TR 95/D11 - Income tax: application of Division 13 of
Part lll (international profit shifting) - basic concepts
underlying the operation of Division 13 for
permanent establishments and circumstances in
which subsection 136AE(4) will be applied

This cover sheet is provided for information only. It does not form part of TR 95/D11 - Income
tax: application of Division 13 of Part lll (international profit shifting) - basic concepts underlying
the operation of Division 13 for permanent establishments and circumstances in which subsection

136AE(4) will be applied
This document has been Replaced.



Australian
Taxation
Vi Office

other Rulings on this topic

IT 2446; TR 94/14

contents para
What this Ruling is about 1
Date of effect 14
Ruling 15
Explanations 88

Detailed table of contents 320

Your comments 321

Draft Taxation Ruling

TR 95/D11

FOI status: draft only - for comment page 1 of 84

Draft Taxation Ruling

Income tax: application of Division 13 of Part
III (international profit shifting) - basic
concepts underlying the operation of Division
13 for permanent establishments and
circumstances in which subsection 136AE(4)
will be applied

Draft Taxation Rulings (DTRs) represent the preliminary, though
considered, views of the Australian Taxation Office.

DTRs may not be relied on by taxation officers, taxpayers and
practitioners. It is only final Taxation Rulings which represent
authoritative statements by the Australian Taxation Office of its stance
on the particular matters covered in the Ruling.

What this Ruling is about

1. This Ruling provides guidelines on:

(a) the basic concepts underlying the application of Division
13 of Part III ('Division 13') of the Income Tax Assessment
Act 1936 ('ITAA') to permanent establishments ('PEs'); and

(b) the circumstances in which subsection 136AE(4) of
Division 13 will be applied resulting in a deemed
allocation of income and or expenses within a single legal
entity (e.g. between a PE and its head office or between
two PEs of the same entity).

2. This Ruling focuses on profit shifting issues arising from
dealings between parts of a multinational enterprise (‘(MNE') that
operates as a single legal entity carrying on business through PEs (e.g.
as a head office and branch offices).

3.  Inbroad terms, this Ruling provides guidance, based on the
principles in Division 13, on allocating an appropriate amount of the
actual income and expenses of a MNE between its Australian and
foreign operations where international dealings between different parts
of the MNE are concerned, so that the right amount of Australian tax
is payable. In providing these guidelines, it is not being suggested that
taxpayers must adopt the principles in Division 13 for any purpose
unconnected with the calculation of their taxation liabilities.
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4.  In particular, this Ruling considers:

(a) the meaning and implications of the 'single entity
approach' adopted by Australian law;

(b) the principles for determining the source of income;

(c) the interpretation and application of subsections 136 AE(4)
and (7) of Division 13;

(d) how regard is to be had to the internationally accepted
arm's length principle in allocating income and expenses
to PEs;

(e) timing issues associated with the derivation of income and
the incurring of expenditure to be allocated under
subsection 136AE(4); and

(f) the documentation needed in order to evaluate and review
whether a taxpayer's allocation of income and expenses
accords with subsection 136AE(4).

5. Subsections 136AE(4), (5) and (6) together effectively form a
code within Division 13 for dealing with 'internal' profit shifting
between a PE and its head office or another PE of the same entity, in
circumstances other than where section 136 AD has been applied to
deal with profit shifting between that entity and another entity. The
basic principle is contained in subsection 136AE(4), and the later
subsections apply it to partnerships and trusts. Because the operative
parts of the three subsections are all to the same general effect, this
Ruling is expressed only in terms of subsection (4). Subject to any
specific differences in the wording of the subsections, the views
expressed on subsection (4) in this Ruling will in general apply also to
subsections (5) and (6).

6.  This Ruling does not deal with subsections 136AE(1) (2) and
(3), which provide for the determination of the source of income and
the allocation of related expenses where section 136AD has been
applied to deem an arm's length consideration in respect of an
international agreement between separate legal entities. Our views on
the operation of subsections 136AE(1) (2) and (3) in conjunction with
section 136AD are stated in Taxation Ruling TR 94/14, 'Application
of Division 13 of Part III (international profit shifting) - some basic
concepts underlying the operation of Division 13 and some
circumstances in which section 136AD will be applied' ('TR 94/14") at
paragraphs 123-125 and 412-419.

7. Any views expressed in this Ruling in respect of paragraphs
136AE(7)(a) and (c) will apply equally in making a determination
under subsections 136AE(1)(2) or (3), to the extent that those views
have relevance in separate entity situations.
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8. Subsection 136AE(4) provides for determining the source of
income or the extent to which expenditure is incurred in deriving
income from a particular source, where that income or expenditure is
in some part attributable to activities carried on through a PE. Ina
practical sense the result achieved may conveniently be expressed in
terms of allocating income or expenditure to a PE. It is on this basis
that this abbreviated way of expressing the function performed under
subsection 136AE(4) is used throughout this Ruling.

9. Where a view is expressed in this Ruling in terms of a dealing
between the head office and a PE of an entity, that view will apply
equally to a dealing between two PEs of an entity.

10.  This Ruling does not address in detail the threshold issue of
what constitutes a PE and the circumstances in which an entity's
presence in a country is regarded as a PE.

11.  This Ruling does not specifically address the methodologies to
be used in allocating expenses incurred by an entity between different
parts of that entity. This will be the subject of a later Ruling.

12.  In considering the guidelines provided in this Ruling on the
application of Division 13, the terms of any relevant Double Taxation
Agreement must also be considered. The interaction of Division 13
and Double Taxation Agreements will be the subject of later Rulings.

13. It is not the purpose of this Ruling to deal with matters already
explained in Taxation Ruling TR 94/14.

Date of effect

14. This Ruling applies to years commencing both before and after
its date of issue. However, the Ruling does not apply to taxpayers to
the extent that it conflicts with the terms of a settlement of a dispute
agreed to before the date of issue of the Ruling (see paragraphs 21 and
22 of Taxation Ruling TR 92/20).

Ruling

The role and structure of Division 13 as it applies to single legal
entities

15. Subsections 136AE(4) (5) and (6) are intended to counter
'international profit shifting' by which Australia may be deprived of its
fair share of tax, where a taxpayer carries on business, in Australia and
overseas, by operating as a single entity through a PE or PEs. Such
profit shifting is effected through the allocation of an inappropriate
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amount of the taxpayer's income and or expenses between its
Australian and overseas operations (paragraphs 88-94).

16. In general, Australian law adopts a 'single entity approach' to
dealings between a PE and another part of the same entity, such as its
head office or another PE; it does not recognise such dealings because
an entity cannot transact with itself or make a profit out of itself. The
ITAA, including Division 13, generally adheres to this approach and
does not recognise that, for income tax purposes, a dealing between
parts of a single legal entity can result in a derivation of income or the
incurring of expenditure (paragraphs 95-97).

17. The single entity approach is not generally adopted for
commercial and accounting purposes. For these purposes, internal
dealings within the same legal entity, such as the transfer of trading
stock or the provision of funds or services between profit or business
centres of a MNE, are in practice recognised and recorded.
Commercial practicalities ordinarily mean that these records are used
as the basis for the allocation, for tax purposes, of the entity's income
and expenditure between its Australian and overseas operations
(paragraph 98).

18. Subsections 136AE(4)-(6) and 136AE(7) complement this by
providing that, in determining for tax purposes an appropriate
allocation of a taxpayer's income and expenses to a PE, regard be had,
inter alia, to the internationally accepted arm's length principle and to
the circumstances that might be expected to have existed if the PE
were a separate entity dealing at arm's length with other parts of the
taxpayer entity (paragraph 99).

19. The extent to which regard is to be had to the arm's length
principle for the purposes of subsections 136 AE(4)-(6) is restricted by
the confines imposed by the single entity approach, and the limitation
that, in this context, the arm's length principle is used only as a
reference for the purposes of allocating, between parts of a taxpayer,
income in fact derived, or expenditure in fact incurred, by the taxpayer
(paragraph 100).

The interaction between subsection 136AE(4) and Australia's
Double Taxation Agreements

20. In considering the application of subsection 136AE(4), the terms
of any relevant Double Taxation Agreement must also be considered.
The Commissioner of Taxation may apply the provisions of Division
13 and/or the treaty provisions. In the event of any inconsistency, the
treaty provisions will prevail unless the treaty itself provides for
domestic law to apply (paragraphs 101-107).
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The interaction between subsection 136AE(4) and subsection 51(1)

21. It will not be necessary to consider applying subsection
136AE(4) for the purpose of denying or reducing a deduction claimed
under subsection 51(1) if no deduction is in fact allowable under
subsection 51(1). This may either be because the relevant
expenditure, or part of it, was incurred other than for the gaining or
production of a taxpayer's assessable income or in carrying on a
business for that purpose, or because it was capital, private or
domestic expenditure or incurred in producing exempt income
(paragraphs 108-112).

22. Subsection 136AE(4) may need to be invoked as an alternative
basis upon which to support the disallowance of a deduction under
subsection 51(1) if:

(a) there is some doubt about the operation of subsection
51(1) in the particular circumstances; and/or

(b) the facts indicate profit shifting from Australia has
occurred through an allocation of a taxpayer's expenses to
a PE that is inconsistent with the arm's length principle

(paragraphs 111-113).

23.  Where expenditure is otherwise deductible under subsection
51(1), subsection 136AE(4) can apply to allow an adjustment to be
made to the amount of that expenditure, where the conditions for its
application have been satisfied (paragraph 114).

Outline of the basic concepts

24. Subsection 136AE(4) applies, for a taxpayer other than a
partnership or trustee, to deem, 'for all the purposes of [the ITAA]',
income as derived from, or expenditure as incurred in deriving income
from, a source or sources as determined by the Commissioner, if all of
the following conditions are satisfied:

(a) the taxpayer is either:

(i)  aresident carrying on a business outside Australia at
or through a PE; or

(i) anon-resident carrying on a business in Australia at
or through a PE;

(b) aquestion arises as to whether either:

(i) income derived by the taxpayer has a source in or
out of Australia; or
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(1)) expenditure of the taxpayer is incurred in deriving
income from sources in or out of Australia;

(c) none of subsections 136AE(1), (2) or (3) apply to
determining that question;

(d) that question, if determined on the basis of the return
furnished by the taxpayer, would have a tax result more
favourable to the taxpayer than if the question were
determined under subsection 136AE(4); and

(e) the Commissioner considers that the income or
expenditure is attributable in some part to activities of the
PE.
(paragraphs 115-117).

25.  Subsection 136AE(7) provides that, in making a determination
under section 136AE, the Commissioner must consider:

(a) the nature and extent of the business carried on by the
taxpayer and where it is carried on;

(b) the circumstances that would have, or might reasonably be
expected to have, existed if the PE were a separate entity
dealing at arm's length with the taxpayer and other
persons; and

(c) other matters considered relevant
(paragraph 118).

Paragraph 136AE(4)(a)

26. It is not a purpose of this Ruling to consider in detail the
meaning of the terms and expressions 'taxpayer', resident', 'carries on a
business' and 'permanent establishment' as used in paragraph
136AE(4)(a). By way of general guidance:

(a) subsection 136AE(4) applies to a 'taxpayer' (see
paragraphs 25 and 211-213 of TR 94/14) who is an
individual or a company (paragraphs 119-120);

(b)  whether a taxpayer is a 'resident' or 'non-resident' is
determined by applying the definition of 'resident' in
subsection 6(1) (paragraphs 121-122);

(c) the expression 'carries on a business' has its ordinary
meaning (paragraph 123);

(d) the words 'at' and 'through' both connote that the business
carried on is attributable to, or results from, the activities
of the PE (paragraph 128);
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(e) the term 'permanent establishment' is defined in subsection
6(1), as being 'a place at or through which the person
carries on any business'. Division 13 provides an extended
definition of 'permanent establishment' in subsection
136AA(1) (paragraphs 124-126);

(f)  paragraph (b) of the definition of 'permanent
establishment' in subsection 136AA(1) will include
situations in which an entity has its property processed or
manufactured on its behalf by another entity, irrespective
of the nature of the actual business arrangement and
dealings between the two (paragraph 126);

(g) the definition of 'permanent establishment' in any
applicable Double Taxation Agreement must also be
considered (paragraph 127).

Paragraph 136AE(4)(b)
The meaning of 'a question arises’

27. The test of whether either of the questions referred to in
paragraph 136AE(4)(b) 'arises' is whether the particular factual
situation of a taxpayer means that the question must be answered for
the Commissioner to make a proper assessment of tax payable by the
taxpayer. The answer to the question must therefore be relevant either
to determining taxable income or matters such as entitlement to credits
or rebates (paragraphs 129-135).

The meaning of 'any income derived by the taxpayer'

28. Subsection 136AE(4) adheres to the single entity approach and
authorises only the allocation of income in fact derived by a taxpayer.
The application of subsection 136AE(4) cannot create a derivation of
income from a dealing between parts of an entity, or determine the
timing of derivation of the entity's income that is to be allocated
(paragraphs 138-140).

The meaning of 'derived from sources in Australia or sources out of
Australia’

29. The geographical source of income, other than for those specific
types of income for which the ITAA prescribes a source, is determined
by taking a practical commercial view as to the real or actual origin of
the income according to the facts and circumstances of a particular
situation (paragraphs 143-150).
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30. Where income arises from the carrying on of a business, the
source of that income is determined by where the activity or activities,
from which the income in substance arises, take place (paragraphs
146-147).

31.  Where the essence of a business is a series of activities which
together result in the derivation of income, then the source or sources
of that income are determined by where the activities that are
considered to be significant contributing factors to the derivation of
the income take place. If activities that take place both in and out of
Australia are significant contributing factors to the derivation of an
item of income, then that income must be apportioned between
sources in and sources out of Australia (paragraphs 148-150).

The meaning of 'any expenditure incurred by the taxpayer’

32.  Expenditure to which subsection 136 AE(4) applies encompasses
all losses and outgoings that may be an allowable deduction under a
provision of the ITAA, including all losses and outgoings deductible
under subsection 51(1) (paragraphs 151-152).

33. The word 'incurred' refers to expenditure in fact incurred by the
taxpayer. The single entity approach means that a dealing between a
PE and its head office or another PE cannot create a liability, charge or
payment which is 'expenditure incurred' or a deduction allowable
under the ITAA. It follows that:

(a) adeductible amount cannot include a profit mark-up
created by a charge between the PE and another part of the
entity that is in excess of the expenditure actually incurred
by the entity;

(b) nothing that occurs between the PE and another part of the
entity with respect to discharging the liability for that
expenditure can increase, reduce or in any way alter the
amount deductible; and

(c) the timing of deductibility is determined by when the
expenditure to be allocated to the PE is incurred by the
entity, not by when any charge or payment in connection
with that expenditure is made between the PE and another
part of the entity;

(paragraphs 153-156).
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The meaning of 'is incurred in deriving income from sources in
Australia or sources out of Australia’

34. A PEis to be allocated that amount of the entity's expenditure,
whether incurred through the PE itself or another part of the entity,
that is incurred in deriving income allocable to the PE or is incidental
and relevant to the business activities the entity carries on through the
PE (paragraphs 162-163).

35.  Where it is not possible or practicable to precisely determine
the extent to which an item of expenditure is incurred in deriving
income from a particular source, a practical method of apportionment
that results in a reasonable and appropriate dissection in the particular
circumstances is normally acceptable (paragraphs 164-166).

Paragraph 136AE(4)(c)

36. Paragraph 136AE(4)(c) ensures that there is no overlap between
the operation of section 136AD and subsections 136 AE(4)-(6), in the
sense that the same item of income or expenditure cannot be subject to
reallocation under both sets of provisions (paragraphs 168-171).

Paragraph 136AE(4)(d)

37. The condition in paragraph (d) reflects an intention that a
determination be made under subsection 136AE(4) where profit
shifting, effected by an allocation by a taxpayer of income or expenses
to a PE, results in the taxpayer's liability to Australian tax being less
than it would be if the allocation were to be made in accordance with
the subsection (paragraphs 172-174).

38. This does not mean that a tax avoidance purpose must be
identified before a determination can be made under subsection
136AE(4) (paragraph 175).

39. The term 'tax result' refers to the amount of Australian tax
payable by the taxpayer. The tax result is 'more favourable' to the
taxpayer if less tax is payable on an assessment of the taxpayer, either
for the year of income to which the relevant return relates, or for a
different year. The 'return' which is relevant is that furnished for the
year of income in which income to be allocated is derived, or in which
expenditure to be allocated is incurred (paragraph 176).

40. Where no return has been furnished for that year, paragraph
136AE(4)(d) means that no determination under subsection 136 AE(4)
can be made. If the taxpayer is in default in not furnishing the return,
the Commissioner can make a default assessment under section 167 of
the ITAA. The making of such an assessment does not require the
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application of Division 13. However, in making any such assessment
the Commissioner would in practice seek to apply principles which are
as consistent as possible with those prescribed in subsections
136AE(4) and 136AE(7) (paragraph 177).

Paragraph 136AE(4)(e)

41. Paragraph 136AE(4)(e) means that subsection 136AE(4) applies
only if the facts support a conclusion that the whole or some part of
the income or expenditure referred to in paragraph 136AE(4)(b) is
'attributable' to the activities of the PE referred to in paragraph
136AE(4)(a) (paragraph 178).

42. For the purposes of paragraph 136AE(4)(e) the word
'attributable' means 'owing to', ‘produced by' or 'resulting from', and
connotes a contributory causal connection between the income or
expenditure and the activities of the PE. The principles for
determining whether income is in any part 'attributable' to the
activities of a PE are essentially the same as those for determining
whether those activities are in any part a 'source' of that income.
Expenditure is attributable to activities of a PE if it is incurred in
deriving income attributable to activities of the PE or is incidental and
relevant to those activities (paragraphs 179-181).

Result of the application of subsection 136AE(4)

Determination under subsection 136AE(4) as to source of income or
apportionment of expenditure

43. A determination under subsection 136AE(4) as to the source of
income or the apportionment of expenditure is made after having
regard to certain prescribed matters, such as notional arm's length
circumstances, that would not be taken into account in determining
source or apportioning expenditure in the absence of subsection
136AE(4). It follows that the outcome of determining a matter under
subsection 136 AE(4) may differ from that if the same matter were
determined under common law principles or other provisions of the
ITAA (paragraphs 184-192).

A determination under subsection 136AE(4) applies 'for all
purposes of the ITAA'

44. For an Australian resident taxpayer, a determination made under
subsection 136 AE(4) as to the source of income applies for the
purposes of provisions such as, for example, section 23AH ('foreign
branch income' exemption) and subsection 160AF(1) (foreign tax
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credits). A determination as to the extent to which expenditure is
incurred in deriving income from a particular source may be relevant
in particular under provisions such as subsection 51(1), and sections
79D and 160AFD (foreign losses) (paragraphs 133-134; 193-195).

45. For a non-resident taxpayer, a determination as to the source of
income is especially relevant under paragraph 25(1)(b) in determining
assessable income, and for the deductibility of expenditure under
provisions such as subsection 51(1), which require a connection
between the expenditure and assessable income (paragraphs 135,
194).

Requirements for a valid determination
46. In making a determination under subsection 136 AE(4):

(a) the Commissioner must have satisfied himself that each of
the preconditions in paragraphs (a) to (e) of subsection
136AE(4) is satisfied;

(b) the Commissioner must have had regard to the matters
prescribed in paragraphs (a) to (c) of subsection 136AE(7);
and

(c) the determination needs to be supported by sufficient
relevant facts and information to demonstrate that an
informed and reasonable decision has been reached in the
circumstances of the case;

(paragraphs 196-199).

Subsection 136AE(7): relevant matters in determining source
under subsection 136AE(4)

47. Where subsection 136AE(7) applies for the purposes of making
a determination under subsections 136AE(4)-(6), it operates subject to
the need to adhere to the single entity approach; regard is had to the
matters in paragraphs 136AE(7)(a) (b) and (c) only to the extent to
which they produce an allocation of income in fact derived or
expenditure in fact incurred by a taxpayer (paragraph 201).

48. The matters specified in paragraphs 136AE(7)(a) (b) and (c)
must be considered together in arriving at a proper allocation under
subsection 136AE(4). The relative weighting to be given to a
particular matter will depend upon the circumstances of each case.
None of the matters is, of itself, determinative of the proper amount to
be allocated (paragraph 202).
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Paragraph 136AE(7)(a)

49. The object of paragraph 136AE(7)(a) in the context of
subsection 136AE(4) is to ensure that the income and expenditure of a
MNE is allocated between its parts in a manner taking account of the
contributions that activities carried on through each part made to
generating that income and expenditure. In considering the degree of
connection between the relevant item of income or expenditure and
the business activities carried on at a particular place, regard should be
had, inter alia, to:

(a) the activities or functions performed in each country;

(b) the economic value of the contribution made by each of
those activities or functions;

(c) the assets and skills employed in each country; and

(d) the degree and nature of any business or financial risks
borne by the various parts of the taxpayer entity;
(paragraphs 204-205).

Paragraph 136AE(7)(b)

50. This paragraph prescribes the internationally accepted arm's
length principle as one of the criteria to be considered in determining
the amount of an entity's income and expenses that are to be allocated
to a PE. The arm's length principle is predicated upon what
independent entities dealing at arm's length might reasonably be
expected to do in comparable circumstances (paragraphs 206-207).

Interaction of arm's length principle and single entity approach

51.  Adherence to the single entity approach means that the amounts
of income and expenditure to be allocated to a PE under subsection
136AE(4) must be an allocation of some part of the actual income and
expenditure of the entity as a whole. It is only within this framework
that regard is to be had to the arm's length principle laid down in
paragraph 136AE(7)(b). Subsection 136AE(4) and paragraph
136AE(7)(b) do not base the allocation of income and expenses
between a head office and a PE on applying an absolute, unrestricted
arm's length principle. Allocations of income and expenditure under
subsection 136 AE(4) can be made by having regard to the arm's length
principle only to the extent that this is compatible with the fact that the
taxpayer is one single legal and economic entity. Accordingly, a
consideration of the arm's length principle under paragraph
136AE(7)(b) cannot result in the creation, for tax purposes, of income
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or expenditure which has not in fact been derived or incurred by a
taxpayer (paragraphs 208-214).

Meaning of 'the circumstances that would have, or might
reasonably be expected to have, existed’

52. The extent and nature of the 'circumstances' to which paragraph
136AE(7)(b) refers, and to which weight can be given in making an
allocation under subsection 136AE(4), is effectively limited in a
particular case by the need for those circumstances to produce an
outcome which is consistent with the single entity approach.
Accordingly, an allocation made under subsection 136AE(4) in a
particular case will not necessarily reflect all of the 'circumstances'
which might ordinarily pertain to an arm's length dealing between
actual separate legal entities (paragraphs 215-216).

53. Subject to this limitation, the 'circumstances' referred to will in
general be those relevant to the pricing, terms and conditions of a
comparable dealing between independent entities dealing at arm's
length. These circumstances will be reflected in an outcome in
relation to the pricing, terms and conditions of the dealing which:

(a) is comparable with that which would result from real
bargaining between independent parties; and

(b) properly reflects commercial and market realities, and the
relative economic value of the contribution made by the
parties, in terms of the functions performed, assets and
skills used, and risks assumed;

(paragraph 217).

54. Having regard to the 'circumstances' that would or might be
expected to have existed in an arm's length situation calls for a broader
consideration than just looking at what might have been an arm's
length price for a dealing between a PE and its head office. Paragraph
136AE(7)(b) permits the reconstruction of an internal dealing so that
the dealing in its entirety accords with what independent parties
dealing at arm's length might be expected to have entered into in
comparable circumstances. Regard may then be had to the pricing,
terms and conditions which might be expected to have applied to the
dealing as so reconstructed (paragraphs 218-220).

55. What is a 'reasonable expectation' is a question of degree which
requires a prediction of sufficient reliability for it to be regarded as
reasonable (paragraph 221).
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Having regard to profit mark-ups in the pricing of internal dealings

56.  Where income derived through one part of an entity is to any
extent attributable to activities carried on through another part, then
for the purpose of allocating that income, regard may be had to an
arm's length charge between the relevant parts of the entity which
includes a profit mark-up, in the sense that the charge can exceed the
costs of performing the activities (paragraphs 222-227).

57. Where activities are performed by one part of an entity for
another, but no portion of any income derived by the entity is regarded
as attributable to those activities, then only the actual amount of
expenditure incurred in performing the activities is allocated to the
other part of the entity. In making this allocation, regard may not be
had to a charge between the relevant parts of the entity which includes
a profit mark-up, even if such a mark-up might be expected to have
been included in a charge for comparable activities in an arm's length
dealing between independent parties (paragraphs 228-230).

58. It may be an acceptable outcome of the application of arm's
length pricing to an internal dealing in some circumstances for one
part of an entity to be allocated an amount of income which exceeds
expenditure allocated to it (i.e. a profit), whilst another part is
allocated expenditure in excess of income (i.e. a loss) (paragraph
282).

Recognition of charges such as 'interest' or ' royalties' between
parts of an entity

59. Notional charges such as 'interest' or 'royalties' made between a
head office and PE for funds transferred or intangibles used are only
recognised for the purpose of allocating to the head office or PE
amounts of actual expenditure incurred by the MNE in the form of
payments of interest or royalties to third parties (paragraphs 231-
234).

60. For financial enterprises, the charging of an arm's length rate of
interest on funds transferred in the ordinary course of business
between a PE and another part of the entity may be accepted as
ordinarily achieving an appropriate allocation of actual interest income
and expenditure of the entity (paragraph 235).

Practical application of subsection 136AE(4) and paragraph
136AE(7)(b) requires a commercially realistic approach

61. As paragraph 136AE(7)(b) gives notional recognition to an
internal dealing involving a PE only for the purpose of allocating the
actual income or expenditure of an entity, it is strictly necessary that
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the internal dealing be traced to an identified dealing between the
entity and a third party, because it is only through such a dealing that
actual income or expenditure arises (paragraphs 236-237).

62. The circumstances of a taxpayer's situation may mean that such
tracing is not possible or practicable. It is then necessary, in allocating
an entity's actual income or expenditure by reference to a notional
arm's length amount imputed to an internal dealing, to have regard to
what, as a matter of commercial reality, the relationship between the
internal dealing and a related dealing with a third party might
reasonably be expected to be (paragraphs 238-242).

Methodologies for having regard to the arm's length principle in
allocating income to a PE

63. In having regard to the arm's length principle in allocating
income to a PE under subsection 136AE(4), it is appropriate to use
one of the internationally accepted methodologies for applying that
principle, i.e. a comparable uncontrolled price (CUP), cost plus or
resale price method, or any other method that is reasonably capable of
achieving a result which is consistent with the principle. The outcome
of the use of these methodologies is one factor to be taken into
account, along with the other matters in paragraphs 136 AE(7)(a)-(c),
in making a proper allocation of some part of the entity's actual
income to the PE (paragraphs 244-246).

64. The method or combination of methods that provides the highest
degree of comparability with how independent entities dealing at arm's
length would have allocated the relevant income, and that can be
effectively applied to a particular situation, is the most appropriate,
and hence preferred, method (paragraph 250).

65. A functional analysis of an entity may form the basis for
determining comparability with an arm's length outcome. Such an
outcome is one that closely reflects commercial and economic reality
and the relative economic value of the contributions made by activities
carried on through different parts of the entity. A functional analysis
would examine the overall relationship between parts of an entity, in
terms of the functions performed, the assets and skills used and the
degree and nature of any business or financial risks involved in the
process of deriving the entity's income. The analysis would also
ascertain in what capacity functions are performed (e.g. whether as
principal or as agent) (paragraphs 248-249).

66. As paragraph 136AE(7)(b) authorises a notional recognition of
dealings between parts of an entity, a CUP, cost plus or resale price
method may be used to determine what a notional arm's length
consideration might be for such a dealing, for the purpose of having
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regard to the arm's length principle in allocating income of the entity
between those parts (paragraph 251).

67. In appropriate circumstances, an arm's length profit split
between parts of an entity, of profit it derives from a series of
activities, may be made in proportions based on a functional analysis
of the entity and the economic value contributed by those parts to
deriving the profit. The outcome may be used in having regard, under
paragraph 136AE(7)(b), to an arm's length allocation between the
parts of the entity of the income and expenses that are attributable to
the activities (paragraphs 252-257).

68. In order to appropriately allocate income actually derived by an
entity by reference to an arm's length pricing of a dealing between
parts of the entity, it is strictly necessary to trace the internal dealing to
a related dealing between the entity and a third party, and to take into
account the pricing of that dealing and the factors or circumstances
affecting that pricing (paragraphs 258-259).

69. Where the circumstances of a taxpayer's situation mean that such
tracing is not possible or practicable, it will be necessary, in allocating
income by reference to the pricing of the internal dealing, to have
regard to what the pricing of a related dealing with a third party might
reasonably be expected to be, and to the factors that might reasonably
be expected to be taken into account in determining that pricing
(paragraphs 260-261).

Allocating expenditure to a PE

70.  Where subsection 136AE(4) is applied to allocate to a PE
expenditure incurred by an entity in performing activities for the
benefit or the purposes of the PE, then the amount to be allocated is
the actual total costs of performing those activities (paragraph 263).

71.  As the allocation is limited to actual costs, to have regard under
paragraph 136AE(7)(b) to a price for an internal dealing which results
from the use of the CUP, cost plus, resale price, or any other method
which incorporates a profit element into that price, will not produce an
allocation of expenditure which is authorised by subsection 136AE(4)
(paragraphs 264-265).

72.  Where subsection 136AE(4) is applied to allocate to a PE the
whole or a part of expenditure incurred by an entity in a dealing with a
third party, then the actual amount paid or payable to the third party
forms the basis for the amount to be so allocated (paragraph 266).

73. The circumstances of a taxpayer's situation may mean that it is
not possible or practicable to relate an internal dealing to a particular
third party dealing. It is then necessary to accept an approximation of
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the actual expenditure for the purposes of its allocation under
subsection 136AE(4), by having regard to what the pricing of the third
party dealing might reasonably be expected to be (paragraphs 267-
268).

Paragraph 136AE(7)(c)

74. Paragraph 136AE(7)(c) permits regard to be had only to matters
relevant either to determining the source of income or to determining
the extent to which expenditure is incurred in deriving income from a
particular source. These will in general be matters relevant to the
operation of the principles for determining source or attribution, such
as the common law principles or any rules in any applicable Double
Taxation Agreement (paragraphs 283-284).

75.  When applying subsection 136AE(4), other relevant matters
under paragraph 136AE(7)(c) will include any matter which needs to
be taken into account to ensure that the allocation is of an entity's
actual income and expenses (paragraph 285).

Timing issues associated with the derivation of income and the
incurring of expenditure to be allocated under subsection
136AE(4)

76. Income or expenditure does not become subject to allocation
under subsection 136AE(4) until such time as it is derived or incurred
in accordance with the principles that determine the timing of income
derivation or the incurring of expenditure. Those principles are as
applied independently of subsection 136AE(4), and nothing in
subsections 136 AE(4) or 136AE(7) alters such principles (paragraph
286).

77. Income is only derived by an entity at the time when an amount
is derived from a dealing with a third party, not at the time of a dealing
between parts of the entity. Similarly, expenditure is incurred when an
amount is incurred in a dealing with a third party, not when any charge
or payment in connection with that expense is made between parts of
the entity (paragraphs 287-288).

78. If it can be established that an internal dealing and a related
dealing between the entity and a third party take place in the same
income year, then any period between the two dealings has no
practical implications for the timing of derivation of income or
incurrence of expenditure that is to be allocated under subsection
136AE(4) by reference to the internal dealing (paragraph 290).

79. If it can be established that the internal and third party dealings
take place in different income years, then whilst the amount to be
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allocated is determined by having rega