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Important information

This presentation (‘Presentation’) has been produced by Pitcher Partners Advisors Proprietary Limited and has been prepared for informational 

and discussion purposes only. The information provided in this document is of a general nature and has been prepared without taking into 

account your objectives, circumstances, financial situation or particular needs. This Presentation does not constitute personal advice.

This Presentation has been prepared by us in the ordinary course of our profession. In providing this Presentation, we are not purporting to act 

as solicitors or provide legal advice. Appropriate advice should be sought prior to acting on anything contained in this Presentation or 

implementing any transaction or arrangement that may be referred to in this Presentation.

Information contained within this Presentation is based on the relevant law and its interpretations by relevant authorities as it stands at the time 

the information is provided. Any changes or modifications to the law and/or its interpretation after this time could affect the information we have 

provided.

This Presentation, or any part thereof, must not be distributed, copied, used, or relied on by any person, without our prior written consent.

To the maximum extent permitted by law, Pitcher Partners will not be liable for any loss, damage, liability or claim whatsoever suffered or 

incurred by any person arising directly or indirectly out of the use or reliance on the information contained within this Presentation.

Pitcher Partners is an independent member of Baker Tilly International. Baker Tilly International Limited is an English company. Baker Tilly 

International provides no professional services to clients. Each member firm is a separate and independent legal entity, and each describes 

itself as such. Pitcher Partners is not Baker Tilly International’s agent and does not have the authority to bind Baker Tilly International or act on 

Baker Tilly’s behalf. None of Baker Tilly International, Pitcher Partners, not any of the other member firms of Baker Tilly International have any 

liability for each other’s acts or omissions. The name Baker Tilly and its associated logo is used under license from Baker Tilly International 

Limited. 

Pitcher Partners is an association of independent firms.

Any trademarks, logos, and service marks contained herein may be the registered and unregistered trademarks of their respective owners. 

Nothing contained herein should be construed as granting by implication, or otherwise, any license or right to use any trademark displayed 

without the written permission of the owner.

Liability limited by a scheme approved under Professional Standards Legislation.

Pitcher Partners Advisors Proprietary Limited
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What we are covering today

Three new 

earnings-based 

tests

Impact on interest 

deductibility from 

1 July 2023

Thin cap 

calculator tool

Next steps
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July 2023 New rules to apply for income years commencing on or after 1 July 2023

No transitional or grandfathering rules

March 2023 Release of exposure draft legislation and explanatory memorandum

October 2022 Federal Budget announces additional details about design of rules

August 2022 Consultation Paper “Multinational Tax Integrity and Tax Transparency”

April 2022 ALP pre-election policy to limit debt deductions to 30% of profits from 1 July 2023

October 2015 OECD publishes BEPS Action 4 report (Updated December 2016)

October 2014 Thin capitalisation rules tightened reducing asset-based safe harbour to 60%

New thin capitalisation rules
Background
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New thin capitalisation rules

Scope of rules largely unchanged

Who is subject to thin cap?

Existing exceptions retained

$2m 
annual de minimis 

(on “associate entity” 

inclusive-basis)

90% 
Australian asset exception 

for outward entities

Insolvency remote 

special purpose entities and 

securitisation vehicles

Entities must have multinational presence 

i.e. “inward” or “outward” entities

Purely domestic entities not subject to thin cap
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Overview of new earnings-based tests
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Earnings-based thin capitalisation tests

New tests imposing limit on entity’s annual debt deductions

Fixed Ratio Test

Tax EBITDA x 30%

Group Ratio Test

Tax EBITDA x group ratio

External Third-Party Debt Test

Actual debt deductions 

on eligible borrowings

Net debt deductions

Default method

15-year carry forward of 

denied deductions

Net debt deductions

Elective method

No carry forward of denied 

amounts & forfeiture of prior

Gross debt deductions

Elective method (one-in, all-in)

No carry forward of denied 

amounts & forfeiture of prior

Overview

Applies to “general class investors”

• Entities subject to thin cap

• Not “financial entities”
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Fixed Ratio Earnings Limit = 30% x Tax EBITDA

Tax EBITDA

Taxable income 

or (loss)

Add net debt 

deductions – gross 

debt deductions less 

interest income

Add tax depreciation 

including capital works 

– does not include 

balancing adjustments

Add prior year 

tax losses deducted 

in the income year

Excess of net debt deductions over Fixed Ratio Earnings Limit are denied
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Assume total assets of $10,000,000 and total debt of 

$6,000,000 (within current safe-harbour)

Fixed Ratio 

Test

Taxable Income (Starting) $4,000,000

Tax EBITDA $10,000,000

Fixed Ratio Earnings Limit $3,000,000

Net debt deductions $3,600,000

Deductions denied and 

carried forward

$600,000

Taxable Income (Final) $4,600,000

Accounting 

profit

$10,000,000

Fixed Ratio Test

EXAMPLE 1

Gross operating 

income

$20,000,000

Deductible 

operating 

expenses

($10,000,000)

Gross interest 

income

$100,000

Gross interest 

deductions

($3,700,000)

Tax depreciation ($2,400,000)
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In loss scenarios, tax losses effectively converted to carry-forward FRT disallowed amounts

Accounting 

loss

($5,000,000)

Fixed Ratio Test

EXAMPLE 2

Assume total assets of $10,000,000 and total debt 

of $6,000,000 (within current safe-harbour)

Fixed Ratio Test

Tax Loss (Starting) ($3,000,000)

Tax EBITDA $2,000,000

Fixed Ratio Earnings Limit $600,000

Net debt deductions $3,000,000

Deductions denied & 

carried forward

$2,400,000

Taxable Loss (Final) ($600,000)

Gross 

operating 

income

$10,000,000

Deductible 

operating 

expenses

($8,000,000)

Interest 

deductions

($3,000,000)

Tax 

depreciation

($2,000,000)
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Accounting 

loss

($1,000,000)

Fixed Ratio Test

EXAMPLE 3

Assume total assets of $10,000,000 and total debt of 

$6,000,000 (within current safe-harbour)

Fixed Ratio Test

Taxable Income (Starting) $0

Tax EBITDA $4,000,000

Fixed Ratio Earnings Limit $1,200,000

Net debt deductions $3,000,000

Deductions denied & 

carried forward

$1,800,000

Taxable Income (Final) $1,800,000

Gross 

operating 

income

$10,000,000

Deductible 

operating 

expenses

($6,000,000)

Interest 

deductions

($3,000,000)

Tax 

depreciation

($500,000)

Tax losses 

deducted

($500,000)
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Fixed Ratio Test

Able to be carried forward FRT disallowed amounts for the next 15 years following the denial

Carry forward rule

Amounts transferred 

into a tax 

consolidated group 

if a modified COT 

is satisfied

No carry forward 

under elective 

methods with 

permanent forfeiture

of previous carry 

forward amounts 

when electing in for 

a year

COT testing for 

companies

No SBT backup

No COT testing for 

other entities

Income injection 

rules apply for trusts 

and companies

No cost base 

recognition for 

denied amounts



13Pitcher Partners is an association of independent firms. 

Year 1 Year 2

Net operating income $100,000 $100,000

Interest deductions ($80,000) -

Interest income $10,000 -

Fixed Ratio Test Fixed Ratio Test

Taxable Income (Starting) $30,000 $100,000

Tax EBITDA $100,000 $100,000

Fixed Ratio Earnings Limit $30,000 $30,000

Net debt deductions $70,000 -

Deductions denied $40,000 -

Carry forward balance $40,000 $10,000

Utilisation of prior year disallowed FRT amounts - $30,000

Taxable Income (Final) $70,000 $70,000

Fixed Ratio Test

EXAMPLE 4

Later year deduction is excess of FRT limit over net debt deductions for the year
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Fixed Ratio Test

No carry forward of excess capacity OR

ability to pick up excess capacity of associates

Grouping issues

Property 

Trust

Holding 

Trust

Tax items

$1,000 interest deductions

(to fund equity in subsidiary)

$10,000 net rental income

$2,000 net interest deductions

$6,000 tax depreciation

Result of Fixed Ratio Test

$2,000 Tax EBITDA (distribution)

$600 FRT limit

$400 interest denied

$1,400 taxable income

$10,000 Tax EBITDA

$3,000 FRT limit

Interest fully deductible

$1,000 “excess” over FRT limit
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Fixed Ratio Test

Aggregation into single entity effectively utilises excess capacity

Grouping issues

Tax items

$3,000 net interest deductions

$10,000 net rental income

$6,000 tax depreciation

Result of Fixed Ratio Test

$10,000 tax EBITDA

$3,000 FRT limit

NO denied deductions

$1,000 taxable income

Single 

Trust
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Assume total assets of $10,000,000 and total debt of $6,000,000 

(within current safe-harbour)

Fixed Ratio 

Test

Extra 

interest 

income

Extra 

operating 

income

Taxable Income (Starting) $4,000,000 $4,600,000 $6,000,000

Tax EBITDA $10,000,000 $10,000,000 $12,000,000

Fixed Ratio 

Earnings Limit

$3,000,000 $3,000,000 $3,600,000

Net debt deductions $3,600,000 $3,000,000 $3,600,000

Deductions denied & 

carried forward

$600,000 $0 $0

Taxable Income (Final) $4,600,000 $4,600,000 $6,000,000

Beware potential application of Part IVA for restructuring to maximise deduction 

Fixed Ratio Test – Restructuring arrangements

EXAMPLE 1 (revisited)

Accounting 

profit

$10,000,000

Gross 

operating 

income

$20,000,000

Deductible 

operating 

expenses

($10,000,000)

Gross interest 

income

$100,000

Gross interest 

deductions

($3,700,000)

Tax 

depreciation

($2,400,000)
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Group Ratio Test

• Excess of net debt deductions 

over Group Ratio Limit denied

• Based on audited consolidated 

financial statements

• Requires irrevocable election for 

the year by tax return lodgment 

day

• Election invalid if Group EBITDA is 

negative

• No carry forward of denied 

deductions

Group Ratio Earnings Limit = Tax EBITDA x Group Ratio
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Group Ratio Test

Group Ratio =
Group net third party interest expense 

Group EBITDA

Include interest-like amounts and exclude amounts 

from dealings with associate entities (on a 10%+ 

control basis)

Net profit (before tax expenses) + net interest expense + 

depreciation and amortisation expenses

Similar adjustment for interest-like amounts and 

associate entity dealings

Exclude individual entities with a negative EBITDA

As disclosed in audited consolidated financial statements
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Group Ratio Test

EXAMPLE 5

Aus Co

Net operating income $1,000,000

Net interest expenses 

(third party)

($500,000)

Net interest expenses 

(associate)

($150,000)

Interest income $50,000

Tax depreciation ($200,000)

Aus Co worldwide group

Net profit (before taxes) $50,000,000 A

Net interest expenses (total) ($70,000,000) B

Net interest expenses 

(associate)

($20,000,000) C

Sum of negative EBITDA 

entities 

($10,000,000) D

Depreciation and 

amortisation

($15,000,000) E

Group Ratio 

$70,000,000 (B) - $20,000,000 (C)

$50,000,000 (A) + $70,000,000 (B) - $20,000,000 (C) + 

$10,000,000 (D) + $15,000,000 (E) 

$50,000,000 

$125,000,000
= = 40%
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Group Ratio Test

EXAMPLE 5

Fixed Ratio Test Group Ratio Test

Taxable Income (Starting) $200,000 $200,000

Tax EBITDA $1,000,000 $1,000,000

Applicable Ratio 30% 40%

Earnings Limit $300,000 $400,000

Net debt deductions $600,000 $600,000

Deductions denied
$300,000

(carry forward)

$200,000

(permanent denial)

Taxable Income (Final) $500,000 $400,000



21Pitcher Partners is an association of independent firms. 

Group Ratio Test

Group 

financial 

statements 

Year 1

Group 

financial 

statements 

Year 2

Net rental income $10,000 $10,000

Interest expense $3,000 $3,000

Asset revaluation / 

(impairment)

$20,000 ($9,000)

Depreciation and 

amortisation

$0 $0

Net third party interest $3,000 $3,000

Group EBITDA $30,000 $1,000

Group ratio $3,000     

$30,000

=

10%

$3,000     

$1,000

=

300%

Tax vs accounting impacts

Property 

Trust

Holding 

Trust

Tax items

$1,000 interest deductions

(to fund equity in subsidiary)

$10,000 net rental income

$2,000 net interest deductions

$6,000 tax depreciation
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External Third Party Debt Test

Allows entity to deduct interest to extent 

of genuine third-party borrowings

Replaces arm’s length debt test for 

general class investors AND financial 

entities (non-ADIs)

Requires irrevocable election for the 

year by tax return lodgment day

One-in, all-in requiring all associate 

entities subject to thin cap to make 

same election for the year (other than 

financial entities)

No carry forward of denied deductions
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External Third Party (ETP) Debt Test

Disallows excess of gross debt deductions over ETP earnings limit

Failure of single condition could result in nil ETP earnings limit as election may remain valid

Debt must be issued to and 

held by non-associate entity 

(on a 10%+ control basis) 

No requirement to be issued to 

“commercial lending institution”

Lender has no recourse 

beyond entity’s assets 

Cross-collateralisation 

may cause failure

Funds from third party 

lender solely used to fund 

Australian investments 

and/or operations

ETP earnings limit = Actual deductions for the year incurred 

in relation to external third-party debt
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External third party debt test

Allows related-party debt to satisfy external third-party conditions

Conduit financer

Raises external debt that 

meets conditions

One or more associated 

borrowers

Issue debt to conduit financer

Financed by conduit financer 

only from proceeds of 

external debt

Further conditions

Amounts on-lent on 

same terms

External lender recourse 

limited to assets of conduit 

financier and all borrowers

Additional election required

Conduit financer rule

Bank

Borrower 

Trust 1

Group 

Treasurer

Borrower 

Trust 2

$5m Loan

$3m Loan

$1m Loan

$1m Loan
Loan may satisfies basic rule

Loans may satisfy conduit financer rule

Borrower Co
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External third party debt test

EXAMPLE 6

Property Trust

ETP earnings limit $20m

Excess debt 

deductions denied

$5m

Effectively denies all related-party 

debt deductions

Property 

Trust

Mezz

Finance 

Trust

Bank

Investors

$20m interest 

deductions

(senior debt)

Associate 

entities

Equity 

finances 

Mezz loan

$5m interest

deductions

(mezz finance)
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External third party debt test

EXAMPLE 5 (revisited)

Aus Co

Net operating income $1,000,000

Net interest expenses 

(third party)

($500,000)

Net interest expenses 

(associate)

($150,000)

Interest income $50,000

Tax depreciation ($200,000)

Aus Co worldwide group

Net profit (before taxes) $50,000,000

Net interest expenses (total) ($70,000,000)

Net interest expenses 

(associated)

($20,000,000)

Sum of negative EBITDA 

entities 

($10,000,000)

Depreciation and amortisation ($15,000,000)
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External third party debt test
Fixed Ratio Test Group Ratio Test

Taxable Income 

(Starting)

$200,000 $200,000

Tax EBITDA $1,000,000 $1,000,000

Applicable Ratio 30% 40%

Earnings Limit $300,000 $400,000

Gross debt deductions

Net debt deductions $600,000 $600,000

Deductions denied $300,000

(carry forward)

$200,000

(permanent denial)

Taxable Income (Final) $500,000 $400,000

External third party 

debt test

$200,000

N/A

N/A

$500,000

$650,000

$150,000

(permanent denial)

$350,000

EXAMPLE 5 (revisited)
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Other changes in Exposure Draft

Repeal of section 

25-90 deduction 

Interest to fund 

tax-exempt 

foreign dividends 

to become 

non-deductible

Expanded 

meaning of 

debt deduction

Not limited to 

amounts incurred 

in relation to 

debt interests

Limiting scope of 

“financial entity”

Removal of Financial 

Sector (Collection 

of Data) Act 2001

registered 

corporations

Transfer pricing 

amendments

Transfer pricing 

analysis must 

now consider both 

quantum and price 

of related-party 

cross-border debt
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Next steps

1 July 2023 Start Date

Review structure of 

financing arrangements

Consider restructuring existing 

borrowings and future funding mix

Model 2024 and later 

income year outcomes

Consider feasibility 

of elective methods

Monitor release of final legislation
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Pitcher Partners Thin Cap Tool
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Q&A
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Contact 
us

Alexis

Kokkinos
Partner, 

Pitcher Partners

Alexis.Kokkinos@

pitcher.com.au

Leo 

Gouzenfiter 
Client Director, 

Pitcher Partners

Leo.Gouzenfiter@

pitcher.com.au
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Making business personal
pitcher.com.au


