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Tax Insights 

ATO publishes “in-part” guidance on 
Arm’s Length Debt Test 

Snapshot 

On 5 April 2019, the ATO released draft tax ruling TR 2019/D2 on the application of the arm’s length 

debt test (ALDT) for thin capitalisation purposes.  The draft ruling provides interpretative guidance on 

key technical issues in determining a taxpayer’s arm’s length debt amount (ALDA) and on the relevant 

record-keeping requirements.   

The draft ruling will be accompanied by a Practical Compliance Guideline (PCG), to be published by the 

end of April, which the ATO states will provide “new guidance on the practical operation of the ALDT”.   

The draft ruling is intended to replace the existing ruling (TR 2003/1), which will be withdrawn.  The 

draft ruling is intended to apply both retrospectively and prospectively.   

The underlying law pertaining to the ALDT has not changed, so the new issues covered by the draft 

ruling indicate potential changes, or clarifications, of the ATO’s interpretation of the law.   The key  

topics that have been addressed by the draft include: 

 Standard of proof - “would reasonably be expected”: the ATO states that it is not just what is 

possible as a level of debt, but must be what is reasonably likely or probable, based on evidence  

15 April 2019 

Australia 2019/10 



15 April 2019 

 

 

02 

 

 Australian business: additional guidance is given on determining the ‘Australian business’, 

including exclusion of associate entity debt, and any interest income attributable. 

 Relevant factors: all relevant factors (as outlined in subsections 820-105(3) and 820-215(3)) 

need to be considered and the analysis on whether they are relevant, and the weighting given 

to each factor, needs to be documented.   

 Asset values: The ATO confirms that asset values that are different to accounting values (e.g. 

market value) can be considered from an ALDT perspective  

 Annual testing: the draft ruling is clear that documentation needs to be prepared for each year 

(i.e. it cannot be ‘set and forget’) 

 Potential retrospective application: The ATO notes that the identification of maximum allowable 

debt is not a choice that is binding and irrevocable once made. This opens the possibility of 

reconsidering the applicability of ALDT in situations where the thin capitalisation safe harbour 

test was initially relied upon. 

In addition, the suggested six-step methodology as outlined in TR 2003/1, which has been relied on by 

many taxpayers, is not included in the draft ALDT guidance. 

The full impact of the new ALDT guidance will become clear once the accompanying PCG is released.  

Similar to other PCGs issued by the ATO, the results of the risk assessment per the upcoming ALDT PCG 

are likely to need to be disclosed on relevant taxpayers’ reportable tax position (RTP) schedules.  

Further details on the draft ruling, next steps and recommendations are outlined below. 

Background – thin capitalisation rules 

Under Australia’s thin capitalisation rules under Division 820 of Income Tax Assessment Act 1997 (ITAA 

1997), interest and other debt deductions are limited to the extent that an entity’s interest-bearing debt 

exceeds the entity’s maximum allowable debt, which is determined as the maximum of: 

 the safe harbour debt amount, currently set at 60% of the relevant asset base; 

 the worldwide gearing level of the group of which the entity is part; and 

 the arm’s length debt amount, which is determined as the maximum level of debt that would 

have been agreed between an independent commercial lending institution and a borrower 

negotiating at arm’s length in otherwise comparable circumstances. 

The ALDT has been more frequently used by taxpayers since the reduction in 2015 of the safe harbour 

for thin capitalisation purposes from 75% to 60% of the relevant asset base.   

It should be noted that the Labor Party has previously advised that it would amend the thin 

capitalisation regime, such that a worldwide gearing test would be the only applicable basis. In the 

event that the Labor Party forms Government after the May 2019 election, it will be important to follow 

the developments on any changes to the rules relating to debt deductions. 

Impact of the draft ruling 

The draft ruling is intended to replace the previous ATO guidance on the application of the ALDT, TR 

2003/1, which will be withdrawn following the finalisation of the draft ruling.  The draft ruling is also 

intended to be retrospective and prospective in its application.  

Furthermore, the draft ruling notes that TR 2003/1 was not a “public ruling” for the purposes of Part 

IVAAA of the Taxation Administration Act 1953 and did not rule on the application of the tax law.  

Combined with the retrospective applicability of the draft ruling, this may raise concerns that the ATO is 

seeking to amend its earlier interpretation of the law (noting that the law has not changed) and may not 

provide any relief to taxpayers that have relied on the previous ruling to support their tax positions. 

TR 2019/D2 is significantly narrower in scope than TR 2003/1 and focuses on interpretation of the law 

rather than providing practical guidance in applying the law. However the draft ruling is intended to be 



15 April 2019 

 

 

03 

 

accompanied by a PCG, which is due to be issued in draft by 30 April.  The PCG will provide “new 

guidance on the practical operation of the ALDT”, and, consequently, the ATO’s interpretation and 

position on the application of the ALDT may be clearer once the draft PCG is available. 

The ATO has noted that the recommended six-step methodology outlined in TR 2003/1, and adopted by 

many taxpayers, will not be included in either the new ruling or the PCG.  This could be interpreted as 

an acknowledgement by the ATO that the application of the ALDT will vary according to circumstances 

and of the difficulty in prescribing a uniform methodology for all circumstances. 

Technical aspects 

A number of the key areas addressed in the ruling are discussed below. 

Standard of proof -  “would reasonably be expected ” 

The draft ruling sets out comments on what the phrase “would reasonably be expected” means in the 

context of determining the ALDA. In determining a notional amount of debt capital, the lower of the two 

following amounts is to be taken: 

1. the amount of debt capital the entity (borrower) would reasonably be expected to have (the 

borrower’s test); and 

2. the amount of debt capital a commercial lending institutions would reasonably be expected to 

have lent (the commercial lender’s test). 

The amount that a commercial lending institution would have lent is an amount that the borrower could 

have borrowed, not necessarily the amount that the borrower would have borrowed. The 

Commissioner’s view is that the borrower’s test is not to determine the highest debt amount possible, 

but rather it is to determine the amount that is probable, based on evidence. The draft ruling provides 

that a borrowing decision of the entity will be influenced by the overall cost of funding and the need to 

ensure an appropriate return to equity investors.  

Annual test 

The draft ruling makes it clear that the ALDT is an annual assessment. Paragraph (3)(k) of the ALDT 

states that taxpayers need to consider the relevant factors as they were the last time they entered into 

a scheme that gave rise to a debt interest that remains on issue, however, the draft ruling states that 

this does not mean that current year testing is not required. The draft ruling goes on to state that an 

entity with the same financing arrangements may satisfy the ALDT in one year but fail it in a 

subsequent year if the relevant facts and circumstances have changed to a degree the debt is no longer 

taken to satisfy the test.  

However, this guidance appears at odds with the existing commentary in the Explanatory Memorandum, 

which states at paragraph 10.55 that “where the entity has not raised debt capital in the intervening 

time and the relevant factor analysis for the year in which debt was last raised and the current year 

would be similar, the entity may rely on that earlier analysis.” 

Definition of the Australian business 

The ATO has provided specific guidance on the relevant adjustments that would be needed to eliminate 

the effect of holding associated entity debt (the loan receivable balance and associated interest income 

is disregarded).  For outward investing entities, it is also necessary to eliminate the effect of controlled 

foreign entity debt (the loan receivable balance and associated interest income is disregarded) and 

controlled foreign entity equity (the investment in subsidiary and associated dividend income is 

disregarded).  

The ATO confirms that any transactions not connected to the holding of the debt or equity that occur 

between the tested entity and the controlled foreign entity are part of the Australian business, so long 

as they are attributable to commercial activities in connection with Australia, i.e. the Australian business 
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will include active income streams derived from transactions with controlled foreign entities (such as 

sales and management fees) and other passive income streams (e.g. royalties). 

Taking shareholders and their wants into account 

The objective of determining the Australian business is to isolate the Australian operations and 

determine what the ALDA is only in relation to those operations. The ATO asserts that because neither 

the EM nor the legislative provisions refer to the shareholders of the entity, and because the focus of the 

ALDT is on the entity’s Australian activities alone, accordingly, the entity’s position as a member of a 

global group should be disregarded for the purpose of applying the ALDT. Moreover, the draft ruling 

states that management policy may reflect the capital structure and leverage preferences of the 

shareholders, however, these subjective preferences are not relevant. The ATO’s rationale for this is 

that the legislative task is to determine what amount of debt would reasonably be expected, and this 

question is not addressed by asserting the entity did in fact wish or intend to have high leverage.  

Practically this may mean that the relevance of global gearing levels of the multinational groups may 

need to be established as relevant in demonstrating arm’s length behaviour for the ALDT.  

Asset values to use in an ALDT 

Whilst the legislation mandates that an entity must comply with the accounting standards in 

determining what are its assets and liabilities and in calculating the value of its assets, liabilities 

(including debt capital) and equity capital, the Commissioner is of the view that section 820-680 does 

not operate in the context of the ALDT to limit the basis upon which assets may be taken into account 

for the purpose of applying the test. As such, assets determined and calculated in accordance with the 

accounting standards are expected to be relevant to an application of the ALDT, however an entity is not 

necessarily precluded from taking into account another relevant value of its assets in applying the test.  

Asset values may be relevant in considering available security to support debt, or may be taken into 

account in certain metrics used to benchmark the level of debt against comparables. 

What is a ‘commercial lending institution’ 

The draft ruling confirms that commercial lending institutions are not limited to banks and ADIs, but 

rather the phrase is broad enough to include the raising of debt capital in capital markets such as bond 

markets. 

Credit support 

The draft ruling confirms that credit support (both explicit and implicit) is to be excluded when 

determining the ALDA, which is what the legislation specifically provides for and aligns with current 

practice. However, it does not provide any further comments or guidance on how this should be done in 

practice.  

Weighting of factors 

The draft ruling states that whilst all of the relevant factors must be taken into account in determining 

the ALDA, it does not mean that every single factor will have a material impact. Helpfully, this part of 

the draft ruling states that the weighting given to each of the relevant factors will vary depending on the 

facts of the case and it further goes on to say that information contained in published credit rating 

methodologies and industry reports provides an indication of how certain factors should be weighed in 

particular industries. The approach to the weighting of relevant factors is consistent with what happens 

in practice, so this clarification is welcome. However, the guidance states that the rationale on why the 

relevant weightings were chosen is to be documented – this is an area where some historical ALDT 

reports may need to be bolstered. 

Measurement points 

The draft ruling states that the ALDT needs to determine the amount of debt throughout the income 

year. Subdivision 820-G provides for various ways to determine the average values under Division 820, 
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however, the ATO comments that there is no specific approach or method that is to be adopted. The 

ATO comments that where there are changes in the Australian business during the year, the ALDT may 

need to be determined for different periods and averaged, however, there is no guidance on what level 

of change would be require in order for multiple ALDA to be required. 

Historical, current and forecast data 

In applying the relevant factors, data relevant to the year analysed needs to be taken into account, In 

addition, historical and forecast financial information is expected to be relevant.  In relying on forecast 

financial information, it is necessary to demonstrate that relevant commercial practices permit the use 

of forecast financial data. The draft ruling provides a useful example in an M&A context, wherein it 

states that “an entity may be able to demonstrate that relevant commercial practices take into 

consideration the forecast financial performance when structuring debt arrangements used to fund an 

asset or business acquisition.”  

Documentation requirements 

The draft ruling states an entity must keep records for an arm’s length debt amount which contain 

particulars about the factual assumptions and relevant factors taken into account.  

Importantly, the ruling provides scope to apply the ALDT on a retrospective basis.  The ruling states 

that the choice to apply the ALDT or an alternative (i.e., the safe harbour or the worldwide gearing test) 

to determine a taxpayer’s maximum allowable debt is not a choice or election that is binding and 

irrevocable once made.  Failure to prepare the documentation of the ALDT by the due date does not 

prevent reliance on the ALDA as the maximum allowable debt, however, paragraph 90 refers to certain 

penalties, which may apply if documentation does not exist when the return is filed. These penalties are 

likely to relate to failure to keep or retain records penalties per subsection 288-25(1) of the TAA 1953. 

Next steps and recommended actions  

Comments on the draft ruling are due by 31 May and the ruling is likely to be finalised shortly 

thereafter.  The ruling will only take effect once finalised, however we recommend that taxpayers 

consider the following actions: 

 Review the applicability of the ALDT to thin capitalisation positions in light of the revised 

guidance.  This should include consideration of whether taxpayer positions adopted in the 

application of the ALDT vary from the ATO position outlined in the draft ruling.    

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

than relying solely 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.    

 Pay attention to future actions by the ATO, such as a self-assessment of risk, which may be 

warranted by the release of the draft PCG on ALDT.  The PCG should provide further detail of 

the ATO’s interpretation and positions.   
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