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Taxation Ruling

Income tax: application of Division 13 of Part
[11 (international profit shifting) - some basic
concepts underlying the operation of Division
13 and some circumstances in which section
136AD will be applied

This Ruling, to the extent that it is capable of being a "public ruling in
terms of Part IVAAA of the Taxation Administration Act 1953, is a
public ruling for the purposes of that Part. Taxation Ruling TR 92/1
explains when a Ruling is a public ruling and how it is binding on the
Commissioner.

[Note: This is a consolidated version of this document. Refer to the
Tax Office Legal Database (http://law.ato.gov.au) to check its
currency and to view the details of all changes.]

What this Ruling is about

1. This Ruling is the first in a series of Rulings/Determinations
which will provide guidelines on the operation of Division 13 of Part
Il ("Division 13") of the Income Tax Assessment Act 1936 ("'the
ITAA") and the Associated Enterprises and Business Profits Articles
of Australia's double taxation agreements.

2. This Ruling provides guidelines on:

. some of the basic concepts underlying the operation of
Division 13; and

. some of the circumstances in which section 136AD of
Division 13 will be applied resulting in an arm's length
consideration being deemed in respect of transfers of
property under international agreements between separate
legal entities.

3. In broad terms, this Ruling provides guidance to taxpayers and
ATO staff, based on the principles contained within Division 13, to
assist them to price, for tax purposes, their international dealings,
particularly any international dealings between related parties so that
the right amount of Australian income tax and withholding tax is
payable. In providing these guidelines, it is not being suggested that
taxpayers must adopt the principles contained within Division 13 for
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any purpose unconnected with the calculation of their taxation
liabilities. Apart from the taxation implications, the legal rights and
obligations of the parties to such international dealings between non-
arm's-length parties will be unaffected.

4.  The guidelines provided in this Ruling are relevant to the supply
and acquisition of all forms of "property”. They apply primarily to
goods and other tangible assets, and only discuss in broad terms:

(@) the treatment of service fees, management fees,
administration fees, interest and other expense allocation
issues; and

(b)  the treatment of transfers of technology, trademarks and
other intangible assets and their royalty income flows,

which will be the subject of more detailed later Rulings.

5. 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
(also see paragraphs 184 - 186).

6. It is not the purpose of this Ruling to deal with matters already
explained in TR 92/11 ("Application of the Division 13 transfer
pricing provisions to loan arrangements and credit balances").

7. This Ruling is stated in relation to dealings between separate
legal entities, with a particular focus on dealings between companies,
and does not address dealings between different parts of the same
legal entity (e.g. branch offices, divisions and permanent
establishments of a single legal entity). While the main focus of the
Ruling is in respect of companies, the same principles apply where
individuals, partnerships and trusts engage in dealings with separate
legal entities. Where the word "associate™ has been used in examples
in the Ruling, this has been done for ease of explanation and should
not be interpreted as implying that Division 13 cannot be applied
unless companies are associated in some way (see also paragraphs
274 - 283).

8. In providing these guidelines, there is no intention of laying
down any conditions to restrict officers in the exercise of any
discretion. Each case must be decided on its merits.

Date of effect

9.  This Ruling sets out the current practice of the Australian
Taxation Office and is generally not concerned with a change in
interpretation. It therefore applies to years commencing both before



Taxation Ruling

TR 94/14

FOI status may be released page 3 of 125

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

Ruling

History behind the introduction of Division 13 and adoption
within it of the ""arm’s length principle™

10. The legislative purpose behind Division 13 is to ensure
Australia can counter "non-arm's length transfer pricing" or
"international profit shifting" arrangements in order to protect the
Australian revenue. It provides a mechanism by which Australia
adopts the internationally accepted "arm's length principle" for
taxation purposes as the basis for ensuring that Australia receives its
fair share of tax by adjusting profits by reference to the conditions
which would have existed between independent parties under
comparable circumstances (paragraphs 154 - 157).

11. Application of the arm's length principle requires that members
of multinational enterprises ("MNEs") be treated as operating as
separate entities rather than as inseparable parts of a single unified
business (“'the separate entity approach"”) (paragraph 158).

12. The application of the arm's length principle for the purposes of
Division 13 would have regard to: the economic value added by 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 income; in the same manner as independent parties would.

It should result in prices being charged or paid for the supply or
acquisition of goods and services, or assets of a capital nature, that
would have been charged or paid between unrelated entities for
comparable products under comparable circumstances (paragraphs
159 - 168).

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

13. Division 13 is structured to achieve its legislative purpose in
respect of non-arm's length dealings between separate legal entities by
focussing on basic mechanisms through which Australia may be
deprived of its fair share of tax through international profit shifting,
whether deliberate or not. It covers:

(@)  the underpricing of goods, services or other property
supplied by companies;
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(b)  the overpricing of goods, services and other property
acquired by companies; and

(c) the inappropriate allocation of global, headquarters or
other expenses against Australian income

(paragraphs 169 - 171).

14.  Unless specific provisions have been made (as in the case of
offshore banking) dealings between branches of the same entity or
between a branch and its head office are not recognised under
Australian general law or taxation law since under the general law an
entity cannot deal with itself or make a profit out of itself. This is
reflected in the concept of an "international agreement™ on which
section 136AD is based and in the specific reference in paragraph (b)
of subsections 136 AD(1), (2) and (3) to "two or more parties"”
(paragraph 172).

15.  Where international dealings between different parts of the same
entity are concerned, section 136AE of Division 13 allows for the
proper allocation of the appropriate part of the income, profits and
expenses between the Australian and foreign operations (paragraph
173).

16. The effect of making adjustments under Division 13 is that
amounts that otherwise would not be derived under section 25 can be
included in assessable income in accordance with the arm's length
principle. Division 13 enables such amounts to be determined as
having an Australian source or a foreign source, as appropriate. It
also enables a determination of the extent to which expenses properly
relate to the derivation of Australian income and the extent to which
they relate to the derivation of foreign income (paragraphs 174 - 176
and 412 - 419).

17.  The application of Division 13 will result in the adjustment for
taxation purposes of the actual consideration to an arm's length
consideration. The actual terms, conditions and prices agreed upon
between the parties is not affected for any other purpose (paragraphs
174 - 178).

The interaction between Division 13 and Australia's Double
Taxation Agreements

18. In considering the application of Division 13, the terms of any
relevant double taxation agreement must be considered.

The Commissioner 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 gives precedence to the
domestic law (paragraphs 184 - 186).
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The interaction between subsection 51(1) and Division 13

19. It may not be necessary to consider the application of Division
13 for the purpose of denying or reducing a deduction under
subsection 51(1) of the ITAA, in respect of an acquisition of property
under an international agreement, where the deduction, or the relevant
part of it, is not allowable under subsection 51(1) because it:

(@ was not incurred for the purpose of producing the
assessable income of the taxpayer - but for some other
purpose;

(b) is properly regarded as being incurred in producing the
income of another party; or

(c) was incurred in relation to the gaining or production of
exempt income

(paragraphs 187 - 199).

20.  Where the operation of section 51 is not clear cut, consideration
would need to be given to whether a determination should be made
under section 136AD:

(@) asan alternative basis upon which to support an
adjustment under subsection 51(1); or

(b)  to remedy the effect of profit shifting from Australia
resulting from non-arm'’s length transfer pricing,

where the preconditions for application of section 136AD have been
met (paragraphs 188 - 203).

21. Even where expenditure is not deductible under subsection
51(1) because it is incurred in deriving exempt income, Division 13
may still have to be applied to increase the amount of any exempt
income where it would reduce a carry forward loss and where the
preconditions for its application have been satisfied (paragraphs 197
- 199).

22.  Where expenditure is otherwise deductible under subsection
51(1), Division 13 can apply to allow an adjustment to be made to the
amount of that expenditure where the conditions for the application of
the Division have been satisfied (paragraphs 200 - 203).

Outline of the basic concepts

23. Section 136AD deems the consideration, in respect of the supply
or acquisition of property, to be equal to the arm's length
consideration, for "all purposes of the application of [the ITAA]" in
relation to a taxpayer, if all the following conditions have been
satisfied:
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(@) the "taxpayer" has either "supplied or acquired property"
under an "international agreement";

(b) the Commissioner is satisfied that, in respect of "the
agreement”, any "two or more of the parties were not
dealing with each other at arm’s length" in relation to the
supply or acquisition of property;

(c) the "consideration™ in respect of the supply or acquisition
of property was not the "arm'’s length consideration”, or
no consideration was received or receivable; and

(d) the Commissioner determines that the relevant subsection
should apply to the taxpayer in relation to the supply or
acquisition of property.

(paragraphs 204 - 206)

24. Section 136AD of Division 13 may be applied to any form of
cross-border dealing, where the dealing and the relevant consideration
are not at arm's length. This is achieved through the use of the
following terms, expressions and concepts, all of which have been
given extended meanings for the purposes of the Division:

(@ "supply" and "acquire” (paragraphs 214 - 216);

(b)  "supply of property™ and "acquisition of "property"
(paragraphs 217 - 222);

(c) "property" (paragraphs 223 - 238);

(d) "services" (paragraphs 229 - 237);

(e) "agreement" (paragraphs 239 - 266); and

(F)  "international agreement” (paragraphs 267 - 272).

The meaning of ""taxpayer" for the purposes of Division 13

25. The scope of Division 13 is subject to the doctrine of territorial
limitation. A "taxpayer" has to be read as a person or persons:

(@) whose income or profits or gains of a capital nature are
relevant in the context of ascertaining Australian taxation
liabilities (e.g. income tax or withholding tax) or losses;
or

(b) whois, oris deemed by law to be, an Australian resident
(including a company) or someone who has sufficient
economic connection with Australia such that the person
has derived Australian sourced income; or

(¢)  who would have derived income that would have been
liable to Australian tax or relevant to the calculation of
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carry-forward losses had the dealings by the person being
at arm's length

(paragraphs 211 - 213).

Supply or acquisition of property

26. The word "acquire™ in the context of Division 13, includes an
agreement to acquire and covers things not yet in existence as capable
of being acquired (paragraphs 214 - 216).

27. The expressions "supply of property"” and "acquisition of
property" include:

(@) sales, purchases, transfers and assignments of property;
(b) leasing, hiring, hire purchase of property;
(c) the supplying or obtaining of services generally;

(d) agift of property from one company to another or the
provision of services free of charge;

(e) the provision of property to, or the obtaining of property
from, a joint venture;

() anexchange of property (including an exchange of
property for services) as part of a barter or countertrade
arrangement;

(g) the conferring of any economic or commercial advantage
or benefit by way of credit, loan or guarantee facilities;

() any transfer of technology or knowledge of any economic
or commercial advantage between companies;

(1)  the granting of exclusive marketing rights in a particular
geographical area in respect of a product or service;

(J)  dealings in respect of property which is not yet in
existence; and

(k) anarrangement for a loan in which the terms of the loan
are clearly established, including agreement for the
payment of interest, and in respect of which the parties to
the arrangement either fail to pay or fail to demand
payment of the agreed interest

(paragraphs 214 - 219).

28. The supply or acquisition of property "in connection with an
agreement™ extends the range of matters to which Division 13 applies
and includes back to back deals, side deals or collateral arrangements,
and the indirect supply or acquisition of property through associates,
interposed entities or third parties (paragraph 220).
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29. Inthe context of Division 13, there must be a relevant
connection between the supply or acquisition of property and an
"international agreement” must exist. "A taxpayer" has to be either a
supplier or acquirer of property, but "the taxpayer" need not be the
only party to supply or acquire property in connection with the
"agreement”. Nor is there any requirement for "the taxpayer" to be a
party to the "agreement” in a formal sense (paragraphs 221 - 222).

The meaning of the term ""property"

30. In the context of Division 13, the term "property", when used in
conjunction with the terms "supply™ and "acquire™, means that the
expressions "supply of property” and "acquisition of property" can
refer to both the supply or acquisition of a discrete item of property
and the supply or acquisition of a number of items of property
(paragraphs 223 - 228).

The term ""property"" includes *'services™

31. The word "benefit” contained in the definition of "services"
encompasses anything that would bestow an economic or commercial
advantage which an independent entity might reasonably be expected
to pay for, or to obtain consideration for supplying. That is,
something that would assist a company's profitability or net worth by
enhancing, assisting or improving the company's income production,
profit making, the quality of its products, or which could result in a
reduction of expenses or otherwise facilitate the operations of the
company. A benefit (in the relevant sense) has to be reasonably
capable of being identified and valued and may be regarded as
something of economic or commercial value which an independent
entity might reasonably expect to pay for, or to obtain consideration
for supplying (paragraphs 229 - 237).

32.  The breadth of the terms used in the definition of "services",
means that Division 13 could potentially apply to arrangements
between companies relating to the use of, or the right to use, any
copyright, patent, design or model, plan, secret formula or process,
trade-mark, or the supply or acquisition of scientific, technical,
industrial or commercial knowledge or information. The supply of
commercial knowledge would include the use of marketing skills on
behalf of another entity and information would include the provision
of market or fashion trend information to another entity (paragraphs
229 - 237).

33. "Services" includes the provision of insurance cover, the
guarantee of a loan and a commitment to lend money (paragraph
237).
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34. In the context of Division 13, the term "property" includes:

(a)
(b)
(©)

(d)
(€)

(f)
(9)
(h)
(i)
)

(k)
0]
(m)

(n)

(0)
(p)

trading stock;
work in progress and other business inputs;

futures contracts, hedging agreements and forward sale
and purchase agreements;

cash and foreign exchange;

options, including the property in respect of which the
option is given;

the provision of finance (whether by loan, the provision
of credit or an advance or the purchase of commercial
paper), including the terms of any such provision;

debts, including the factoring and forgiveness of debts;

financial products, including newly developed and
developing financial products;

leases and licences, including the terms upon which a
lease or licence is made;

hire-purchase agreements, including the terms of any
such agreement;

the transport of any property or personnel;
service, management and administration fees;

the provision of services such as administration,
management, marketing, sales or distribution services by
head offices or companies within a group of companies to
other companies within the group;

intangible assets including their development and use and
their royalty income flows;

gifts of money or plant and equipment;

the manufacturing or processing of goods or materials
belonging to someone else

(paragraphs 223 - 238).

What is an ""agreement’* for the purposes of Division 13?

35. The term "agreement” is broad enough to include situations
where parties other than those directly involved with the supply or
acquisition of property are somehow involved or can influence the
outcome of the dealings between the parties directly involved
(paragraph 239 - 241).
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36. The word agreement contained within the expression
"agreement" is closest in nature to that of a contract between parties
but is not limited to its strict legal sense in Division 13. It can include
agreements:

(@) that are unilateral, in the sense that one party can provide
a benefit to another without obtaining any consideration;

(b)  where one party is acting under dictation; or
(c)  which are legally unenforceable
(paragraphs 242 - 244).

37. Anarrangement (and therefore an "agreement™) would exist if
the facts showed a course of dealing between the parties, even though
no formal agreement had been entered into and no legally enforceable
relationship was intended (paragraphs 245 - 247).

38. The word transaction is not limited to a single act or step but
includes a series of acts or steps (paragraphs 248 - 249).

39. The term understanding includes situations where the relevant
parties have a common view regarding the maintenance of a particular
state of affairs or the adoption of a course of conduct - whether or not
the state of affairs or course of conduct has been unilaterally created
or involves some element of mutual obligation (paragraphs 250 -
252).

40. The word scheme is used in the neutral sense of a plan or system
in the context of which property is supplied or acquired. It is not used
in the sense of a tax avoidance scheme and does not require the
demonstration of a purpose or object of avoiding Australian tax,
though that may well be the effect of a particular scheme (paragraphs
253 - 255).

41. Few, if any, non-arm's length dealings between companies
would be unable to be brought within the operation of Division 13
where independent parties could reasonably have been expected to
have sought greater remuneration or paid a lower cost in those
circumstances, there was evidence of the underpayment of Australian
income tax or withholding tax as a result of those dealings and the
other preconditions for the application of Division 13 have been
satisfied (paragraph 256).

42. An "agreement" may in some cases constitute only a single step,
one contract, or one arrangement. In other cases, an "agreement” may
comprise a number of steps, two or more contracts, two or more
arrangements or some combination of these which together form a
broader "agreement” (paragraph 257).

43.  Where only a part of the "agreement” involves the supply or
acquisition of property, this part will not be viewed in isolation but in
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the context of the broader arrangement, understanding or scheme
(paragraphs 258 - 259).

44. The provisions of Division 13 can be applied to a particular
transaction forming one part of a broader arrangement, understanding
or scheme or to a scheme within a larger scheme. However, due
consideration would have to be given to the existence of any broader
agreement, taking account of the legislative purpose behind Division
13 (paragraph 260).

45. Evidence of a course of conduct or a pattern of trading between
companies may be relied upon as evidence of the formation of an
"agreement” or its existence and its basic terms even though there may
be no evidence to show when, where by whom or in what particular
words such "agreement™ was made (paragraphs 261 - 262).

46. Where evidence of a course of conduct or a pattern of trading
between companies exists, and that pattern of trading is not consistent
with the arm'’s length principle and results in the underpayment of
Australian income tax or withholding tax, it could be expected that
Division 13 will be applied where all its preconditions for application
have been satisfied (paragraph 263).

47. More than one specific transaction may be covered by an
"agreement" and regard would have to be given to other factors which
would indicate what independent parties dealing at arm's length with
each other might reasonably be expected to have done in comparable
circumstances (paragraphs 264 - 265).

48. Where a company is involved in two or more separate and
distinct "agreements", and each "agreement" is entire in itself and
unrelated to any other "agreement”, Division 13 would have to be
considered in the context of each or any of these separate and distinct
"agreements” (paragraph 266).

Provision of property under an *"international agreement"’

49. The existence of an "international agreement” is essential to the
operation of section 136AD. An "international agreement” can in
very broad terms be described as dealings between separate legal
entities involving the supply or acquisition of property across
international borders. The table at paragraph 272 lists all the basic
combinations covered by the concept of an "international agreement”.
However, regard must also be had to the possible existence of "back to
back" deals, side deals or other collateral arrangements, which may
involve interposed entities and may have the effect that, in the context
of broader "agreements”, onshore dealings may be covered by the
concept, as well as dealings between offshore parties (paragraphs
267 - 272).
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Not dealing with each other at arm's length

50. In the context of Division 13, the expression "any connection
between" is not dependent upon the existence of control or share
ownership. Without limiting the scope of the expression, it would
include:

(@) adirect or indirect shareholding in one company by
another company;

(b) the common ownership of companies even though there
may be no direct or indirect shareholding between the
subsidiaries;

(c) the ability of one company to obtain an interest in another
company through:

(i)  anexisting option agreement;
(i)  the fact that convertible notes are held,;
(iii)  the ownership of convertible preference shares;
(d) the existence of common directors;
(e) the existence of common executives; and
() involvement in a cartel
(paragraphs 273 - 277).

51.  Without in any way limiting the width of the expression "any
other relevant circumstances,” in the context of Division 13 the
expression would include, for example, the existence of:

(@) amarket sharing agreement or agreement not to enter a
particular market;

(b) any back to back or collateral arrangements or side deals;
and

(c) anincome sharing agreement that does not properly
reflect the contributions of the parties

(paragraphs 278 - 283).

52. Paragraph (b) of subsections 136AD(1) - (3) focuses on the type
of dealing between the parties rather than merely on the relationship
between them. Hence, the presence or absence of such matters as
those listed in paragraph 50 above will not necessarily be
determinative of whether or not any of the parties to an "agreement"
were dealing at arm's length with each other (paragraphs 277 and
284 - 286).
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53. It will be relevant to consider whether the outcome of dealings
between the relevant parties is a matter of real bargaining, in terms of
the consideration that passed between them as a consequence of their
dealings, and the overall manner and effect of what the parties did, for
the purposes of determining whether or not they were dealing at arm's
length with each other (paragraphs 284 - 289).

54.  The use of the concept of "arm's-length consideration™ in
Division 13 is modelled on the arm's length principle. This principle
is in turn modelled on notions of comparison and predication about
what independent parties dealing at arm's length either did or might
reasonably be expected to have done in the taxpayer's circumstances.
This necessarily involves consideration be given to the outcome of the
dealing. It is not confined to an examination of process, though
process is also relevant (paragraph 289).

55. Real bargaining between related parties could be expected to be
achieved where the conditions in which the bargaining is undertaken
are similar to those that would exist between unrelated parties dealing
at arm’s length. The view has been expressed by the OECD that
conditions for arm's length dealings are sometimes fulfilled by
members of company groups where "the members have a considerable
amount of autonomy so that they can and often indeed do bargain with
each other in a manner similar to that of independent entities”. We
would go further and add that where such conditions do exist, failure
by the members to exercise that autonomy and operate as separate
profit centres, would be unlikely to lead to a result that is consistent
with the arm's length principle (paragraph 290).

56. Relevant factors in determining whether the relevant parties
were dealing at arm's length with each other would include those

matters referred to in paragraphs 291 and 292 (paragraphs 291 -
292).

57. The fact that the parties to an "agreement"” are under common
control raises an issue of whether the parties were not dealing at arm's
length with each other. However, other factors such as pricing and the
terms and conditions of the "agreement"” may be enough to overcome
this concern, if they show that the "agreement™ was concluded on the
basis of arm's length dealing, i.e. on rates available on the open market
to the world at large and the normal terms of trade available to those
parties in the relevant market were adopted. The Commissioner needs
to be satisfied that all aspects of the relevant agreement can be
explained by reference to ordinary commercial dealings and real
bargaining, and that there is nothing that can be explained only by
reference to a special relationship between the parties that indicates
acquiescence or a facade (paragraphs 284 - 297).
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58. A strong market position may enable one entity to negotiate
from a position of strength, such that the parties with whom it deals
cannot negotiate their desired outcomes. Where this results from the
particular dynamics of the market it does not justify a conclusion that
there was an absence of real bargaining (paragraph 298).

59. In order to show that real bargaining occurred in respect of
dealings between related parties, it would be expected that the parties
would have brought into existence during the negotiation phase the
type of documentation independent parties dealing at arm's length
would have used in comparable circumstances (paragraph 299).

60. The documentation and information held by taxpayers needs to
be sufficient to enable an effective assessment of compliance with the
arm's length principle (paragraph 299).

61. The mere fact that any two or more of the parties to an
agreement are associated or are "connected"” will not necessarily be
determinative in concluding that they were not dealing at arm's length
with each other (paragraphs 300 - 302).

The meaning of consideration received or receivable, or given or
agreed to be given

62. The word "consideration”, in the context of Division 13, should
be construed as a reference to anything of value that actually passes
between the parties, or that was agreed to pass as payment for the
supply or acquisition of property (paragraphs 303 - 306).

63. Inview of the context in which the word "consideration”
appears in Division 13, claims that:

(@) aparent company receives immediate and adequate
compensation in the form of an increase in the value of
the shares it holds in a subsidiary;

(b) aparent company is likely to receive an increased flow of
dividends from a non-resident subsidiary, the likely
increase being adequate compensation; or

(c) anon-resident subsidiary is in the practice of paying
dividends approximately equal to its after tax profits, and
consequently, there has therefore been no profit shifting,

will not be accepted as forming any part of the "consideration
received or receivable” by a parent company for "property" supplied
to the subsidiary (paragraphs 306 - 309).
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Arm'’s length consideration

64. The arm's length consideration should be consistent with the
consideration that would arise as a result of real bargaining between
independent parties (paragraphs 310 - 313).

65. The incurring of expenditure is not a measure of, or a substitute
for, the arm'’s length consideration. The quantum of the expenditure
incurred is but one factor (and in some cases a very important factor)
to take into account in ascertaining the arm’s length consideration
(paragraph 314).

66. Implicit in the concept of the "arm's length principle™ and of the
expression "arm's length consideration” used in Division 13 is the
notion that independent parties who were dealing at arm's length
would each compare the options realistically available to them and
seek to maximise the overall value of their respective entities from the
economic resources available to or obtainable by them. In this regard,
all the matters referred to in paragraph 315 would be
relevant.(paragraphs 315 - 316).

67. The matters in paragraph 315 are also relevant in terms of
paragraphs 136 AA(3)(c) and (d) in determining the consideration that
might reasonably be expected to have been set by independent parties
dealing at arm'’s length with each other, regardless of the methodology
that is sought to be applied (paragraphs 315 - 316).

68. The appropriate arm's length consideration should reflect
commercial and market realities, would have regard to the nature of
competition and the nature of business (ie. what it means to compete
and what it means to carry on business) whereby it would generally be
expected that entities would seek to:

(@) maximise the consideration received in respect of the
supply of property;

(b)  minimise the consideration to be given in respect of the
acquisition of property; and

(c) be adequately rewarded for the activities carried out so as
to be commercially viable

(paragraphs 317 - 318).

69. The generalisation in paragraph 68 needs to be tempered with a
recognition that, for legitimate commercial reasons, companies may
sometimes reduce prices to gain market share or move surplus stocks
or secure reliable long term distribution outlets. In such cases regard
should also be had to paragraphs 139 - 141 below,(paragraphs 317 -
318).

70. The ATO accepts that it could not reasonably be expected that a
company would achieve the same level of profit margin in countries
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where there is government intervention through pricing controls or
other price regulation mechanisms that are impacting on company
profits as the company would achieve in an unregulated market.

This assumes that there is reliable evidence that the market price
would be higher if such controls or regulatory mechanisms were not in
place (paragraph 319).

71.  The views that members of company groups need only:

(@) cover their variable costs and make some contribution to
fixed costs; or

(b)  return a profit, however marginal, from their activities,

are not accepted. The "arm's length principle™ and the expression
"arm's length consideration” are not predicated on the basis of whether
variable costs may or may not have been covered or whether any
particular level of profits has been attained but rather are based on an
objective determination of the consideration that might reasonably be
expected to have arisen had the parties to the dealings been
independent parties dealing at arm's length (paragraph 320).

72. If the way an "agreement" was entered into or was priced can
only be explained by reference to some special relationship not able to
be explained by reference to normal commercial dealings, the
"agreement” will not be consistent with the "arm's length principle” if
the outcome is not an arm's length price (paragraph 321).

73.  Determining the relevant arm's length consideration involves a
practical weighing of the functions performed or to be performed, the
assets and skills used or available for use, the degree and nature of
risks involved and/or to be rewarded, the business strategies being
pursued and the market and economic context in which the relevant
parties are operating (paragraph 322).

74.  The determination of the arm's length consideration involves an
element of judgment and is not a precise science. Accordingly,
taxpayers and ATO auditors need to approach cases with a degree of
flexibility and commonsense, having regard to business and market
realities. There will often be a range of comparable prices and
taxpayers and ATO auditors need to establish the most appropriate
point in the range having regard to the facts and circumstances of the
particular case (paragraph 323).

75. The view that because certain arrangements are common
between companies in multinational groups, they should be regarded
as arm's length arrangements, is not accepted. Nor is it accepted that a
particular dealing is on an arm's length basis simply because it is an
arrangement that can only be entered into between related parties.

The fact that arm's length parties would not have entered into similar
arrangements will often confirm the non-arm's length nature of the
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dealings between the parties, though highly vertically integrated
industries, transfers and licences of valuable intangibles and dealings
in unique or highly differentiated products require further analysis
(paragraph 324).

76.  Where related parties revise or renegotiate existing contracts or
arrangements, the likely absence of a divergence of interest between
the parties means that close examination will need to be given to the
changed circumstances leading to the revision or renegotiation in
order to be satisfied that the approach taken and outcome achieved by
the related parties is consistent with what arm's length parties might
reasonably be expected to have done in comparable circumstances
(paragraph 325).

77. A finding reached for the purposes of paragraph (b) of
subsections 136AD(1) - (3), that any two or more of the parties to an
"agreement” were not dealing at arm's length with each other, will not
necessarily be determinative in concluding that the consideration
received or receivable or given or agreed to be given for the purposes
of paragraph (c) of subsections 136 AD(1) - (3) was not an arm's
length consideration (paragraph 326).

78.  Where it can be concluded that, even though there was an
absence of real bargaining, an arm's length consideration was received
or receivable or given or agreed to be given, as the case may be, then
paragraph (c) of subsections 136 AD(1) - (3) will not be satisfied and
section 136AD will have no application. This conclusion does not
apply to transactions like re-invoicing where no economic value is
added and for which independent parties would be prepared to pay
(paragraph 327).

The Commissioner may deem an amount to be the arm's length
consideration

79.  Where for any reason (including an insufficiency of information
available to the Commissioner), it is not possible or not practicable for
the arm'’s length consideration in respect of the supply or acquisition
of property to be ascertained, subsection 136 AD(4) allows the
Commissioner to determine an "amount” - which is then deemed, for
the purposes of section 136AD, to be the arm's length consideration in
respect of the supply or acquisition of property. Where the subsection
is applied, the Commissioner would still need to make the relevant
determination under paragraph (d) of subsections 136 AD(1), (2) or (3)
for Division 13 to operate (paragraphs 328 - 334).

80. Subsection 136AD(4) may be applied in cases such as those
involving vertically integrated industries where an arm's length
consideration does not exist in respect of the goods, services



Taxation Ruling

TR 94/14

page 18 of 125 FOI status may be released

(including intangibles) or work in progress transferred. It may also
be applied in cases involving unique or highly differentiated products
or services, although consideration would need to be given to whether
comparable products or services exist; and to the degree of difference
in respect of near comparable products or services to see whether
adjustments could be made to produce a valid comparison
(paragraphs 335 - 336).

81. Subsection 136 AD(4) may be used to deem an "amount” to be
the arm's length consideration where, after careful consideration of
whether comparables are reasonably available, it is concluded that it
would not be administratively practicable to determine the arm's
length consideration (paragraph 337).

82. Subsection 136AD(4) is silent as to the manner in which the
relevant "amount" is to be determined. The determination of the
relevant "amount" needs to be approached in a manner which, in all
the circumstances of the case, would lead to a fair result that is as
consistent as practicable with the arm'’s length principle as
internationally accepted (paragraphs 338 - 340).

83. The amount determined by the Commissioner under subsection
136AD(4) needs to be supported by sufficient relevant information to
demonstrate that an informed and reasonable decision has been
reached in the circumstances of the case (paragraphs 339 - 340).

84. Given the purpose, policy and wording of Division 13, the view
is not accepted that section 136 AD should not be applied in the case
of dealings between members of company groups where it would not
be possible to arrive at an arm's length consideration because similar
dealings would not occur between unrelated parties (paragraph 341).

85. Insituations involving dealings between related parties which
may not occur between unrelated parties, the role of the Division is to
consider the underlying economic and commercial reality of the
situation. Regard would be had to the economic functions performed
or to be performed, the assets and skills used or available for use and
the degree and nature of risks involved and/or to be rewarded in
respect of the various parties to the dealing. Some of the other factors
listed in paragraph 315 may also be useful in this regard. In this way,
a reasonable reflex can be obtained of the economic value of the
contribution made by the activities carried on in Australia which can
then provide a basis for comparison with the actual pricing of the
inputs and outputs by the relevant company in its dealings with other
entities (paragraph 342).
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What methodologies can be used to ascertain an arm's length
consideration?

86. Division 13 does not prescribe any particular methodology for
the purpose of ascertaining an arm's length consideration. Nor does it
prescribe a preference for the order in which particular arm's length
methodologies should be used. The Commissioner would generally
seek to use methods that have been given international endorsement
and to adopt the method that is the most appropriate or best suited to
the circumstances of each particular case (paragraphs 343 - 367).

87. In determining the most appropriate method, companies and
ATO auditors should bear in mind that:

(@) the Commissioner is under no obligation to accept the
particular method chosen by companies unless, on an
objective analysis, it produces the most accurate
calculation of the arm's length consideration in the
particular case. Companies should be mindful of this and
can reduce the risk of disputation by being able to
demonstrate that their choice of method is the most
appropriate for their circumstances (in this regard,
reference should be made to paragraphs 376 - 377 on
documentation);

(b) choosing the most appropriate method would take into
account relevant market and business factors, the
functions performed or to be performed, the assets and
skills used or available for use and the degree and nature
of risks involved and/or to be rewarded in respect of the
various parties to the dealing;

(c) aresult that is fair, in the sense referred to in Mobil Oil
Australia Pty Ltd v. FC of T (1963) 113 CLR 475, does
not mean the result that produces the most favourable
taxation outcome for the company or the company group
of which it may be a member - or necessarily the result
that produces the highest amount of Australian tax;

(d) aresult that is fair must consider the policy and objects
underlying Division 13 and recognise that Australia
should not be denied its fair share of tax based on the
economic value it has contributed, measured by reference
to the arm's length principle; and

(e) the most appropriate method will be the one that produces
the highest practicable degree of comparability,
recognising though that there will be unique situations
and cases involving valuable intangibles where it is not
practicable to apply methods based on a high degree of
direct comparability
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(paragraph 344).

88. The ATO accepts the comparable price method (CUP), the
resale price method and the cost plus method as acceptable
methodologies for the purposes of determining the arm's length
consideration (or an amount for the purposes of subsection 136AD(4))
under Division 13. The method to be adopted in the circumstances of
the particular case (the most appropriate method) should be the one
that produces the highest degree of comparability (paragraphs 346 -
348).

89. Inrelation to the CUP method, the word "comparable™ means
the "same as, similar to or analogous”. Even though identical dealings
do not exist, there may be comparables. Care needs to be taken to
ensure that the comparable chosen is as close as practicable to the
dealings under review (paragraph 353).

90. While the CUP method involves close product similarity, its
application also requires a consideration of all other factors relevant to
comparability. For example, a business strategy based on price
competition would be relevant. Similarly, the marketing of an
identical or closely similar product under a brand name could have a
material effect on comparability (paragraph 354).

91. Itisrecognised that in practice it is often extremely difficult to
ascertain an arm's length consideration under the CUP method. This
is particularly true where the property involved is unique or highly
differentiated, intangible property is involved, services are provided or
received, markets are isolated or where, as in the case of transfers of
work in progress in highly vertically integrated businesses, there is
little or no comparability with dealings of unrelated parties
(paragraph 355).

92. The ATO considers that the CUP method can still have
application even where there are differences between the dealing
being reviewed and the dealings of the parties considered to be
comparable, provided those differences are capable of quantification
on some reasonable basis and adjustments can be made to produce a
valid comparison. Thus, an adjusted comparable uncontrolled price
("an adjusted CUP™) could be acceptable as the arm's length
consideration against which actual prices can be benchmarked.
However, given that an element of judgment is involved in making
adjustments, where the differences are significant other methods may
need to be considered because such major adjustments may not result
in a true comparable (paragraphs 353 - 357).

93. Inseeking to find an adjusted CUP, regard should be had to
factors which, although not directly measurable (such as the presence
or absence of a tariff, credit terms or delivery terms) are sufficiently
quantifiable to make the choice of the CUP method a more accurate
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measure of an arm's length consideration than the result produced by
some other method. Such factors might include:

(@  whether intangibles are included (e.g. patents, copyrights,
trademarks);

(b) geographic market place;

(c) level of market penetration;

(d) the provision of guarantees or after sales service;

(e) differences in functionality or the quality of functionality;
()  the degree of physical similarity of product;

(g) volumes of sales or purchases (if volume has an effect on
price) and the relevant terms of trade;

(h)  whether services are provided with the goods sold;

(i)  the duration of the relevant agreement and whether
continuity of supply is important;

(1)  whether the timing of the agreement affects the price; and

(k)  whether any government regulation impacts on transfers
or the price that can be charged.

(paragraph 358).

94. Unlike the CUP method, the resale price method does not
require the same close physical similarity with the property sold, or
that services provided be as closely comparable with those provided
by the comparable arm's length seller. A lack of close physical
similarity is not necessarily indicative of dissimilar mark-up
percentages. A comparison is made between the mark-up charged by
comparable arm's length resellers and the mark-up charged by the
relevant company. Where comparable arm's length resellers cannot be
identified, an appropriate profit mark-up may be determinable by
reference to the functions performed or to be performed, the assets and
skills used or available for use and the degree and nature of risks
involved and/or to be rewarded in respect of the company reselling the
relevant property or services (paragraphs 359 - 360).

95. The resale price method is best suited to cases where there is a
high degree of similarity of process between what the taxpayer does
and the activities of independent parties engaged in comparable
uncontrolled dealings. The resale price method is generally a more
reliable measure where there is little useable evidence of comparable
uncontrolled sales, where the property or services sold are not used in
a manufacturing process of the reseller, or the reseller does not add
substantially to the value of the product, e.g. where the reseller, being
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merely a distributor, sells the product or service to an independent
third party (paragraph 361).

96. Where the non-arm's length reseller adds substantial value to the
property (e.g. where the products are further processed through
manufacture or are incorporated as components of a more complicated
product so that the identity of the original products is lost or
transformed or the taxpayer establishes, builds up or maintains a
valuable trademark in the relevant market largely through its own
expense and endeavour), a portion of the resale price is attributable to
this effort. This addition would need to be assessed and accounted
for, making it more difficult to establish an arm's length consideration
and consequently, more difficult to apply this method (paragraph
362).

97. In applying the cost plus method the profit mark-up is ideally
determined by reference to the profit mark-up earned by the same
supplier in a comparable dealing with an independent party. If there
are no comparable sales by the non-arm's length supplier to arm's
length parties, the profit mark-up is generally determined by reference
to the profit mark-up earned by a comparable arm's length party in a
comparable dealing with an independent party (paragraph 363).

98. The cost plus method is generally a more reliable measure
where components or unfinished goods are subject to additional
manufacturing, assembly, addition of trade marks, etc prior to
distribution, provided the process does not involve high value
intangibles (sometimes unique) (paragraphs 364 - 365).

99. There may be situations, including but not confined to those
dealing with intangibles, where CUP, resale price and cost plus
methods are inadequate in approximating a satisfactory arm's length
outcome. This leads to the need to have regard to other methods such
as profit methods, and to develop methods that have regard to
commercial and economic reality, the merits of each case, and the
standard of the arm's length principle. That is not to say that
companies and the ATO ought to depart from the first three methods
referred to above merely because it is easier or administratively
convenient. A profit method, as with any other method should be
used where it is the most appropriate method because it produces the
highest practicable degree of comparability in the circumstances of the
particular case (paragraphs 366).

100. Where the CUP, resale price or cost plus methods are
inappropriate on their own in a given case, having regard to
commercial and economic realities and the nature of the company's
business, products and markets, for the purposes of determining the
arm's length consideration (or an amount for the purposes of
subsection 136AD(4)) under Division 13, we will accept the use of:
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(@) amixture of the above three methods; or

(b)  some other method (e.g. a profit split or profit comparison
method) or a mixture of methods:

that is likely to lead to a result that is as consistent as practicable with
the arm's length principle as internationally accepted (paragraph
367).

Documentation

101. Division 13 imposes obligations on taxpayers to use best
endeavours to lodge correct tax returns and to pay the right amount of
tax based on the economic value added in the respective jurisdictions
(calculated in accordance with the arm's length principle). Other
provisions impose general obligations on taxpayers to lodge accurate
returns. Taxpayers are advised to create and keep contemporaneous
records in order to demonstrate that their international dealings
comply with the arm’s length principle. However, records created
during the setting of transfer prices and used in preparing tax returns
are required by section 262A to be retained. It is not accepted that
taxpayers need not address the question of whether their pricing
policies comply with the arm's length principle until they are subject
to audit by the ATO (paragraphs 368 - 371).

102. The ATO will seek to rely as much as possible on
documentation that should be created in the ordinary course of
business. However, in order to satisfy the arm's length principle
taxpayers who deal with related parties need to do an analysis in
accordance with the principles set out in this Ruling. In this regard we
will limit requirements to the minimum necessary to ensure
compliance with the arm's length principle (paragraphs 372 - 373).

103. For the purposes of ascertaining the most appropriate method
for determining the arm's length consideration in respect of the supply
or acquisition of property under an international agreement and also
for determining whether resort may need to be made to subsection
136AD(4), we will ask companies:

(@  what methodology they are using;

(b) the reasons why they consider their choice of
methodology to be the most appropriate to the relevant
international agreement(s) and to their particular
circumstances; and

(c) how and why they chose the particular price as a result of
applying their chosen methodology

(paragraph 374).
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104. In testing a taxpayer's methodology and in those cases where no
particular methodology has been chosen by companies to set their
international transfer prices in relation to the supply or acquisition of
property under an international agreement, we will be asking their
opinion as to:

(@)  which products, goods or services, etc, if any, they
consider to be most comparable to the products, goods or
services being investigated,;

(b)  who their major competitors are;

(c)  which of their competitors they consider to be most
comparable to them; and

(d) what they consider to be the most appropriate
methodology to use in their particular circumstances.

This information will be considered in determining whether resort
may need to be made to subsection 136AD(4) (paragraph 375).

105. In undertaking an analysis of whether the consideration for the
supply or acquisition of property under international agreements
represented an arm's length consideration, we will ask companies to
provide relevant documentation created when the dealing was being
contemplated and at the time the arrangement was entered into.
Where there is inadequate contemporaneous documentation of non-
arm's length international dealings, it is clearly more difficult for
companies to convince us that the dealings took place on an arm's
length basis. However, companies will be given the opportunity to
explain their business circumstances and pricing policies (paragraph
376).

106. We will ask companies under audit to provide relevant
documents, explanatory material and other information which the
company has or to which the company could reasonably be expected
to have access. The nature of the documentation likely to be sought
would include relevant pricing policies, product profitabilities,
relevant market information (such as sales forecasts and market
characteristics), the profit contributions of each party, and an analysis
of the functions, assets, skills and the degree and nature of the risks
involved for the various parties (paragraph 377).

107. Where international agreements are being contemplated by
companies in the same multinational group, the risk of the
Commissioner seeking to make an adjustment under of Division 13
can be considerably reduced where the companies involved:

(@) establish the economic justification prior to the
arrangement being entered into;
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(b) satisfy themselves that the consideration is an arm's
length consideration;

(c) have the necessary contemporaneous documentation to
support the matters referred to in (a) and (b) above and
the assessment of market conditions at the time the
pricing decisions were made;

(d) provide reasons why the chosen methodology is
appropriate to their circumstances. However, companies
would not be required to undertake an intricate analysis of
other methodologies but should have a sound basis for
using the selected methodology;

(e) establish a systematic arm's length process for setting
international transfer prices and consistently follow the
process they have established; . and

() conclude an advance pricing agreement with the ATO, in
appropriate cases

(paragraphs 378 - 381 and 385 - 386).

108. Where contemporaneous documentation does not exist,
companies should review their pricing policies against the principles
set out in this Ruling and satisfy themselves that they accord with the
arm's length principle and that dealings with related parties have been
carried out on that basis. Documentary evidence that such reviews
have been done should reduce the risk of disputation to the extent that
the review properly addresses the requirements of the arm's length
principle. However, for the future, companies would be well advised
to maintain contemporaneous documentation (paragraph 382).

109. Where a company finds on review that its pricing policies do
not comply with the arm's length principle, the company should
request an amended assessment under subsection 170(1).
Assessments amended in this way will not be treated as involving the
exercise of the Commissioner's discretion under Division 13 and
therefore will not activate section 225 penalties. Normal procedures
regarding voluntary disclosures would apply (paragraph 383).

110. Division 13 is seen as imposing an obligation on taxpayers to
conform to the arm's length principle for tax purposes in respect of
international dealings. Accordingly, it is expected that companies will
take reasonable care to ensure that when preparing their tax returns
they properly review the data available to them and address the
question of whether the amounts of income and deductions included in
their tax returns have been calculated according to the arm's length
principle. Where companies have not used arm's length consideration
in the ordinary course of their day to day dealings with non-arm's
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length parties, an adjustment should be made for tax purposes at the
time of preparation of their tax returns (paragraph 384 - 385).

Access to relevant information

111. Where a company has been tardy or unco-operative in providing
all the relevant information from Australian or overseas sources,
formal requests should be made under section 264A and/or the
relevant double taxation agreement for information held offshore to
enable the audit to be completed within a reasonable time frame
(paragraph 387 - 388).

112. The fact that section 263 or section 264 have already been used
or might be used in the future does not prevent the use of section
264A notices, or the exchange of information provisions under double
taxation agreements, though ATO auditors should take care to avoid
unnecessary duplication. However, on occasions auditors may need to
verify information if there is reason to believe that the information
provided may be inaccurate, misleading or incomplete (paragraph
388).

113. We will seek such informati