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Tax Insights 

ATO publishes draft practical guidance on 
arm’s length debt test 

Snapshot 

On 28 August 2019, the Australian Taxation Office (ATO) released a draft Practical Compliance Guideline 

(PCG 2019/D3) on its risk assessment framework and compliance approach on the application of the arm’s 

length debt test (ALDT) for thin capitalisation purposes. The PCG is intended to have effect from 1 July 

2019 and will apply where the ALDT has been used to establish an entity’s maximum allowable debt from 

this date.  

Similar to other PCGs, PCG 2019/D3 provides a risk assessment framework that outlines the ATO’s 

compliance approach to the application of the ALDT, with criteria for the classification of taxpayers with 

certain risk zones, along with the consequences of falling within a particular risk zone. Specifically, the 

PCG outlines a number of limited circumstances where the taxpayer’s application of the ALDT can be 

categorised as low risk. Any ALDT not considered low risk is automatically assessed as maintaining a 

medium to high risk (i.e. yellow zone), irrespective of debt or gearing levels, or other factors. 

In contrast to many other PCGs, PCG 2019/D3 also provides detailed practical guidelines on the application 

of the ALDT, outlining the considerations that should be taken into account and the ATO’s expectations as 

to the level of analysis and evidence required to apply the test.  
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Background  

The ALDT is one of the options available to Australian taxpayers for determining the maximum allowable 

debt amount for thin capitalisation purposes, which allows taxpayers to support debt deductions based on 

commercially justifiable levels of debt.  

The ALDT has been more frequently used since 2015 when the thin capitalisation safe harbour was reduced 

from 75% to 60% of adjusted assets. Its use going forward may be impacted by recent legislative changes 

to the thin capitalisation rules, which no longer allow for assets to be revalued for thin capitalisation 

purposes only. 

The practical guidance contained within the PCG follows the ATO’s interpretive guidance published in April 

(TR 2019/D2) and the PCG should be read in conjunction with TR 2019/D2. 

PCG Risk Zones  

The ATO has constructed three risk zones which are summarised below. 

White Zone - Arrangements Already Reviewed  

Entities will be deemed as being within the white zone if they have an Advance Pricing Arrangement in 

respect of their arrangement, agreed an ATO settlement, have a court decision or the ATO has conducted 

a review of the ALDT after 1 July 2019. 

 

Green Zone – Low Risk (Inward Investing) 

 

Inward investing entities will be deemed as being low risk if all of the following factors are satisfied: 

 

 The debt funding is solely from a commercial lending institution/s (that is not an associate) and the 

terms and conditions are arm’s length 

 The entity operates an Australian business only and has no foreign operations such as permanent 

establishments or controlled foreign entity equity 

 The entity is not an associate entity of another Australian entity that is an outward investor 

 No guarantee, security or other form of explicit credit support are received from an associate. 

 

Green Zone – Low Risk (Outward Investing)  

For outward investing entities, ALDTs are considered low risk where all of the following factors are 

satisfied: 

 The entity is a widely held publicly-listed entity on the Australian Securities Exchange 

 The entity is an outward investing entity (and not also an inward investing entity)  

 The notional Australian business would have the same issuer credit rating as the actual entity did in 

fact have, where the entity’s actual rating has been assessed in accordance with the criteria of an 

internationally recognised credit rating agency and encompasses the entire global group’s operations.  

 

Green Zone – Low Risk (Regulated Utilities)  

The ATO has recognised that infrastructure entities typically gear to a level that exceeds safe harbour. As 

such, the ATO has provided a low risk zone for entities operating as a regulated utility within the electricity 

sector (and covered by the National Electricity Law and National Electricity Rules) or gas network sector 

(and covered by the National Gas Laws and National Gas Rules).  
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For these entities, an ALDT is considered low risk where both the following conditions are satisfied such 

that the notional Australian business: 

 Has a net debt to Regulated Asset Base leverage equal to, or less than 70%; and 

 Has a cash flow from operations interest cover ratio equal to, or greater than 2.7 times. 

 

Whilst the ATO implicitly acknowledges that industry practice for infrastructure entities is to gear beyond 

the safe harbour limit, unfortunately this only applies to the specified regulated utilities. However, the 

ATO has acknowledged these definitions may expand to cover other infrastructure assets at some point 

in the future.  

Yellow Zone – Medium to High Risk (all other arrangements) 

Any ALDTs which do not fall within the white or green zone (i.e. low risk) are automatically assessed as 

maintaining a medium to high level of risk (i.e. yellow zone). Accordingly, if an ALDT is applied on related 

party debt or third party debt (with an associate guarantee), the ALDT will automatically be considered 

medium to high risk irrespective of the debt quantum or gearing level.  

Resulting ATO treatment from risk zone 

The PCG advises that the resulting ATO activities could result depending on the risk zone classification. 

Risk Zone ATO Treatment 

White 
(Review concluded) 

No review other than to confirm ongoing consistency with the agreed/ 
determined approach. 

Green 

(Low Risk) 

No review other than to confirm you have satisfied the necessary criteria 

to fall within the low risk zone. 

Yellow 
(Medium to High Risk) 

ATO may apply resources to review your ALDT where: 

(a) It is concerned, from its own data and analysis, that the 

circumstances do not support the application of the ALDT in excess 
of the safe harbour or the arm’s length debt amount (ALDA) is 
otherwise too high. 

(b) The entity’s debt capital is subject to a broader review by the ATO in 
relation to provisions not addressed in PCG 2019/D3. 

Depending upon the outcome of the ATO’s review, it is anticipated that 
some cases will proceed to review or audit. 

 

Practical guidance on the application of the ALDT  

In contrast to the limited information provided in TR2019/D2, the ATO has provided detailed guidance on 

the analysis and evidence required when documenting the factual assumptions and relevant factors.  

Whilst the ATO states that the ALDT is not a transfer pricing analysis (and nor is it referenced in the 

legislation), the ATO has drawn upon transfer pricing principles and the OECD Transfer Pricing Guidelines 

when developing the PCG. In particular, the transfer pricing principles and concepts cited throughout the 

guidance include the functional analysis, identification of the arm’s length terms and conditions, 

comparable selection, comparable adjustments and the development of an arm’s length range. 
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We highlight the following initial observations on the ATO’s approach: 

 The notional Australian business: The ALDT requires the creation of a stand-alone hypothetical 

entity that does not have certain foreign activities and does not receive any form of credit support from 

associates. The PCG provides guidance on the application of all of the factual assumptions in the thin 

capitalisation rules in creating the notional entity. 

 Comparability: The PCG places significant emphasis on the use of comparable companies in the 

application of the ALDT. Whilst Australian comparables are preferred, overseas comparables can be 

used where no material differences exist between the geographical markets (except for regulated 

markets). Comparables should operate in the same industry, but the PCG notes that gearing and credit 

rating of the Australia entity is not a criteria upon which comparability should be based.  

 The role of credit ratings: The PCG notes that using an entity’s actual credit rating may not be an 

appropriate starting point given the ALDT is seeking to ascertain an arm’s length capital structure for 

the notional Australian business. The ATO accepts, however, that there are various ways in which 

information relevant to credit rating assessments can be used in various aspects of the application of 

the ALDT. 

 Factor weighting: When calculating factor weighting, the PCG differentiates between the borrower 

and lender test. Under the borrower test, emphasis is placed on what independent comparables have 

actually agreed. Examples cited include their capital management strategy, dividend targets or external 

loan covenants. For the lender test, the analysis should consider the perspective of prospective lenders. 

In this regard, the PCG states that external credit ratings methodologies could be used to evidence the 

particular factors that lenders may have greater regard to for each industry.  

 Corroborative analysis: After determining the debt amount from a borrower perspective, the analysis 

should assess whether the returns attributable to the equity owners are commercially realistic, having 

regard to the revised capital structure. Whilst the PCG acknowledges there can be a number of 

approaches to test the expected return, the PCG confirms the ATO will adopt the capital asset pricing 

model for compliance and monitoring purposes. 

 

Within the PCG, the ATO asserts that taxpayers often do not present adequate evidence to substantiate 

their ALDT analysis and assessment. Based on the additional guidance and factors described above, the 

ATO has clearly sought to increase the level of evidence and documentation that should be maintained 

when relying upon an ALDT. For some entities this may require significant additional benchmarking on 

comparable companies, industry peers and credit rating assessments. In that regard it will be interesting 

as part of the consultation process to compare the ATO’s current approach with the recommendations 

made by the Board of Taxation in its review of the ALDT in December 2014. That report considered 

approaches to reduce the compliance costs for taxpayers and administration costs for the ATO in applying 

this test.1 Taxpayers should not underestimate the volume and complexity of work required to satisfy the 

PCG guidance. 

 

ALDT Example 

The PCG includes a worked ALDT example which covers a regulated electricity entity. Whilst the provision 

of an example is welcomed, we note that the fact pattern is unique to a regulated entity so it is difficult 

to infer what financial covenants or metrics may be appropriate for other sectors. Additionally, the 

example assumes that all comparables maintain the same credit rating (i.e. BBB+). Therefore it is difficult 

to infer the ATO approach where comparables had significantly different capital structures and credit 

ratings, thereby requiring the identification and assessment of the relevant arm’s length ranges.  

                                                

 

1 Board of Taxation, “Review of the Thin Capitalisation Arm’s Length Debt Test”, December 2014 
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Next steps and recommended actions  

Comments on the draft PCG ruling are due by 9 October with the guidance likely to be finalised shortly 

thereafter. In the meantime, we recommend that taxpayers consider the following actions: 

 Apply the risk assessment framework in the PCG to assess your risk zone. Similar to other PCGs, it 

may be that this self-assessment will have to be disclosed in the reportable tax position (RTP) schedule 

going forward 

 Whilst the legislation, factual assumptions and relevant factors have not changed, we recommend that 

taxpayers review their approach to the ALDT in light of the updated guidance 

 The PCG includes updated guidance on comparable selection, credit rating assessment, arm’s length 

conditions and factor weighting. As such, taxpayers should review their arrangements to confirm their 

positions adopted are consistent with this guidance 

 Consider alternative approaches proposed by the ATO such as the capital asset pricing model to 

corroborate analysis that supports the arm’s length debt amount 

 Ensure that the assessment of the ALDT is reviewed and documented on an annual basis rather than 

relying on an assessment prepared in an earlier year, without further consideration of potential changes 

in the circumstances of the taxpayer, relevant capital markets, and financial conditions.  
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