable borrowing
terms become available. However, with a proposed commencement date of 1 July 2023,
there is insufficient time for taxpayers to undertake analysis and consider options for
refinancing their existing related party arrangements if the results indicate their actual
quantum of debt exceeds the arm’s length amount. The result of these measures will only
increase Australian investment uncertainty and impose the added compliance burden on
taxpayers and the ATO seeking external expert opinion. Practical flags on the transfer
pricing beach are needed for both taxpayers and the ATO to ensure this does not happen.

We suggest either the consequential adjustments be removed, or if they proceed, a
transitional rule be included to provide taxpayers with a choice to determine the arm’s
length quantum of debt that a taxpayer would be able to borrow at the beginning of the
first income year to which the new rules apply (rather than retrospectively determine this
as at the commencement of the loan).

4 Tax EBITDA

Tax EBITDA makes adjustments to a relevant taxpayer's taxable income for net debt
deductions, Subdivision 40-B (only) and Division 43 allowances and carry forward tax losses
to the extent they have been deducted in the current year.

We note the term ‘taxable income’ is used as a proxy for Australian earnings. However
taxable income has certain nuances for certain statutory income such as:

o foreign CFC attributed income that does not relate to Australian earnings; and
e the gross-up for franking credits associated with receiving franked dividends.

While CFC attributed income is assessable and interest deductions should not be restricted
beyond 30% in principle (even though they are not Australian earnings), the policy rationale
for giving debt deduction ‘headroom’ for the tax gross-up for franking credits, but not for
all Division 40 allowances, is unclear.

It is also unclear why, other than a presumed revenue collection imperative, adjustments
(add-backs) are only made for Subdivision 40-B capital allowances and Division 43.

In essence, the draft rules adopt a hybrid EBITDA/EBIT test by excluding some capital
allowances. While this is arguably in accordance with BEPS Action 4, it does appear unduly
restrictive and arbitrary. The underlying policy behind an EBITDA-based test is
fundamentally a cash flow basis of interest restriction. By only including Subdivision 40-B
and Division 43 deductions as add-backs, it appears more restrictive to capital-intensive
industries than others. The only inference to draw is the underlying policy is not to allow
partial debt financing of certain capital-intensive industries. In an environment where
increasing labour productivity is a key government priority, and where capital investment is
key to increasing real wages, we question why, unlike all other countries that have adopted
an EBITDA test, Australia wants to implicitly restrict capital deepening by having a unique
Australian revenue driven spin on what is a globally accepted definition of EBITDA.

Adopting a unique EBITDA approach will also result in companies within the same industry
potentially having different outcomes depending on where they may be in the investment
cycle. For example, the exclusion of add-backs for early capital expenditure used in R&D,
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exploration and prospecting, project pools, primary production, environmental deductions,
rehabilitation expenditure, low value and software development pools® is presumably
driven by perceived revenue collection not equitable or efficient tax policy. It should be
noted these could in effect lead to permanent differences in outcomes, as the carry-
forward rules are not relevant to the calculation of the tax EBITDA denominator.

If the rationale for excluding all Division 40 capital allowances and other fixed asset-related
deductions (eg capitalised repairs) other than Subdivision 40-B is directed against industries
where previous policy decisions have been made to apply a different rate of capital
allowances, this should be made clear and the policy rationale stated in the EM.

In our view, draft sec 820-49(c) should include an add-back for all Division 40 allowances
and other fixed asset-related deductions to be in accordance with best practice and
eliminate industry and life cycle biases.

We also note other items excluded from the tax EBITDA calculation include items such as
balancing adjustments from the disposal of depreciated assets (particularly an issue if the
asset was disposed of for nominal value) and costs involved in assets in a project pool not
owned by a taxpayer.

5 Group Ratio and External Third Party Debt tests are unworkable alternative tests

The effect of the election process to adopt the new Group Ratio Test (GRT) and the External
Third Party Debt Test (ETPDT) make these tests practically unworkable as alternative tests
to the Fixed Ratio Test (FRT). This is a departure from the workability of the three existing
thin capitalisation tests (which operate sequentially) to determine the highest maximum
allowable debt amount. We also note that the limitation of the availability of the 15 year
carry-forward of disallowed deductions under the FRT if an election is made to apply the
GRT or ETPDT significantly dilutes their utility as options.

These features place Australia at odds with countries such as the UK, where the tests are
sequential and have the ability to carry forward denied deductions under the equivalent of
the GRT. The UK rules preference the higher of the results under the tests to determine the
amount of interest deductions to which a taxpayer is entitled (similar to Australia’s current
rules); the new rules in Australia preference the lower of the results under the tests to
determine the amount of interest deductions to which a taxpayer is entitled.

6 Group Ratio Test

Other than making the GRT practically unworkable, it is unclear why the GRT while
calculated using accounting EBITDA, then applies this ratio to Australian tax EBITDA.

While we acknowledge GRT must only rely on statutory accounts (and effectively an
accounting EBITDA), to apply the ratio to an Australian tax EBITDA (with the exclusions for
non-Subdivision 40-B allowances) illustrates an integrity bias in the rule design. Some
companies are required to recognise large non-cash impairment expenses in their Profit

5 For example, in the tech industry, there will be vastly different outcomes for two taxpayers that
incur expenditure on developing in-house software where one has depreciated the software under
Subdivision 40-B (included in tax EBITDA) and the other depreciated the software under Subdivision
40-E in a software development pool (excluded from tax EBITDA).



and Loss statement (P&L). Sometimes this impacts EBITDA, other times it is an extraordinary
expense for accounting purposes. This is determined by accounting standards. Given this
cost is uncontrollable by taxpayers (both in terms of when it is incurred, and where in the
P&L it is recognised) and can be significantly large for many businesses, it would seem
inappropriate such non-cash expenses should limit a company's ability to deduct interest.

As mentioned in Section 4 above, having a tax EBITDA that allows add-backs for all Division
40 and 43 allowances is more consistent with OECD best practice or alternatively applying
the GRT ratio to Australian accounting EBITDA.

Moreover, losses under the GRT should be carried forward if the GRT is adopted rather than
the FRT.

7  'Associate entity’ definition and ‘all in" rule

The proposed ETPDT effectively disallows an entity’s debt deductions to the extent that
they exceed the entity’s debt deductions attributable to external third party debt (and which
satisfy certain other conditions). As the legislation is currently drafted, all of an entity's
"associate entities” which are subject to the thin capitalisation rules must also choose to
apply this test. In our view, a 10% threshold is unduly restrictive, capturing entities that are
not economically controlled. This reinforces the obsession with the design of the draft
rules to pay lip service to tests other than the FRT. In our view, the current 50% or more
associate entity test should remain.

We also note the definition of “associate entity” doesn’t deal with the specific problem of
the redefinition of associate entity whereby the reference in paragraph 820-905(1)(a) to an
"associate interest of 50% or more” should instead be a reference to a “TC control interest
of 10% or more”.

The examples in Appendix 3 provide an overview of issues in respect of the application of
the proposed ETPDT, being the requirement in sec 820-43(5) that all associate entities
(using the amended definition of associate entity because of sec 820-43(6)) subject to the
thin capitalisation rules must make an election to apply the ETPDT (i.e. essentially a ‘'one-
in-all-in" requirement). This requirement is problematic in our view as the definition of
associate entities is unduly broad, as highlighted in the examples. While the main examples
in Appendix 3 relate to trusts, they are equally applicable to incorporated joint ventures.
This means that entities that are practically unrelated cannot apply the ETPDT unless other
entities choose to apply that test. It also means that practically unrelated entities need to
be cognisant of the elections made by others, not only at the time that the entities become
associate entities of one another, but also over time.

As a consequence, this test is likely to be unworkable and unavailable to a significant
proportion of affected taxpayers.

If it is decided that the ‘all in’ rule should remain (and we consider it should not), a possible
alternative could be to require any upstream entity to calculate its tax EBITDA on a modified
basis excluding taxable income referable to their share of the earnings of the downstream
entity from its tax EBITDA calculation where a downstream entity that is not part of the tax
consolidated group has made an election to apply the ETPDT. This should address any
integrity concerns with ‘double gearing’ the same income stream.
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External Third Party Debt Test

Some of the key issues with the ETPDT include:

9

It is only available where the security encompasses only the assets of the borrower
(per sec 820-61(2)(c)). It is relatively standard for security to be provided over not
only the assets of a trust but also the units in that trust. There does not seem to be
a policy reason for the ETPDT to not apply in these circumstances.

In respect of credit support generally, tax consolidated groups are treated as a single
entity and therefore, any ‘credit support’ provided by their subsidiary companies is
disregarded for the purposes of applying the ETPDT. In contrast, credit support
would result in the ETPDT not being available in a stapled structure, a holding
structure with subsidiary trusts or a structure where security is provided over the
units in the borrower trust (as described above). Such credit support should be
permissible where they correspond to ordinary commercial dealings and do not
represent an integrity concern.

While the proposed rules attempt to accommodate certain conduit financer
arrangements, the rules require the terms of each debt interest issued to the conduit
financer to be "the same as the terms of the ultimate debt interest” issued to the
ultimate lender by the conduit financer (apart from terms as to the amount of debt).
This will be problematic where (as is typical) the terms of the related party loan
would provide a lesser security to that which is granted to the third party lender or
if the pricing of the related party loan reflects a small margin to cover the costs of
the entity that has borrowed externally and on-lent to a related party. This is a
common occurrence.

There are adverse consequences for project financing arrangements. Guarantees
from a parent entity are ordinarily required to secure unrelated third party debt for
infrastructure projects during the construction phase. A taxpayer is unlikely to have
sufficient equity funding for any large infrastructure project. Accordingly, they are
unlikely to secure third party debt in the absence of guarantees being given for the
debt. As currently proposed, the ETPDT is effectively inoperable for new
infrastructure projects,*

Financial entity definition

The EM is unclear regarding the rationale supporting the repeal of paragraph (a) ‘a

registered corporation under the Financial Sector (Collection of Data) Act 2001 in the
definition of ‘financial entity’ in subsection 995-1 of the 1997 Act.

Paragraph 1.26 of the EM refers to ‘integrity concerns’ about entities that fall into this
subparagraph but does not articulate what the integrity concerns are, other than perhaps

4 This by default means project-financed arrangements with parental guarantees used in

infrastructure (such as large green technology projects) only have access to the FRT test, given the
GRT doesn't allow carry forward of losses despite the debt being wholly unrelated. While losses can
be carried forward under the FRT, it adds to project funding costs. It is not apparent there is any
policy reason for deduction denial where such parental guarantee is given over third party debt.

10



to question whether they should be considered financial entities and entitled to the same
tax treatment ADIs have under current rules.

A number of regulated industries will be adversely impacted by this change, including non-
bank lenders, genuine asset financers, buy-now pay-later financial providers, and general
insurers. BEPS Action 4 contemplated a carve-out from interest limitation rules for banks
and insurance companies. The proposed change is inconsistent with this position.

It would be useful to understand the integrity concerns being addressed with this proposed
amendment and whether a targeted rule to address any perceived mischief may be more
appropriate.

10 Other technical anomalies
a) Amendments to the definition of ‘debt deduction’ in sec 820-40

Although the proposed changes to the definition of debt deductions build off the
existing definition, there is uncertainty as to whether some items which are not in
the nature of interest are captured, including for example operating lease payments
or amounts accounted for as interest under AASB 16.

The removal of the words “in relation to a debt interest issued by the entity” in the
modified sec 820-40(1) definition of debt deduction could technically bring in items
such as interest on leases recognised under AASB 16 or a discount for early payment
under a commercial contract where the amount of the discount is calculated based
on the time value of money. The current definition of debt deduction in sec 820-
40(1) would not pick up lease ‘interest’ as such interest does not arise “in relation to
a debt interest issued by the entity” but the removal of these words for the purpose
of the proposed rules arguably takes away this protection and could require such
interest to be included and, because of the mechanics of how the FRT is calculated,
could cause an entity to be in breach of the 30% EBITDA requirement (even though
the lease ‘interest’ is never deductible for tax).

We suggest the words “in relation to a debt interest issued by the entity” be retained
and the definition of ‘debt deduction’ be expanded to specifically include amounts
that are intended to be captured per the OECD best practice guidance (referred to
in para 1.116 of the EM). This will remove any uncertainty.

b) 90% assets threshold test

There appears to be a drafting error in the amendment to sec 820-37. While the EM
confirms at paragraph 1.113 that sec 820-37 has been amended to ensure it
continues to apply to the new ‘general class investor’ concept in new Subdivision
820-AA, the concept of ‘general class investor’ has only been referenced in new
subparagraph 820-37(1)(a)(i) which refers to outward investing entities (ADI and
non-ADI) that are not general class investors. The EM is clear that sec 820-37 "now
applies to general class investors who, assuming those general class investors were
financial entities, would be an outward investing financial entity (non-ADI)".

Therefore, the proposed amendment sec 820-37(1)(a) should be amended to also
refer to the concept of ‘general class investor’ in subparagraph 820-37(1)(a)(ii) which

11



c)

d)

e)

refers to financial entities to line up with paragraph 1.113 of the EM. A reference to
Subdivision 820-AA should also be inserted at the beginning of sec 820-37(1) similar
to the proposed amendment to sec 820-35.

For consistency, a note should be included in new Subdivision 820-AA to confirm
that Subdivision 820-AA does not apply if section 820-37 applies. A note following
new sec 820-43(1) could be a suitable place for this amendment.

Exclusion of special purpose entities test

There appears to be a drafting error whereby sec 820-39 has not been amended to
exempt special purpose entities from the new Subdivision 820-AA, while new sec
820-43(5)(a)(ii) contemplates that sec 820-39 may apply within Subdivision 820-AA.
We suggest a reference to Subdivision 820-AA be inserted at the beginning of
subsections 820-39(1) and (2) respectively to resolve this.

Head company of an outbound group with a financial entity member

There appears to be a drafting error in the new amendments to sec 820-583,
whereby the head company of an outbound tax consolidated group with a group
member that is a financial entity (where the head company is not itself a financial
entity) is now removed from the thin capitalisation rules as it is excluded from all
categories.

The proposed amendment to sec 820-583(3)(a) requires the head company itself to
satisfy the requirements in new Items 2 and 4 being inserted into sec 820-85(2).
Both items require the head company to also be a financial entity. The EM provides
at para 1.132 “[c]onsequential amendments are made to paragraph 820-583(3)(a) to
reflect the updated table items in subsection 820-85(2). Similarly, paragraph 820-
583(3)(b) is now redundant given that the head company needs to be a financial
entity throughout the period.” We note no item has been included in the ED to
repeal section 820-583(3)(b).

Under the current rules, so long as there is a member of the group that is a financial
entity, the head company will be regarded as a financial entity.

Clarification is needed as to whether the intended outcome is that unless a head
company is a financial entity in its own right, the outbound tax consolidated group
is removed from the thin capitalisation rules, or there is a drafting oversight and,
consistent with the current rules, outbound tax consolidated groups that have a
group member that is a financial entity and the head company is not are still subject
to the thin capitalisation rules.

If it is a drafting oversight, this could be rectified by changing ‘and’ at the end of
existing sec 820-583(3)(a) to ‘or’ and retaining sec 583(3)(b).

Similar Business Test should also apply to carry-forward interest deductions
disallowed under the FRT

The Similar Business Test should also be included in the 15 year carry-forward test

for disallowed amounts under the FRT, in addition to the modified continuity of
ownership test, so that it is consistent with the principle behind the loss testing rules.

12



Again, a preoccupation with loss trafficking and tax integrity is permeating the
proposed rules. Capital injections from unrelated third parties or transfers of
ownership during the lifecycle of long lead-time projects are not uncommon. To
potentially deny an economic loss in such cases is not good tax policy.

11 General Insurers

The ED adversely impacts insurers who should be granted a similar carve out from the new
thin capitalisation measures which have been provided to ADIs. This is consistent with the
OECD recommendations on the introduction of interest limitation rules to banks and
insurance companies as outlined in the Limiting Base Erosion Involving Interest Deductions
and Other Financial Payments, Action 4 — 2016 Update, 22 December 2016 (the ‘Action 4
Paper’). Some specific points to note (which are all within the Action 4 paper) are:

e Insurers operate fundamentally in a different way to other businesses (like ADls).

e |nsurers are already subject to strict capital regulations by APRA which act as a de facto
debt limitation rule.

e Insurers invest through unit trusts in debt assets. Where a unit trust is in losses, gross
interest income from the unit trust does not get distributed to the insurer. It is therefore
recommended the ED at least allow gross interest income from underlying unit trusts
to be included in ‘tax EBITDA' / 'EBITDA" / 'net debt deduction’ calculations relevant to
the FRT and GRT.

e |nsurers are generally in a net interest income position and the Revenue will not be
disadvantaged if insurers are carved out of the proposed rules.

Despite there being an ability to carry forward interest deductions denied as tax losses,
there is an increased cost of capital to insurers as Deferred Tax Assets (which are booked
for carry-forward losses in financial accounts) are subtracted from the regulatory capital
base of insurance companies.

12 Requirement for ATO Guidance

In our view, it is essential that the ATO issue practical guidance at the same time any of the
proposed changes become law. The proposals represent a significant change to the
existing thin capitalisation landscape. As such, thorough, practical guidance from the ATO
on how they intend to administer the draft rules must be prepared as a matter of priority. A
Practical Compliance Guideline is particularly relevant in this case.

This should include as priorities:
e Guidance on the application of the general anti-avoidance rules in Part IVA to
taxpayers who restructure existing debt arrangements to comply with the new

provisions, particularly if sec 25-90 is amended.

e Guidance on the quantum (both interest rate and quantum) of debt if the proposed
revision of Division 815 proceeds.
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Appendix 2 — CTA Paper on the History of Section 25-90

Appendix 2 -
History and context
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Appendix 3 — Examples with the ‘Associate entity’ definition and ‘all
in" rule

@

Appendix 3 -
Examples with the '/
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