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PREAMBLE

The purpose of this Ruling is to consider the application of the
convertible note provisions contained in Division 3A of Part 111

of the I nconme Tax Assessnent Act 1936 ("the Act") to two financing
arrangenents considered by this Ofice.

Sunmary of the Ruling

The Ruling concludes as follows:

(a) CASE A - The proposed instrunment included an option to redeem
or convert the note into shares within the first two
years of issue. Noteholders could redeem by taking
cash or a substituted formof debt instrunent. The
proposed instrunent constituted a convertible note
and the terns of the issue satisfied the
requi renents of section 82SA (paragraphs 9-18)

(b) CASE B - The arrangenent involved the issue of convertible
bonds containing a condition providing for the
paynent of a variable premumin the case of
optional redenption by the issuer. The condition
was not considered to be a condition dealing with
interest rates. Furthernore, as the condition acted
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as an i nducenent to advance the exercise of the
not ehol der's option to convert, the proposed

I nstrunents satisfied the requirenents of section
82SA (paragraphs 19-33).

GENERAL BACKGROUND

Deductibility of interest payabl e under convertible notes

2. The general principle of the incone tax |aw as expressed in
section 51 of the Act is that interest on borrowed noney is an

al | owabl e deduction fromthe assessable incone of a conpany where
the interest is incurred by the conmpany in producing its
assessabl e incone, or is necessarily incurred by the conpany in
carrying on business for the purpose of producing such incone.

By contrast, a dividend paid by a conpany on its share capital is
not an al |l owabl e deduction. Interest paid on convertible notes -
on the terns on which the notes were being issued before 1960 -
had generally nore in conmon wi th non-deducti bl e dividends on
deferred shares than deductible interest on borrowed noney. The
Act was anended to provide that interest incurred by a conpany on
convertible notes was not to be deductible fromthe assessabl e

I nconme of the conpany where the notes were issued after 15
Novenber 1960.

3. That approach was reversed in 1970. Deductibility of

I nterest on convertible notes was restored subject to a nunber of
tests which were designed to elimnate the potential for abuse of
the provisions. In recognition of the fact that convertible notes
can often be a useful instrunent to an enterprise that w shes to
rai se funds for expansion and devel opnent, deductibility of

I nterest was restored for notes issued after 27 Cctober 1970 (by
| ncone Tax Assessnent Act 1970) where the issue was nmade on terns
specified in the Act. The tests for deductibility of interest on
convertible notes were further relaxed by anmendnents effected in
1976 (by Inconme Tax Assessnent Anendnent Act 1976).

The convertible note provisions of the Act

4. "Convertible note" is defined in subsection 82L(1). Broadly
speaki ng, the expression includes a note issued by a conpany that
provi des either:

(a) that the loan to the conpany is to be, or may be
converted into share capital; or

(b) that the notehol der has a right or option to
acquire shares in the capital of the conpany or
sone ot her conpany.

"Note" is defined to nean a note or other instrunent issued by a
conpany that evidences, acknow edges, creates or relates to a | oan
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to the conpany. "Instrunent" is defined to include debenture,
bond, certificate, receipt or any other docunent or witing.

5. Subsection 82L(2) provides that where the conbi ned effect or
operation of 2 or nore related instrunents woul d have the effect

or operation of a convertible note, the two instrunents are deened
to be together a convertible note.

6. Section 82R provides that an outgoing consisting of
Interest, or a paynent in the nature of interest, under a
convertible note to which the section applies is not an all owabl e
deduction fromthe assessable incone of the conpany. Section 82R
does not apply:

(a) in relation to | oans made on or after 1 January 1976,
If the tests set out in section 82SA are net, nor

(b) in relation to | oans made before 1 January 1976, if the
tests set out in section 82S are net.

Wil e sone of the requirenments contained in sections 82S and 82SA
are the sane, generally the provisions of section 82SA constitute
a relaxation of the earlier tests. This Rulingis limted inits
scope to consideration of post 1 January 1976 convertible note

i ssues.

7. The requirenents specified in section 82SA incl ude:

(a) That conversion of the loan into share capital can only
take place as a consequence of the exercise of an
option by the notehol der (subparagraphs
82SA(1) (d) (i), (ii) and (iii));

(b) That the earliest date on which the option to convert
may be exercised is not later than 2 years after the
date of offer (subparagraph 82SA(1)(d)(iv));

(c) That the rate of interest payable in respect of the
| oan to which the notes relate is the sane throughout
the | oan period (subparagraph 82SA(1) (d)(vi);

(d) That the obligations and rights of the hol der or owner
of the note should not vary in his or her favour by
reason of the exercise of the option or any other right
inrelation to the note, at a |later rather than at an
earlier time after the issue of the note. 1In other
words that there is no i nducenent (whether concerning
the terns on which shares are to be issued or
ot herwi se) to postpone the exercise of the option to
convert (subparagraph 82SA(1)(d)(vii)); and

(e) That the rights of the noteholder as to the anount
payabl e on repaynent, redenption or satisfaction of the
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| oan do not vary according to whether or not the option
I s exercised (subparagraph 82SA(1)(d)(viii)).

8. Subsection 82SA(4) provides that:

(a) where the conpany issuing a convertible note or its
directors do any act for the purpose of, or for
pur poses that include the purpose of, depressing the
m ni mum conversion price (that is the price payable by
a notehol der on the exercise of his option to convert);
and

(b) that act has the effect of depressing the m ninum
conversion price, section 82R applies to the
convertible note. Accordingly, interest payable under
the note is deened not to be an all owabl e deducti on
fromthe assessabl e i ncone of the conpany.

FI NANCI NG ARRANGEMENTS CONSI DERED BY THI S OFFI CE

FACTS OF CASE A

9. A conpany proposing to raise funds by way of a convertible
note i ssue was, at that time, subject to a takeover bid. At issue
was the terns of a proposed conversion/redenption option, included
at the request of the underwiter, to avoid any di sadvantage it
may suffer by the terns of any takeover. The conversion/redenp-
tion option would only prevail for the period of two years after
the date of offer in respect of the notes and was in addition to
an option to convert which would otherw se satisfy the

requi renents of section 82SA of the Act. The additional option
was avail able to noteholders in the event that:

(a) nore than 35% of the issued share capital of the
conpany becane owned by one party;

(b) the control of the conpany's board was substantially
altered; and

(c) the "raider"” did not make an offer to notehol ders
conparable wth the terns under which it acquired its
stake in the conpany.

10. Face val ue of the notes was set at $3.30 per note and
redenption and/ or conversion would occur at this price

I rrespective of how redenption or conversion was to occur.
No prem um woul d be payabl e upon conver si on.

11. Not ehol ders who el ected to redeemwithin the first tw years
of the issue would have a further option to take cash or a
substituted form of debt instrument (for exanple, a prom ssory
note) in satisfaction of full redenption. 1In all other respects,
the terns of the proposed convertible note issue satisfied the
requi renents of subsection 82SA(1).
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| SSUES | N CASE A

12. The issue raised by Case A was whet her the additional
redenpti on/ conversion option offended the requirenents of
subsections 82SA(1l) and (4).

RULI NG ON CASE A

Subsecti on 82SA(1) requirenents

13. The proposed conversion or redenption option did not offend
the requirenents of subparagraphs 82SA(1)(d) (i), (iv), (v), (vii)
and (viii). The overall effect of the terns of the issue stil
conferred on noteholders a right or option to have shares in the
capital of the conpany allotted to them The condition allow ng
not ehol ders who elected to redeemw thin the first two years of

I ssue to take cash or a substituted form of debt instrunent did
not prevent the requirenents of subsection 82SA(1l) being
satisfied.

Subsecti on 82SA(4)

14. Anot her issue requiring consideration in the context of
conpany directors' defensive actions agai nst takeovers, was

whet her such actions fell within the operation of subsection
82SA(4), debarring deductibility of the interest payabl e under the
convertible note. The subsection is directed at speci al
arrangenents nade by a conpany or its directors to reduce the

m ni mum conversion price required by subparagraph 82SA(1) (d)(xi).
The subsection operates only if the relevant actions of the
conpany or its directors have both the purpose and the effect of
reduci ng the m ni mum conversion price. It is not essential that
t he purpose be the only or even the dom nant purpose of the
conpany's or directors' actions.

15. In a hostile takeover situation, the price of a share
normally rises to reflect the premumoffered by the raider
conpany. The efforts of the directors of the target conpany in
resisting the takeover generally tend to reduce the price of the
shares. This is because, if the takeover is unsuccessful, the
price of the share no |longer reflects the raider conpany's
preparedness to pay a higher price for the shares in order to take
over the target conpany. A reduction in the price of the share
may in turn reduce the conversion price for the purposes of
subsection 82SA(4).

16. Wi | e conpany directors' actions in resisting a takeover
offer may have the effect of reducing the share price and
consequently the conversion price, it cannot be said that, in so
resisting, the directors necessarily have the rel evant purpose.
Whet her the directors have the rel evant purpose is a question of
fact to be determ ned on the basis of all surrounding
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ci rcunst ances. Subsection 82SA(4) does not necessarily operate in
all cases where a hostile takeover is being resisted.

17. In Case A, there was no evidence that in resisting the
t akeover offer the conpany directors' actions would have the
pur pose of depressing the m ni num conversion price. Therefore
subsection 82SA(4) did not apply.

DATE OF EFFECT : CASE A

18. The interpretation of the |law on the issues involved in Case
A applies to all assessnents (original or anmended) made on or

after the date of this Ruling for incone years commenci ng before
or after that date (subject to statutory limts such as section
170) .

FACTS OF CASE B

19. The proposed arrangenent involved the issue of bonds by
Conpany Y which, it was agreed, constituted convertible notes as
defined in section 82L. A condition of the issue of the bonds
provided for their optional redenption at a prem um by the issuer.
The issuer could only elect to redeemthe bonds under this
provision if the price of the shares in Conpany Y had been at

| east 130% of the conversion price during a specified 30 day
period or at |east 95% of the aggregate principal anount of the
bonds had al ready been converted, redeened, or purchased and
cancel l ed. The anobunt of the prem umreduced by a percentage
poi nt each year from 105% of the principal anount in the first
year. There was nothing in the terns applying to the issue to
prevent the holder or owner of the bond fromelecting to convert
the bonds into shares in the capital of the conpany during the 5
year period when the prem uns may be paid.

| SSUES | N CASE B

20. The issues which arose in Case B were whether the terns of
the bonds providing for a reduction in the anmount of prem um was:

- atermproviding for a variation in the rate of interest
payabl e on the note (subparagraph 82SA(1)(d)(vi)); and

- a termunder which the obligations and rights of the
hol der or owner of the convertible note varied in his
favour by reason of the exercise of the option at a |ater
rather than at an earlier tinme after the issue of the
not e (subparagraph 82SA(1)(d)(vii)).

RULI NG ON CASE B

21. The proposed arrangenent satisfied the requirenent contained
I n subpar agraph 82SA(1)(d)(vii). The prem um payabl e under the
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transaction did not breach the requirenents of subparagraph
82SA(1) (d)(vi).

Subpar agr aph 82SA( 1) (d) (vii)

22. Subpar agraph 82SA(1)(d)(vii) requires that the obligations
and rights of the holder or owner of the note should not vary in

his or her favour if the conversion takes place at a later rather
than at an earlier tinme after the issue of the note. The test is
directed at inducenents to postpone the exercise of the option to
convert notes into share capital. |t does not proscribe

I nducenents to advance the exercise of the noteholder's option to
convert.

23. In this case, the provision for optional redenption by the
I ssuer at a premumwould not act as an inducenent to postpone
conversion by noteholders. Rather, it was intended to encourage
not ehol ders to exercise their conversion rights earlier intime if
the share price substantially increased above its |evel at the
time the notes were issued. A noteholder who elected not to
convert in this situation would run the risk of having the notes
redeened at a conparatively reduced premi um as each year passed

W t hout conversi on.

Subpar agr aph 82SA(1)(d)(vi) not breached by the pren um

24. Subpar agraph 82SA(1)(d)(vi) requires the rate of interest
payabl e under the convertible note to be the sanme throughout the

| oan period, subject to the operation of subsection 82SA(5).
Subsection 82SA(5) deens interest rate changes under a convertible
note in accordance with changes in the rate of interest payable on
certain Commonweal th securities not to be variations in the
interest rate in terns of subparagraph 82SA(1)(d)(vi). In other
words, the legislation specifically allows for the interest rate
under a convertible note to vary in accordance with interest rate
changes under Commonweal th securities. Except for this

| egi sl ative departure fromthe general rule, subparagraph
82SA(1)(d)(vi) proscribes all other changes in the interest rate
payabl e under a convertible note. It proscribes variations of

I nterest rates whether they would i nduce a notehol der to postpone
or induce a notehol der to advance the exercise of the notehol der's
option to convert.

25. The question in Case B was whet her the subparagraph was
breached and in particular whether the termproviding for the
paynent of a prem umon the optional redenption by the issuer was
a termdealing with interest rates. This question required

consi deration of whether the premiumconstituted interest or an
anopunt in the nature of interest.

26. The term"interest” is not defined in the convertible notes
provisions of the Act. It bears its ordinary nmeaning of "a sum
payabl e for the use of another suni (Macquarie Dictionary).
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In other words, it is the consideration payable by one person for
the use of another person's sum of noney. |In determ ning whether
t he anobunt of prem um payabl e under a convertible note constitutes
interest or is in the nature of interest, it is necessary to
consider whether it forns part of the consideration payable by the
I ssuer for the use of the notehol der's noney.

27. Generally, a premiumis considered to be interest for the
pur poses of subparagraph 82SA(1)(d)(vi) where:

(a) the rate of interest otherw se payable under the note
is lower than the commercial rate of interest;
or

(b) the anpbunt of the premumincreases the later it is
pai d.

Therefore, in situations where the interest rate payable on the
note is lower than the comercial interest rate generally payable
on this type of instrunent, the prem um nay be regarded as part of
t he consi deration payable to the noteholder and is considered to
be interest or in the nature of interest. Simlarly, where the
anount of prem umincreases the |longer the instrunent is held,
I.e. where it is payable by reference to the period of the | oan,
such premumis treated as interest or in the nature of interest.
However, if the amount of interest otherw se payable on the note
Is equal to or higher than the commercial rate of interest, and

t he anmount of the prem um does not increase the later it is paid,
the premumis generally considered to be an anobunt of capital or
of a capital nature.

28. In the present case, the notes attracted a commercial rate
of interest and the premiumdid not increase the |onger the notes
were held. Accordingly, the prem umwas not considered to be

I nterest or an anmount in the nature of interest and it did not
breach subparagraph 82SA(1)(d) (vi).

Contrast with Taxation Ruling I T 2204

29. The present case is to be contrasted with the financing
arrangenents described in Taxation Ruling IT 2204 whi ch provi ded
for the paynent of a premumon the exercise of an option to
redeem by the noteholder. The premumwas cal culated so as to
gi ve the noteholder a return approximating a specified interest
rate. In that case the prem umwas considered to formpart of the
consi deration payable for the use of the noteholder's investnent
and therefore to be interest. Consequently, paragraph
82SA(1)(d)(vi) applied. In the circunstances, it was decided that
t he paragraph was breached by the terns of the particular note

i ssue.
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Deductibility of prem um

30. It follows fromthe above di scussion of the nature of the
premum that if in view of the application of the two factors
referred to in paragraph 27, the premiumis considered to be an
anount of capital or of a capital nature, no deduction in respect
of that anmount will be allowable to the issuer in terns of section
51 of the Act. Simlarly where such a premumis not considered
to be interest or in the nature of interest, but rather is treated
as an amount of capital, no withholding tax liability would arise
I n respect of the amount. Taxation Ruling IT 2185 deals with the
case of such a premiumof capital or of a capital nature.

DATE OF EFFECT : CASE B

31. The interpretation of subparagraph 82SA(1)(d)(vii) adopted
In Case B applies in assessnents (original or anmended) made on or
after the date of this Ruling for incone years commenci ng before
or after that date (subject to statutory limts such as section
170) .

32. The interpretation of subparagraph 82SA(1)(d)(vi) adopted in
Case B applies to convertible notes issued on or after the date of
this Ruling.

33. As to convertible notes issued before the date of this
Ruling, this Ofice does not propose to disturb the deductibility
of interest clainmed on the basis of the interpretation of

subpar agraph 82SA(1)(d)(vi) that accepted a variation of interest
rates that induced a notehol der to advance the exercise of the
not ehol der's option to convert.
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