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Taxation Ruling
Income tax: arm's length transfer pricing
methodologies for international dealings

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.

What this Ruling is about

1. This Ruling explains how the arm's length principle applies to
international dealings between separate legal entities in the context of
Division 13 of the Income Tax Assessment Act 1936 (‘the Act') and the
Associated Enterprises Articles in Australia's comprehensive Double
Tax Agreements ('DTAs'). These are collectively referred to as
'Australia's transfer pricing rules'. Applying the arm's length principle
leads to a calculation of the taxable income that might reasonably be
expected to be derived if the parties were dealing at arm's length with
one another.

2. It does not deal with profit allocations among separate branches
or permanent establishments of the same enterprise. These will be the
subject of a separate Ruling.

3. The Ruling explains the links between the concepts of the arm's
length principle and of comparability and the methods that can be
used to establish the arm's length outcome. This Ruling sets out:

(1) the methodologies acceptable to the Australian Taxation
Office ('ATQO");

(2) when they are considered appropriate; and

(3) the ATO's views on the concepts involved and the
definitional issues that arise in applying them.

4.  The principles contained in this Ruling are applicable to all
nature of dealings, including dealings involving intangibles, intra-
group services and cost contribution arrangements.

5. This Ruling examines in more detail than Taxation Ruling
TR 94/14 ('TR 94/14") the methodologies that are available to apply
the arm's length principle under Australia's transfer pricing rules.
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6.  The organisation of this Ruling follows the Transfer Pricing
Guidelines for Multinational Enterprises and Tax Administrations
released by the Organisation for Economic Co-operation and
Development in 1995 ('1995 OECD Report'); Chapters I to III are
covered by this Ruling.

7. This Ruling generally accepts the principles in the 1995 OECD
Report. Differences in emphasis or extensions of OECD principles
adopted by the ATO are clearly indicated in the Ruling. Further
Rulings may be issued dealing with the application of the principles in
this Ruling to specific kinds of dealings, such as those dealt with in
other Chapters of the 1995 OECD Report.

Date of effect

8. 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 (paragraphs 21 and 22
of Taxation Ruling TR 92/20).

Detailed contents list

9.  Below is a detailed contents list for this Ruling:
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Ruling and explanations

CHAPTER1 THE ARM'S LENGTH PRINCIPLE
A. Fundamental approaches

1.1. It needs to be recognised at the outset that the application of the
principles set out in this Ruling requires judgment. Issues cannot be
resolved by the rigid and mechanical application of standardised or
predetermined rules. Approaches need to be tailored to the facts and
circumstances of the case under examination. Transfer pricing is not a
precise science and applying the concepts requires some flexibility to
produce a result that reflects the underlying purpose of the statutory
provisions. The nature of the subject does not allow for marginal
adjustments and the focus of any examination - whether by a taxpayer,
its advisers or the ATO - should be on identifying whether there are
any material discrepancies from the arm's length outcome (paragraph
2.3). At the end of the day, the outcome of any analysis must make
business sense in the context of the particular case. There may be
gaps in information and data for both taxpayers and the ATO that
need to be acknowledged in making judgments. The effort required of
a taxpayer varies depending on the importance of the transfer pricing
issue and what a reasonable business person might be expected to do
in similar circumstances.

1.2. In most situations, the proper selection and application of the
transfer pricing methodologies discussed in this Ruling are best
addressed in a structured way. It is usually necessary to:

(1) identify the nature and extent of the cross border dealings
with associated enterprises and to also understand the
taxpayer's business in the context of the markets and
industry in which it operates; and

(2) consider the availability and reliability of information
which can be used to establish comparability in
accordance with arm's length principles.

1.3. The selection and application of the most appropriate
methodology can then proceed with sufficient information to make
decisions that reflect an arm's length outcome.

1.4. Australia's transfer pricing rules have a broad scope in
recognition of the fact that dealings between associated enterprises
involve many different types of property and services including
tangible goods, the licensing of intangibles and financial and
management services.
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B. Arm's length principle as the statutory test

1.5. The arm's length principle is contained in the Associated
Enterprises Articles in each of Australia's DTAs. A typical example is
Article 9 of the Australia Vietnam DTA, which requires the
comparison of the 'conditions that exist in [the] commercial [and]
financial relations' between associated enterprises, with the conditions
that might be expected to operate between independent parties dealing
wholly independently with each other.

1.6. Division 13 of the Act incorporates the arm's length principle in
paragraphs 136AA(3)(c) and (d) and subsections 136 AD(1) to (4)
through the concept of the 'arms length consideration' against which
the Division requires the 'international agreement' to be evaluated.
This Division is analysed in TR 94/14.

1.7. The statutory objective of Australia's transfer pricing rules is to
counter the underpayment (for whatever reason) of Australian tax by
allowing the amount subject to Australian income tax or withholding
tax to be calculated on the basis of what truly independent parties
acting independently would probably have done in the taxpayer's
circumstances (see also TR 94/14, paragraphs 10, 13 and 154 to 157).

1.8. Australia's transfer pricing rules do not prescribe any particular
methodology or preference for the order in which methodologies
might be applied to arrive at an arm's length outcome. The statutory
objective should be interpreted as allowing the greatest possible scope
to use methodologies appropriate in the circumstances, given the
myriad of different and possibly unique cases that may arise. This is
particularly so given that Australia's transfer pricing rules allow the
ATO to approximate the relevant arm's length consideration or profit
allocation if there is an insufficiency of information (subsection
136AD(4) and, e.g., Australia Vietnam DTA - paragraph (2) of Article
9). However, this approximation still reflects arm's length principles.

1.9. Accordingly, the use of a novel methodology does not mean that
the method is invalid, so long as it is applied consistently, so far as
practicable, with the statutory objective (Case N69 (1962) 13 TBRD
270 at 279; 11 CTBR (NS) Case 63 at 274). The statutory objective is
the benchmark against which the choice and application of
methodologies are to be judged.

1.10. There are some differences in scope between Division 13 and
the Associated Enterprises Article of Australia's DTAs which will be
the subject of a further Ruling. In relation to the issues covered by
this Ruling, it is considered that the same principles apply generally to
both provisions; this is why they are collectively referred to as
Australia's transfer pricing rules.

1.11. The expression 'associated enterprises' used in the Ruling refers
to enterprises directly or indirectly connected through management,
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control or shareholding. It includes enterprises to which the
Associated Enterprises Articles of Australia's DTAs may apply (and to
which Division 13 may also apply) and other enterprises whose
dealings may be adjusted under Division 13 (i.e., independent
enterprises that do not deal at arm's length with one another as
discussed in paragraphs 50 to 53 of TR 94/14).

1.12. In this Ruling, 'controlled transactions' are transactions or
arrangements between associated enterprises and 'uncontrolled
transactions' are transactions or arrangements between independent
enterprises that are dealing wholly independently with each other.

C. Maintaining international consensus: OECD guidelines are
used in applying methodologies

1.13. When applying Division 13 and the Associated Enterprises
Articles of Australia's DTAs, the ATO follows as closely as
practicable the OECD guidelines on transfer pricing methodologies
for the application of the Associated Enterprises Article of the OECD
Model, being the considered view of many tax administrations with
extensive experience on transfer pricing.

1.14. While it does not override the terms of Australia's transfer
pricing rules, the 1995 OECD Report is seen as an important and
influential document that reflects unanimous agreement amongst the
tax administrations of the member countries - an agreement that was
achieved after an extensive process of consultation with industry and
tax practitioners in member countries.

D. Special considerations in Australia

1.15. Where the information available is inadequate to determine the
income to be attributed to an enterprise on an arm's length basis,
Australia's transfer pricing rules allow the Commissioner to invoke
subsection 136 AD(4). Having regard to the clear policy expressed in
Division 13 that the arm's length principle be used as guiding
principle (including the fact that subsection 136 AD(4) enables the
deeming of the amount of the arm's length consideration, which is
then used in the application of subsection 136 AD(1), (2) or (3) as
appropriate), subsection 136 AD(4) must be applied in a way that
achieves the closest practicable estimate of an arm's length result (see
also TR 94/14, paragraphs 82, 83 and 338 to 340).

1.16. This principle is also explicit in all of Australia's DTAs (e.g., the
Australia Vietnam DTA, paragraph (2) of Article 9). When
subsection 136AD(4) is applied in conjunction with a DTA, it must be
applied, so far as practicable on the basis of the available information,
in a manner consistent with the principles of the relevant Associated
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Enterprises Article. Australia's position is expressed in a reservation
to the OECD Model Tax Convention : see paragraph 18 of the
Commentary on Article 9.

1.17. It follows that any methodology used to make an estimate of the
arm's length consideration under these powers in Australia's transfer
pricing rules must be capable of reasonably approximating the amount
that would arise if the dealings had been truly independent and must
be applied in a manner consistent with that goal.

1.18. It also follows that these powers allow the use of methodologies
that rely on indirect measures of comparability with arm's length
dealings, since they apply only where it is not possible or practicable
to determine the arm's length consideration on the information
available.

1.19. Indeed, the definition of arm's length consideration in
paragraphs 136AA(3)(c) and (d) arguably leaves open the availability
of indirect approaches under subsections 136 AD(1) to 136AD(3) and
DTAs (although a view to the contrary has been expressed).

1.20. Out of abundant caution, any adjustments based on indirect
methodologies (i.e., where the only evidence of what might
reasonably be expected if the dealings had been truly independent
arises from the indirect approach) should be based on subsection
136AD(4) as an alternative ground if subsections 136AD(1) to
136AD(3) have been invoked. This is so whether or not the ATO is
also seeking to rely on the Associated Enterprises Article in one of
Australia's DTAs.

1.21. The indirect approaches that may be used depend on the facts
and circumstances of each case but could include:

(1) income and expense allocation on the basis of a formula;
(2) an analysis of return on assets;
(3) amixture of methods;

(4) some form of profit comparison other than the profit split
and transactional net margin method described later in this
Ruling; or

(5) amargin calculated as a certain percentage of the resale
price or a relevant cost base.

1.22. While the use of these approaches may be subject to even
greater uncertainty than the traditional methods (e.g., a return on
assets approach can introduce very complex asset valuation issues),
there is a need to find an answer for all transfer pricing problems
(paragraphs 2.25, 3.88 and 3.89).
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1.23. Because of these special provisions in Australia's transfer
pricing rules, it is possible in Australia to go beyond the guidelines in
the 1995 OECD Report in resolving transfer pricing issues using
indirect methods. However, any extensions, elaborations and different
emphases in this Ruling are not viewed as being contrary to the 1995
OECD Report. This is so because the fundamental principle of the
guidelines and the statutory objective of the Australian rules are the
same, namely, what truly independent parties acting independently
would probably have done in the taxpayer's circumstances.

1.24. The data available in Australia for assessing comparability is
much more limited than that in larger overseas countries, especially
the United States of America. This situation explains the position
taken in Australia's transfer pricing rules. It means that indirect
measures to assist in achieving results that accord as closely as
possible with arm's length outcomes may need to be used more often
in Australia.

CHAPTER 2: GUIDANCE FOR APPLYING THE ARM’S
LENGTH PRINCIPLE

A. The approach to comparability

2.1. Conceptually, the arm's length principle requires a calculation of
the taxable income that might reasonably be expected if the parties
were dealing at arm's length with one another. It does this by
contrasting the choices made and the outcomes achieved by the
taxpayer with those that would have resulted from the interaction of
the forces of supply and demand in a comparable open market, or
from negotiating among comparable independent parties in more
complex settings. In effect, this uses the open market results or the
behaviour of the independent parties dealing at arm's length with each
other as a benchmark.

2.2. The concept of comparability is therefore central to the
application of the arm's length principle. The nature of this
comparison with arm's length activity means that absolute precision
and certainty is very difficult to achieve. The transfer pricing
methodologies that have been developed to establish an arm's length
result are intended to provide a basis for testing the related party
choices and outcomes against arm's length benchmarks.

2.3. The preferred arm's length methodologies are based on the
concept of comparing the prices or margins achieved by associated
enterprises in their dealings to those achieved by independent
enterprises for the same or similar dealings. As there are many
matters that may influence prices or margins, there is a need to closely
examine the dealings being compared and circumstances of the parties
involved. To be comparable means that none of the differences (if



Taxation Ruling

TR 97/20

page 10 of 72 FOI status: may be released

any) between the situations being compared could materially affect
the condition being examined in the methodology (e.g., price or
margin), or that reasonably accurate adjustments can be made to
eliminate the effect of any such differences (1995 OECD Report,
paragraph 1.15). The materiality depends on a full examination of
facts and circumstances of each case and reflects the reality that there
is likely to be some element of uncertainty inherent in the judgments
that have to be made. However, the minor differences would not
affect materiality.

2.4. Implicit in the arm's length principle is the notion that
independent parties who are 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 (1995 OECD
Report, paragraph 1.16; TR 94/14, paragraph 66).

2.5. Choosing between the options that are available is important,
because in most applications of the arm's length principle the question
is: what would have happened if the ownership link had been severed
and the enterprise was motivated by its own economic interest? This
approach involves a consideration of what a reasonable, independent
business person might reasonably be expected to agree to in the same
or similar circumstances.

2.6. Applying the arm's length test to dealings between associated
enterprises against the benchmark of what an independent party
dealing independently would do to protect its own economic interest
requires a consideration of three related ways of looking at the
dealings and the relevant circumstances. A model for doing this
would be to look at these matters from three related perspectives: an
'external’ view, a 'process' view, and a 'performance' view. They
provide a model for dealing with transfer pricing issues and are
justified by the terms of Australia's transfer pricing rules.

2.7. The basis for the 'external view' is found in the requirement to
compare the 'conditions that exist in [the] commercial [and] financial
relations' between associated enterprises with the conditions that
might be expected to operate between independent parties dealing
wholly independently with each other. Similarly, in Division 13, the
notions of 'arm's length consideration' and 'arm's length dealings'
require a comparison of what would have been done if the taxpayer
had operated as an independent party.

2.8. The basis for the 'process view' is to be found in the requirement
in Division 13 to consider whether the parties were dealing at arm's
length with each other and the similar focus in the Associated
Enterprises Articles on the conditions that operate in the parties'
dealings with each other compared to what independent enterprises
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operating wholly independently would have done. It is reasonable to
expect that independent enterprises operating wholly independently
would have adopted such a process.

2.9. The basis for the 'performance view' is to be found in the DTAs
concern with the profit 'which might have been expected to have
accrued ... if the conditions operative between the enterprises had been
those which might have been expected to have operated between
independent enterprises dealing wholly independently with each
other', and in the Division 13 focus on the need for an 'arm's length
consideration'.

2.10. In order to establish the arm's length consideration between
associated enterprises, it would be relevant to consider (along with all
other relevant circumstances):

(1) the prices paid, margins achieved, income splits agreed to,
or consideration given, in comparable arm's length
dealings under comparable circumstances;

(2) the nature of the bargaining that took place between the
relevant parties; and

(3) the profit (more generally, economic performance)
outcomes achieved or agreed to.

2.11. The evidence of what might reasonably be expected in the
taxpayer's circumstances if the taxpayer's dealings had been truly
independent could come from:

(1) reference to comparable dealings in comparable
circumstances that have been transacted on an arm's length
basis:

(a) by the taxpayer with independent parties (generally
referred to as 'internal comparables'); and/or

(b) between independent parties (‘external independent
party comparables');

(2) an examination of the context and conduct of bargaining
between the relevant parties, 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 (paragraphs 284 to 288 of TR 94/14);

(3) measures of the economic performance expected and/or
achieved by the relevant parties, both overall and
specifically related to the dealings under consideration,
and including (but not limited to) performance indicators
such as net margin, return on sales, return on costs, return
on assets, net present value measures, internal rates of
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return, economic value added, and shareholder value
added; and

(4) other information such as that between associated
enterprises that assists in determining what an independent
enterprise operating in its own economic interest on a
'stand alone' basis might reasonably have been expected to
do if the relevant dealings had been between other
independent enterprises, or had occurred on a truly
independent basis.

2.12. These categories are not mutually exclusive, and a conclusion as
to the arm's length nature of the dealings should be formed on a
careful weighing up of such information as is available from all these
different categories.

2.13. Determining the reliability of dealings that are being examined
as possible internal comparables involves testing them against the
categories of information set out in paragraph 2.11.

2.14. Some dealings between taxpayers and independent enterprises
may not be accepted as reliable comparables because they are not
made in the ordinary course of business. An example would be a
relatively insignificant sale made at the price charged to associated
enterprises in order to create an internal comparable to justify the
pricing to associated enterprises, but which, by open market standards
required by the arm's length principle, was concessional to the
independent enterprise.

2.15. While internal comparables are generally an appropriate
benchmark, it is not always sufficient to merely identify transactions
on similar terms with independent parties. To be a reliable benchmark
for dealings with associated enterprises, transactions or arrangements
with independent parties also have to be undertaken in comparable
circumstances. They also have to make business sense in all the
taxpayer's circumstances (including its gearing and financial position -
paragraph 3.27 and paragraph 1.37 of the 1995 OECD Report - its
cost structure, business strategies and the then prevailing market and
economic conditions), having regard to what the taxpayer obtained in
return for the functions it performed, the assets it used, and the risks it
assumed. This objective test is required for the purposes of
determining what an independent party dealing at arm's length might
be expected to have done in the circumstances.

2.16. To be reliable benchmarks, external independent party
dealings also have to make business sense in the taxpayer's
circumstances.

2.17. If an open market exists that sets prices (or more generally
contractual terms), then this provides benchmarks (whether internal or
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external) for a proposed transaction. It would not be expected that a
seller would accept less or a buyer pay more than the open market
price (bearing in mind that this could be a range of prices) or settle,
for example, for less profit and/or greater risk than would have been
available to an uncontrolled enterprise. It is clear that if an open
market exists from which one or more comparables can be found,
these comparables identify options open to the enterprise if the
ownership had been severed and thus show how its dealings should be
structured for tax purposes to accord with the arm's length principle.
One option, however, might be not to enter into a transaction because
it does not make commercial sense for the particular taxpayer.

2.18. Paragraph 1.70 of the 1955 OECD Report indicates that
evidence from enterprises engaged in controlled transactions with
associated enterprises may be useful in understanding the transaction
under review or as a pointer to further investigation.

2.19. The use of this kind of information, which is referred to in
subparagraph 2.11(4) in relation to dealings between associated
enterprises, should be restricted to cases of last resort where:

(1) there is sufficient data available to demonstrate their
reliability; and

(2) related party comparable data provides the most reliable
available data upon which to determine or estimate an

arm's length outcome, and an estimate is required under
subsection 136AD(4).

2.20. Tt has been argued that it is inappropriate to use such data in any
circumstance to determine an arm's length outcome. While the ATO
agrees that such data should only be used in exceptional cases, as
indicated above, the ATO disagrees with the view that it can never be
used, particularly where there is no better reliable data reflecting
proper arm's length outcome.

2.21. This data should be used with extreme care and should not be
relied on except where:

(1) 1itis consistent with such other information as is available
in relation to truly independent dealings in comparable
circumstances;

(2) the processes adopted in settling the terms and conditions
of the related party dealings clearly demonstrate the
parties were negotiating on the basis of their real
economic circumstances and their functions, assets and
risks, and were properly motivated to maximise their
individual economic interests; and



Taxation Ruling

TR 97/20

page 14 of 72 FOI status: may be released

(3) the outcomes resulting from the processes are reasonable
having regard to those circumstances and functions, assets
and risks.

Intangibles

2.22. Intangible and intellectual property can present particular
problems when examining comparability, usually because of the
specialised nature of the property.

2.23. However, the general principles and guidelines in relation to
tangible property concerning comparability and the selection of the
most appropriate method is also applicable to intangible property.

2.24. Where there is insufficient comparable data for direct
comparisons, this can lead to greater reliance being placed upon profit
based or other indirect arm's length methods. This situation can arise
due to:

(1) the unique character of the intangible - commonly,
information is scarce on comparable property or dealings
and difficult valuation questions arise;

(2) the need for highly valuable intangibles to stay generally
within the control of the group of Multinational
Enterprises (‘'MNEs') to maximise its profitability;

(3) the fact that certain intangibles can be protected only by
keeping their attributes secret within the MNEs group; or

(4) the intangible being developed solely by the efforts of an
enterprise and for its own purposes (e.g., some marketing
intangibles).

Market indices

2.25. The availability, or lack thereof, of reliable market data is often
critical to the selection and application of particular transfer pricing
methods. Market indices may be one source of data, for example in
metals, energy or money markets.

2.26. Generally, market indices can be indicative that arm's length
principles are being followed. If there are specific facts or
circumstances that would suggest otherwise (e.g., where a company is
able to materially influence a particular market index, and related
party transfer prices are set using this manipulated market index),
there is a need for further investigation.

2.27. Comparability is the key issue in the application of most arm's
length methods. This remains true with use of public indices. It is
necessary to evaluate the dealings in terms of the important factors
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against which comparability needs to be assessed. These factors are
established on the facts of the case but the subsequent discussion on
comparability is relevant. Adjustments may be required for material
differences and the reliability of the comparable needs to be evaluated
against the controlled transactions. On the basis of this evaluation a
conclusion can be reached on the suitability or otherwise of the use of
the index. It may not always be appropriate to rely on a market index
in the particular circumstances of an enterprise. The use of data from
market indices should have regard to the need for the analysis to
produce outcomes that make business sense (paragraphs 1.1, 2.16,
2.17,3.2 and 3.3).

B. Factors affecting comparability

2.28. In determining comparability in the context of establishing the
arm's length character of dealings between associated enterprises, the
OECD has identified a number of factors that must be considered
(1995 OECD Report, Chapter I). These include:

(1) characteristics of the property or services;

(2) functions performed, assets or resources contributed, risks
assumed by the parties involved,

(3) contractual terms, e.g., duration, rights, payment options;

(4) business strategies, such as market penetration, research
and development commitments, market positioning,
involvement in strategic alliances, commitment to
distinctive competencies; and

(5) economic and market circumstances.

2.29. In complex dealings involving several distinctive markets and
product/service combinations, it may be necessary to consider the
analysis of functions, assets and risks separately for each significant
product/market combination.

2.30. Similarly, if more than one strategy is in use, it may be
necessary to consider the analysis of functions performed, assets used
and risks assumed separately for each strategy. This reflects the
possibility that functions performed, assets used and risks assumed by
the parties to the dealings may vary in each major product/market
setting and by choice of strategy.

2.31. The analysis specified in subparagraph 2.28(2) is commonly
referred to as a 'functional analysis' (1995 OECD Report Glossary). A
functional analysis assists in assessing the level of comparability
present in controlled and uncontrolled dealings and in assessing the
relative contributions of the parties to those dealings.
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2.32. An analysis that also involves the other steps in paragraph 2.28
is referred to as a 'comparability analysis' (1995 OECD Report
Glossary), while the term 'economic analysis' is used to refer to the
overall process of determining transfer prices.

2.33. The process of conducting these analyses, which tend to merge
one into the other, will be discussed in a separate Ruling on the
documentation and practical issues associated with setting and
reviewing transfer pricing in international dealings.

Characteristics of property or services

2.34. Differences in the specific characteristics of property or services
often account, at least in part, for differences in their value in the open
market. Therefore, comparisons of these features may be useful in
determining the comparability of controlled and uncontrolled
transactions or activities. However, care must be taken to focus on
those attributes or characteristics that are valued by customers,
including the intangible benefits of design, brand name, and perceived
quality.

Functional analysis: functions, assets, risks

2.35. In order to establish comparability, one of the important factors
is an analysis of functions performed, assets used and risks assumed
by the parties under examination.

2.36. However, a functional analysis is not a transfer pricing
methodology in its own right. Rather, it is a tool that assists in the
proper assessment of comparability, and it has equal application for an
enterprise that is setting prices as to a revenue authority that is
reviewing those prices.

2.37. Note that the 1995 OECD Report treats risk as part of functions,
and, more importantly, notes that changes in risk can affect
appropriate rewards (paragraphs 1.23 to 1.27 of the Report).

2.38. In straightforward cases (e.g., if the associated parties are
dealing in commodities available on open markets), it may only be
necessary to conduct a brief functional analysis. In more complex
cases (e.g., if intangibles are involved), the analysis needs to be more
thorough.

2.39. However, the compilation of lists of functions, assets and risks,
in whatever detail, does not in itself indicate which of the functions
are the most significant, or economically the most important to the
value added by the business activities of the enterprise.
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2.40. A critical part of the analysis is to ascertain which are the most
economically important functions, assets and risks and how these
might be reflected by a comparable price, margin or profit on the
dealings. This is what a reasonable business person following good
business practice could be expected to do.

2.41. If a method involving external benchmarking with independent
enterprises is being used (such as comparable uncontrolled price and
transactional net margin methods as discussed below), the functional
analysis assists in determining the comparability of the dealings of the
enterprise with uncontrolled dealings undertaken by the independent
parties. It is essential to ensure that, if there are differences in the
significance of the functions, assets and risks to each of the
businesses, these differences are taken into account.

2.42. If a profit split is being used, the functional analysis enables the
identification of routine functions that can be rewarded with a basic
rate of return. The high value added functions, assets and risks
contributed by the parties to the international dealings under review
are also identified in the process, enabling their relative importance to
the profit outcome to be compared and the relative weightings to be
used as a basis to split the profit.

Contractual terms

2.43. In arm's length dealings, the contractual terms of a transaction
generally define explicitly or implicitly how the responsibilities, risks
and benefits are to be divided between the parties. When independent
enterprises negotiate contracts or agreements the ultimate
price/margin agreed is influenced by the terms and conditions of the
proposed agreement. Examples of the terms and conditions that may
influence the agreed price/margin include:

(1) credit and payment terms;

(2) volume, duration, product and service liabilities of the
parties; and
(3) warranties and exchange risk;
and these matters need to be taken into account when making any
comparison. By way of an example, the difference in contractual

terms between payment by cash on delivery and payment in 90 days
would need to be recognised.
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Economic and market circumstances

2.44. Arm's length prices or margins may vary across different
markets even for transactions involving the same property or services.
Therefore, achieving comparability requires that:

(1) the markets in which the independent and associated
enterprises operate are comparable; and

(2) differences either do not have a material effect on price, or
if they do have a material effect, they are able to be
appropriately adjusted.

Business strategies and efficiencies

2.45. Business strategies of an MNEs group are often formulated by
one member of the group (usually the parent), sometimes after
consultation with and input from group members, and then put in
place by the relevant members. These strategies may involve:

(1) product and/or service innovation;
(2) degree of diversification;

(3) market level and location;

(4) market penetration or market share;
(5) product and/or service quality;

(6) pricing;

(7) distribution channel selection;

(8) marketing costs;

(9) stock levels; and

(10) general policies relating to such things as accommodation
or staffing levels.

2.46. The test in a transfer pricing context is whether an independent
enterprise in the taxpayer's circumstances might have been expected to
have participated in these strategies and if so what reward it would
have expected.

Market penetration

2.47. Market penetration strategies take many forms, but essentially
all implement conditions whereby parties to the dealings temporarily
agree to forgo some level of profits or incur losses to position
themselves for more substantial profits in the future.

2.48. The term 'market penetration strategies' is also used in this
Ruling to include market expansion strategies. In the ATO's
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experience, the issue of market penetration strategies is one of the
most important questions in the application of Australia's transfer
pricing rules (TR 94/14, paragraphs 138 to 141 and 445 to 457).

2.49. If there are costs incurred or profits forgone by the taxpayer
resulting from strategies or policies imposed by an associated
enterprise, the question then to be answered is who benefits from
these decisions and who should bear the cost of such a policy or
strategy.

2.50. Independent parties would not be prepared to accept strategies
or policies that would reduce their level of profit for the benefit of
another enterprise. In arm's length dealings, any party accepting
additional risks or functions would require an appropriate reward.

2.51. For example, to establish whether a market penetration or
expansion strategy as between associated enterprises is consistent with
the arm's length principle, it is necessary to establish whether
independent enterprises dealing at arm's length in fact have, or might
be expected to have, accepted the terms and conditions of the strategy
in the same or similar market circumstances.

2.52. Before entering into these strategies, independent enterprises
might often be expected to come to some prior agreement (on price or
profit sharing) that would take into account any additional risks, costs
or functions and resulting rewards or profits. Either separately or
together, the parties might be expected to prepare a budget or plan
(culminating in an agreement) that might set out, among other things,
each party's obligations and rewards, expected costs and profits, and
the duration of such a strategy or policy. However, there may be
circumstances, which would need to be demonstrated in a particular
case, where a company may take a more ad hoc approach to
determining strategy.

2.53. Apart from factual issues of how arm's length parties might be
expected to approach such a strategy in terms of pricing, allocation of
costs, or division of profits, other factors that should be considered
include:

(1) whether, in substance, a market penetration strategy is
being pursued. For example, if price concessions are a
key feature of the market penetration strategy, it is
expected that such discounting be reflected in the price of
products or services to the end user;

(2) whether a market penetration strategy is appropriate given
the substance of the business relationship between the
parties and the nature of the market. For example, a
discounting strategy would not make commercial sense if
the seller was in a strong market position to supply a
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valuable product or service for which there is strong
demand;

(3) whether the prices, margins or profits on the dealings
reflect the respective contributions of the parties. For
example, a supplier of goods or services may agree with a
subsidiary that the responsibility (the functions and risks)
of developing a market rest with the subsidiary. In that
case, one would expect that the risks and rewards
associated with implementing such a strategy would
'belong' to the subsidiary and the sole undertaking of those
risks would ultimately be reflected in the correct
allocation of profits that derive from that activity.

2.54. The nature and duration of a market penetration strategy,
including timing, generally depend on such questions as the features
of the market and the product or service that is the subject of the
strategy and the extent and nature of the competition in the market. A
feature of any such strategy, when implemented by parties dealing at
arm's length, is an expectation based on a reasonable belief that, by
reducing profits or incurring increased losses in the short term, there is
a definable outcome of increased returns in the future aimed at
recouping original costs associated with the strategy and, further,
enhancing future profits.

2.55. The longer the strategy is pursued, the greater the expected
additional profits need to be recouped from that investment, and the
more difficult it is to establish that a market penetration strategy is in
place. For example, the Federal Finance Court of Germany, Decision
of 17 February 1993, concluded that start-up losses should not exceed
three years in the normal case, and United States Reg 1.482-
1(d)(4)(1)(B) refers to a period that is reasonable, taking into
consideration the industry and product in question.

2.56. By way of an example, assume that an Australian distributor of
a product manufactured by its foreign parent has not been returning a
profit for many years. When subject to an ATO review of its dealings
with associated enterprises, the taxpayer claims that it was pursuing a
long term market penetration strategy. The distributor appears to bear
all the costs and risks associated with the strategy without additional
reward while the parent continues to derive high levels of profit in the
dealings. Its position is not supported by any documentation prepared
at the time of implementing the market penetration strategy. The
ATO is highly unlikely to accept that the taxpayer is pursuing a valid
market penetration strategy in such a case.
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Global price lists

2.57. Global price lists specify the prices at which goods or services
are sold globally to all purchasers at a particular level of the market.
A global price list satisfies the arm's length principle only if the
prices:

(1) have been reviewed using an appropriate arm's length
methodology; and

(2) are applied only in comparable circumstances (e.g., where
the markets are comparable and the buyers and sellers
respectively are performing equivalent functions); and

(3) are applied to both controlled and uncontrolled dealings.

2.58. Because markets often vary by location, it is difficult for a
global list to satisfy these conditions. Isolated sales to independent
enterprises are not generally sufficient to establish the arm’s length
nature of a global price list (paragraph 2.14).

C. Establishing the reliability of the data

2.59. When possible comparables or other factors have been
identified, it is then necessary to consider their reliability. Factors
influencing reliability include:

(1) measurement error, arising from slight differences in
definitions, accounting practice, timing, etc.;

(2) departures from 'perfect market' conditions, leading to
some indeterminacy in economic outcomes, for example,
situations where the market power of the participants
plays an important role;

(3) unadjusted differences in the circumstances of the dealings
involved; and

(4) differences in the methodologies used.

2.60. The most important factor influencing reliability lies in the way
material differences in the circumstances surrounding the dealings are
dealt with. Since different methodologies focus attention on differing
sets of attributes, the questions raised by the handling of material
differences and thus reliability vary between methodologies.

2.61. The reliability of raw and adjusted data affects the uses to which
the data can be put, the choice of transfer pricing methodology that is
to used, the development of arm's length ranges and the confidence
that can be placed on the answers that are obtained.

2.62. In assessing reliability, the following questions need to be
addressed:
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(1) what are the economically significant attributes of the
dealings that need to be considered in any comparison?

(2) is data available to allow the needed comparisons to be
made?

(3) are there any material differences showing up in the
attributes under consideration?

(4) if there are material differences is an adjustment for the
differences possible in principle?

(5) since making an adjustment implies a link between the
attributes being adjusted and price, margin or taxable
income, can this link be quantified and is the relationship
strong enough for the purpose in hand? (a statistical
analysis would assist here, although small sample sizes
may make such analysis difficult);

(6) how big in percentage terms is the resulting adjustment
required for comparability purposes?

(7) if the data needed to answer any of the above questions is
not available, can judgment be used?

2.63. The questions in paragraph 2.62 and the possible responses are
set out in the decision tree below, which assesses the reliability of data
on potentially comparable dealings or potentially comparable
enterprises, grouping the estimates into three broad categories of low,
moderate and high reliability.

2.64. If judgment is significantly involved, reliability is at best
moderate. If there are no material differences or the data is available
to adjust for the differences found, reliability can be high.

2.65. The purpose of the decision tree is to focus attention on the need
to examine the reliability of the results obtained from the use of the
comparables. The higher the reliability the greater is the comfort that
the use of the data will produce an arm's length outcome. However,
there is a need for an outcome in transfer pricing cases and in the
absence of more reliable data, data of low reliability sometimes has to
be used to determine arm's length prices.
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I SION TREE FOR RELI ABI LI TY ASSESSMENT OF COVPARABLES

1. Have we the data on all the factors agai nst which conparabili
to be assessed?

No

Yes
2. Are the deficiencies potentially
to the nethod proposed?

No Yes
3. Are there material differemces
(affecting price or profit) between

2
the proposed conparabl es* 4. Can judgnent assessnents be

made to fill in the deficienci
No Yes
) Yes
(Hi gh) o
5. Are adjustments for the material (Low

di f ferences possi bl e?
6. Are there material differe
(affecting price or profit)

Yes t he proposed conparabl es?

I's data avail abl e |

No 7.
(Low to quantify the No Yes
rel ati onshi ps? ( Mod)
8. |s judgnental
adj ust nent possi bl e?
No Yes
No Yes
(Low) ( Mod)

9. Size of total 10. Size of total

adj ust ment ? adj ust ment ?
Smal | Lar ge Smal | Lar ge
(Low) (Low) (Hi gh) (Mod)

2.66. Practical examples of how this would operate are shown in the
Appendix to this Ruling (paragraphs Al and A2).

Adjustments to data: differences in accounting treatment

2.67. Enterprises record their transactions in their books of account in
a manner that suits their reporting needs and the statutory
requirements of the country in which they operate. The majority of
the methodologies rely upon costs and comparable margins, whether it
be gross, net or some intermediate level. There is, therefore, a need to
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ensure that any differences in accounting treatment between entities
being compared are adjusted so that an accurate comparison of costs
and margins can be made.

2.68. For example, some enterprises may include royalties paid or
insurance and freight for purchased goods above the gross profit line
w