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Draft Taxation Ruling

Income tax: using arm's length transfer
pricing methodologies in international
dealings between associated enterprises

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

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

What this Ruling is about

Class of persons/arrangement

1. This Ruling sets out the principles to be applied in selecting and
applying a transfer pricing methodology. It discusses the
methodologies acceptable to the Australian Taxation Office ('ATQO"),
our view on the definitional issues that arise in relation to the various
methodologies, and the circumstances in which the various
methodologies are considered appropriate. It links the concepts of the
arm's length principle, comparability and methodological approaches
with a process of analysis that can be used to establish an arm's length
outcome. These concepts are important because under Division 13 of
Part III of the Income Tax Assessment Act (‘the ITAA') the
Commissioner of Taxation can adjust the consideration used in the
supply or acquisition of property in international agreements where
inter-alia the consideration is not an arm's length consideration.
Provisions to make adjustments to achieve an arm's length outcome
are also contained in each of Australia's double taxation agreements
('DTASs").

2. This Ruling has a broad scope in order to keep the issues in
context and to cover a wide variety of circumstances. This recognises
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. It
needs to be recognised at the outset that the application of the
principles set out in this Ruling requires judgment. Transfer pricing
issues cannot be easily resolved by the rigid and mechanical
application of standardised rules or predetermined formulae.
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3. This Ruling is limited to dealings between separate legal
entities.

4.  Definitions of terms used in this Ruling that require explanation
are contained in the Definitions section. A Detailed contents list is
included at paragraph 592.

Date of effect

5. This Ruling applies to years commencing both before 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).

Definitions

6.  With the exception of definitions marked "*' the definitions used
here are from the 1995 Report of the OECD Committee on Fiscal
Affairs, 'Transfer Pricing Guidelines for Multinational Enterprises
and Tax Administrations' ('the 1995 OECD Report").

Arm's length principle

The international standard that OECD Members have agreed should be
used for determining transfer prices for tax purposes. It is set forth in
Article 9 of the OECD Model Tax Convention as follows: where
'conditions are made or imposed between the two enterprises in their
commercial or financial relations which differ from those which
would be made between independent enterprises, then any profits
which would but for those conditions have accrued to one of the
enterprises, but by reason of those conditions have not so accrued,
may be included in the profits of that enterprise and taxed
accordingly'.

Arm's length range

A range of figures that are acceptable for establishing whether the
conditions of a controlled transaction are arm's length and that are
derived either from applying the same transfer pricing method to
multiple comparable data or from applying different transfer pricing
methods.



Draft Taxation Ruling

TR 95/D22

FOI status: draft only - for comment page 3 of 184

Associated enterprises, entities or parties

Two enterprises are associated enterprises with respect to each other if
one of the enterprises meets the conditions of Article 9, subparagraphs
1 (a) or 1(b) of the OECD Model Tax Convention with respect to the
other enterprise.

* The expression also includes enterprises which do not meet the
conditions of Article 9 but whose dealings can be adjusted under
Division 13 of the ITAA. These enterprises may reside in non treaty
countries. The consideration used in dealings between uncontrolled
enterprises who do not deal at arm's length with one another may also
be adjusted in some circumstances and the term 'associated enterprises'
is intended to extend to these dealings. TR 94/14 discusses this
situation at paragraph 50.

Basket*

A group or range of items such as transactions, functions,
relationships, etc.

Channel profits*

The profits derived by all independent and associated enterprises from
the flow of transactions linking production, distribution and sale to the
final customer of the relevant product or services.

Combined profits*
That part of the channel profits derived by associated enterprises.

Comparable uncontrolled price (CUP) method

A transfer pricing method that compares the price for property or
services transferred in a controlled transaction to the price charged for
property or services transferred in a comparable uncontrolled
transaction in comparable circumstances.

Contribution analysis

An analysis used in the profit split method under which the combined
profits from controlled transactions are divided between the associated
enterprises based upon the relative value of the functions performed
(taking into account assets used and risks assumed) by each of the
associated enterprises participating in those transactions,
supplemented as much as possible by external market data that
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indicate how independent enterprises would have divided profits in
similar circumstances.

Controlled enterprises, entities or parties*

See 'Associated enterprises, entities or parties', above.

Controlled transactions

Transactions between two enterprises that are associated enterprises
with respect to each other.

Cost plus mark-up

A mark-up that is measured by reference to margins computed after
the direct and indirect costs incurred by a supplier of property or
services in a transaction.

Cost plus (CP) method

A transfer pricing method using the costs incurred by the supplier of
property (or services) in a controlled transaction. An appropriate cost
plus mark-up is added to this cost, to make an appropriate profit in
light of the functions performed (taking into account assets used and
risks assumed) and the market conditions. What is arrived at after
adding the cost-plus mark-up to the above costs may be regarded as an
arm's length price of the original controlled transaction.

Direct costs

Costs that are incurred specifically for producing a product or
rendering a service, such as the cost of raw materials.

Enterprise *

An entity organised for commercial purposes.

Functional analysis*

An analysis of the functions performed assets used and risks assumed
by each associated enterprise in controlled transactions as a basis for
examining the comparability of dealings by independent enterprises or
for developing a view as to the economic significance of the taxpayer's
activities. This analysis which can be performed at a series of
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different levels from a qualitative initial assessment to a more detailed
analysis involving economic weightings, is generally referred to as a
functional analysis.

Global formulary apportionment method

A method to allocate the global profits of a multinational enterprise
('MINE') group on a consolidated basis among the associated
enterprises in different countries on the basis of a predetermined
formula.

Gross profits

The gross profits from a business are the amount computed by
deducting from the gross receipts of the transaction the allocable
purchases or production costs of sales with due adjustment for
increases or decreases in inventory or stock-in-trade, but without
taking account of other expenses.

Hurdle rate*

The minimum rate of return expected of a long term investment
opportunity for it to be adopted.

Independent enterprises, entities or parties

Two enterprises are independent enterprises with respect to each other
if they are not associated enterprises with respect to one another.

Indirect costs

Costs of producing a product or service which although closely related
to the production process may be common to several products or
services (e.g., the costs of a repair department that services equipment
used to produce different products).

Multinational enterprise group (MNE group)

A group of associated companies with business establishments in two
or more countries.

Multinational enterprise (MNE)*
An enterprise that is part of an MNE group.



Draft Taxation Ruling

TR 95/D22

page 6 of 184 FOI status: draft only - for comment

Mutual agreement procedure*

A procedure provided for in all of Australia's double taxation
agreements ('DTAs') through which the ATO, at the behest of a
taxpayer or on its own account, consults with other tax administrations
to resolve disputes regarding the application of Australia's DTAs. The
procedure can be used to eliminate double taxation that could arise
from a transfer pricing adjustment.

Profit comparison method*

A transfer pricing methodology based on comparisons at the net profit
level, on a single transaction level or in relation to some aggregation
of dealings between associated enterprises, between the taxpayer and
independent parties dealing wholly independently in relation to a
comparable transaction or dealings. See also 'Transactional net
margin method' below.

Profit split method*

A transfer pricing method that identifies the combined profit to be
split for the associated enterprises from a controlled transaction (or
controlled transactions that it is appropriate to aggregate under the
principles set out in this Ruling and then splits those profits between
the associated enterprises according to an economically valid basis
that approximates the division of profits that would have been
anticipated and reflected in an agreement made at arm's length
between independent parties.

Related enterprises, entities or parties*

See 'Associated enterprises, entities or parties', above.

Resale price margin

A margin representing the amount of which a reseller would seek to
cover its selling and other operating expenses and, in the light of the
functions performed (taking into account assets used and risks
assumed), make an appropriate profit.

Resale price (RP) method

A transfer pricing method based on the price at which a product that
has been purchased from an associated enterprise is resold to an
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independent enterprise. The resale price is reduced by the resale price
margin. What is left after subtracting the resale price margin can be
regarded, after adjustment for other costs associated with the purchase
of the product (e.g., customs duties), as an arm's length price of the
original transfer of property between the associated enterprises.

Residual analysis

An analysis used in the profit split method which divides the
combined profit from the controlled transactions under examination in
two stages. In the first stage, each participant is allocated sufficient
profit to provide it with a basic return appropriate for the type of
transactions in which it is engaged. Ordinarily, this basic return would
be determined by reference to the market returns achieved for similar
types of transactions by independent entities. Thus, the basis return
would generally not account for the return that would be generated by
any unique and valuable assets possessed by the participants. In the
second stage, any residual profit (or loss) remaining after the first
stage division would be allocated among the parties based on an
analysis of the facts and circumstances that might indicate how this
residual would have been divided between independent enterprises.

Traditional transaction methods

The comparable uncontrolled price method, the resale price method,
and the cost plus method.

Transactional net margin method*

OECD terminology for a transfer pricing method that examines the net
profit margin relative to an appropriate base (e.g., costs, sales, assets)
that a taxpayer realises from a controlled transaction (or transactions
that it is appropriate to aggregate in accordance with the principles in
this Ruling). See also 'Profit comparison method', above.

Transactional profit method*

OECD terminology for a transfer pricing method that examines the
profits that arise from particular controlled transactions of one or more
of the associated enterprises participating in those transactions. The
term is limited to the profit split method and the transactional net
margin method.
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Uncontrolled enterprises, entities or parties

See 'Independent enterprises, entities or parties', above.

Uncontrolled transactions

Transactions between enterprises that are independent enterprises with
respect to each other.

Unrelated enterprises, entities or parties

See 'Independent enterprises, entities or parties', above.

Whole of entity basis*

A basis of analysis whereby the business operations of an entity are
examined in their entirety rather than segmenting them into
transactions or product, service or business lines.

Ruling

The legal basis for methodologies and the central importance of
the arm's length principle

7. Australia has endorsed the arm's length principle as the general
benchmark for transfer pricing. This endorsement is reflected in our
DTAs and Division 13 (paragraphs 236 - 241).

8.  Division 13 and Australia's DTAs 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 (paragraph
242).

9.  Within the context of definition of 'arm's length consideration' in
Division 13 and the DTAs notion of 'independent parties dealing
wholly independently with one another', Parliament intended to give
the Commissioner the greatest possible scope to use methodologies
appropriate to the circumstances (paragraph 243).

10. This is a conscious decision by legislature which intended the
arm's length principle to be the cornerstone of the law yet still
allowing the Commissioner flexibility to administer the law especially
in relation to the selection and application of methodologies, though
clearly limited by the statutory purpose (paragraph 244).

11.  We agree that the statutory objective provides a guideline and
limitation on the methodologies that are available under Division 13
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and the DTAs - and in relation to how methodologies should be
applied. The statutory objective of Division 13, is to enable the
Commissioner to determine an amount of consideration in respect of
an international agreement that would have been set if the dealing had
occurred on an arm's length basis in cases where - judged against what
independent parties dealing at arm's length might reasonably be
expected to have received or paid in the taxpayer's circumstances - a
taxpayer has received inadequate or no consideration for property
(including services) supplied, or pays too much for purchases - and to
use the amount so determined in the calculation of the taxpayer's
taxable income. It has a further objective of allowing the
Commissioner to estimate the arm's length consideration where for
any reason (including an insufficiency of information available to the
Commissioner) it is not possible or practicable for the Commissioner
to ascertain the arm's length consideration (paragraph 245).

12. The Associated Enterprise Articles in Australia's DTAs have the
objective of allowing the Commissioner to adjust understatements of
profits in cases where an enterprise resident in Australia and an
enterprise resident in a country with which Australia has a DTA are
under common management, control or ownership (whether direct or
indirect) and have not dealt with each other on an arm's length basis
(paragraph 246).

13.  Where complex issues arise that require specialist approaches in
areas where there is no guidance as to what was intended by way of a
method to achieve a stated objective, it is appropriate in determining
the relevant principles and criteria, to have regard to the industry
practice and any standards relevant to the issue. It would be
appropriate in the context of statutory transfer pricing rules to consider
the internationally agreed approaches as to what would generally be
accepted as a reasonable way to determine the arm's length outcome,
having regard to the intent of the transfer pricing provisions in
Division 13 and the DTAs and the actual wording of the Australian
provisions (paragraph 247).

14.  When applying Division 13 and the DTAs we will pay close
attention to the OECD guidelines on transfer pricing methodologies
and the operation of the Associated Enterprises Article of the OECD
Model, being the considered view of many tax experts familiar with
transfer pricing. However, they are not an interpretation of Division
13 which must be construed according to its terms and purpose. In
relation to the application of the DTAs, it needs to be recognised that
OECD Reports do not have as high a status in international law as an
aid to interpretation as a document evidencing the intention of the
Contracting States or the Commentary to the OECD Model Tax
Convention. Nevertheless, the 'Report on Transfer Pricing Guidelines
for Multinational Enterprises and Tax Administrators' that was



Draft Taxation Ruling

TR 95/D22

page 10 of 184 FOI status: draft only - for comment

approved by the OECD Council on 13 July 1995 (‘the 1995 OECD
Report') is seen as an important, influential document that reflects
unanimous agreement amongst the member countries - an agreement
that was achieved after an extensive process of consultation with
industry and tax practitioners in member countries - and should be
followed where relevant and in the absence of any intention to the
contrary in Division 13 or the DTAs (paragraphs 248 and 249).

15. Ttis accepted that the CUP method will provide the best
reflection of an arm's length outcome where there is sufficient reliable
data for its application. A flexible approach should be adopted to
allow adjusted CUP analyses to be used in appropriate cases
(paragraph 250).

16. Itis also accepted that the Resale Price (RP) and Cost Plus (CP)
methods can be used in appropriate cases, subject to the general
principles in paragraph 87 of TR 94/14 (paragraph 251).

17. As stated in paragraph 100 of TR 94/14, the ATO will accept the
use of a mixture, RP and CP methods or a profit split or profit
comparison method in certain circumstances (paragraph 252).

18.  The transfer pricing rules in Division 13 and the profit
reallocation rule in all of Australia's DTAs allow the Commissioner to
use Division 13 to approximate an arm's length consideration in cases
where the information available is inadequate to determine the income
to be attributed to an enterprise - provided that when Division 13 is
applied in conjunction with a DTA it is applied, so far as it is
practicable to do so, consistently with the principles of the relevant
Associated Enterprises Article of the DTA (paragraphs 253 and
254).

19. It could be argued from the context of its operation and its
wording that the Commissioner would be using a non-arm's-length
methodology when applying subsection 136 AD(4) of the ITAA.
Differences in Australia's DTAs from the OECD Model and the
enactment of subsection 136 AD(4) reflect Parliament's intention to
introduce provisions, which, while being as consistent as possible with
the arm's length principle, allow the Commissioner to go beyond the
strict confines of paragraph 136 AA(3) (and the arm's length principle
as found in the treaties) to deem an arm's length consideration
(paragraph 255).

20. However, having regard to the clear policy expressed in
subsections 136 AD(1) to (4) to use the arm's length principle and 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
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of an arm's length result. (See also paras 82 and 83 and 338 to 340 of
TR 94/14) (paragraph 256).

21. This does not mean that the arm's length principle is being
ignored. Rather, the Australia law is designed to reflect the Australian
experience in this area and to give the Commissioner sufficient
flexibility to arrive at an answer in the wide range of cases that are
likely to be encountered in practice. (See paragraphs 240 and 241 and
253 to 255) (paragraph 257).

22. The aim in cases where subsection 136 AD(4) applies will be to
achieve as highly focused a comparison as is possible in the
circumstances, consistent with the intention of Parliament as
expressed in Section 136AD as a whole, the Explanatory
Memorandum ('EM') introducing this provision into Division 13 and
with the Associated Enterprises Articles in all of Australia's DTAs
(paragraph 258).

23. A similar limitation in terms of statutory purpose applies when
the application of subsection 136 AD(4) is authorised by a DTA
because all of Australia's DT As require the subsection to be applied, in
so far as it is practicable to do so, consistently with the arm's length
principle embodied in the Associated Enterprises Article (paragraph
259).

24. It follows from the nature and purpose of subsection 136 AD(4)
that other methodologies may be used under that subsection than
would be available under subsection 136 AD(1) - (3) and Article 9
(the Associated Enterprises Article) of the OECD Model Tax
Convention. These methods will depend on the facts and
circumstances of each case but could include income and expense
allocation on the basis of a formula, a return an assets method, a
mixture of methods, or some form of profit comparison other than the
profit split and profit comparison methods described later in this draft
Ruling (paragraph 260).

25. The selection and applicability of methodologies in the context
of Division 13 was discussed in paragraphs 86 to 100 of TR 94/14 and
regard should be had to the general principles expressed therein.
Those principles are relevant to DTAs and should also be applied in
that context (paragraph 261).

26. The most appropriate method in a given case will depend on the
facts and circumstances of the case and the extent and reliability of
data on which to base a comparability analysis, the intention always
being to select the method that produces the highest degree of
comparability. In cases where there are no comparables or there is an
insufficient information to determine the arm's length outcome, the
method to be used should be a method that produces a reasonable
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estimate of an arm's length outcome on the basis of what is known in
the case (paragraph 262).

27. Having regard to the statutory objective of Australia's transfer
pricing rules, the ATO takes the view that any transfer pricing
methodology used to calculate an arm's length consideration in
international dealings between associated enterprises must be applied
in a way that will provide an arm's length outcome by closely
reflecting commercial and economic reality and the economic
contribution made by the enterprises in each jurisdiction (paragraph
263).

28. The ATO does not see this Ruling putting into question
internationally accepted methodologies that are used to determine an
arm's length consideration. On the contrary the ATO endorses the
CUP, RP, CP, profit split and profit comparison methods as the
relevant approaches or criteria, the most appropriate of these
depending on the nature of the case and the extent of reliable data to
enable its proper application Nor is the ATO expressing any
preference for particular methodologies since their suitability and
reliability will depend on the facts and circumstances of each case.
However, an understanding of the commercial and economic reality
underlying any particular transaction or dealing will be reached by
beginning with a search for and a close examination of comparable
transactions or dealings between unrelated enterprises in an
application of the traditional arm's length methodologies. If such
comparables can be found and the resulting prices or terms would be
acceptable to each of the parties concerned then a basis for an arm's
length determination may have been reached. If not, then profit
methods should be considered. In particular, the ATO agrees with the
OECD view that profit methods (sometimes referred to as
transactional profit methods) are methods of last resort where there is
insufficient data on uncontrolled transactions (possibly because of
unco-operative behaviour on the part of the taxpayer relative to these
guidelines), or where such data is considered unreliable, or due to the
nature of the business situation (paragraph 264).

THE ARM'S LENGTH PRINCIPLE

29. The arm's length principle requires a conclusion (and in the case
of Division 13, a determination) of what might reasonably be expected
if the parties were dealing at arm's length with one another. It does
this by comparing what the taxpayer has done with notions of supply,
demand and negotiation in an open market and uses the behaviour of
independent parties dealing at arm's length as a benchmark. The
notion of comparability is therefore central to the arm's length
principle (paragraphs 265 and 266). Implicit in the concept of 'the
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arm's length principle' and of the expressions 'arm's length
consideration' in Division 13 and 'independent parties dealing wholly
independently with one another' in Australia's DTAs 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 (paragraph 66
of TR 94/14 and paragraph 267 of this Ruling).

30. The issue of choice is important, because the question being
asked by the arm's length principle is, "What would have happened if
the ownership link had been severed and the enterprise was motivated
by its own economic interest?' This approach will involve a
consideration of what a reasonable, independent business person
might reasonably be expected to agree to in the same or similar
circumstances (paragraph 268).

31. 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). In this sense, the search for comparable
uncontrolled prices is a search for an open market based alternative.
The cost plus method and the resale price method options can also be
seen in this context as defining market based margins for functions
performed (including assets used and risks assumed) and it could be
argued that a reasonable prudent decision maker would look to open
market in assessing the available alternatives. In this way the cost plus
and resale price methods are also special cases that derive their
validity from the fact that where they can be reliably applied they
define reasonable courses of action by an uncontrolled enterprise
which can be used as an arm's length benchmark for the taxpayer's
dealings. The profit based methods are last resort options that identify
reasonable alternatives when the more direct methods based on
transactional comparability are not suitable or practicable. While the
ATO has a preference for more direct methods based on transactional
comparability, we recognise the overriding need to ensure that
assessments reflect commercial and economic reality as well as the
economic contribution made by each of the enterprises involved
(paragraph 269).

32.  Where an open market exists from which one or more
comparables can be inferred, the comparable will determine the
options open to the enterprise in relation to how its dealings should be
structured for tax purposes to accord with the arm's length principle.
While the dealings between enterprises in the same multinational
group demonstrate a strong emphasis on strategic long-term
relationships based on the exchange of goods and services, finance,
technology and know how to suit integrated production or marketing
processes, organisational structure and strategies, it should not be



Draft Taxation Ruling

TR 95/D22

page 14 of 184 FOI status: draft only - for comment

automatically assumed that members of multinational groups are not
dealing at arm's length with each other (paragraph 270).

33. The decision to embark on a relationship is one that is profit
driven both in the long and short term, with expectations that will be
shaped by the experience of similar enterprises under similar
circumstances. Whether or not the choice made is acceptable is best
tested by looking to the options that can reasonably be held to exist.
The starting point is therefore to consider the profit expectations at the
time when a relationship is initiated, and what a reasonable business
person would see as the critical assumptions at that time and how the
relationships could reasonably be expected to develop should the
conditions supporting the critical assumptions materially change
(paragraphs 271 to 273).

34. There will be situations where direct comparisons are
impossible. There are other cases where the transactions are of a kind
that would occur only between related parties. The arm's length
principle still applies, but the focus is on functions, assets, and risks
and the processes that parties dealing at arm's length would have
adopted to allocate profits based on benchmark rates of return and
economic weightings in comparable circumstances, using the concept
of a joint venture between independent parties as a guide (paragraph
274).

35. Parliament intended that the Commissioner still be empowered
to apply the law in cases involving unique or highly differentiated
dealings to ensure that Australia receives its fair share of tax. To that
end, subsection 136AD(4) empowers the Commissioner to
approximate an arm's length outcome where there is a lack of
information that makes the determination of the arm's length
consideration not possible or practicable. This residual power is
preserved in all of Australia's DTAs (paragraph 275).

MATTERS ASSOCIATED WITH THE ARM'S LENGTH PRINCIPLE

36. Ideally, the arm's length principle should be applied to each
international dealing in order to arrive at an arm's length consideration.
However, in some cases this will not be feasible because of the
absence of reliable data on which to assess comparability (paragraph
277).

37. In practice, there are two fundamental approaches that may be
taken to achieving an arm's length outcome. These are the use of
analysis based on comparable uncontrolled dealings and other
methods where there are no comparable uncontrolled dealings.
Analysis based on reliable comparable uncontrolled dealings should
be used to determine an arm's length consideration where reliable
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information is available to do so. There are some circumstances
where it will be necessary to basket or aggregate transactions in order
to achieve this end. Where there are no comparable uncontrolled
dealings or there is insufficient reliable data to identify them, it will be
necessary to use other methods to estimate or approximate an arm's
length outcome (paragraph 278).

Comparability

38. The preferred arm’s length methodologies are based on the
concept of comparing the prices / 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 price / margins there is a need to closely
examine the dealings being compared. In order for such comparisons
to be useful, the economically relevant characteristics of the situations
being compared must be sufficiently comparable. To be comparable
means that none of the differences (if 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. In determining the degree of comparability, including
what adjustments are necessary to establish it, an understanding of
how unrelated companies evaluate potential transactions is required.
Independent enterprises, when evaluating the terms of a potential
transaction, will compare the transaction to the other options
realistically available to them, and they will only enter into the
transaction if they see no alternative that is clearly more attractive.
Independent enterprises would generally take into account any
economically relevant differences between the options realistically
available to them (such as differences in the level of risk or other
comparability factors discussed below) when valuing those options
(paragraph 279).

The standard of comparability

39. The objective in relation to comparability is always to seek the
highest practicable degree of comparability, recognising though that
there will be unique situations (which could be a result of business
complexity) and cases involving valuable intangibles where it is not
practicable to apply methods based on a high degree of direct
comparability (see subparagraph 87(¢) of TR 94/14 and paragraph
280 of this Ruling).

40. The standard of comparability that is practicable will be
determined by the extent of reliable data on which to make
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comparisons with uncontrolled situations and dealings in the particular
case. Comparisons with controlled dealings by other taxpayers cannot
be regarded as arm's length comparisons (paragraph 281).

41. Adjustments need to be made for any material differences so that
the dealings can be as similar as is possible. If suitable adjustments
cannot be made then the dealings cannot be considered to be
comparable. Commonly, the use of methods other than the traditional
transaction methods will produce results that without careful analysis
and adjustment would not be sufficiently reliable to demonstrate the
levels of comparability necessary to form an arm's length range. This
is a particular issue where operating expenses are taken into account
and the comparison is done at or approaching the net profit level. In
these situations and in others where the level of comparability is
affected, notwithstanding that adjustments to achieve true
comparability cannot be made, the data should not be completely
discarded as, in the absence of any true comparables, it may, in
conjunction with other methods, provide insight as to what constitutes
a reasonable approximation of an arm's length outcome (paragraph
282).

42. Some dealings between taxpayers and unassociated enterprises
may not be able to be accepted as reliable comparables because they
may not be made in the ordinary course of business. An example
would be a relatively insignificant sale made at the same price as
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 unassociated enterprise (paragraph 283).

43. It needs to be remembered that the ATO, when applying any
method, may have more information available than a taxpayer has or
can have reasonable access to through its own efforts. This data
should be used where it enables a more reliable determination of the
arm's length outcome, by producing a higher degree of comparability,
though appropriate steps should be taken, subject to the need to protect
the confidentiality of other taxpayers, to allow the taxpayer an
adequate opportunity to defend its own position and generally
safeguard the taxpayers' rights to have ATO decisions reviewed by the
Administrative Appeals Tribunal ('AAT") or a court. In this regard the
ability of the AAT and courts to hear evidence on a confidential basis
in a closed hearing may be relevant. Not to use the more reliable
information would undermine the statutory objective of the arm's
length principle as expressed in Australia's legislation (paragraph
284).
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The assessment of comparability

44. The assessment of comparability can be affected by:

. the characteristics of the goods or services;
. the terms and conditions of relevant agreements;
. the relative risk assumed by the taxpayer, associated

enterprises and any independent party being considered as
a possible comparable;

. economic and market conditions; and
. business strategies.

All of these aspects need to be carefully considered in any
comparability analysis in order to increase the reliability of the
analysis. In this regard all the matters set out in paragraphs 285 to 304
below should be addressed.

Functional analysis is needed in determining comparability

45. To properly address comparability it is essential to analyse the
functions performed, assets used and risks assumed by the taxpayer to
identify the economically significant activities and to compare the
results with a similar analysis of uncontrolled dealings or of
uncontrolled enterprises that are being considered as possible
comparables. The level of functional analysis that is needed will
depend on the facts of the case. The matters discussed in paragraphs
286 to 292 and 509 to 591 should be taken into account in undertaking
a functional analysis.

Need for multiple year data to limit distortions

46. A valid conclusion as to what constitutes an arm's length
outcome for a dealing usually requires examination of several years of
dealings for both the controlled and uncontrolled parties. In this way
differences due to business or product cycles can be more effectively
taken into account and comparability more reliably determined
(paragraphs 299 to 300).

47. The number of years that need to be examined will depend on
the facts and circumstances of the case, but as a starting point the ATO
will consider the current year and the preceding four years
(paragraph 301).
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Grouping of transactions is sometimes needed to assess
comparability

48. In some cases it may be more appropriate to group products,
services or activities in order to properly reflect the relative
contributions to profit from the associated enterprise dealings.
Grouping may be appropriate in the following situations:

(a) Transactions/components of transactions

Dealings between associated enterprises in a particular
product may involve separate transactions for the product,
the intangibles associated with the product, technical
advice, management services and any other related
matters.

Where the independent dealings being considered as
possible comparables cannot be disaggregated, it would
generally be appropriate to group all the relevant
transactions between associated enterprises so
comparability to the uncontrolled party package deal
transaction can be properly determined.

(b) Integrated operations

If it was decided to route the transaction through an
associated enterprise it may be more appropriate to
consider the dealing in its entirety rather than consider the
component transactions on a separate basis. The
combined/channel profit, the functions of each of the
associates, the value added by each of the channel entities
and the amount of profit appropriated to each entity would
need to be considered when applying the arm's length
principle to set or review prices or conditions.

There could well be practical difficulties in determining
the true value added by any intermediate company if it is
considered in isolation.

If it cannot be demonstrated in a particular case that the
intermediate company either bears a real risk or performs
an economic function in the chain that has produced the
value of the goods or services, then any profit element that
is claimed to be attributable to the activities of the
intermediate company should be attributed elsewhere in
the MNE group.

(c) Product lines

The business activities of a member of an MNE group are
the importing and wholesaling of toasters, electric kettles,
blenders and the provision of services in the form of
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advice on satellite communication. Although the MNE
management may have a number of separate product lines
it may be appropriate in analysing comparability to group
the household electronic products together if the functions
of wholesaling these products are similar. This could
avoid possible distortions that may arise where indirect
costs are allocated to individual products.

(d) Prior dealings

On occasions it will be important to look back over a
sequence of transactions in order to put a current
transaction in an appropriate context. This is important
where there has been a substantial prior investment in the
development of intangibles, or a prior sale of a relevant
asset. There is a need to establish an appropriate setting or
starting point for an identification of the economic
alternatives that an uncontrolled decision maker would
normally wish to consider and to identify comparables
where these exist

(paragraphs 305 and 306).

49. Where dealings have been grouped there would be a need to
allocate relevant operating, financial or other expenses across different
product lines, divisions etc to reflect that grouping. Where it is not
possible to allocate on a direct basis a soundly-based method of
indirect allocation should be used that accords with accepted
accounting principles and fits the particular circumstances
(paragraph 307).

The aggregation of dealings to enable comparability to be assessed

50. In some cases, comparability can only be established by a further
extension of the grouping approach. It may be necessary to aggregate
the product or business lines so as to consider the matter in its proper
business and economic context. This situation may arise where, for
any reason, there is insufficient data available on comparable dealings
to undertake a comparability analysis on any other basis (paragraphs
308 and 309).

51.  Comparability extends beyond product similarity. The special
features of any relationships need to be taken into account. In this
regard the matters discussed in paragraphs 310 and 311 need to be
taken into account.

52.  Where an aggregated analysis is undertaken and the taxpayer is
dealing with related parties from different taxing jurisdictions it will
still be necessary to allocate the income and expenses of the cross-
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border operations of the related parties to the different taxing
jurisdictions on the basis of economic value added by each party
(paragraph 312).

Differences in accounting treatment may need to be adjusted

53. There is a need to 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. The basic rule
is that while accepting that accounting standards will vary between
countries, true comparability must be based on a consistent approach
insofar as components of income and costs taken into account in
comparing the performance of the taxpayer with that of the
independent enterprise being considered as a possible comparable
(paragraph 313).

54. If data is not available to determine the basis of accounting of
any enterprise being considered as a comparable then any comparable
analysis should be at the net margin level or at a level that would
include all relevant costs(paragraph 314).

Arm's length range

55. In the practical application of transfer pricing methodologies, an
arm's length result may not always be a single point. The application
of a single method or several different methods may produce a range
of reliable results (paragraph 315).

Determination of an arm's length range

56. There are a number of considerations to be taken into account
when constructing an arm's length range. Comparable uncontrolled
dealings need to be identified and selected on the basis of criteria
required to undertake the method being applied (paragraph 316).

57. If material differences exist between the dealings by associated
enterprises and the cases being considered as possible comparables,
adjustments need to be made to reflect the differences in order to
improve the comparability of the uncontrolled dealings. If reasonably
accurate adjustments cannot be made to eliminate material differences
then the case being considered as a possible comparable is not truly
comparable (paragraph 317).

58. The arm's length range will be constructed using only
comparable uncontrolled dealings that have, or have been adjusted to,
a similar level of comparability with the controlled dealings
(paragraphs 318 and 319).
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59. In the absence of comparable uncontrolled dealings, it may be
possible to infer from other industry information available whether
dealings between the associated enterprises achieve an arm's length
outcome. However, it should be noted that data which does not
achieve the required level of comparability cannot be used in
constructing an arm's length range and, while it may be useful in terms
of broad indications, cannot be given the same status in determining
an arm's length outcome. Nevertheless, it does provide relevant
information which, when combined with other information, may assist
in determining an arm's length outcome (paragraph 320).

Only arm's length outcomes can comprise a range

60. Where a single methodology is used, it has to be capable of
being applied with similar accuracy and reliability to each element of
data constituting the range, having regard to all the factors relevant to
comparability (paragraph 322).

61. Where there is substantial divergence between data in the range
it is doubtful that all the data in the range are truly arm's length
outcomes. In such cases the reliability of the data in respect of each
possible comparable, any adjustments made for material differences in
comparability and the methodology itself should be reviewed
(paragraph 323).

62. There would be more confidence in ranges that are established
by the use of different methodologies if those ranges, when overlayed,
reflect common results (paragraph 324).

63. A high level of comparability is required in order to apply a
traditional transaction methodology (CUP, RP and CP methods).
When using these methods, an outcome that falls within a properly
constructed arm's length range should be regarded as being arm's
length. The qualification to this statement is that the data used to
construct the range must be truly comparable. However, if the dealing
falls outside the arm's length range, it is a matter of judgment as to
which point in the range the adjustment should be made. The ATO
concurs with the view of the OECD that the adjustment should reflect
the point in the range that best accounts for the facts and
circumstances of the controlled transaction (paragraph 325).

64. When applying a method other than a traditional transaction
methodology (such as a profit comparison) it is not possible to give
the same assurances in every case. The approximations used in
applying these other methods which rely on broader measures of
comparability can give extensive ranges, some of which may not be
sufficiently accurate to permit the general statement that any point in
the range may be regarded as arm's length (paragraph 326).
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Intangible and intellectual property

65. Two categories of intangibles are recognised - production
intangibles and marketing intangibles. Production intangibles
typically include patents, trade secrets or unpatented know how.
Marketing intangibles include trade marks, trade names and
distribution networks. Hybrids of these categories can occur where
intangibles obtain value through the activities of research and
development/production and of marketing and sales. Intangibles may
also include copyright protected software or specialised methods for
providing service to customers, or of doing business (paragraphs 327
to 328).

66. Intellectual property such as know how may be either a
production or marketing intangible (paragraph 329).

67. Australia's transfer pricing tax laws do not differentiate between
the supply or acquisition of intangible property and any other transfer
of property under an international agreement (paragraphs 330 and
331).

Intangibles need to be clearly identified before they are rewarded

68. It is necessary to clearly establish the existence and nature of the
intangibles before attempting to attribute to them any value or taking
them into account in applying an arm's length methodology
(paragraph 332).

69. Intangibles with different strengths will need to be rewarded
differently. A patented production process may be useful, but it may
be fairly simple to design around the patented aspects in order to
achieve a similar outcome. This type of intangible should not receive
the same level of relative reward as a breakthrough patent which may,
say, significantly reduce production costs and improve the product so
that there is greatly improved customer demand (paragraph 333 and
334).

Functional analysis can assist in identifying the existence and
nature of intangibles

70. A functional analysis should identify each party's contribution to
any manufacturing intangible or marketing intangible. A shared
ownership of the intangibles derived from the economic contribution
of the parties could result. This could influence the selection of a
methodology (paragraphs 335 to 337).
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ARM'S LENGTH METHODOLOGIES
What are the arm's length methodologies?

71.  There are a number of internationally accepted methodologies -
which are also accepted by the ATO - that test compliance with the
arm's length principle in different ways (paragraph 338).

72. These arm’s length methodologies are divided into two groups:

(a) the traditional transaction methods ('traditional methods')
being the comparable uncontrolled price (CUP) method;
the resale price (RP) method; and the cost plus (CP)
method; and

(b) the profit methods (‘profit methods') which include the
profit split methods and profit comparison methods
(paragraph 339).

73. It needs to be recognised that since international business is
complex and dynamic, this process of refinement will be an ongoing
one and the application of methodologies must remain flexible and
receptive to those developments which may lead to refinement of the
present arm's length methodologies or the development of new ones
for particular categories of case. It is also recognised that enterprises
may have either developed their own methodology or adapted the ones
discussed in this Ruling to best suit their circumstances. Such
approaches should not be automatically discounted as they may be
appropriate in the enterprises particular circumstances (paragraphs
340 and 341).

74. It is not possible to provide specific rules that will cover every
case and no one method is suitable in every situation (paragraph
342).

75.  Since precise calculations cannot be made and the application of
any methodology involves elements of judgment there is a need to
avoid making adjustments to account for minor or marginal
differences in comparability (paragraph 343).

76.  Since the issue of Taxation Ruling TR 94/14, the OECD has
reviewed its description and discussion of the methodologies and has
confirmed that certain profit methods are consistent with the arm's
length principle when applied in cases where there is insufficient data
on uncontrolled transactions or where such data is considered
unreliable, or due to the nature of the business situation and in a way
that has proper regard to comparability. The ATO agrees with this
view. It is essential to always be mindful of what is reasonable and to
adopt practical, flexible approaches in the application of the
methodologies so that they achieve the highest degrees of
comparability that is feasible and to avoid disputes about theoretical
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aspects that may not produce practical solutions in a given case
(paragraph 344).

Selection of the appropriate method

77. As was stated in paragraphs 86 and 87 of TR 94/14, the ATO
will select the method that is the most appropriate or best suited to the
facts and circumstances of the particular case. The ATO is under no
obligation to accept the particular methodology used by a taxpayer
unless, on an objective analysis, it produces the most accurate
calculation of the arm's length outcome. The most appropriate method
will be the one that produces the highest practicable degree of
comparability. Its selection will be driven by the extent to which
reliable data on comparables is available in the particular case.
Taxpayers and the ATO should have regard to all the principles in
paragraph 87 of TR 94/14 when selecting a methodology (paragraph
345).

78.  Any transfer pricing methodology used to calculate an arm's
length consideration in international dealings between associated
enterprises must be applied in a way that will provide an arm's length
outcome by closely reflecting commercial and economic reality and
the economic contribution made by the enterprises in each jurisdiction
(paragraph 346).

79. Australia follows the OECD view that the CUP the RP and CP
methods should be preferred over profit methods as a means of
establishing whether a dealing is arm's length. It is also accepted that
where it is possible to identify comparable uncontrolled transactions,
the CUP method will provide a higher degree of comparability than
the RP and CP methods (or any other method) (paragraphs 347 and
348).

80. The choice of the most appropriate method should be based on a
practical weighting of the evidence having regard to the nature of the
activities being examined, the quality and reliability of the data and the
nature and extent of any assumptions and the degree of comparability
that exists between the controlled and uncontrolled dealings or
between enterprises undertaking the dealings where the difference
would effect conditions in arm's length dealings being examined
(paragraphs 349 to 351).

81. Where an analysis of comparability has been undertaken using
one of the traditional transaction methods and there is some
uncertainty as to the reliability of the outcome, perhaps due to
comparability factors and the quality of the data used, it would be
appropriate to check the outcome by using some other basis. One way
this may be done is by comparing the result of the combined/channel
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profits achieved by applying the selected method with the result
achieved by a method having regard to the matters like expected rates
of return, risk levels, profitability, hurdle rates or other statistical
analyses that independent parties would use to evaluate potential
transactions (paragraph 352).

The traditional transaction methods described

82. The data necessary to apply the traditional transaction methods
must be highly comparable. Data that is either not comparable or is
only broadly comparable would not meet the comparability standards
required of these methods. Nevertheless, this data may have a use in
other methods but the result should not be preferred over those
obtained by the application of a transaction net margin.

Comparable Uncontrolled Price (CUP) method

83. The CUP method compares the price for property or services
transferred in a controlled transaction to the price charged for property
or services transferred in a comparable uncontrolled transaction in
comparable circumstances. This methodology could be used to arrive
at an arm's length outcome for a wide range of dealings, not just prices
for the transfer of tangible goods. For example, it may be appropriate
to check whether a royalty rate for the use of intangible property,
interest rate for funds supplied or acquired, or a management fee for
services acquired or