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Tax Insights 

ATO rules that transfer pricing 
provisions override debt-equity rules 

Snapshot 

The ATO issued Taxation Determination TD 2019/10 on 3 July 2019, which deals with the interaction of 

Subdivision 815-B (the transfer pricing rules) and Division 974 (the debt / equity rules) of the Income Tax 

Assessment Act (ITAA) 1997. Specifically, it considers whether the operation of Division 974 can limit the 

operation of Subdivision 815-B.  

The ATO’s view is that the debt / equity rules cannot limit the operation of the transfer pricing rules in 

Subdivision 815-B for related party financing transactions. The ATO view is that Division 974 applies to 

classify the interest that arises by reference to the arm’s length conditions which are identified, not to the 

actual conditions. 

This TD is the finalised version of draft TD 2018/D6 which was issued for comment in October 2018 and 

applies to income years commencing on or after 29 June 2013 (to coincide with the introduction of 

Subdivision 815-B).  
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In effect the arm’s length conditions, as determined under Subdivision 815-B, are taken to prevail where 

there is a different tax outcome under those conditions compared with the application of Division 974 to 

the actual conditions. That is, the arm’s length conditions, determined in accordance with sections 815-

125 and 815-130, need to be determined first and the rules in Division 974 are then applied to that 

outcome. Where for example Division 974 classifies an arrangement as equity based on the actual 

conditions, but it is asserted that under arm’s length conditions, the arrangements would differ, and the 

Division 974 classification of the alternate arrangement is as a debt interest, then the debt classification 

will be taken to prevail. This is owing to the provisions of Subsection 815-110(1), which expressly states 

that nothing in the relevant income tax legislation (other than Subdivision 815-B) limits the operation of 

Subdivision 815-B. This approach is consistent with the approach in the draft TD (and in the precursor TD 

on the same topic under Division 13 ITAA 1936, TD 2008/20). 

Examples 

The TD sets out three examples to illustrate situations where there may be a different outcome under 

Division 974 as applied to the actual conditions, as compared with the outcome under Subdivision 815-B. 

In the examples provided, certain facts are given and the ATO simply asserts particular arm’s length 

conditions that differ from the actual conditions. There is no analysis as to why the actual conditions are 

not seen as arm’s length, nor why the particular arm’s length conditions are identified. It would have 

been more helpful for taxpayers to understand the basis for the views taken by the ATO in the 

circumstances. The TD does not address a related issue (Section 815-140), being the interaction between 

the thin capitalisation rules and Subdivision 815-B. 

The first example involves an outbound profit-contingent loan which meets the equity test under Division 

974, such that the return is non-assessable, non-exempt (NANE) income under Subdivision 768-A. The 

Commissioner determines that under arm’s length conditions, there would have been no such 

contingency. Division 974 is then applied to the arm’s length conditions, and in that case, the loan would 

give rise to a debt interest. Therefore, the interest earned on the loan would instead be included in 

assessable income. This results in a transfer pricing benefit to the Australian lender, meaning the transfer 

pricing rules would apply the arm’s length conditions (assessable interest income at an arm’s length rate) 

in place of the actual conditions (the return was NANE).  

Example 2 is about an inbound loan with discretionary interest. The loan prima facie meets the equity test 

in Division 974. However, the Commissioner determines that under arm’s length conditions, the loan 

would have borne non-discretionary interest and would therefore be a debt interest under Division 974. 

The example then concludes that there has been a lesser amount of interest withholding tax paid under 

the actual conditions, and the foreign lender has received a transfer pricing benefit in the form of a WHT 

reduction; therefore, Subdivision 815-B is applied to reduce that benefit.  

The facts in this example have been changed as compared to the draft. The modified facts state that the 

Australian borrower uses the funds in its offshore permanent establishment (which falls within Section 

23AH). As a result, the interest expense under the arm’s length conditions is non-deductible: the TD 

therefore does not comment on the impact of the deductibility of notional interest under arm’s length 

conditions. It would have been helpful to taxpayers if such deductibility had been addressed in the TD as 

this is also an area of uncertainty. Moreover, the example does not seem to take into account that 

interest incurred in carrying on business through a permanent establishment outside Australia is generally 

not subject to Australian withholding tax.    

Helpfully to taxpayers, the third example sets out a scenario where there is an interest free loan made 

from Australia to a foreign recipient. This has been an area of some uncertainty since the enactment of 

Division 815. Previously TR 92/11, published in respect of Division 13, gave some guidance on whether 

and under what conditions the Commissioner would consider such arrangements to be ‘quasi-equity’, and 

therefore not seek to attribute interest income to the Australian taxpayer.  Example 3 states that 

although the rules in Division 974 would prima facie classify the arrangement as debt, the arm’s length 
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conditions would classify it as a capital contribution which would satisfy the equity test in Division 974. 

This equity characterisation will prevail according to TD 2019/10, a welcome indication that the pragmatic 

approach adopted in TR 92/11 may remain, in at least some respects. This example concludes by stating 

that as there has been no transfer pricing benefit to the Australian taxpayer under the arrangement, the 

debt classification remains because Subdivision 815-B can only operate where there has been a transfer 

pricing benefit obtained.  

We understand the ATO plans to issue an additional schedule to PCG 2017/41 dealing with interest free 

loans as early as August this year.  This example in TD 2019/10 may be a precursor to views in this 

forthcoming schedule. 

Takeaways 

Although the approach in TD 2019/10 is broadly in keeping with past practice (TD 2008/20), taxpayers 

should consider their cross border related party financing arrangements from the perspective of 

Subdivision 815-B, rather than merely rely upon the approach taken in Division 974. If a different 

outcome could occur with arm’s length conditions under Subdivision 815-B, taxpayers should seek advice 

about the best approach to obtain greater certainty around the Australian tax characterisation of the 

arrangements. 

 

                                                

 

1 ATO compliance approach to taxation issues associated with cross-border related party financing arrangements and 
related transactions. 
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