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16 October 2020 

 

Ms Tien Phan 

A/g Assistant Commissioner 

Client Engagement 

International 

Australian Taxation Office 

 

By email:  Tien.Phan@ato.gov.au 

 

Dear Ms. Phan, 

Practical Compliance Guideline PCG 2017/4DC2 - Draft Schedule 3 - (ATO compliance 

approach to taxation issues associated with cross-border related party financing 

arrangements and related transactions) 

The Taxation Committee of the Business Law Section of the Law Council of Australia (the 

Committee) welcomes the opportunity of providing the following comments on draft 

Schedule 3 of PCG 2017/4DC2 ATO compliance approach to taxation issues associated 

with cross-border related party financing arrangements and related transactions. (Schedule 

3) 

As a preliminary and general observation, the inclusion of Schedule 3, and the additional 

guidance in relation to cross-border outbound interest-free loans, is a welcome addition.  

As follows, the Committee provides its observations on several specific issues, which it 

considers warrant further consideration in relation to Schedule 3.  Please note that this not 

intended to be a comprehensive response to Schedule 3, nor in relation to PCG 2017/4 

generally. 

The current approach to score reduction may not be consistent with arm’s length 

conditions 

1. The current approach in Schedule 3 to point reduction is as follows: the starting 

position is that 10 points are added, unless the ‘minimum required factors’ are 

evidenced, in which case 3 points apply.1 Assuming that these minimum required 

 
1 Schedule 3, paragraph 215. 
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factors exist, the points may be further reduced to zero, if ‘additional factors’ can be 

evidenced.2 

2. The current approach reflects a two-step process, with significantly large ‘increments’ 

in the number of points between steps.  Furthermore, it is only possible to reduce the 

number of points to zero, if the minimum required factors are evidenced.  However, 

this approach may give rise to some unintended outcomes.  For example, in Step 2, 

paragraph 219 provides an example of circumstances where the non-charging of 

interest would be identified as an arm’s length condition: 

219.  There may be circumstances where the non-charging of interest would be identified 

as an arm’s length condition. For example, an off-take arrangement where the 

commercial benefit of interest has been substituted for consideration in another form 

(that is, delivery of a commodity/resource being extracted). The funding would be 

considered low risk in this case, if evidence can be provided which demonstrates 

commercial arrangements in the same or similar circumstances to that of the parties. 

3. It is possible that the above circumstances could arise where the minimum required 

factors are not met.  For example, it is possible that the rights under the instrument are 

different from the rights of a shareholder and there is an intention of creating a debtor-

creditor relationship.  If this were to occur, even though the ‘additional factor’ would be 

evidenced, Schedule 3 would not apply to reduce the score, because the minimum 

required factor would not be evidenced.  In short, 10 points would apply, even though 

arm’s length conditions could otherwise be considered to exist between the parties. 

4. To address the risk of unintentional outcomes, another way to approach the risk 

reduction could be to apply a non-contingent and more fragmented methodology.  

Rather than a two-step process, the factors could be broken down, to provide for more 

granular point reduction, which is not based on pre-conditions. For example, the 

minimum factors could be re-formulated to act as ‘significant factors’, such that there is 

a 7-point reduction where they exist.  The additional factors could then constitute 

‘incremental factors’ with further point reductions to get to the “low risk” position stated 

in paragraph 219.  This would allow for an ‘and/or test’ instead of an ‘and test’ and 

differentiate between significant and incremental factors that reduce risk. 

A specific pricing risk scoring table should be included in Schedule 3 to clarify its 

operation 

5. In addition to the relationship between Step 1 and Step 2, consideration should be 

given as to whether it may be possible to clarify and better explain the relationship 

between Schedule 1 and Schedule 3, particularly as paragraph 194 refers to Schedule 

3 making modifications “for the purposes of Schedule 1 …” .  For example, a new table 

could be included which sets out the broader spectrum of points: 

(a) default position (base score) - 10 points; 

(b) where the minimum required factors are evidenced - 3 points;3 and 

(c) where the minimum required factors and additional factors are evidenced - 0 

points.4 

 
2 Schedule 3, paragraph 217. 
3 Schedule 3, paragraph 215. 
4 Schedule 3, paragraph 217. 
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6. Alternatively, a different approach could be adopted, which relies on negative scores 

or score reductions (e.g. “-3”) where certain factors are present. 

Convertible debt should be expressly dealt with in Schedule 3 

7. At present, Schedule 3 does not address or specifically deal with convertible debt.  

The ability of the lender to convert an interest-free loan into equity is a matter which 

should be dealt with as part of the relevant factors.   

8. Convertible debt should not, of itself, be an “exotic feature or instrument” in the 

circumstances contemplated by Schedule 3 (c.f. Schedule 1, paragraph 75(e)).  In 

particular, convertible debt, where the lender has a right to convert debt into equity, 

should be considered to be consistent with both of the required minimum factors in 

paragraph 215, which focus on the rights and obligations of the lender being akin to 

the rights and obligations of a shareholder and the debt being repaid if and when there 

are sufficient funds, as well as an inability to obtain external funding. 

9. Although convertible debt may be considered to satisfy both required minimum factors 

in some circumstances, this issue should be dealt with separately.  This will help with 

clarity and providing the required additional guidance that is warranted by this type of 

commonly used financing instrument.  Under this approach, convertible debt would 

form a separate factor under Step 1, with the particular features of convertible debt 

falling for further consideration under the ‘additional factors’ in Step 2.  In this regard, 

the relevant factors would focus on the terms and conditions of the instrument, such as 

the trigger points for conversion, as well as whether the right of conversion is held by 

the lender, borrower, or both. 

10. Assuming that convertible debt is treated separately in Step 1 and Step 2, an example 

should be included which deals with this type of instrument. 

Clarification of how Schedule 3, and PCG 2017/4 more generally, may apply to private 

groups 

11. The Committee understands that PCG 2017/4 is considered as being most relevant to 

large international taxpayers with a global footprint.  For example, in the context of 

Schedule 3, this is evident from the examples which are currently included and deal 

with ‘global’ companies and ‘large scale projects.’5 

12. However, Schedule 3 and PCG 2017/4 more generally can likewise apply to smaller 

taxpayers, which fall within the ‘private groups’ category.  In this regard, it would be 

helpful if additional guidance on this issue could be included, such as an express 

statement that PCG 2017/4 can apply to a broad range of taxpayers, and list some of 

these.  With respect to the range of taxpayers and examples, the list should go beyond 

‘old economy’ (e.g. mining, manufacturing, bricks and mortar type businesses) and 

also include the ‘new economy.’ 

13. As a practical matter, the technical skills relating to the Schedule may sit within Public 

Groups and International while knowledge of the operation of private groups within 

Private Wealth.  If the Schedule is to apply to privately owned and wealthy groups 

 
5 Example 1 - global mining company; example 2 - global manufacturing company; example 3 - investment 

group that deals in large scale infrastructure projects; and example 4 - global commercial property 

management company. 
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(private groups), guidance on the application to private groups could include an initial 

triage point for enquiries.     

14. As an observation:  

(a) all the examples in the Schedule involve companies, but it is not unusual for 

private groups to include trusts (as lender and/or borrower);  

(b) many of the foreign risk factors that necessitate debt funding foreign entities are 

relevant for private groups, but external funding comparatives are less likely to 

be available than for public groups; and 

(c) all the examples involve ‘operating’ foreign entities while with private groups, 

foreign entities may be investment vehicles (including joint investment in a 

foreign project with a local foreign entity and/or private equity fund). 

15. Further guidance on the application of the risk scoring to private groups, and relevant 

considerations, as well as one or two more specific examples would also be beneficial. 

Clarification of the example in relation to the first minimum required factor 

16. The first minimum required factor provides as follows: 

(a) Can be evidenced that: 

(i) the rights and obligations of the provider of funds are effectively the same as 

the rights and obligations of a shareholder? 

17. With respect to this factor, the examples adopt the position that all that is required to 

satisfy this requirement is to evidence that the borrower is a subsidiary of the lender.  

In this regard, an example of this is Example 1 which provides: 

 

References within this 
Schedule 

Required factors Application of factors 

Paragraph 214(a)(i) Rights and obligations of a 
shareholder? 

Yes.  
ForCo Ltd is a subsidiary 
of AusCo Limited. 

 

18. This appears to substitute the analysis of the terms and conditions of the instrument, 

with the relationship of the parties.  While this may be the de facto position, this may 

not be the de jure position, which forms part of the consideration matrix.  Therefore, 

this reasoning should be clarified and/or additional examples included, with other 

circumstances, such as where the ForCo Ltd subsidiary is controlled but not wholly 

owned by AusCo Limited.  In particular, minority shareholders have rights, and those 

rights would be relevant to any related party transactions between AusCo and ForCo. 

Clarification of how the additional factors apply 

19. With respect to the additional factors, as currently drafted, it is not clear whether only 

one of the factors in this section is sufficient to satisfy the reduction in the score, or 

whether several, or all.  It would appear that only one factor may be sufficient.  

However, whether and when this will be the case should be clarified. 

20. Also, as currently drafted, the guidance in relation to the additional factors is worded in 

a way which is tentative, adopting qualifiers such as “may support” and “may further 
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reduce.”6  The Committee appreciates that there may be several reasons for adopting 

this approach.  That said, consideration should be given as to whether a more 

definitive view could be expressed, to provide greater certainty and clarity.  For 

example, more definitive guidance could be offered in relation to particular factors. 

Clarification regarding average cost of debt and non-interest related costs of debt 

21. The examples in Schedule 3 refer to the average cost of debt for both the parent and 

the subsidiary company.  The Committee agrees with this approach.  However, there 

is no clear guidance in relation to how average cost of debt should be determined for a 

subsidiary,7 nor more specifically regarding the pricing and effect of non-interest 

related costs of debt.  Further guidance on these matters should be included, given 

that these are relevant to the risk analysis.   

Thank you again for the opportunity to provide comments.  Should you wish to discuss 

further any aspects of the submission please do not hesitate to contact Clint Harding, Chair 

of the Committee (charding@abl.com.au or 02 9226 7236).  

Yours faithfully 

 

 

Greg Rodgers  

Chair, Business Law Section 

 

 
6 Schedule 3, paragraph 217. 
7 For example, is this on an ‘interest only’ basis or on an ‘all in’ basis (i.e. including establishment fees, which 

can be significant, guarantee fees, etc.)? 
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