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Example of tax effect of thin
capitalisation into Australia

Case 1. same level of gearing  Case 2. higher level of gearing
In Australia & overseas In Australia than overseas
* World wide World wide

' gearing 1.5:1 gearing 1.5:1
5) s l{\:s
Y. i _ > .

Debt = $60m, Equity = $40m ebt = $90m. Equity = 1
!1' Income§ $f85m, ?nt&?est$:%4.2m ncome$: r?dm,qu%rest: am
Taxable Inc~ =$5.8m Taxable Inc = S3.7m
C\Ry IncTax = $2.088m- IncTax  =Si332m
1 IWT = 5040 | i e
Total Aust Tax = $2.508m TotaAust Tax = 1. @m/

The more heavily geared company pays 22% less tax in Australia
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Pharmaceutical
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Australian Tax Legislation
Thin Capitalization Provision Division 16F By Non-Resident

[Income Tax Assessments Act 1936%]

159GZA Interpretation

159G ZA Inthis Division, unless the contrary intention appears -

“arm’s length transaction” means a transaction the parties to which are
independent parties dealing arm’s length with each other in relation to the
transaction;

“arm’s length value™ , in relation to an asset at a particular time, means the
amount that might reasonably be expected to be paid in respect of a transfer
ofthe asset at that time if the transfer were an arm’s length transaction

“foreign controller” has the meaning given by section 159G ZE;
“foreign debt” has the meaning given by section 159 GZF;
“foreign debt interest” means interest payable on foreign debt;
“foreign equity” has the meaning given by section 159G ZG;

“foreign equity product” mean -

(a) in relation to a person being a resident company or a foreign investor, in
relation to a year of income - the amount ascertained by multiplying the
foreign equity of the person of the year of income by -

(i) ifthe person is a financial institution - 6; or
(if) in any other case - 2; or

(b) in relation to a partnership or a trust estate, in relation to a year of
income - the amount ascertained by multiplying the foreign equity of
the partnership or trust estate of the year of income by 2;

“nostro account”, in relation to a financial institution, means an account held
by the financial institution with a foreign bank where both of the following
conditions are satisfied:

(a) the account is maintained by the financial institution for the sole
purpose of settling international transactions;

Australian Tax Legislation 1999
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(b) the accountis maintained on the basis that:
(i) amounts deposited to the account are held in the account for not
more than 10 days; and
(i) amounts advanced by way of an overdraft on the account are
repaid within 10 days;

“nostro amount”, in relation to a financial institution, means an amount
owing by the financial institution where an amount representing the amount
owing is:

(a) held in anostro account in relation to the financial institution; or(b)
(b) advanced by way of an overdraft on a nostro account in relation to the
financial institution;

“vostro account”, in relation to a financial institution, means an account
held by a foreign bank with the financial institution where both of the
following conditions are satisfied :

(a) the account is maintained by the foreign bank for the sole purpose of
settling international transactions;
(b) the accountis maintained on the basis that:
(i) amounts deposited to the account are held in the account for not
more than 10 days; and
(if) amounts advanced by way of an overdraft on the account are
repaid within 10 days;

“vostro amount”, in relation to a financial institution, means an amount
owing to the financial institution where an amount representing the amount
owing is:
(a) held in avostro accountin relation to the financial institution; or
(b) advanced by way of an overdraft on a vostro account in relation to the
financial institution:

“votes in company”, means the maximum number of votes that might be
cast ata general meeting of the company.

159GZE Foreign controller

159G ZE (1) (Definition) For the purposes ofthis Division, where -
(a) anon-resident or a prescribed dual resident, either alone or together with

an associate or associates-

(i) has substantial control ofthe voting power in a resident company;

(i) is beneficially entitled to receive, directly or indirectly, at least 15%
of any dividends that are or might be paid, or of any distribution of
capital thatis or may be made, by a resident company; or

(iii) in capable, under a scheme, of gaining such control or such an
entitlement; or



(b)
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a resident company, or the directors of a resident company, is or are
accustomed or under an obligation (whether formal or informal), or
might reasonably be expected, to act in accordance with the directions,
instructions or wishes of non-resident or a prescribed dual resident |
either alone or together with an associate or associates;

the non-resident or the prescribed dual resident is a foreign controller in relation to the
resident company.

159GZF Foreign debt

159G ZF (1) [Resident company] In this Division, “foreign debt”, in relation to a
resident company, means the balance outstanding on any amount owing by the
company, where -

(a)

(b)

(c)

reduced by

(d)
()

159G ZF (1

(a)
(b)

(c)

(d)
(e)

interest is or may become payable to a foreign controller, or to a non-
resident associate of a foreign controller, of the company in respect of the
amount owed;

the interest is or will be, apart from this Division, allowable as a
deduction from the assessable income of the company of any year of
income; and

except in the case of interest that is taken to be payable to a foreign
controller or non-resident associate under section 159GZL or 159 GZN -
the interest is not, or would not be, assessable income of any year of
income of the foreign controller or non-resident associate to whom it is or
becomes payable;

sum of :

if the company is a financial institution - nostro amounts; and

section 128F debenture amounts owing by the company.

A) [Guaranteed foreign debt] Where:

there is a balance outstanding on an amount owing by a resident company
other than a financial institution; and

interest is or may bhecome payable in respect of the amount owed to a
non-resident other than a foreign controller, or a non-resident associate of
a foreign controller, of the company; and

the interest is or will be, apart from this Division, allowable as a
deduction from the assessable income of the company of any year of
income; and

the interest is not, or would not be , assessable income of any year of
income of the person to whom itis or becomes payable; and

the amount owing is wholly or partially guaranteed (whether directly or
indirectly) by, or subject to a security provided by, a foreign controller, or
anon-resident associate ofa foreign controller, of the company;

the foreign debt of the company is increased by so much of the balance as is so

guaranteed

or secured.
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159G ZF (IB) [Exception] Subsection (1A) does not apply in relation to an amount
owing ifthe Commissioner is satisfied that the resident company could have borrowed
that amount from a prudent arm’s length lender even if the amount had not bheen
guaranteed by another person or subject to a security provided by another person.

159GZG Foreign equity

159GZG (1) [Calculation of foreign equity for resident company] In this Division

“foreign equity”

, in relation to a resident company in relation to a year of income,

means the sum of the following amounts:

(@)

(b) so much of the amount standing to the credit of the share capital account
ofthe company atthe end of the year of income as foreign controllers, or

non-

resident associates of foreign controllers, of the company would be

beneficially entitled to receive by way of distribution if:

(1)
(ia)
(1)

the company were wound up atthattime

the company had no accumulated losses at that time; and

the value at that time of the assets of the company, reduced by the
amount of its liabilities, exceeded the paid-up share capital of the
company; and

the lesser of the following amounts (if any):

(1)

(i)

so much ofthe accumulated profits and, if applicable, asset

revaluation reserves of the company at the beginning of the year of

income as foreign controllers, or non-resident associates of foreign

controllers, of the company would be beneficially entitled to receive

if the whole of those profits and reserves were able to be distributed

by way of dividends at the time;

so much of the accumulated profits and, if applicable, asset

revaluation reserves of the company at the beginning of the year of

income as foreign controllers, or non-resident associates of foreign

controllers, of the company would be beneficially entitled to receive

by way of distribution if:

(A) the company were wound up at that time;

(AA) the company had no accumulated losses at that time; and

(B) the value at that time of the assets of the company, reduced by
the amount of its liabilities, exceeded the paid-up share capital
of the company by not less than the amount of the
accumulated profits and asset revaluation reserve;

reduced by the sum of:
(d) the balance outstanding at the end of the year of income on all amounts
owing to the company by foreign controllers, or non-resident associates
of foreign controllers, of the company, other than the following amounts:

(1)

if the company is a financial institution:

(A)  vostro amounts; or

(B) an amount standing to the credit of a nostro account in relation
to the financial institution;
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(if) section 128F debenture amounts owing to the company;
(iii) short-term trade credit amounts;
(e) where:

(i) during the year of income, any of the accumulated profits or asset
revaluation reserves of the company were applied towards the
amount paid-up on any shares issued by the company; and

(if) on the issue of the shares, foreign controllers, or non-resident
associates of foreign controllers, of the company became the
beneficial owners of the shares or of interests in the shares;

so much ofthe accumulated profits and asset revaluation reserves as were

so applied; and

(f) in a case where there are accumulated losses of the company at the
beginning ofthe year of income-the amount by which, if the company had

been wound up at that time and the accumulated losses represented a

deficiency of capital, the amount that foreign controllers, or non-resident

associates of foreign controllers, of the company would be beneficially
entitled to receive by way of distribution of capital would be reduced by
virtue of the accumulated losses.

159GZI Resident company group

159G ZI Where, if in applying section 80G only resident companies were taken into
account, 2 or more companies would be group companies in relation to each other in
relation to a year of income, the companies shall, for the purpose of this Division , be
taken to be members of a resident company group in relation to the year ofincome.

159GZJ Substantial control of voting power

159G ZJ (1) [Voting power in acompany] For the purposes of this Division, a person
has substantial control of the voting power in a company if the person controls or is
capable or is capable of controlling, either directly or through one or more interposed
companies, partnership or trusts, at least 15% of the votes in the company.

159GZ0 Back to back loan
159GZ0 Schemes involving debt owing to foreign controllers etc through
intermediaries

159G Z0 (1) [Loan channelled to a foreign controller Australian entity] Where:
(a) either or both ofthe following subparagraphs apply :
(i) under a scheme, an amount becomes owing by a person (in this
subsection called an “intermediary”) to a foreign controller, or to a
non-resident associate of a foreign controller, of a resident company,
a partnership or a trust estate;
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(if) under the scheme, an amount becomes owing by a person (in this
subsection also called an “intermediary”) to another person who is an
intermediary because of the application of subparagraph (i)

or another application of this subparagraph in relation to the
resident company, partnership or trust estate; and

(b) under the scheme, an amount or amounts become owing by the resident
company, partnership or trustee of the trust estate to an intermediary or
intermediaries (whether before or after any amount referred to in
paragraph (a) becomes or became owing);

then, for the purposes of this Division, if any interest is or becomes payable by the
foreign investor to an intermediary or intermediaries in respect of any amount or
amounts referred to in paragraph (b):

(c) where paragraph (d) dose not apply - the interest shall be taken to be
payable to the foreign controller or to the non-resident associate instead
ofto the intermediary or intermediaries; and

(d) where the amount referred to in subparagraph
(a)(i) that is payable to the foreign controller of non-resident associate is
only aproportion ofthe amount, or of the sum of the amounts, in respect
of which the interest is or becomes payable - that proportion of the
interest shall be taken to be payable to the foreign controller or non-
resident associate instead of to the intermediary or intermediaries and to
be so payable in respect of that proportion only of the amount or of each
of the amounts in respect of which the interest is actually payable.

159GZP * * 2 * *

159GZP  Schemes involving debt owing by foreign controllers etc through
intermediaries

159G ZP (1) [Foreign controller’s debt deemed owing to resident company rather than
intermediary] Where:
(a) either or both of the following subparagraphs apply:
(i) under a scheme, an amount becomes owing by a person (in this
subsection called an “intermediary”) to resident company, a
partnership or the trustee of a trust estate;
(if) under the scheme, an amount becomes owing by a person (in this
subsection also called an “intermediary”) to another person who is an
intermediary because ofthe application of subparagraph
(i)~ oranother application of this subparagraph in relation to the
resident company, partnership or trust estate; and

(if) under the scheme, an amount becomes owing by a person (in
this subsection also called an “intermediary”) to another person
who is an intermediary because of the application of
subparagraph
(i) or another application of this subparagraph in relation to the
resident company, partnership or trust estate; and
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(b) under the scheme, an amount or amounts become owing by a foreign
controller, or a non-resident associate of a foreign controller, of the
resident company, partnership or trust estate to an intermediary or
intermediaries (whether before or after any amount referred to in
paragraph (a) becomes or become owing);

then, for the purpose of this Division, so much of amount, or of the sum of the
amounts, owing by the foreign controller or by the non-resident associate as does not
exceed the amount owing to the resident company, partnership or trustee of the trust
estate shall be taken to be owing to the resident company, partnership or trustee
instead of to the intermediary or intermediaries.

159GZS Resident companies

159G ZS (1) [Reduction of interest deductions for resident company] W here:
(a) an amount of foreign debt interest is, apart from this Division, allowable
as a deduction from the assessable income of a year of income of a
taxpayer being a resident company;
(aa) subsection (2) does not apply; and
(b) the greatest total foreign debt of the taxpayer at any time in the year of
income exceeds the foreign equity product of the taxpayer of the year of
income;
a proportion of the amount of the foreign debt interest ascertained in accordance with
the formula

where:
E isthe amount of the excess referred to in paragraph (b); and
D istheamountofforeign debt referred to in that paragraph;
isnotso allowahle as a deduction.

159G ZS(2) [Election to apply alternative formula] If:
(a) an amount of foreign debt interest is, apart from this Division, allowable
as a deduction from the assessable income of a year of income of a
taxpayer being a resident company; and

(b) the taxpayer makes an election, in accordance with subsection (5), that
this subsection apply in relation to the taxpayer in relation to the year of
income;

the proportion of the foreign debt interest calculated under subsection (3) is not so
allowable as a deduction.
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159G ZS (3) [Formula] The proportion is calculated using the formula:

Average daily foreign debt for ~ Foreign equityA " No of excess foreign A
excess foreign debtdays - product ~ X deht days
Average daily foreign debt Days in year of
V J income -
where :

“Average daily foreign debt for excess foreign debt days” is the average of
the total foreign debt of the taxpayer in respect of each excess foreign debt
day of the taxpayer that occurred in the year ofincome;

“Foreign equity product” is the foreign equity product of the taxpayer of the
year of income;

“Average daily foreign debt” is the average of the total foreign debt of the
taxpayer in respect of each day that occurred in the year of income;

“No of excess foreign debt days” is the number of excess foreign debt days
ofthe taxpayer that occurred in the year of income;

“Days in year of income” is the number of days in the year of income.

159G ZS (4) [Excess foreign debt day] For the purposes of this section, if the total
foreign debt of the taxpayer in respect of a particular day in a year of income exceeds
the foreign equity product of the taxpayer of the year of income, the day is an excess
foreign debt day of the taxpayer.

159G ZS (5) [Time for election] An election for the purpose of subsection (2) must
be made on or before the date of lodgment of the taxpayer’s return of income for the
later of the following years of income:

(a) theyearofincome to which the election relates;

(b) the year of income in which this subsection commenced;
or within such further period as the Commissioner allows.

159GZT Resident company groups

159G ZT (1) [Reduction of interest deductions for resident company group] Where:

(a) an amount of foreign debt interest is, apart from this Division, allowable
as a deduction from the assessable income of a year of income of a
taxpayer, being a member of a resident company group in relation to the
year of income;

(aa) subsection (3) does not apply; and

(b) the greatest total foreign debt at any time in the year of income of all of
the members of the resident company group exceeds the foreign equity
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product of the year of income of the member of the resident company
group that has foreign equity in relation to the year of income;
a proportion of the amount of the foreign debt interest ascertained in accordance with
the formula

E

D )

where
E isthe amount ofthe excess referred to in paragraph (b); and
D istheamountofforeign debt referred to in that paragraph;
isnotso allowable as a deduction.

159G ZT (2) [Transaction not atarm’s length] Where:

(@) the foreign equity of the member referred to in paragraph (1) (b) s
attributable in part to profits arising from any transaction or transactions
involving the member and any other member or members of the resident
company group, being a transaction or transactions that were not arm’s
length transactions; and

(b) if the transaction or transactions had been arm’s length transactions, the
foreign equity of the member would have been less;

subsection (1) applies as if the lesser amount were substituted for the amount of the
foreign equity.

159G ZT (3) [Election to apply alternative formula] If:
(a) an amount of foreign debt interest is, apart from this Division, allowable
as a deduction from the assessable income of a year of income of a
taxpayer being a member of a resident company group in relation to the
year of income ; and
(b) the member of the group that has foreign equity in relation to the year of
income makes an election, in accordance with subsection (7) , that this
subsection apply in relation to the company group in relation to the year
of income:
the proportion of the foreign debt interest calculated under subsection (4) is not so
allowable as a deduction.

159G ZT (4) [Alternative formula] The proportion is calculated using the formula :

" Average daily foreign debt for  Foreign equity No of excess foreign
excess foreign debtdays  ~  product deht days
Average daily foreign debt Days in year of
V income J
where:

“Average daily foreign debt for excess foreign debt days” is the average of
the aggregate of the total foreign debts of all the members of the company
group in respect of each excess foreign debt day of such members that
occurred in the year of income;
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“Foreign equity product” is the foreign equity product of the year of income
ofthe member of that group that has foreign equity in relation to the year of
income;

“Average daily foreign debt” s the average of the aggregate of the total
foreign debt of all of the members of the resident company group in respect
ofeach day that occurred in the year of income;

“No of excess foreign debt days” is the number of days that occurred in the
year of income that are excess foreign debt days of the members of that
group;

“Days inyear of income” is the number of days in the year of income.

159G ZT (5) [Transaction not atarm’s length] Where:

(a) the foreign equity of the member referred to in paragraph (3) (b) s
attributable in part to profits arising from any transaction or transactions
involving the member and any other member or members of the resident
company group, being a transaction or transactions that were not arm’s
length transactions; and

(b) if the transaction or transactions had been arm’s length transactions, the
foreign equity of the member would have been less;

subsection (3) applies as if the lesser amount were substituted for the amount of the
foreign equity.

159GZT (6) [Excess foreign debt day] For the purpose of this section, if the
aggregate of the total foreign debts of all of the members of a resident company group
in respect of a particular day in a year of income exceeds the foreign equity product of
the year of income of the member of the resident company group that has foreign
equity in relation to the year of income, the day is an excess foreign debt day of each
member ofthe group.

159GZT (7) [Time for election] An election made by a member of a resident
company group for the purposes of subsection (3) must be made on or before the
date of lodgment of the member’s return of income for the later of the following years
ofincome:

(a) the year ofincome to which the election relates;

(b) the year ofincome in which this subsection commenced;
or within such further period as the Commissioner allows.
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1 Imputation  Dividend Deduct

Dividend Deduct
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7 I1

% 5% 2 &€ 8 N
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H N0 4 80 % 2
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