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Draft Taxation Ruling

Income tax: international transfer pricing -
practical issues associated with setting,
reviewing and documenting transfer pricing -
application of Division 13 of Part III
(international profit shifting) and Australia's
comprehensive double taxation agreements

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 person/arrangement

1. This Ruling provides guidelines on the application of certain
concepts outlined in Taxation Ruling TR 94/14 (Income tax:
application of Division 13 of Part Il (international profit shifting))
and in Australia's comprehensive double tax agreements (‘Australia's
DTAs'") which have been included as schedules to the International
Tax Agreements Act 1953 relating to international transfer pricing. It
does not deal with matters explained in detail in TR 94/14 and in TR
92/11.

2. This Ruling is divided into two parts. Part 1 focuses principally
on:

(a) reasons why taxpayers should keep contemporaneous
documentation showing that prices used in their
international dealings with associated enterprises are
arm's length for tax purposes;

(b) the documentation issues that arise for taxpayers in
selecting and applying the most appropriate transfer
pricing methodology for ascertaining the arm's length
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consideration of their international dealings with
associated enterprises for tax purposes;

(©) how the Australian Taxation Office ('ATQO') reviews
any processes implemented by taxpayers and the
resulting transfer prices to check compliance with the
arm's length principle; and

(d) access to information by the ATO and taxpayers.

3. Part 2 discusses a number of specific topics in international
transfer pricing which may present difficulties for taxpayers and the
ATO alike. These are as follows:

(a) considerations when sustained losses are being
incurred;

(b) market penetration strategies;

(©) marginal costing;

(d) the use and relevance of global price lists;
(e) set-off arrangements; and

) safe harbours.

4.  This Ruling should be read having regard to the principles in TR
95/D22 (Income tax: using arm's length transfer pricing
methodologies in international dealings between associated
enterprises).

5. This Ruling is generally stated in relation to dealings between
separate legal entities, with a particular focus on dealings between
companies. Certain documentation issues which arise in dealings
between different parts of the same legal entity (e.g., the allocation of
income and expenses for permanent establishments) are not
specifically dealt with in this Ruling and reference should be made in
this regard to TR 95/D11 (Income tax: application of Division 13 of
Part 111 (international profit shifting) - basic concepts underlying the
operation of Division 13 for permanent establishments and
circumstances in which subsection 136AE(4) will be applied).
However, more general issues such as statutory requirements to keep
documentation, documenting the selection and application of
particular arm's length methodologies, and the description of a four
step process for setting transfer prices addressed in this Ruling also
have application to dealings between different parts of the same legal
entity.

6.  While the main focus of the Ruling is in respect of companies,
the same principles apply where individuals, partnerships and trusts
engage in dealings with separate legal entities.
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7.  Where the word 'associate' or the expression 'associated
enterprises' have been used in the Ruling, this has been done for ease
of explanation and should not be interpreted as implying that Division
13 of Part III of the Income Tax Assessment Act 1936 ('Division 13")
cannot be applied unless companies are associated in some way, or
that these terms in some way limit the operation of the Associated
Enterprises Articles of Australia's DTAs (also see paragraphs 273 -
302 of TR 94/14).

8.  Similarly the expressions 'dealings' and 'goods or services' have
been selected to encompass all of the notions of trade, investment,
finance and exchange to which the arm's length provisions of the tax
laws refer. This includes the reference in the Associated Enterprises
Articles of Australia's DTAs to the conditions that operate between the
two enterprises in their commercial or financial relations, and also the
concept contained in Division 13 of property supplied or acquired
under an international agreement (paragraphs 214 - 272 of TR 94/14).

9.  The term 'international profit shifting' is used in its broadest
sense to cover arrangements that have the effect of denying Australia
its fair share of tax (also see paragraph 154 of TR 94/14).

10. A glossary of terms commonly used in this Ruling is provided at
paragraphs 588 - 617.

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

Date of effect

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

Ruling

PART ONE

Introduction

13. Taxpayers should assess their need to keep documentation to
show compliance with the arm's length principle in relation to their
international dealings with associated enterprises on the same prudent
business management principles that would govern the process of
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evaluating a business decision of a similar level of complexity and
importance (paragraphs 154 and 294).

14. Application of prudent business management principles will
require the taxpayer to prepare or refer to written materials that could
serve as documentation of the efforts undertaken to comply with the
arm's length principle, including the information on which the transfer
pricing was based, the factors taken into account, and the method
selected (paragraphs 156 and 294).

15. The arm's length principle imposes requirements on associated
enterprises that would not be required of independent enterprises
dealing at arm's length. Some documents that might reasonably be
used or relied upon in determining arm's length transfer pricing for tax
purposes may be of the type that would not have been prepared or
obtained other than for tax purposes, including the obtaining of
documents from foreign associated enterprises (paragraphs 155 and
288).

16. The keeping of sufficient and relevant contemporaneous
documentation will assist taxpayers in lodging correct tax returns
(paragraph 156).

Reasons for keeping documentation

17. Taxpayers should create and keep contemporaneous
documentation recording the application of the arm's length principle
in setting the prices or the terms of their international dealings with
associated enterprises for tax purposes because:

(a) there are statutory requirements to keep documentation
(paragraphs 162 to 175);

(b) higher penalties may apply where taxpayers have not
taken reasonable care or do not have a reasonably
arguable position (paragraphs 176 to 184);

(©) the burden of proof rests with taxpayers in the event of
disputation (paragraphs 185 to 190); and

(d) commercial reasons compel the maintenance of
documentation (paragraphs 191 to 199).

Statutory requirements to keep documentation

18. Division 13 and Australia's DTAs together with the record
keeping requirements of section 262A of the Income Tax Assessment
Act 1936 ('the ITAA') and the associated penalty provisions contained
in section 225 of the ITAA are seen as a legislative code which
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imposes an indirect obligation on taxpayers to give consideration to
the arm's length principle in setting transfer prices in their
international dealings with associated enterprises and to adequately
document that consideration (paragraphs 162, 168, 170, 173 and
200).

19. Section 262A imposes obligations on taxpayers to retain records
created in the process of setting and reviewing transfer prices
(paragraph 168).

20. In determining the amount of costs for the purpose of applying
the cost plus method or the relevant expenses incurred for the purpose
of applying a profit split or profit comparison method, section 262A
would require documenting the basis of the calculation used to explain
the figure for costs or the relevant expenses for the profit split methods
(paragraph 168).

21. In determining the combined profit for the purposes of applying
a profit split method or the net profit for the purposes of applying a
profit comparison method, an explanation of the basis used for
determining the relevant revenue and expenditure items leading to the
amounts for combined profit or net profit would need to be recorded
and kept (paragraph 169).

22. Subsection 262A(2) requires taxpayers, when allocating indirect
costs between controlled transactions and other transactions entered
into by the taxpayer for the purpose of applying an arm's length
methodology, to keep documents explaining the allocation basis used
(paragraph 169).

Taxpayers having international dealings with associated enterprises
must provide certain information with their income tax returns

23. A taxpayer which has engaged in international transactions with
an associated enterprise during a year of income is required to
complete a Schedule 25A pursuant to Regulation 15 of the Income
Tax Regulations and lodge it with its income tax return. The
information required to be provided in the Schedule 25A, from the
1995 year of income onwards, also imposes obligations on a taxpayer
to consider whether the outcomes of its dealings with associated
enterprises have been reported on an arm's length basis for tax
purposes (paragraphs 174 and 175).

Higher penalties may apply where taxpayers have not taken
reasonable care or do not have a reasonably arguable position

24. The existence of adequate documentation would be an important
indicator of reasonable care on the part of a taxpayer and would be a



Draft Taxation Ruling

TR 95/D23

page 6 of 163 FOI status: draft only - for comment

mitigating circumstance when considering what (if any) level of
penalty should be imposed in the event of a transfer pricing
adjustment. Conversely, the lack of adequate documentation will be
taken by the ATO as demonstrating an absence of reasonable care and
in some cases may lead to the conclusion that the taxpayer was
reckless for the purposes of section 226H of the ITAA (paragraph
176).

The burden of proof rests with taxpayers in the event of disputation

25. In order to discharge the burden of proof under sections 14ZZK
and 14ZZ0 of the Taxation Administration Act 1953 the taxpayer
needs to show not only that the Commissioner's assessment was made
on a wrong basis but also to show what correction should be made to
make it right or more nearly right (paragraphs 187 and 188).

Commercial reasons compelling the maintenance of documentation

26. Where taxpayers have kept adequate documentation and
voluntarily produce such documents to the ATO to enable an informed
decision to be made on the taxpayer's processes and procedures, the
likelihood of extensive enquiries and adjustments by the ATO will be
diminished (paragraph 192).

27. A lack of sufficient and relevant contemporaneous
documentation will, in the first instance, increase the risk of an ATO
audit and, in the second instance, increase the risk of a transfer pricing
adjustment and the risk of culpability penalties being imposed
(paragraph 194).

28. It will be more difficult for taxpayers to convince the ATO that
their associated enterprise dealings were priced on an arm's length
basis where after the event analyses are relied upon. The ATO will
regard contemporaneous documentation as more reliable than a
subsequent review (paragraph 199).
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The need to keep 'contemporaneous documentation' for
international transfer pricing between associated enterprises

29. 'Contemporaneous documentation' means books, records,
studies, analyses, conclusions and other written material, existing or
brought into existence at the time the taxpayer was developing or
implementing any arrangement, that might raise transfer pricing issues
and which record the information relevant to transfer pricing decisions
(paragraph 203).

30. Itis expected that taxpayers will have carried out an analysis in
accordance with the arm's length principle at the time of setting their
prices or engaging in dealings that raise transfer pricing issues. Where
transactions with associated enterprises have not been conducted on an
arm's length basis, it is expected that consideration would be given to
the appropriate prices for income tax purposes at the time the dealing
is being contemplated or at the time the transaction is entered into and
that the necessary documentation is created at this time also
(paragraph 205 and 206).

31. In most cases relevant documentation will not need to be
produced to the ATO until the time of a transfer pricing review.
Where information is required from taxpayers at the time of lodgment
of tax returns in relation to international dealings with associated
enterprises, this will be restricted to the minimum necessary to make a
reasonable assessment of which taxpayers ought to be the subject of
further examination (paragraphs 209 and 210).

How the ATO reviews the processes used by taxpayers for setting
and reviewing transfer prices

32. The initial stage of an ATO transfer pricing review concentrates
on an appraisal of a taxpayer's processes and documentation in order
to determine the level of risk to the revenue. In certain cases this will
proceed to the next stage where an audit of the taxpayer's pricing
outcomes will be undertaken with the real prospect of a transfer
pricing adjustment being made by the ATO in cases of understatement
of tax (paragraphs 212 to 214).

The risk of a transfer pricing audit

33.  ATO resources on transfer pricing cases will be allocated on the
basis of the perceived risk of taxpayer non-compliance with the arm's
length principle. Taxpayers are generally grouped by the ATO
according to a number of broad risk categories. Taxpayers should
assess their needs and consider the level of certainty they wish to
achieve having regard to the impact of international dealings with
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associated enterprises on their overall business and other relevant
factors. This assessment will determine the level of risk to which the
taxpayer is prepared to be exposed (paragraphs 225 to 238).

Documenting a process for setting international transfer prices

34. Taxpayers who have developed and implemented a thorough
process for setting their transfer prices between associated enterprises
are less likely to find themselves exposed to transfer pricing
adjustments. The standard of an enterprise's pricing policies and
processes is relevant in three ways. First, it is relevant to the decision
as to whether an ATO review proceeds beyond an examination of
process. Second, it is relevant to the size of any adjustment to the
consideration or profit returned if such an adjustment is found to be
necessary. Third, it is relevant to the imposition and size of any
penalty (paragraphs 240 to 242).

Step 1:  understand the cross-border dealings between associated
enterprises in the context of the business

35. This requires the adequate documentation of the analysis
undertaken to obtain a broad understanding of the enterprise and the
business it conducts. Adequate documentation of the preliminary
steps taken to analyse the functions undertaken, assets utilised and
risks borne by the business in relation to the controlled dealings
should also be prepared during this step. This step requires the
adequate documentation of the functional analysis of the enterprise,
which is mainly carried out at this time. This analysis should be
retained by the taxpayer indefinitely (paragraphs 244 to 256).

36. A detailed analysis may not be required in every case and needs
may vary subject to the complexity and importance of the associated
enterprise dealings involved. These factors will determine what is
adequate documentation in the facts and circumstances of each case
(paragraphs 257 to 262).

Step 2:  selection of the methodology or methodologies

37. Documentation of the process of selecting the appropriate
pricing methodology or methodologies and the rejection of other
pricing methodologies is required in this step. Documentation of the
preliminary identification and analysis of comparable data should also
be prepared or acquired in this step (paragraphs 263 to 265).
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Step 3:  application of the methodology or methodologies

38. This step requires the adequate documentation of the process
used to identify, analyse and apply comparable data which is
predominantly undertaken during this step. Any documentation
created or acquired in supplementing and extending the functional
analysis in order to ensure proper application of the pricing
methodology or methodologies is also included in this step. In the
case where application of the assessment of comparability suggests
that there is a range of arm's length outcomes, documentation detailing
all of the outcomes in the range and the most appropriate point in the
range selected by the enterprise is required (paragraphs 266 to 268).

Step 4:  determine the arm's length consideration and review the
process if factors change

39. Documentation outlining the application of the company's
functional analysis and comparability study to the determination of the
pricing outcome, is relevant in this step, which is the conclusion of the
processes of analysis and documentation outlined in earlier steps. If
data is available, a review of the pricing outcome to ensure that it is
commercially realistic should be undertaken and documented.
Documentation outlining the performance reports generated by the
enterprise which may be used to verify the arm's length outcome of the
pricing system will be of great assistance (paragraphs 269 to 271).

40. The process of selecting and applying an arm's length
methodology does not end with determination of an arm's length
consideration for the relevant controlled transactions but must, as
appropriate, include ongoing monitoring by the taxpayer of its process
for setting arm's length transfer pricing. Taxpayers should document
their monitoring process and its outcomes (paragraph 273).

41. A detailed review should be undertaken where there has been a
significant change in factors important to the conduct of an enterprise's
business or a shift in the critical assumptions which form the basis for
selection and application of the methodology and appropriate
adjustments should be made to its process as a result of such a review.
The initiation, conduct and outcome of the review must be adequately
documented (paragraph 274).

42. It is not accepted that a taxpayer's process in selecting and
applying a methodology or methodologies does not have to be
monitored or reviewed once it is implemented (paragraphs 272 to
276).



Draft Taxation Ruling

TR 95/D23

page 10 of 163 FOI status: draft only - for comment

Revisions or renegotiations of existing arrangements often raise
special documentation issues

43. Where taxpayers revise or renegotiate existing dealings with
associated enterprises documentation should be created and retained to
detail and support:

(a) the terms of the new agreement;

(b) the changed circumstances which have led to the need
for the revision or renegotiation;

(©) the analysis undertaken to support the revised transfer
price or terms of the arrangement including adequate
detail of external benchmarking undertaken and the
pricing methodology used;

(d) the basis on which it is considered that the approach
taken is consistent with what arm's length parties would
have done in the same or similar circumstances

(paragraphs 281 and 282).

Does the taxpayer properly implement its own process in setting
prices and conditions for cross-border transactions?

44. Contemporaneously documented processes would have little
impact on a taxpayer's level of risk if they have not been properly
implemented by the taxpayer. In this regard, as part of the ATO's risk
assessment analysis of a taxpayer, we will be seeking to test any
process established by the enterprise in order to be satisfied that the
process has been properly implemented. Proper implementation by a
taxpayer of its process for the setting of its transfer prices with
associated enterprises for tax purposes would require that the ATO be
able to establish amongst other things that:

(a) the taxpayer has relied on the outcomes generated by
application of its process for the purposes of lodging a
correct tax return;

(b) the taxpayer has applied its process to all its associated
enterprise dealings; and

(©) the taxpayer has undertaken reviews of its process when
these are needed and made appropriate changes as
necessary to its process

(paragraphs 283 and 284).

45. Where processes have not been properly implemented, this will
be a significant factor in the ATO decision to proceed beyond a review
of the taxpayer's processes (paragraph 285).
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Is documentation adequate to support a correct selection and
application of transfer pricing methodologies?

46. The obligations imposed on taxpayers by the law to comply with
the arm's length principle in relation to their international dealings
with associated enterprises mean that records over and above those
kept by the taxpayers in the ordinary course of business will ordinarily
need to be created or obtained in order to satisfy these obligations.
However, the ATO will limit additional documentation requirements
to the minimum necessary to ensure compliance with the arm's length
principle. It is not accepted that documentation to support a correct
selection and application of transfer pricing methodologies is limited
to documents created by the taxpayer in the ordinary course of
business (paragraphs 287 to 291).

47. Documentation to support a correct selection and application of
transfer pricing methodologies in relation to international dealings
between associated enterprises falls into five broad categories:

(a) documents created by the taxpayer in the ordinary
course of transacting its business;

(b) documentation created or obtained to support a study of
the enterprise's significant business functions, business
strategies, the assets utilised in pursuit of that business
and the risks associated with the business activity;

(©) documentation created or acquired to support an
analysis of methodologies available in a particular case
and their relative worth, the process of selection or
rejection of one or more methodologies and the
rationale for that selection or rejection;

(d) documentation created or acquired to support the
application of the methodology to specific or
generalised dealings as they occur and a reasonable
sample checking of results; and

(e) documentation created or acquired in the course of any
review of the taxpayer's process for setting transfer
prices in relation to international dealings between
associated enterprises

(paragraphs 286 and 297).

48. Where taxpayers have not adequately documented the types of
comparability factors which influence pricing and profits in their
particular markets, the ATO will have to undertake an analysis of the
factors which influence prices and profit outcomes in the market in
which the enterprise is operating and form its own view as to what an
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arm's length party might reasonably have been expected to have paid
or received in respect of the relevant dealings (paragraph 298).

Documentation relevant to the application of particular pricing
methodologies

Documentation relevant to applying a Comparable Uncontrolled
Price methodology

49. A Comparable Uncontrolled Price ('CUP') methodology bases its
comparison directly on price and requires that goods or services
transferred be comparable in both controlled and uncontrolled dealings
and that the dealings being compared should have occurred in
comparable circumstances. Taxpayers should document the basis for
comparison including physical features of the property and other
features impacting on comparability. The identification of any
differences that may have a material effect on price and quantification
of the adjustments made in respect of these differences should be
documented. This will be the case whether the CUPs used are in
relation to the taxpayer's dealings with independent enterprises
(internal CUPs) or in relation to dealings between two independent
enterprises (external CUPs) (paragraphs 304 to 311).

50. The proper application of the CUP method requires an analysis
of the functions performed by the parties being compared and this
analysis should be adequately documented. The extent of the analysis
will depend on the relative importance, nature and complexity of the
dealings, its associated terms and conditions and whether the taxpayer
has internal comparables (paragraph 312).

51. The ATO accepts that there will be relatively rare occasions
where it will be sufficient for taxpayers to document the application of
pricing policies rather than each individual transaction. In such a case
the taxpayer would need to document that

(a) the competitor's products were comparable and/or that
differences which could materially affect price were
adjusted for; and

(b) the conditions affecting the dealings, including
contractual terms, market and other key factors were
comparable or material differences, that have a material
effect on price, were identified and adjusted for

(paragraphs 312 to 314).
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Documentation relevant to applying a resale price methodology

52. The resale price ('RP') method focuses on functional
comparability rather than product comparability as is the case with the
CUP method. The RP method therefore relies heavily on a
comparison of functions performed by the enterprise and the
comparable parties (either internal or external comparison). Adequate
documentation of the functional analysis of the enterprise and the
comparability analysis is therefore most important to the application of
this method (paragraph 316).

53. This method also relies heavily on comparison of the gross
margin achieved by the enterprise from associated enterprise dealings
with gross margins from uncontrolled dealings. It is therefore most
important to document any adjustments made to the uncontrolled
margin to improve comparability. The decision making process used
in arriving at the selection of the method should also be documented
(paragraphs 316 to 325).

54. Differences in accounting treatment which have an effect on the
gross profit (or other profit level) to be used as the basis of
comparison between the taxpayer and any potential benchmarks, need
to be reconciled and the basis of such reconciliation adequately
documented (paragraph 321).

55.  Where it is not possible, in applying the RP method, to find
independent enterprises selling comparable property in a comparable
market, the process of selecting the general type of product or
broadening further into other product types should be documented. In
particular, taxpayers need to concentrate their documentation on the
process undertaken to ensure that there is functional comparability
and, where differences occur, make quantifiable adjustments
(paragraph 321).

56. In cases where a taxpayer has adopted a methodology which
adopts a margin which is calculated as a certain percentage of resale
price where the percentage chosen is not benchmarked against external
comparables, that is, in cases where no other approach is reasonably
open, the taxpayer should document:

(a) the rationale for the selection of this methodology
including reasons for its use in preference to arm's
length methodologies; and

(b) how the fixed percentage has been calculated to
produce a result that fairly reflects the functions
performed, assets employed and risks undertaken

(paragraphs 323 and 324).
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Documentation relevant to applying a cost plus methodology

57. The cost plus ('CP') method also focuses on functional
comparability and so, as with RP method, the adequate documentation
of the analysis of functions, assets and risks of the enterprise and the
comparable parties is of prime importance. The method also focuses
on the enterprise's costs and so adequate documentation of the
components of the cost base should be available. This cost base will
normally include a proportion of indirect costs and the calculations

and method of apportionment of those costs should be documented. In
most cases this documentation will be created in the ordinary course of
business (paragraphs 325 to 327).

58. Below the line costs will need to be apportioned between the
controlled transactions and the other business enterprises of the
taxpayer on an appropriate basis and the basis of such allocation
should be adequately documented and retained (paragraph 330).

59. The method also relies on comparison of gross margins by the
enterprise from associated enterprise dealings with gross margins from
comparable uncontrolled dealings. Any adjustments made to the
uncontrolled margin to improve comparability should be adequately
documented (paragraphs 326 to 332).

60. In cases where a taxpayer has used a methodology which applies
a fixed percentage mark-up to a relevant cost base where the
percentage mark-up is not benchmarked against external comparables,
that is, in cases where no other approach is reasonably open, the
taxpayer should:

(a) document the rationale for the selection of this
methodology including reasons for its use in preference
to other arm's length methodologies; and

(b) document how the fixed percentage has been calculated
to produce a result that fairly reflects the functions
performed, assets employed and risks undertaken (the
intention always being to reasonably approximate an
appropriate return for the economic value added)

(paragraphs 333 and 334).

Documentation relevant to applying a profit split methodology

61. In applying a profit split adequate documentation would be
required in relation to a number of issues including:

(a) reasons why the taxpayer is applying a profit method,
which is accepted by the ATO as a method of last
resort, instead of a traditional transactional method;
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(b) the level at which the profit split is being undertaken,
for example on a transactional or an aggregated
dealings basis;

(©) how the combined profit was calculated, including the
basis used to allocate the indirect costs and the relevant
general administrative and selling expenses of each of
the associated enterprises;

(d) whether the profit to be split is net or gross profit;

(e) the effects on the calculation of the profits to the split
attributable to differences in accounting treatment of
profit between jurisdictions or to the effects of currency
need to be identified, reconciled and the profit to be
split equalised as between the taxing jurisdictions
involved;

)} the functional analysis undertaken in respect of all
parties to the dealings, including the identification of
significant economic contributions to the combined
profit; and

(2) in the case where the combined profit to be split is a
projected profit, the basis used for such projection and
details of its estimation would be required

(paragraphs 335 - 345).

62. In cases where a profit split using a contribution analysis is
undertaken the basis for any allocations of value to any features which
contribute to the combined profit to be split would need to be
adequately documented as would the basis for any external
benchmarking used (paragraph 346).

63. In cases where a profit split using a residual profit basis is used
the identification and ascribing of value to the basic functions and the
allocation of profit to each of the enterprises would need to be
adequately documented and any external benchmarking detailed. The
basis of attribution of economic value to the elements of the dealing
giving rise to the residual profit should also be adequately documented
(paragraphs 347 to 350).

Documentation relevant to applying a profit comparison
methodology

64. In applying a profit comparison methodology ('"PCM'), adequate
documentation would be required in relation to:
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(2)

(b)

(©)

(d)

(e)

®

(2

(h)

(1)

reasons why the taxpayer is applying a profit method,
which is accepted by the ATO as a method of last
resort, instead of a traditional transactional method;

identification of the aggregated method being applied,
in particular the ratio or ratios being used. This should
include reasons why the particular ratios used were
selected and why other ratios were discarded. Similar
documentation should be provided in respect of any
other ratios used to check the reliability of the primary
approach;

the process used to identify, analyse and apply
comparable uncontrolled data and any adjustments
made to the uncontrolled data to improve
comparability;

ensuring appropriate accounting and measurement
consistency exists in relation to the application of the
selected ratio for the taxpayer and any comparable
independent enterprises;

any multi-year data of both the taxpayer and any
comparable independent enterprise(s) used in the
analysis;

the process used to isolate the comparison to the
taxpayer's cross-border dealings with associated
enterprises;

in cases where the application of ratio analysis resulted
in the creation of a range of arm's length outcomes,
details of all points in the range and the taxpayer's
process in selecting the most appropriate outcome in
the range;

how the relevant amount for costs was ascertained in
cases where PCM is used on a net cost plus basis; and

calculations and supporting reasoning used to apportion
indirect costs in relation to the controlled transactions
in cases where PCM is applied on a net cost plus basis

(paragraphs 351 to 365).

Does the application of the methodology give a commercially
realistic outcome?

65. A decision on whether to proceed to a full review of pricing
outcomes will be made by the ATO taking into account all relevant
circumstances. One relevant circumstance in this regard would be
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whether the outcome of the taxpayer's pricing process yields a
commercially realistic result. In this regard, taxpayers should expect
that the outcomes of their pricing policies are likely to be subject to
some checking by the ATO at an early stage in any review
(paragraph 366).

66. Where a taxpayer has well documented processes in place for
determination of its transfer prices with associated enterprises for tax
purposes and yet consistently returns losses or profits significantly
below industry averages over time, it may be expected that the ATO
will consider whether the outcome can be explained by reference to
market factors (paragraphs 367 to 368).

67. Where a taxpayer consistently returns losses over a period of
time (irrespective of industry averages), the taxpayer's pricing
outcomes could be expected to be subject to detailed analysis on the
basis that commercial reality would necessitate outcomes which
reflected an adequate rate of return on capital invested having regard
to the functions undertaken, assets used and risks being borne
(paragraph 368).

68. In considering whether outcomes can be explained on the basis
of market factors, the ATO would initially look to whether the
outcomes could reasonably be explained by reference to the taxpayer's
business and marketing strategies, or to market factors which may
have affected other taxpayers operating in the relevant market and
distorted the outcome (paragraph 369).

The risk of a transfer pricing adjustment

69. The initial focus of an ATO review will be on the process
established and documentation kept by the taxpayer in relation to
international dealings with associated enterprises. Where relevant and
adequate contemporaneous documentation is not available, or where
the taxpayer has well documented processes in place but the result
does not give a commercially realistic outcome, the ATO may proceed
beyond a review of process to a transfer pricing audit. The extent of
further enquiries will also be dependent on the level of perceived risk
(paragraphs 370 and 371).

70.  Where taxpayers have limited access to data for setting their
transfer prices on dealings with associated enterprises, this fact alone
will not preclude an adjustment being made where their transfer prices
differ materially from the arm's length pricing outcome. The arm's
length principle is an objective test and is not dependent on whether
taxpayers have access to sufficient information. However, taxpayers
making full use of available information in considering the application
of the arm's length principle, and adequately documenting that
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consideration, will increase their chances of arriving at an arm's length
outcome and reduce the risk of transfer pricing adjustment by the ATO
(paragraphs 194 and 371 to 374).

71.  Where the ATO commences a transfer pricing audit and the
results of our arm's length pricing analysis when compared with the
taxpayer's results indicates that a difference exists which is not minor
or marginal, which cannot be explained by reference to an arm's length
range of outcomes or by commercially realistic business strategies,
then there exists a real risk of a transfer pricing adjustment being made
to the taxpayer's assessment (paragraph 375).

How the ATO reviews compliance with the arm's length principle

72.  For the purpose of reviewing a taxpayer's compliance with the
arm's length principle, the ATO would generally include the following
steps as part of our process of review:

(a) Step 1: understand the business of the taxpayer, and
conduct a preliminary analysis of functions,
assets and risks;

(b) Step 2: broadly assess the availability of data on
comparable independent transactions and
enterprises, and select the most appropriate
method;

(©) Step 3: collect more detailed data to supplement the
analysis commenced in the earlier steps;
and

(d) Step 4: determine the arm's length consideration
(paragraph 377).

73. In cases where the ATO proceeds to an audit of the taxpayer's
pricing outcomes it may be expected that a range of external enquiries
will be made and the ATO will select the most appropriate arm's
length pricing methodology in light of those external enquiries and any
expert opinions obtained (paragraphs 380 and 381).

74. It may not be necessary to perform all of the above enquiries in
every case, particularly in respect of smaller enterprises or where the
international dealings cover only a small proportion of an enterprise's
overall business activities. In general, the ATO approach will be
based on an application of appropriate resources to the areas of
perceived greatest risk (paragraph 382).

75.  Where the ATO needs to make enquiries to develop its own
analysis, or test what a taxpayer has done, this could include the use of
some or all of the following:
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(a) section 263 of the ITAA;
(b) section 264 of the ITAA;

(©) the Exchange of Information Articles of Australia's
DTAs;

(d) section 264A of the ITAA (offshore information
notices); or

(e) simultaneous tax examinations by Australia and a
relevant DTA partner

(paragraph 384).

Is the ATO view different from the taxpayer's?

76. Adjustments by the ATO to correct a misallocation of income or
expenses in the case of international associated enterprise dealings
will generally be made when a review of the taxpayer's pricing
outcomes reveals a material difference between those outcomes and an
arm's length outcome. A material difference in the sense used here is
one which is sufficiently significant in dollar terms to make and which
is not minor or marginal, which cannot be explained by reference to an
arm's length range, or by commercially realistic business strategies
(paragraph 388).

77. Where a taxpayer has selected and applied a methodology for the
purpose of setting the terms or prices of its international dealings with
associated enterprises, the ATO is not precluded from adopting
another pricing methodology as part of a transfer pricing audit
(paragraph 389).

78.  Where a taxpayer adopts well documented pricing processes
that, in its view, are 'about as likely as not' to yield an arm's length
pricing outcome, the ATO is not precluded from adjusting the
taxpayer's transfer prices if it is subsequently found that the pricing
outcome differs from an arm's length outcome (paragraphs 390 to
400).

Access to information
Introduction

79. 'Third party data' refers to information, documentation and all
forms of records obtained or sought by the ATO from parties other
than the specific taxpayer under review or audit (paragraph 405).

80. The voluntary production of documents by taxpayers facilitates
examinations by the ATO of a taxpayer's transfer pricing and improves
the persuasiveness of a taxpayer's approach to transfer pricing. It is in
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the interests of taxpayers to provide as much documentation as
possible which demonstrates its consideration and application of the
arm's length principle in setting and reviewing prices between
associated enterprises and making this information available to the
ATO at the earliest opportunity (paragraphs 406 and 407).

Access to documentation held by an associated enterprise

81. The Commissioner has a statutory obligation to ensure there is
compliance with the arm's length principle. To avoid undue delays in
this process, it would be prudent business management for taxpayers
to ensure all the associated enterprise documentation necessary to
support their transfer pricing policies is readily available (paragraph
408).

82. While section 262A of the ITAA does not require taxpayers to
actually store the records they have kept for the purpose of complying
with the requirements of the section in Australia, there is a
requirement for those records to be made available in Australia, when
requested (paragraph 409).

83. Where the ATO needs to made enquiries to develop its own
analysis, or to test what a taxpayer has done, normally enquiries
involving associated enterprises will initially be made with the
Australian taxpayer. Depending on the circumstances other steps to
obtain information may need to be taken (paragraph 412).

Section 264A of the ITAA

84. The use of offshore information notices is a standard part of
procedures in international audits though their exercise requires
judgment as to whether other approaches will enable all the relevant
information to be obtained within a reasonable time frame. The notice
may be used at any stage in an audit (paragraph 414).

Exchange of Information

85. The use of Exchange of Information ('Eol') articles contained in
Australia's DTAs is not necessarily a 'last resort' approach however,
the ATO will normally, in the first instance, seek information from the
taxpayer in respect of any offshore information (paragraphs 416 and
417).

86. Information obtained under the provisions of Australia's DTAs
is generally secret and will be released only to the extent that such
release is permitted under the terms of the specific treaty and by law
(paragraphs 418 and 419).
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Access to documents (accountants' advice papers guidelines)

87. Inareview of a taxpayer's transfer pricing policies, most
documents discussed in this ruling would fall into the category of
'source' documents to which the Commissioner can exercise his right
of access without restriction under the Access to Professional
Accounting Advisors' Papers guidelines (‘accountants' advice papers
guidelines') (paragraph 422).

88. The ATO's initial review of a taxpayer's processes in setting
transfer prices with associated enterprises in accordance with the arm's
length principle, all documents which evidence a taxpayer's
consideration of this principle in setting or reviewing associated
enterprise prices will assist in assigning a level of risk. The ATO will
seek to examine all documents which evidence these processes
(paragraph 423).

89. Where documents are 'non source' or 'restricted source'
documents under the accountants' advice papers guidelines and access
to them is denied by the taxpayer or the advisor, the ATO will observe
the procedures outlined in the guidelines. Where access has been
denied, the ATO will still need to make an assessment of the level of
risk in which to place the taxpayer having regard to the documentation
that is available to the ATO at that time (paragraphs 422 to 426).

Collection, use of and access to third party data by the ATO

90. In determining arm's length consideration, the process requires
an analysis that focuses on particular functions, assets and risks
relative to a particular taxpayer and other relevant enterprises. In
pursuing such a process there will be a need to access and analyse
third party data. The purpose of such enquiries is the acquisition of
documentation and information that has a direct bearing on the
discharge of the Commissioner's statutory obligation to establish what
is the arm's length outcome in a particular case. This statutory
objective cannot be achieved where the ATO voluntarily restricts itself
to limited sources of data. The ATO therefore rejects the suggestion
that it should be limited to publicly available third party information
(paragraphs 428, 429 and 435 to 441).

91. The ATO may conduct third party enquiries through written
questionnaires, surveys and interviews or any combination of these.
Such enquiries will be aimed at establishing the characteristics of the
third party's business, its strategies, operational framework and the
risks peculiar to its business for the purpose of identifying
comparables and achieving as high a level of comparability as possible
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with the controlled dealings of the taxpayer under review (paragraph
430).

92. The ATO will seek, as much as possible, to utilise data already
available to it through taxpayer information and/or the publicly
available sources utilised internally. When it is considered that
external enquiries are necessary to properly test international dealings
between associated enterprises, or to clarify and expand upon internal
data used as independent benchmarks, such enquiries will be made
(paragraph 431).

93. It should be noted that the ATO will generally have a need to
access third party data in cases where it is necessary to go further than

an examination of the taxpayer's documented processes (paragraph
432).

94. In utilising third party data ATO recognises that:

(a) third party data requires close scrutiny to ensure
comparability;

(b) taxpayers are not always in a position to obtain
sufficient competitor's information, particularly in
relation to pricing data;

(c) the information may not have been available to
taxpayers at the time the transfer price was established.
Taxpayers do not have the benefit of hindsight
(although periodic reviews can and should be
undertaken); and

(d) the secrecy provisions in the Act may prevent the ATO
from disclosing the third party data to taxpayers

(paragraph 438).

95. In the context of initial reviews, the ATO will restrict its access
to broad type data and to documentation created or obtained by the
taxpayer in support of its processes. Broad third party data includes
data available from both public sources and any sources internal to the
ATO, but excludes the high level comparability analysis necessary if a
full review of the taxpayers' transfer pricing policies and outcomes
was necessary (paragraphs 444 and 445).

Taxpayer access to third party data
Public policy considerations

96. Information obtained by the ATO which relates to the taxation
affairs of taxpayers is protected by section 16 of the ITAA, exclusions
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to the Freedom of Information Act 1982 (‘the FOI Act') and, in some
cases, by the provisions of the Privacy Act 1988 (paragraph 446).

97. The ATO recognises its obligations to protect the interests of
parties providing commercially sensitive information to us,
particularly where the release of such sensitive data may adversely
affect the interests of the third parties. It can also be expected that the
ATO will take steps to promote the view that commercially sensitive
information should not be released to taxpayers because such
information is subject to privilege based on grounds of public interest
immunity (paragraph 450).

Release under the Freedom of Information Act

98. Section 38 of the FOI Act prevents disclosure of the affairs of
another taxpayer where section 16 of the ITAA applies. Section 43 of
the FOI Act prohibits release of documents which may result in
disclosing trade secrets or other valuable commercial information or
which could reasonably be expected to adversely affect a lawful
business. It is therefore expected that any applications for release of
such third party data under the FOI Act will not be successful
(paragraphs 452 to 458).

Release as part of tribunal or court hearings

99. A taxpayer's right to know the case it has to answer does not
override other considerations, including privacy and confidentiality
that should be afforded to commercially sensitive third party data or
where the interests of third parties may be affected (paragraph 462).

100. The public policy considerations which underlie the ITAA
establish the parameters of the Commissioner's approach in releasing
third party data in court and tribunal proceedings. In any proceedings
on such matters, the ATO will take steps to promote the view that
natural justice extends to the providers of information to the ATO as
well as taxpayers affected by the use of the data (paragraphs 464 and
466).

101. Where the release of third party data may adversely affect the
interests of third parties, the ATO will advise such parties of the
potential use of the information in any forum which may require its
public release (paragraph 465).

Equity considerations

102. Information obtained from third parties will only be released to
taxpayers, prior to the issue of an assessment, in very limited



Draft Taxation Ruling

TR 95/D23

page 24 of 163 FOI status: draft only - for comment

circumstances where the identity of the third party can be kept secret
(paragraph 467).

General industry information and publicly available sources of
data

103. Publicly available databases may not on their own give 'the
correct answer' in terms of arm's length consideration or profit relevant
to a taxpayer's associated enterprise dealings. Many databases provide
both aggregated and disaggregated information which, although being
generally indicative of trends in a particular industry segment, lack the
element of focused comparability on which the arm's length principle
is based. The many differences affecting taxpayers means that
adjustments will need to be made by taxpayers to establish
comparability with their particular circumstances and any such
adjustments should be adequately documented (paragraphs 472 to
474).

104. Taxpayers might use publicly available databases in cases where
the information they provide gives them a degree of comparability,
appropriate to their circumstances. However, it would not be
appropriate to use such data as the sole basis for comparison where,
for instance, a taxpayer has comparable uncontrolled dealings which
could be used as a benchmark for its controlled dealings or where a
taxpayer has specific information about uncontrolled competitors
prices or outcomes which enable a more focused and direct
comparison to be made (paragraphs 475 and 476).

105. In the selection of a method, the availability of data about
comparable independent dealings will need to be considered. It is
expected that, as a part of their selection of a methodology taxpayers
will consider their documentation needs and outline their attempts to
access and source public data (paragraph 479).

106. Many databases tend to provide aggregated data about prices
and/or profit outcomes and therefore lack a focused level of
comparison. The arm's length principle requires as focused a level of
comparison as is possible. Another feature of these databases is that
they will contain data about dealings between associated enterprises
which will limit their usefulness (paragraphs 480 and 481).

107. The lack of publicly available data in respect of services and
intangibles will impact on the level at which comparisons can be
made, and may limit taxpayers to measures of profit performance
(paragraph 485).

108. The ATO rejects the suggestion that a formulated check list
should be compiled by the ATO setting out the minimum amount of
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public data that a taxpayer must take into account in identifying
comparables. Such an approach is inconsistent with the arm's length
principle (paragraphs 488 to 490).

Documentation requirements for small business or entities with
low levels of international dealings

109. The legislative code requiring taxpayers having international
dealings with associated enterprises to comply with the arm's length
principle for tax purposes does not admit the possibility of introducing
special rules of conduct for specific classes of taxpayers. In particular,
the introduction of de minimus rules for documentation which obviate
the need for smaller taxpayers to keep any explanatory material at all,
may erode the value of what is recognised as an internationally
accepted principle. A degree of flexibility in the type and extent of
documentation to be created or obtained by smaller taxpayers exists
based on principles of prudent business management (paragraphs 491
to 494).

110. The legislation does not require a taxpayer to go beyond what is
reasonable in terms of documentation. What is reasonable will be
determined on the basis of what a reasonable business person in the
taxpayer's circumstances would do, having regard to the complexity
and importance of the transfer pricing issues that arise in the taxpayer's
case (paragraphs 491 to 498).

111. In applying principles of prudent business management, the
greater the significance of the dealings to the entity's overall business
(in terms of quantum and/or proportionality) or the greater the
complexity of the dealing, the greater will be the need to create
contemporaneous documentation to explain the basis of the dealing.
This will impact on the extent of documentation to be created or
obtained by small taxpayers or taxpayers with relatively low levels of
international dealings with associated enterprises. Such taxpayers will
not be unreasonably burdened with documentation requirements
beyond the minimum necessary to ensure compliance with the arm's
length principle. However, some documentation, in addition to that
created in the ordinary course of business, will need to be prepared in
all cases. Even in cases where internal benchmarks exist, a
rudimentary functional analysis combined with an assessment of any
external data available about price and/or performance, will provide a
greater degree of certainty and a reduced risk of adjustment by the
ATO (paragraphs 495 to 501).

112. Notwithstanding issues of complexity, proportionality and
quantum, taxpayers should select a transfer pricing methodology that
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gives results, for tax purposes, which reflect the application of the
arm's length principle (paragraph 502).

PART TWO

Considerations when sustained losses are being incurred

113. It is recognised that independent enterprises can sustain genuine
losses for a variety of economic and business reasons. However, it is
not accepted that independent enterprises would be prepared to incur
such losses on an indefinite basis without taking appropriate action to
return the enterprise to profitability (paragraph 505).

114. Where an enterprise incurs sustained losses in relation to its
dealings with associated enterprises, it will be very difficult for
taxpayers to defend these losses unless it can be demonstrated that this
would have been the outcome between independent enterprises
dealing at arm's length in comparable circumstances (paragraph 506).

115. Trrespective of the reasons for incurrence of sustained losses, it
will be incumbent upon taxpayers to show that the losses would have
been incurred in an arm's length situation (paragraph 507).

116. Where an entity is pursuing a business strategy which directly
results in, or is contributing to, losses, such losses would only be
acceptable if the objective of the business strategy was to lead to
increased profits within a reasonable period of time. In this regard, it
is expected that taxpayers would have created the necessary supporting
documentation at the time that the relevant transactions/business
strategy was being contemplated or implemented (paragraphs 508
and 509).

117. Any analysis undertaken by the entity in support of its
contention that the business strategy implemented is an arm's length
activity which would have been undertaken by an independent entity
acting at arm's length, should be adequately documented (paragraph
510).

118. The ATO will not accept sustained losses resulting principally
from transactions with associated enterprises of a multinational
enterprise group ('MNE group') where the MNE group as a whole is
profitable and the Australian loss-making entity is not being
adequately compensated for the benefits it provides to the MNE group
(paragraph 511).
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Market penetration strategies

119. Market penetration strategies take many forms, but, essentially,
all implement conditions whereby parties to a transaction temporarily
agree to the foregoing of profits in return for more substantial profits
in the future. The term 'market penetration strategies' is used in this
Ruling to include market expansion strategies (paragraph 513).

120. In order to establish whether a market penetration strategy as
between associated enterprises is consistent with the arm's length
principle, it will be necessary to establish whether independent
enterprises dealing at arm's length in fact have, or would have,
accepted the terms and conditions of the strategy in the same or
similar market circumstances (paragraph 514).

121. A feature of market penetration strategies when implemented by
parties dealing at arm's length is an expectation that, as a result of
foregoing profits in the short term, there is a definable outcome in
terms of a reasonably held expectation of increased returns in the
future, with the aim of recouping original costs associated with the
strategy and, further, enhancing future profits (paragraph 517).

122. Generally, the longer that a market penetration strategy is
claimed to be in place and profits are consequently reduced or
extinguished, the greater is the presumption that independent parties
dealing at arm's length would not have entered into such an
arrangement, and the more difficult it will be to establish that such a
strategy, and its consequential effect on profits, should be accepted. It
is not expected that a market penetration strategy would be an ongoing
arrangement (paragraph 523).

123. Documentation relevant to market penetration strategies
generally be classified into two categories. First, information about
the target market and, secondly, information about the strategy itself,
including formulation, implementation and desired outcomes
(paragraph 525).

124. In relation to the first category, the ATO would expect
contemporaneous documentation to have been created or obtained
which analyses:

(a) the market sought to be penetrated;

(b) the level of penetration sought as a percentage of any
existing market;

(©) expected demand for the product or service in this
market before, during and after implementation of the
strategy;

(d) niche opportunities within that market;
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(e) information about competitors in that market including
their respective market shares, and information about
their products;

) any plans to counter competitors' responses to the
strategy; and

(2) the impact of government policies, subsidies and
regulations and their effects on profitability and pricing

(paragraphs 526 and 527).

125. With regard to the second category, the ATO would expect
taxpayers to prepare or obtain contemporaneous documentation which:

(a) outlines the strategy and its aims including a detailed
sales plan;

(b) identifies and quantities anticipated costs associated
with the strategy;

(©) provides reasons for variances where actual sales and
costs deviate from plan;

(d) outlines the duration of the strategy, how costs are to be
shared and the means of effecting that sharing between
the parties to the strategy;

(e) specifies the benefits that are sought;

) identifies anticipated time it will take to realise the
benefits or profits to the respective parties to the
strategy;

(2) provides cost/benefit analysis and cash flow projections
clearly indicating the intention for all parties to the
strategy to derive increased profit within a reasonable
time from the commencement of the market penetration
strategy; and

(h) records all relevant details of studies where external
benchmarking activities are undertaken

(paragraphs 528 and 529).

Marginal costing

126. Marginal costing is often used by companies and MNE groups
for internal cost accounting purposes and for internal management
control purposes. However, its use for the purpose of setting transfer
prices on international dealings between associated enterprises for tax
purposes, can only be considered as acceptable where pricing on the
basis of marginal costs represents an arm's length outcome for the
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transfer of goods or services into the particular market (paragraph
532).

127. Marginal costing would only be acceptable where it can be
demonstrated that the same price might reasonably have been expected
to have been charged by an independent enterprise dealing at arm's
length in comparable circumstances (paragraph 533).

128. In an arm's length relationship a marginal costing strategy would
not be applied other than in relation to short term arrangements and
that the 'marginal production' would not represent a significant
proportion of the taxpayer's overall production (paragraph 534).

129. On occasions pricing at marginal cost may occur where a
taxpayer's manufacturing base is not being fully utilised. However the
mere existence of under utilised capacity would not be determinative
of the ATO accepting marginal costing as an appropriate basis for
setting transfer prices (paragraph 536).

130. While recognising that sound commercial reasons may require
the temporary adoption of such a business strategy, the ATO considers
that arm's length parties would give due consideration to its
implementation. Such deliberations would give rise to a plan
including documentation which outlined the basis and rationale for
implementing the strategy, the nature of the costs to be recovered and
the anticipated duration of the strategy (paragraph 539).

The use and relevance of global price lists

131. Global pricing may occur in two situations. First is the case
where particular goods or services are sold at a specific price to all
purchasers of that good or service on a global basis. Secondly, the
policy may be implemented by consistent application of an
internationally recognised transfer pricing methodology to all such
sales globally. The global pricing strategy may be applied to
associated enterprises only, or alternatively, a mix of associated and
independent enterprises (paragraphs 541 and 542).

132. In the case where the global pricing strategy is implemented
exclusively intra-group, the procedure that the ATO will adopt to

review the taxpayer's processes will be the same whether a global

pricing policy exists or not (paragraph 543).

133. The mere existence of a global pricing policy will not in itself
indicate adherence to the arm's length principle. In the case where the
global pricing strategy does not incorporate sales to independent
enterprises at the same price or where the enterprise has not
undertaken an analysis to determine whether outcomes achieved are
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supportable as arm's length, the ATO will consider the taxpayer as
falling into one of the higher risk categories (paragraph 544).

134. In cases where the policy is applied both intra-group and to
independent enterprises dealing at arm's length, this may be broadly
indicative of an arm's length price for the goods or services if the
independent enterprise sales are into Australia. The ATO will still
need to satisfy itself that conditions affecting associated and
independent enterprises are truly comparable (paragraphs 545 and
546).

135. Even where comparisons are sought to be made with
benchmarks in the same markets, documentation which establishes the
functional comparability (functions, assets and risks) relative to that of
independent enterprises which are the subject of the global pricing
policy will still be required (paragraph 548).

136. The existence of a global pricing policy creates certain
documentation requirements in dealings between associated
enterprises. These requirements apply equally to cases where goods or
services are traded exclusively intra-group and to cases where there
may be comparable external sales. The general types of documents
which need to be created would include:

(a) an analysis of the market they are operating in and
whether such terms as the global price and the terms
surrounding the supply of goods or services would
enable them to return outcomes over the period of the
agreement, that is, the impact on their profit expectation
in the market represented by the set price; and

(b) an analysis of whether this profit is commensurate with
the expectations of parties dealing at arm's length
operating under similar conditions and performing
similar functions, assets and risks. This will require a
functional analysis and benchmarking of their profit
expectations against comparable arm's length parties
dealing in the same or similar circumstances

(paragraph 551).

Set-off arrangements
Intentional set-offs

137. As a general rule, independent entities deal on the basis of actual
cash flows and flows of goods and services, rather than engaging in
set-offs. Arm's length parties would also want to know the value of
any set-off prior to entering into such an arrangement. The ability to
quantify value would be a key feature of arm's length dealings. In any
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event, the overriding consideration that will govern acceptance by the
ATO of intentional set-off arrangements between associated
enterprises, is the arm's length principle (paragraph 557).

138. The ATO would generally allow intentional set-offs where all
the following preconditions are met:

(a) the set-off arrangements are on terms and conditions
that would be acceptable to independent enterprises
dealing at arm's length;

(b) they occur as an intentional, not coincidental, feature of
international dealings between the associated
enterprises;

(©) there is a predetermined strategy which assesses and
quantifies the outcomes for the respective parties to the
dealings and identifies what the respective benefits and
detriments to the individual parties to the transaction
are. This will require that the ATO is given access to
documentation recording such strategies and outcomes
from all parties to the transaction. All such
documentation relating to intentional set-offs should be
created contemporaneously with or prior to the dealing
and retained by the Australian taxpayer;

(d) the set-off arrangement and strategy are fully
quantified, measured and tested against any arm's
length outcome in comparable circumstances. The
methodology used in this process must also be
adequately documented; and

(e) taxpayers should disclose the existence of intentional
set-offs built into dealings between associated
enterprises by making adjustments to the relevant
components of their taxable profits at the time of
lodging a tax return and have the necessary
documentation to demonstrate that the offsetting
amounts are equal in value. Where this documentation
is not available the ATO will have no basis on which to
allow the 'intentional' set-off

(paragraph 561).

139. Outcomes flowing from a set-off arrangement should crystallise
within a reasonable period of time of the arrangement being entered
into, conforming to the expectation of arm's length parties dealing in
comparable circumstances (paragraph 562).

140. Intentional set-offs which have the effect of altering the
characterisation of payments or receipts, so as to alter the incidence of
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tax or where the set-off arrangement effectively reduces the taxpayer's,
or the relevant MNE group's, overall Australian tax liability will not
be accepted. Any such tax liability extends beyond income tax to
withholding taxes that may be levied. In addition, set-off
arrangements which encourage international tax avoidance will not be
countenanced (paragraph 563).

Unintentional set-offs

141. The ATO requires associated enterprises to specifically address
the question of set-offs, including quantification, benchmarking and
documentation, at the time, of or prior to entering into the set-off
arrangement. An independent enterprise dealing at arm's length would
not be involved in an unintentional set-off (paragraphs 566 and 567).

142. Because of questions about the arm's length nature of
unintentional set-offs, their effects could present serious risks to the
Australian revenue. Accordingly, the ATO will only consider such
arrangements and their effects in the context of the Mutual Agreement
Procedure process under Australia's DTAs (paragraph 570).

Safe harbours

143. The term 'safe harbour' is usually applied in a transfer pricing
context, to an administrative practice by a tax authority which accepts
a process or outcome (profit or consideration) as automatically
discharging a taxpayer's obligations to comply with the arm's length
principle (paragraph 571).

144. The introduction of a safe harbour may have the effect of
reducing the tax otherwise payable in another tax jurisdiction and
favouring the jurisdiction implementing the safe harbour. There is a
likelihood of increased inter-jurisdictional disputation which will
affect taxpayers as well as tax administrations. Given the international
consensus that safe harbours do not parallel arm's length outcomes,
there is also an increased risk that Australia's treaty partners would not
provide correlative relief in such cases, thus leaving the process open
to double taxation (paragraphs 578 and 579).

145. An application of arm's length principle requires as direct as
possible a benchmarking of international dealings by associated
enterprises, and all their attendant conditions, against comparable
dealings by independent enterprises acting at arm's length. The
Commissioner may depart from this approach only in certain specified
circumstances (paragraph 585).

146. It is not accepted that published market data on prices in certain
industry segments, such as petroleum and metals, form a natural safe



Draft Taxation Ruling

TR 95/D23

FOI status: draft only - for comment page 33 of 163

harbour. Two reasons for not accepting this proposal are that any
general acceptance of a market price would not reflect the individual
features of a particular dealing and some markets are so controlled that
prices alone give no indication that an enterprise dealing at the
prevailing price will have an outcome which adequately rewards its
significant economic functions (paragraphs 581 and 582).

147. Market prices may still be useful for taxpayers as a starting point
in reviewing whether their associated enterprise prices satisty the
arm's length principle (paragraph 583).

148. The incompatibility of a safe harbour regime with the spirit of
Australia's tax law taken together with the potential costs and risks
associated with the implementation of a safe harbour regime, is
sufficient basis for rejecting a safe harbour system and therefore the
ATO does not favour the implementation of safe harbours (paragraph
587).

Explanations

PART ONE

Introduction

149. Australia, like other member countries of the Organisation for
Economic Co-operation and Development ('OECD') and many non-
OECD countries, has a legislative framework which is designed to
ensure that it is not deprived of its fair share of taxation on income, its
tax revenues reduced by a misallocation of expenses, or its
withholding taxes avoided as a result of the way the international
business activities of enterprises subject to its jurisdiction are
arranged. In Australia, the anti-profit shifting legislative framework
centres around Division 13 of the ITAA and the Business Profits and
Associated Enterprises Articles of Australia's DTAs which adopt the
arm's length principle as the basis for determining whether Australia
has been denied its fair share of tax (also see paragraphs 154 to 168 of
TR 94/14; paragraphs 88 to 100 of TR 95/D11, and paragraphs 7 to
14 of TR 95/D22.

150. This legislative framework, in conjunction with the record-
keeping and penalty provisions of the ITAA and Australia's self-
assessment system, is seen as imposing obligations on taxpayers to
conform with the arm's length principle for tax purposes in respect of
their international dealings with associated enterprises (also see
paragraphs 110 and 384 of TR 94/14).

151. TR 95/D22 discusses in detail the issues that arise in relation to
the application of the various methodologies which have found
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international acceptance for the purpose of showing conformity with
the arm's length principle. This Ruling focuses, amongst other things,
on the documentation needed to support a correct selection and
application of transfer pricing methodologies.

152. It should not, however, be assumed that taxpayers need only
maintain a good set of records. The actual conduct of the associated
enterprises in relation to their international dealing is also relevant. In
this respect, regard should be had to the discussion at paragraphs 45,
46 and 261 to 263 of TR 94/14 on 'Evidence of a course of conduct'.

153. The ATO will be seeking to act consistently with approaches
endorsed at the international level (for example, the OECD publication
'Transfer Pricing Guidelines for Multinational Enterprises and Tax
Administrations’, 1995, OECD ('the 1995 OECD Report')). In this
regard, both the ATO and the OECD have stated that taxpayers should
not be expected to have prepared or obtained documents beyond the
minimum needed to enable a reasonable assessment to be made of
whether their dealings with associated enterprises comply with the
arm's length principle (paragraphs 102 and 373 of TR 94/14;
paragraph 5.7 of the 1995 OECD Report).

154. Consistent with approaches endorsed at the international level,
taxpayers should assess their need to keep documentation on the same
prudent business management principles that would govern the
process of evaluating a business decision of a similar level of
complexity and importance (paragraph 5.4 of the 1995 OECD Report).

155. However, it is also acknowledged that the arm's length principle
imposes requirements on associated enterprises that would not be
required of independent enterprises dealing at arm's length and that
some documents that might reasonably be used or relied upon in
determining arm's length transfer pricing for tax purposes may be of
the type that would not have been prepared or obtained other than for
tax purposes, including the obtaining of documents from foreign
associated enterprises (paragraph 5.6 of the 1995 OECD Report).

156. In this respect, we agree with the statement at paragraph 5.4 of
the 1995 OECD Report which says:

'It would be expected that the application of (prudent business
management) principles will require the taxpayer to prepare or
refer to written materials that could serve as documentation of
the efforts undertaken to comply with the arm's length principle,
including the information on which the transfer pricing was
based, the factors taken into account, and the method selected. It
would be reasonable for tax administrations to expect taxpayers
when establishing their transfer pricing for a particular business
activity to prepare or to obtain such materials regarding the
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nature of the activity and the transfer pricing, and to retain such
material for production if necessary in the course of a tax
examination. Such actions should assist taxpayers in filing
correct tax returns.'

157. The ATO also agrees with the view expressed by the OECD in
its 'Summary of Recommendations on Documentation' at paragraph
5.28 of the 1995 OECD Report, where it says:

'Documentation requirements should not impose on taxpayers
costs and burdens disproportionate to the circumstances.'

158. The situation of taxpayers with relatively low levels of
international dealings with associated enterprises (in terms of quantum
and/or proportionality) is relevant in this regard. For example, the
ATO would not expect a taxpayer selling $200,000 worth of trading
stock to a foreign associated enterprise to incur expenditure of
$100,000 on an industry study to establish the existence of comparable
independent enterprises for the purpose of benchmarking its transfer
price. The incurrence of such expenditure would clearly be
disproportionate to the circumstances. On the other hand, the
application of prudent business management principles (see
paragraphs 286 to 298 of this Ruling) might suggest that the
incurrence of such expenditure on an industry study by a taxpayer
selling trading stock to a foreign associated enterprise, which it values
at $50,000,000, would be quite appropriate and proportionate to the
risk of a transfer pricing adjustment being made by the ATO.

159. In this respect, a prudent business manager would also have
regard to the significance of the dealings to the entity's overall
business (in terms of quantum and/or proportionality) and to the fact
that the more complex the dealing, the greater will be the need to
create or obtain contemporaneous documentation to explain the basis
of the dealing (see paragraphs 491 to 503 below which discuss
documentation requirements for small businesses or entities with low
levels of international dealings with associated enterprises).

160. One mechanism by which taxpayers can keep record-keeping to
the minimum necessary is by considering the benefits to them of
entering into an Advance Pricing Arrangement ('APA'). Taxation
Ruling TR 95/23 provides guidelines in relation to the ATO's APA
Program.

Reasons for keeping documentation

161. There are four main reasons why taxpayers should create and
keep contemporaneous documentation recording the application of the
arm's length principle in setting the prices or the terms of their
international dealings with associated enterprises for tax purposes:
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(a) statutory requirements to keep documentation
(paragraphs 162 to 175);

(b) higher penalties may apply where taxpayers have not
taken reasonable care or do not have a reasonably
arguable position (paragraphs 176 to 184);

(©) the burden of proof rests with taxpayers in the event of
disputation (paragraphs 185 to 190); and

(d) commercial reasons compelling the maintenance of
documentation (paragraphs 191 to 199).

Statutory requirements to keep documentation

162. The obligation to keep documentation for the purpose of
showing conformity with the arm's length principle may be inferred
from a number of provisions in the ITAA and in Australia's DTAs. In
our view, when read together, these provisions form a code which
requires taxpayers to conform to the arm's length principle for tax
purposes and to document the processes adopted and the outcomes
reached which evidence that conformity.

163. The OECD in its 'Summary of Recommendations on
Documentation' contained within the 1995 OECD Report expresses a
similar view at paragraph 5.28, where it is stated that:

'"Taxpayers should make reasonable efforts at the time transfer
pricing is established to determine whether the transfer pricing is
appropriate for tax purposes in accordance with the arm's length
principle. Tax administrations should have the right to obtain
the documentation prepared or referred to in this process as a
means of verifying compliance with the arm's length principle.'

164. A statement of the arm's length principle is found in the
Associated Enterprises Article of Australia's DTAs. This article seeks
to adjust profits by reference to conditions which might be expected to
operate between independent enterprises dealing at arm's length under
comparable circumstances. The arm's length principle as embodied in
Australia's DTAs generally conforms with that found in paragraph 1 of
Article 9 of the OECD Model Tax Convention.

165. The arm's length principle has been re-affirmed in the 1995
OECD Report. As stated in paragraph 14 of TR 95/D22, we see the
1995 OECD Report as providing some very practical guidelines to
both MNEs and tax administrations. In releasing the revised
guidelines, the OECD Council recommended to the Governments of
Member countries that:
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'their tax administrations follow, when reviewing, and if
necessary, adjusting transfer pricing between associated
enterprises for the purposes of determining taxable income, the
consideration and methods set out in the Report referred to
above for arriving at arm's length pricing for transactions
between associated enterprises.'

166. The arm's length principle is also incorporated into Division 13
through the definition of arm's length consideration found in
paragraphs 136AA(3)(c) and (d) of the ITAA. Division 13 enables the
Commissioner to make an adjustment to an item of income or a
deduction claimed in a taxpayer's return on the basis of what might
reasonably be expected to have passed between independent
enterprises dealing at arm's length with each other (refer paragraphs 64
to 78 and 310 to 327 of TR 94/14).

167. Division 13 and Australia's DTAs are seen as clearly
establishing that the consideration or profits arising from international
dealings with associated enterprises that are not calculated in
accordance with the arm's length principle for tax purposes may be
adjusted by the ATO to reflect this principle. In an environment of
self-assessment, taxpayers should therefore have regard to the arm's
length principle when setting prices or terms with associated
enterprises. This obligation becomes clearer when Division 13 and
the DTAs are considered together with other relevant provisions of the
ITAA, including section 262A and the penalty provisions.

168. The ATO's view on the effect of section 262A has been
discussed at paragraphs 368 and 369 of TR 94/14. It is the ATO view
that section 262A also imposes an obligation on taxpayers to retain
records created in the process of setting and reviewing transfer prices.
For example, in determining the amount of costs for the purpose of
applying the cost plus method or the relevant expenses incurred for the
purpose of applying a profit split or profit comparison method, section
262A would require documenting the basis of the calculation used to
explain the figure for costs or the relevant expenses for the profit
methods.

169. Similarly, in determining the combined profit for the purposes of
applying a profit split method or the net profit for the purposes of
applying a profit comparison method, an explanation of the basis used
for determining the relevant revenue and expenditure items leading to
the amounts for combined profit or net profit would need to be
recorded and kept. Subsection 262A(2) would require taxpayers
allocating indirect costs between controlled transactions and other
transactions entered into by the taxpayer for the purpose of applying

an arm's length methodology to keep documents explaining the
allocation basis used.
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170. Where Division 13 or a corresponding provision of a DTA has
been applied and the result is an increase in the amount of tax assessed
to a taxpayer, a statutory penalty is imposed pursuant to section 225 of
the ITAA. This statutory penalty makes it clear that the intention of
the Parliament when introducing the legislation was to require
taxpayers to have regard to the arm's length principle when setting and
reviewing prices for tax purposes and to lodge their tax returns on this
basis.

171. This interpretation of Parliament's intention was publicly stated
by the then Second Commissioner, Mr Trevor Boucher, in his address
to the 1983 Taxation Conference of the Australian Mining Industry
Council on 25 March 1983:

'If I can put our reading of the Parliament's intention another

way, it is that the penalty provisions represent a signal that firms
ought to be steering clear of transfer pricing practices or, at least,
from reliance on them in presentation of their annual tax returns.

In other words, there is a discernible desire that tax conduct in
this area should attain a standard where the provisions do not
need to be invoked; where the tax administration does not have
to devote resources to ferreting out the arm's length prices that
should form the basis for Australian taxation.

...The legislation is saying in effect that returns ought to be
prepared and lodged on a basis that responds to the call for
pricing to be on an arm's length basis.'

172. This interpretation of Parliament's intention was reiterated by the
ATO in Taxation Ruling IT 2311 which issued on 18 June 1986 and
also in TR 95/D24 (Income tax: international transfer pricing -
penalty tax guidelines).

173. Itis the ATO's view that the penalty provisions contained in
section 225 comprise part of the statutory code requiring taxpayers to
consider the application of the arm's length principle in their
international dealings with associated enterprises.

Taxpayers having international dealings with associated enterprises
must provide certain information with their income tax returns

174. A taxpayer which has engaged in international transactions with
an associated enterprise during a year of income is required to
complete a Schedule 25A pursuant to Regulation 15 of the Income
Tax Regulations and lodge it with its income tax return. This
regulation governs the making and furnishing of returns and the
information and documentation to be provided with those returns.
Failure to complete the Schedule 25A where this is required may
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attract penalties or prosecution action. Taxation Ruling IT 2514
(Income tax: company Schedule 25A: information return for
companies that transact business with related overseas entities) which
issued on 12 January 1989 provides guidelines on when taxpayers may
be required to lodge a Schedule 25A.

175. For the 1995 year of income, taxpayers having international
dealings with associated enterprises are required to answer a question
in the Schedule 25A about whether they used arm's length
methodologies to set or review the transfer prices in their international
dealings with associated enterprises. The information required to be
provided in the Schedule 25A also imposes obligations on taxpayers to
consider whether the outcomes of their dealings with associated
enterprises have been reported on an arm's length basis for tax
purposes.

Higher penalties may apply where taxpayers have not taken
reasonable care or do not have a reasonably arguable position

176. The existence of adequate contemporaneous documentation
would be an indicator of reasonable care on the part of a taxpayer and
would be a mitigating circumstance when considering what (if any)
level of penalty should be imposed in the event of a transfer pricing
adjustment. Conversely, the lack of adequate documentation will be
taken by the ATO as demonstrating an absence of reasonable care and
in some cases may lead to the conclusion that the taxpayer was
reckless for the purposes of section 226H of the ITAA.

177. This is reflected in the new system of penalties for
understatements of income tax which were introduced into the law as
a result of amendments made by the Taxation Laws Amendment (Self
Assessment) Act 1992 as part of the move to self assessment. The
new penalty provisions are based on the requirement that taxpayers
exercise reasonable care in carrying out their tax obligations and also
introduce a reasonably arguable position test. The reasonably arguable
position test is relevant to the level of penalty which may be imposed
where a transfer pricing adjustment is made under either the operative
provisions of Australia's DTAs or Division 13.

178. The standard required of business taxpayers to show that they
have taken reasonable care is expressed at page 81 of the Explanatory
Memorandum to the Taxation Laws Amendment (Self Assessment)
Bill 1992 ('the Self Assessment EM') in the following terms:

'For business taxpayers, reasonable care would require the
putting into place of an appropriate record keeping system and
other procedures to ensure that the income and expenditure of
the business is properly recorded and classified for tax purposes.'
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179. Later sections of this Ruling (see paragraphs 239 - 282) provide
guidelines to taxpayers about a four step process that could be
implemented by them and discussion on the nature and type of
documentation that should be kept in relation to the selection and
application of arm's length transfer pricing methodologies. Taxpayers
who have in good faith established a similar process and kept
sufficient and relevant contemporaneous documentation to show
compliance with the arm's length principle would have strong grounds
for claiming that they have taken reasonable care.

180. The post self-assessment penalty provisions introduced a sliding
scale of culpability in the event that transfer pricing adjustments are
made. The lowest end of the scale imposes a 10% culpability
component where the taxpayer has a reasonably arguable position that
its tax treatment of a dealing reflects an arm's length outcome (sub-
section 225(1A) and section 222C of the ITAA).

181. The amendments made by the Taxation Laws Amendment (Self
Assessment) Act 1992, signal Parliament's clear intention that the
keeping of sufficient and relevant documentation is seen as having a
direct bearing on the level of culpability imposed in the event of a
transfer pricing adjustment. The implications of such a hierarchy of
penalties is that Parliament intended that cases where taxpayers do not
pay proper attention to the arm's length principle in the setting of
transfer prices on international dealings with associated enterprises for
tax purposes, would attract a higher culpability penalty.

182. Adequate documentation in this area is integral to risk
management by both taxpayers and ATO staff. From the taxpayer's
point of view, it will be much easier to convince the ATO that they
have a reasonably arguable position if they maintain contemporaneous
documentation. In arriving at prices or outcomes which are arm's
length, the Self Assessment EM states, at page 90:

'A taxpayer would be best placed to show that its prices were
"arm's length" if it maintained documents that were brought into
existence as part of the process of determining the prices.'

183. Where contemporaneous documentation (refer to paragraphs 203
to 211 below) does not exist, taxpayers could still strengthen their
claims for a reasonably arguable position by reviewing their pricing
policies at the time of preparation of their tax returns to ensure that
they comply with the arm's length principle. A review prior to
lodgment of the tax return would also be an indicator that reasonable
care has been taken by taxpayers to properly review the data available
to them and to adjust dealings with associated enterprises (where
necessary) in accordance with the arm's length principle.
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184. Additional guidelines in respect of the imposition and remission
of penalties under Part VII of the ITAA as a result of a transfer pricing
adjustment having been made are provided in TR 95/D24.

The burden of proof rests with taxpayers in the event of disputation

185. Where the ATO makes a transfer pricing adjustment, the
taxpayer has the burden of proving that the assessment raised by the
Commissioner is excessive, in the event of disputation, by virtue of
sections 14Z7ZK and 14ZZ70 of the Taxation Administration Act 1953
('TAA") (refer to paragraphs 371 and 378 to 385 of TR 94/14). This
does not, however, remove from the ATO the need to use reasonable
endeavours in arriving at an arm's length outcome and to ensure that
any transfer pricing adjustments made are soundly based in law.

186. The ATO agrees with the view expressed in paragraph 4.16 of
the 1995 OECD Report which says:

'the burden of proof should not be misused by tax
administrations or taxpayers as a justification for making
groundless or unverifiable assertions about transfer pricing. A
tax administration should be prepared to make a good faith
showing that its determination of transfer pricing is consistent
with the arm's length principle even where the burden of proof is
on the taxpayer, and taxpayers similarly should be prepared to
make a good faith showing that their transfer pricing is
consistent with the arm's length principle regardless of where the
burden of proof lies.'

187. The burden imposed on the taxpayer by the TAA of proving that
an assessment raised on a reasonable basis by the Commissioner is
excessive requires the taxpayer to do more than simply show that the
Commissioner's assessment was made on a wrong basis. The
substantive liability imposed by the assessment will have to be
challenged (FC of T v. Dalco (1990) 168 CLR 614; Cof Tv. ANZ
Savings Bank Ltd (1994) 181 CLR 466).

188. The general rule that a taxpayer must show not only negatively
that the assessment is wrong, but also positively what correction
should be made in order to make it right or more nearly right was
stated by Latham CJ in Trautwein v. FC of T (1936) 56 CLR 63. It
would appear to be very difficult for taxpayers to discharge positively
their burden of proof where the ATO raises a transfer pricing
adjustment based on reasonable endeavours and little or no effort is
made by the taxpayer to show that the taxable income should be a
lesser amount than the figure assessed by the Commissioner.

189. The OECD has commented in similar terms at paragraph 4.13 of
the 1995 OECD Report, where it is stated:
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'In the context of litigation in countries where the burden of
proof is on the taxpayer, the burden of proof is often seen as a
shifting burden. Where the taxpayer presents to a court a
reasonable argument and evidence to suggest that its transfer
pricing was arm's length, the burden of proof may legally or de
facto shift to the tax administration to counter the taxpayer's
position and to present argument and evidence as to why the
taxpayer's transfer pricing was not arm's length and why the
assessment is correct. On the other hand, where a taxpayer
makes little effort to show that its transfer pricing was arm's
length, the burden imposed on the taxpayer would not be
satisfied where a tax administration raised an assessment which
was soundly based in law.'

190. In the event of a dispute, taxpayers will therefore be better
placed to discharge their burden of proof where they have developed
and implemented arm's length transfer pricing policies at the time of
setting and reviewing their transfer prices and have fully and
contemporaneously documented these policies.

Commercial reasons compelling the maintenance of documentation

191. In addition to the obligations imposed on taxpayers under the
law to comply with the arm's length principle for tax purposes and to
document the processes adopted and the outcomes reached which
evidence that compliance, application of principles of prudent
business management (discussed in paragraphs 286 to 298 of this
Ruling) would suggest that there are also sound commercial reasons
why taxpayers should document compliance with the arm's length
principle. The keeping of such documentation is a prudent business
measure for taxpayers to take in mitigating their risk of disputation
with the ATO. The processes outlined in paragraphs 225 to 238 of
this Ruling provide guidelines on how taxpayers can reduce their level
of risk.

192. Adequate documentation and the voluntary production of these
documents will enable the ATO to make an informed decision on the
taxpayer's processes and procedures. Where these are soundly based,
the likelihood of extensive enquiries and adjustments by the ATO will
be diminished.

193. In the absence of contemporaneous documentation both the
taxpayer and the ATO are in the position of trying to reconstruct an
accurate picture of events that may have occurred some years before.
This has the inherent risk that the information will be incomplete and
result in less precise conclusions. Taxpayers, since they are more
familiar with their businesses than anyone else and are the decision
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makers on issues, like pricing, should record the factors affecting their
decisions.

194. It makes good commercial sense for taxpayers to record the
relative merits of their basis for the pricing of dealings between
associated enterprises by the creation of relevant contemporaneous
documentation in order to reduce the risk of an audit. A lack of
sufficient and relevant contemporaneous documentation is seen as
increasing the risk of an ATO audit in the first instance, and in the
second instance, increasing the risk of a transfer pricing adjustment
and the risk of culpability penalties being imposed.

195. The reality of intervention by tax administrations to ensure
compliance with the arm's length principle especially in cases where
documentation is incomplete was highlighted in paragraphs 105 and
376 of TR 94/14. The same point has again been made by the OECD
in the 1995 OECD Report at paragraph 5.14, where it is stated:

'"Taxpayers should recognise that notwithstanding limitations on
documentation requirements, a tax administration will have to
make a determination of arm's length transfer pricing even if the
information available is incomplete. As a result, the taxpayer
must take into consideration that adequate record-keeping
practices and the voluntary production of documents can
improve the persuasiveness of its approach to transfer pricing.'

196. Where the ATO is confronted with inadequate or incomplete
information, each of Australia's DTAs includes a mechanism whereby
the Commissioner may apply the domestic law to deem an amount as
the arm's length consideration (pages 68 and 69 of the Explanatory
Memorandum referring to the application of subsection 136AD(4)).
The Commissioner has a statutory obligation to ensure compliance
with the transfer pricing rules and to form a view as to whether an
adjustment should be made to a taxpayer's taxable income, regardless
of whether the taxpayer retains and produces documentation to support
its outcomes.

197. The implications of a lack of information and documentation in
this area are summarised in paragraph 372 of TR 94/14 which states:

'If taxpayers have not maintained appropriate records the process
of checking compliance with the arm's length principle becomes
far more difficult and ATO auditors are forced to rely on less
evidence on which to apply a methodology, thus requiring a
greater degree of judgment.'

198. This is not to say that the Commissioner will exercise these
functions other than in accordance with sound administrative law
principles. However, it is in the best interests of taxpayers to facilitate
any transfer pricing examination and thus to reduce risk of adjustment,
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through maintaining specific documentation that reconciles the
taxpayer's transfer pricing decisions with the arm's length principle.

199. After the event justifications of transfer prices are a time
consuming, less precise and a more expensive way of attempting to
satisfy the Commissioner that the basis of any pricing decision is in
accordance with the arm's length principle. It will clearly be more
difficult for companies to convince us that the dealings were on an
arm's length basis where after the event analyses are relied upon than
would be the case if the taxpayer had documented the relevant analysis
and application of a transfer pricing method prior to, or at the time, the
dealing was entered into (refer to paragraphs 105 and 376 TR 94/14).
The accurate recording of events on a contemporaneous basis and the
behaviour of the parties involved will always be the best evidence.

Conclusion

200. Division 13 and Australia's DTAs together with the record-
keeping requirements of section 262A and the associated penalty
provisions contained in section 225 are seen as a legislative code that
requires taxpayers to give consideration to the arm's length principle in
setting transfer prices in their international dealings with associated
enterprises. This obligation, and the consequent need to consider and
implement the arm's length principle for tax purposes, stems from the
scheme of the Act, which incorporates the series of measures
introduced by Parliament, discussed above.

201. In the light of this obligation, taxpayers should take reasonable
care to ensure that they adhere to the internationally accepted arm's
length principle in their international dealings with associated
enterprises for tax purposes so that the overall effect of their dealings
is not to deny Australia its fair share of tax (refer paragraphs 10 and
154 of TR 94/14).

202. Where taxpayers have not set their actual prices in accordance
with the arm's length principle, an adjustment should be made, for tax
purposes, at the time of preparation of their tax returns. Establishing
transfer prices in conformity with the arm's length principle and
documenting this should ideally be done at the time actual prices are
set, but at the latest, when the relevant tax return is being prepared
(refer to paragraphs 203 to 211 of this Ruling and paragraphs 110 and
384 of TR 94/14).



Draft Taxation Ruling

TR 95/D23

FOI status: draft only - for comment page 45 of 163

The need to keep 'contemporaneous documentation' for
international transfer pricing between associated enterprises

203. 'Contemporaneous documentation' means books, records,
studies, analyses, conclusions and other written material, existing or
brought into existence at the time the taxpayer was developing or
implementing any arrangement, that might raise transfer pricing issues
and which record the information relevant to transfer pricing
decisions.

204. This is supported by the 1995 OECD Report at paragraphs 5.3,
5.4 and 5.28 respectively:

'(A) taxpayer ordinarily should give consideration to whether its
transfer pricing is appropriate for tax purposes before the pricing
is established. For example it would be reasonable for a
taxpayer to have made a determination regarding whether
comparable data from uncontrolled transactions is available.'

'It would be reasonable for tax administrations to expect
taxpayers when establishing their transfer pricing for a particular
business activity to prepare or to obtain such materials regarding
the nature of the activity and the transfer pricing, and to retain
such material for production if necessary in the course of a tax
examination.'

'"Taxpayers should make reasonable efforts at the time transfer
pricing is established to determine whether the transfer pricing is
appropriate for tax purposes in accordance with the arm's length
principle.'

205. Taxpayers need to keep contemporaneous documentation so they
can evaluate their international dealings against the arm's length
principle at the time of lodging their income tax returns. This is
simply a prudent business practice to ensure the returns are accurate.
As a basis for this review, it is expected that taxpayers will have
carried out an analysis in accordance with the arm's length principle at
the time of setting their prices or engaging in dealings that raise
transfer pricing issues.

206. Even though taxpayers may not be obliged under general law to
conduct their dealings on an arm's length basis - though there are
certain responsibilities on directors under company law - an evaluation
of whether the arm's length requirements of the tax law have been met
should be made and documented either at the time the relevant
arrangements are being developed or in the course of implementing
them. Where transactions with associated enterprises have not been
conducted on an arm's length basis, it is expected that consideration
would be given to the appropriate prices for income tax purposes at
the time the dealing is being contemplated or at the time the
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transaction is entered into and that the necessary documentation is
created at this time also (refer paragraph 376 of TR 94/14).

207. Where taxpayers keep adequate contemporaneous
documentation, an evaluation at the time of lodgment of the return
may often be more reliable than a prudential review done after the
event at the time the tax return is being prepared where little or no
contemporaneous documentation is available. This would also help
minimise the use of hindsight should a review of a taxpayer's transfer
pricing be undertaken by the ATO.

208. The nature and type of documentation to be kept will vary with
the methodology employed. However, regardless of the methodology
used, taxpayers will still need to carry out the necessary analysis and
documentation thereof prior to or at the time transfer prices are set
(refer to the section titled '"Documentation relevant to the
application of particular methodologies' at paragraphs 301 to 364 of
this Ruling).

209. The above discussion focuses on the point in time when the
relevant documentation should be created. A distinction needs to be
drawn between this and the point in time when such documentation
should be produced to the ATO. While in most cases the relevant
documentation will not need to be produced to the ATO until the time
of a transfer pricing review, there may be some instances where
limited documentation may need to be provided at the time of
lodgment of the tax return, for example Schedule 25A. In cases where
documentation is required prior to the conduct of a transfer pricing
review, the ATO agrees with the views expressed in paragraph 5.15 of
the 1995 OECD Report.

210. Consistent with the principles of self-assessment and the 1995
OECD Report, the ATO will ordinarily limit the information required
from taxpayers at the time of lodgment of tax returns in relation to
their international dealings with associated enterprises to the minimum
necessary to make a reasonable assessment of which taxpayers ought
to be the subject of further examination (also see the section titled
'"The risk of a transfer pricing audit' at paragraphs 225 to 238 of this
Ruling). Regardless of whether information is required by the ATO at
the time of lodgment of the tax return or at the time of a transfer
pricing review, creation of the relevant documentation will, in
accordance with the guidelines set out in this Ruling, need to be
undertaken contemporaneously with the relevant international dealing
and not left until such time as the ATO commences a transfer pricing
review.

211. Where there is no documentation available at the time an audit is
commenced, the taxpayer cannot satisfy the ATO that attempts have
been made to develop and implement transfer pricing policies which



Draft Taxation Ruling

TR 95/D23

FOI status: draft only - for comment page 47 of 163

conform with the arm's length principle. In such cases, an adversarial
situation is created for both the taxpayer and the ATO. In many cases,
the international transactions have been undertaken for many years
prior to the years under review. It is therefore essential to the conduct
of an efficient and effective audit and quick resolution of the issues
involved that taxpayers analyse and document the basis upon which
their dealings with associated enterprises are undertaken
contemporaneously with the dealings being contemplated or carried
out.

Flowchart illustrating how the ATO reviews the processes used by
taxpayers for setting and reviewing transfer prices

212. Inthe ATO's experience, taxpayers can conduct their
international dealings with associated enterprises in ways which can
reduce both their risk of a transfer pricing audit, and the risk of an
adjustment and the imposition of penalties as a consequence of an
ATO audit of their international dealings. Both these issues are
discussed in greater detail later in this Ruling. At one level, there is
risk of the ATO undertaking a transfer pricing audit of the taxpayer,
and at a second level after the ATO has commenced a transfer pricing
audit, there is the risk of an adjustment to the taxpayer's taxable
income or liability to collect and remit withholding tax.

213. The initial stage of an ATO transfer pricing review generally
involves a review of a taxpayer's processes and documentation in
order to determine the level of risk to the revenue. In certain cases this
will proceed to the next stage where an audit of the taxpayer's pricing
outcomes will be undertaken with the real prospect of a transfer
pricing adjustment being made by the ATO in cases of understatement
of tax.

214. The following diagram illustrates the way in which the ATO is
likely to approach a review of a taxpayer's international dealings with
associated enterprises to establish that there has been compliance with
the arm's length principle. The flowchart also outlines the process and
circumstances in which the ATO would ordinarily propose that no
further action be taken in relation to the specific transactions under
review.
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Outline of how the ATO reviews the processes used by taxpayers
for setting and reviewing transfer prices

215. In broad terms, the following paragraphs provide an outline of
each of the steps illustrated in the above diagram and also provide
reference to the subsequent paragraphs of Part 1 of this Ruling dealing
with the relevant step in more detail.

The risk of a transfer pricing audit

216. Generally, the ATO will only conduct a transfer pricing audit
where the perceived level of risk to the revenue warrants such action.
Taxpayers can be grouped according to a number of broad risk
categories ranging from 'highest risk' to 'lowest risk'. This section of
the ruling contains a discussion of each risk category and a
diagrammatic representation of the risk ranking highlighting the main
characteristics of each category (paragraphs 225 to 238).

Does the taxpayer have a process in place?

217. This section of the ruling focuses on the use of a four step
process for setting transfer prices between associated enterprises for
tax purposes. The discussion focuses on the process and
documentation issues involved in each step (paragraphs 239 to 282).

Does the taxpayer properly implement its own process in setting
prices and conditions for cross-border transactions?

218. Processes developed by taxpayers for setting transfer prices with
associated enterprises will be tested by the ATO to check that they
have in fact been put into place (paragraphs 283 to 285).

Is documentation adequate to support a correct selection and
application of transfer pricing methodologies?

219. This section of the ruling sets out guidance for taxpayers on the
type of documentation that should be created or referred to in applying
specific transfer pricing methodologies. The extent to which pricing
outcomes between associated enterprises are documented will be
dependent on the taxpayer's particular circumstances. Application of
prudent business management principles which had regard to the
importance (in terms of complexity and quantum) of the dealings to
the taxpayer's business would be relevant in this respect (paragraphs
286 to 364).
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Does the application of the methodology give a commercially
realistic outcome?

220. Where processes have been implemented and
contemporaneously documented, and yet do not give rise to a
commercially realistic outcome, a taxpayer may still be subject to an
ATO transfer pricing audit (paragraphs 365 to 368).

Can the outcome be explained by reference to market factors, e.g.,
market or business strategies or cycles?

221. In making further enquiries on the basis of outcomes not being
commercially realistic, the ATO would first look to the taxpayer's
marketing and business strategies, or business cycles. Part 2 of this
Ruling deals with some market and business strategies which may
impact on a taxpayer's pricing outcomes with associated entities.

The risk of a transfer pricing adjustment

222. The preceding steps outline the process the ATO will ordinarily
adopt in reviewing the processes put in place by taxpayers to set the
transfer prices of their international dealings with associated
enterprises for tax purposes. Whether the ATO makes further
enquiries will depend upon each of the factors discussed in the above
steps. Where further enquiries are made, the ATO will generally seek
to develop its own analysis in reviewing whether the taxpayer's
outcomes comply with the arm's length principle. Guidance as to how
the ATO may do this and the type and extent of enquiries it may make
to assist in this analysis is provided in the section of this Ruling titled
'How the ATO reviews compliance with the arm's length principle'
(paragraphs 376 to 385).

Is ATO view different from the taxpayer's

223. Where an ATO audit reveals an outcome that prima facie differs
from an arm's length outcome, the ATO will advise the taxpayer that it
proposes to make a transfer pricing adjustment. Transfer pricing
adjustments will generally be made by the ATO where the difference
between the taxpayer's outcomes and the arm's length outcome is
material. This part of the Ruling also discusses the ATO approach in
making adjustments to taxpayers' pricing outcomes where pricing
processes adopted are 'about as likely as not' to yield an arm's length
outcome. Taxpayers will have an opportunity to respond to a proposal
by the ATO to make a transfer pricing adjustment (paragraphs 38S to
400).
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Procedural issues involved in finalising a transfer pricing audit

224. The remaining steps in the flowchart outline the process
involved in finalising a transfer pricing review after the ATO proposes
making a transfer pricing adjustment. This Ruling does not address
the issues associated with these steps as they are of a procedural nature
relating to the conduct of reviews of taxpayers and are subject to
publicly available guidelines (refer paragraph 400).

The risk of a transfer pricing audit

225. ATO resources on transfer pricing cases will be allocated on the
basis of the perceived risk of taxpayer non-compliance with the arm's
length principle. Taxpayers are generally grouped by the ATO
according to a number of broad risk categories. These may be
described as follows:

Highest risk

226. The highest risk/highest priority category involves enterprises
which deliberately structure their international dealings with
associated enterprises so as to avoid Australian tax. These cases often
involve aggressive tax planning strategies including:

(a) the use of tax havens for reinvoicing (where there is no
economic value added);

(b) the use of back to back arrangements;

(©) the use of trusts in which the beneficiaries cannot be
identified; or

(d) complex and circular arrangements with little or no
business purpose.

High risk

227. High risk/high priority cases would be those where there are
significant international dealings with associates and there is no
process or documentation to check the selection and application of
transfer pricing methodologies for tax purposes. In these cases there is
usually either no authority to bargain or no real bargaining has
occurred. It is not possible for the ATO to test the transfer price
setting processes of taxpayers in such cases. Other cases falling into
this category include taxpayers who establish the price and terms of
their international dealings with associated enterprises for tax purposes
without regard to whether comparable arm's length international
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dealings exist or whether the overall results are in accordance with the
arm's length principle.

228. In both the above situations, there are no processes in place to
ensure arm's length transfer pricing policies are developed and
implemented. These cases do not reflect the due care and diligence
that is expected of a reasonable business person. Taxpayers in this
category can reduce their level of risk by undertaking and
documenting a prudential review and putting processes (including
adequate record keeping) in place for the future.

Medium to high risk

229. Medium to high risk cases include taxpayers who undertake (or
are only permitted) limited bargaining. Such taxpayers may appear to
have the power to bargain but there is no, or limited, real bargaining
with associated entities. There may be some contemporaneous
documentation but no analysis of functions, assets, risks, market
conditions or business strategies. The ATO is generally unable to test
the transfer price setting processes of taxpayers in such cases. These
taxpayers need to analyse their contribution to the profit of the group
and ensure that this is properly reflected on an arm's length basis in
their tax returns.

Medium risk

230. The medium level risk category includes taxpayers undertaking
only rudimentary arm's length analyses when setting pricing policies
or determining the terms and conditions of international dealings.
There may be evidence of some limited efforts to develop and
implement transfer pricing setting policies for tax purposes, although
these would not be sufficiently developed or properly implemented
having regard to the complexity and importance of the particular
transfer pricing issues in the case. While some level of bargaining
may be evident in these cases, there is an inadequate analysis of
functions, assets, risks, market conditions and business strategies and
no external benchmarking.

231. Taxpayers may have relied on data that is broadly comparable
although they would not have sought to refine it to their circumstances
or used it in conjunction with an adequate comparability analysis.
There may be some contemporaneous documentation but it provides
only limited scope for the ATO to test the taxpayer's transfer price
setting processes. While these cases generally do not represent the
same degree of risk to the revenue as the previous risk categories,
these taxpayers should nonetheless refine their analyses and processes
and review their tax returns to further reduce their risk of audit
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adjustments and statutory penalties for cases where there is a lack of
reasonable care. Of course, what constitutes reasonable care will
depend on the facts and circumstances of the case, having regard to the
significance of the cross-border dealings with associated enterprises.

Low-medium risk

232. Low to medium risk cases are those where taxpayers consider
their international dealings with associated enterprises. Taxpayers in
this category would carefully undertake arm's length pricing analyses
(and appropriate future monitoring) using available data about
independent enterprises or third party international dealings (having
regard to comparability), but may be confronted with limitations on
data availability which are beyond their control.

233. These taxpayers would have undertaken a sound analysis of
functions, assets, risks, market conditions and business strategies that
are fully supported by contemporaneous documentation and relied on
this information in preparing their tax returns. The ATO would be
able to carry out full testing of the taxpayer's process and analyses.
These taxpayers will be regarded as having exercised reasonable care
and used best endeavours to comply with the law.

Low risk
234. Low risk cases would be those where taxpayers:
(a) engage in real bargaining;

(b) consider their international dealings with associated
enterprises carefully;

(©) undertake arm's length pricing analyses (and
appropriate future monitoring) using sufficient data
about independent enterprises or third party
international dealings (having regard to comparability) -
this would include undertaking a sound analysis of
functions, assets, risks, market conditions and business
strategies;

(d) establish and implement a process which the ATO can
readily test;

(e) support the analysis and processes with
contemporaneous documentation; and

€3} prepare their tax returns on the basis of their analysis.

235. Like the preceding risk category, these taxpayers will be
regarded as having exercised reasonable care and best endeavours to
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comply with the law. An example of a low risk case would be where a
taxpayer has extensive dealings with independent enterprises in open
market conditions and dealings with associated enterprises are of a
similar kind and on similar terms and conditions. Another example
would be a transaction with an associated enterprise which is narrowly
confined, e.g., a loan, and the consideration has been set by reference
to a market rate of interest. These cases would be low risk subject to
the above steps being satisfied.

Lowest risk

236. The lowest risk category cases are where an Advance Pricing
Arrangement ('APA') has been concluded with the taxpayer. These
arrangements contain 'critical assumptions' about factual matters
which need to be met (possibly within a range of tolerances) in order
to maintain the validity of the APA (refer to TR 95/23). There may
also need to be some checking that the terms of the APA have been
implemented as originally agreed.

Diagram illustrating ATO risk ranking

237. The above comments on risk levels are illustrated in the
following diagram. The main elements of a taxpayer's risk ranking are
represented in the boxes and can be used by taxpayers and ATO staff
as a practical guide to risk assessment. The characteristics of
particular risk levels shown in the boxes are only indicative and are
not arrayed in descending order of importance. They are provided for
practical guidance. The ATO recognises that a taxpayer may still fall
into one of the lower risk levels even though it has not satisfied every
characteristic shown in the diagram. For example, it is possible that a
taxpayer could be low risk even where no real bargaining occurred. In
this circumstance, the ATO would give consideration to each of the
other requirements of the low risk category to ensure that the taxpayer
had allocated its income and expenditure in accordance with arm's
length principles.
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Taxpayers should assess the level of risk they want in their dealings
with associated enterprises

238. Taxpayers will need to assess their needs in this area and
consider the level of certainty they wish to achieve having regard to
the impact of international dealings with associated enterprises on
their overall business and other relevant factors.

Documenting a process for setting international transfer prices

239. This section complements and should be read in conjunction
with the corresponding discussion in paragraphs 186 to 235 of

TR 95/D22. The emphasis in this Ruling is on documenting the
process of setting transfer prices.

240. As stated in paragraphs 225 to 238 of this Ruling, taxpayers who
have developed, implemented and documented a thorough process for
setting their transfer prices between associated enterprises are less
likely to find themselves exposed to transfer pricing adjustments.

241. The standard of an enterprises pricing policies and processes is
considered to be relevant in three ways. First, it is relevant to the
decision as to whether an ATO review proceeds beyond an
examination of process. Secondly, if the review does proceed beyond
the process, the size of any discrepancy between the consideration or
profit returned from the dealings with associated enterprises and the
arm's length consideration or profit is likely to be smaller. This is
because the higher the standard of the process the closer the outcome
is likely to be to an arm's length outcome. Thirdly, the standard of a
taxpayer's process is also relevant to considerations of the level of
penalty, if any, to be imposed in the event of a transfer pricing
adjustment, as the standard of a taxpayer's pricing policies and
processes will be relevant to whether they have taken reasonable care
or have a reasonably arguable position.

242. Paragraph 186 of TR 95/D22 discusses a four step process
which could be used by taxpayers for setting the prices and terms of
their international dealings with associated enterprises. In suggesting
this four step process, the following points need to be made:

(a) the four step process and the data collection and
analysis outlined in this section are neither mandatory
nor prescriptive approaches to adopt;

(b) the approach outlined below assumes that the nature of
the international dealings between the associated
enterprises are fairly extensive and necessitate a
thorough analysis. Such a process would not be
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appropriate in all cases (refer to discussion at
paragraphs 259 to 262); and

(©) the analysis outlined in this section is predicated on the
basis that much of the relevant documentation will have
been created in the ordinary course of business by the
taxpayer. Guidance is then provided about the type of
additional documentation that will be of assistance.

Flowchart illustrating a four step process for setting international
transfer prices

243. The following flowchart illustrates the four step process. Each
step in the process should be viewed as having some degree of overlap
with, rather than being viewed in isolation from, the other steps (see
diagram on next page).



Draft Taxation Ruling

TR 95/D23

page 58 of 163

FOI status:  draft only - for comment

The Four Step Process

The following chart is an illustration of the four step process for setting or reviewing transfer prices
between associated enterprises. If this process is properly undertaken, the taxpayer should have
a lower risk of audit adjustment or penalty.

Step 1. Understand the cross-border dealings between the associated
enterprises in the context of the taxpayers business.

Identify cross-border dealings with associated
enterprises and collect or maintain relevant
documentation/data to explain the nature of
those dealings in the context of the taxpayer's
business. For example:

-

-

business lines and he size, scope, value and
type of dealings;

nature of the industry;

nature of the competi ion it experiences, and
business strategies and processes.

nature and extent of the dealings wi h associates

Undertake a preliminary func ional analysis of the
functions undertaken, risks assumed and he
assets employed to assist in understanding the
business and selecting and applying a
methodology.

- L

Step 2. Select the methodology or methodologies.

Broadly identify any comparable uncontrolled
dealings. Assess the reliability of data on
comparable dealings or comparable enterprises.

Determine the most appropriate methodology
or methodologies based on the facts and
circumstances of the particular case. Ensure
that sufficient documentation and data is
available to support its application.

X =

Step 3. Apply the methodology or methodologies.

Use the detailed data to extend and improve the
func ional analysis of the taxpayer and of any
comparables.

Refine, examine and organise the data so as to
enable comparability to be properly assessed.

To improve comparability it may be necessary to:

* extend the analysis over a number of years

* adjust the data to account for material
differences in comparability.

* apply several methods.

Data points or a range of results may emerge.

-4 =

It may be necessary to review
earlier steps if the approach
initially adopted is unsuitable
or produces an outcome that
does not reflect commercial
or economic reality.
Document each step.

Step 4. Determine the arm's length outcome and implement
support processes. Install review process to ensure adjustment

for material changes.

Decide on the arm’s length outcome.

Record practical considerations such as:

*

any judgments made;
* how data points or ranges were interpreted; or

* how results from different methods were used.

If the data used to establish the outcome
changes hen process and methodology should
be reviewed.

Put system in place to support chosen method
with a review mechanism to ensure adjustment
if material changes occur.
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Step 1 understand the cross-border dealings between associated
enterprises in the context of the business

244. The arm's length principle is based on a view that, in arm's
length dealings, each party would seek to maximise its overall value
from the economic resources available to or obtainable by it, and
would enter into a transaction only if there was no alternative
transaction clearly more attractive (see TR 94/14 at paragraphs 154 to
168 and 310 to 327, and the 1995 OECD Report at paragraphs 1.6 to
1.17).

Documenting the dealing in the context of the taxpayer's business

245. In terms of collection of a broad range of data it is expected that
documentation created or acquired by the company in analysing the
nature of the industry or industries in which it competes, the
competitive situation in those industries and any other broader
economic or other factors considered relevant should be retained. The
amount of documentation necessary in this regard cannot be specified
as a general rule and will depend on factors such as the complexity
and importance of the associated enterprise dealings and the extent to
which these factors are likely to affect the determination of arm's
length consideration or profit.

246. The size, scope and type of the enterprise's international dealings
with associated enterprises should also be documented as part of this
step. In this regard, it is expected that contracts or agreements in
respect of international dealings between associated enterprises for
goods or services will be retained. This is the case even where these
may have been entered into many years ago if the goods or services are
still being transferred under their terms. It is also expected that the
key terms of any unwritten agreements between associated enterprises
should be documented at the time that the agreements are entered into.
This should include details of any set-off arrangements entered into as
part of the unwritten agreement (refer to the discussion on 'Set-off
arrangements' at paragraphs 552 to 570 of this Ruling).
Documentation should also be retained which explains the economic
merits and justification for entering into the particular international
dealing.

247. Another issue where retention of documentation is expected
relates to the business strategies of the enterprise. This will include
marketing and pricing strategies, cross subsidisation strategies and
broader corporate objectives. Relevant documentation in this regard
may include copies of the company's Memorandum and Articles of
Association, mission statements, corporate plans and divisional
business plans, reports proposing and recommending such strategies
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and relevant records of meetings of Boards of Directors or corporate
management groups where recommendations for the implementation
of these strategies were considered and approved.

248. In particular, retention of any document where the relevant
pricing policy of the taxpayer is outlined would be advisable as would
be the pricing policy for the MNE group as a whole. The ATO has
sighted pricing policy documents operative for both an MNE group's
Australian operations and for the MNE group worldwide. Availability
of both of these types of documents is strongly recommended. Even
in cases where the pricing policies came into existence many years ago
it is recommended that the document be retained where consideration
between associated enterprises is still being set in accordance with that
policy.

249. In terms of documentation relevant to the operation of the
enterprise, it is expected that documents outlining the organisation
structure of the taxpayer and the structure of the corporate group both
in Australia and worldwide will be retained. Other relevant
documentation will include outlining the company's internal
procedures and controls which are in place to ensure that arm's length
consideration is consistently determined and applied to its
international dealings with associated enterprises. This will include
manuals and written instructions drawn up by the company in the
ordinary course of carrying on its business.

Documenting the preliminary functional analysis

250. The preparation of a preliminary analysis of functions, assets
and risks is undertaken during this step. In terms of documenting this
preliminary functional analysis, the types of documents which may
need to be created or obtained is clear from the discussion in TR
95/D22 and will not be repeated here. It is expected that all
documentation created or acquired in completing the functional
analysis will be retained. This documentation should be retained at
least until a new functional analysis is completed, and preferably for as
long as possible after this to detail the major functions, assets and risks
of the enterprise over time.

251. In this regard documentation that evidences a change in the
business circumstances of a taxpayer so that the evolution of the
business, and business relationships can be traced, should be retained.
This may mean retention beyond the statutory period, where such
changes extend over a number of years and represent a major shift in
the position of the enterprise. This documented series of analyses will
be of great assistance to an enterprise in the event of a transfer pricing
review by the ATO.
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252. It is appreciated that the costs of completing a functional
analysis may be significant, particularly where complex issues are
involved. It is not, therefore, expected that a new functional analysis
should be carried out within a prescribed time frame. A revision of
the functional analysis will only be necessary where there is a material
change in any of the elements that make up the functional analysis
(i.e., functions, assets, risks) which has a significant impact on the
taxpayer's business. In this regard, refer to the discussion at
paragraphs 272 to 282 and paragraphs 283 to 285 of this Ruling.

253. While there can be no prescription of when such a review will
be required, it is expected that taxpayers will monitor the relevance of
the functional analysis to the circumstances of their business and to
document the on going process of review.

254. The functional analysis may be performed with varying levels of
detail. In this regard, it is expected that documentation will be created,
and retained, which outlines reasons why the particular level of the
analysis was conducted, for example, a product or divisional level, a
whole of enterprise level or a corporate group level.

255. One of the major assets which may need to be considered in
compiling a functional analysis is a taxpayer's human resources, in
particular its skilled and experienced staff. Documentation which
would be relevant here includes details of staff levels, experience,
educational qualifications, remuneration, performance evaluation and
duties of key operational staff. This would include performance
agreements and statements of performance indicators for key staff.
Any written statements provided by key staff and used by the company
in determining the functions, assets and risks of the enterprise as part
of the functional analysis should also be retained.

256. Documentation created in the course of dealing with arm's
length parties, such as documentation created by the enterprise in
tendering for work, including curriculum vitae of key staff members
and areas of particular expertise should be retained. The purpose of
this analysis is to identify the human resource asset and from the
information obtained draw some conclusions as to the importance of
the skilled and experienced staff to the enterprise's activities. This
analysis will be particularly relevant in cases where profit split is the
methodology adopted. This analysis may be used by enterprises in
service industries where the skill and experience of the human
resources is the major asset exploited for profit, but is of general
relevance to all enterprises. While it may not be necessary to extend
the analysis to all staff of an enterprise, the extent of such analysis will
depend on the facts and circumstances of the case.
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Usefulness of a proforma functional analysis

257. The ATO has given consideration to providing guidance to
taxpayers seeking to undertake a functional analysis by providing a
pro-forma to assist them in the analysis necessary in formulating
/reviewing their pricing policies and procedures.

258. Itis the ATO's view that taxpayers are in the best position to
know their business, their risks and their expectations of profit
outcomes and therefore to design a functional analysis to suit their
circumstances. A 'tick the box' approach would not have regard to the
peculiarities of particular businesses' functions and risks, or the
relative contribution to profits as represented by the level of
economically significant activity attributable to the respective
members of the MNE group. Accordingly, it is not our intention to
provide such a pro-forma in this Ruling.

259. It is important to note, however, that a detailed functional
analysis is not required in every case and would vary subject to the
complexities involved. The nature of this type of analysis and its
scope is extensively discussed in TR 95/D22. That Ruling confirms
that complexity may be indicative of the extent and detail needed of
the analysis.

260. A detailed analysis may not be necessary where, for example, a
taxpayer has internal benchmarks for dealings between associated
enterprises. A taxpayer dealing in the production of goods may have a
series of dealings for a specific product line both with associated and
independent enterprises at the international level. Assuming that there
are no other dealings apart from trade in tangible goods, the level of
detail needed in a functional analysis would only require a study of
whether the conditions affecting both the associated enterprise
dealings and the potential external benchmarks were in fact
comparable.

261. Another situation where a detailed functional analysis would not
be required may be where dealings between associated enterprises are
narrowly confined, for example, a loan transaction. In such a case
where it is accepted that independent enterprises would have entered
into a loan arrangement (refer TR 92/11), market data about interest
rates could be used to determine an appropriate arm's length interest
rate. The dealings would still require some level of analysis and
documentation to establish that the market rates used were truly
comparable to the conditions affecting the associated enterprise
dealings, e.g., risk, currency, duration and other loan terms. If
necessary, any adjustments for such differences should be quantified
and documented but a detailed functional analysis, as described in
TR 95/D22, would not be required.
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262. The level of complexity in completing a functional analysis
would increase where, for example, a taxpayer performs
manufacturing functions as well as distribution functions and has a
mix of related and unrelated inbound and outbound international
dealings. In this more complex example the scope and detail in the
functional analysis will increase with the need to identify significant
economic functions, assets and risks as a basis for selecting an
appropriate methodology and benchmarks against which to assess the
associated enterprise dealings.

Step 2 selection of the methodology or methodologies
Documenting the process

263. With regard to the selection of an appropriate transfer pricing
methodology it is expected that the company will document the
process used in selecting the methodology, including reasons why the
particular methodology was selected. While a taxpayer is not required
to exhaustively consider and eliminate methodologies using a form of
hierarchy, it is expected that the company will document its process in
considering and discarding other methodologies, including reasons
why other methodologies were discarded.

264. In cases where the taxpayer has applied different pricing
methods to different parts of its operations documentation outlining
reasons for concluding that this is the most appropriate course of
action for the enterprise, rather than, for instance, applying one
method to all of its operations would be of assistance.

265. It is also pointed out that in the course of this step some
assessment of the availability of comparable data should take place. It
is of assistance if all data obtained during the course of assessing
comparability is retained. More detail on the types of relevant
documentation here will be discussed in Step 3.

Step 3 application of the methodology or methodologies
Documenting the process
(i)  Undertake an assessment of comparability

266. Documentation regarding all steps in the process undertaken by
the company in assessing comparability would be highly relevant.
These steps will include:

(a) the search for comparable transactions or enterprises;

(b) identification of sources of information used in
searching for comparables;
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(©) adoption of transactions or enterprises as comparables;

(d) rejection of other transactions or enterprises as
comparables;

(e) where adjustments have been made to outcomes from
independent transactions or enterprises so they are
comparable, reasons for adjustment and quantification
of the adjustment; and

) application of the pricing method, and any other
methods used for checking the result, such as a sample
of transactions to ensure the accuracy of the method.

267. In the case where application of the assessment of
comparability suggests that there is a range of arm's length outcomes
that may be applied, documentation detailing all of the outcomes in
this range, the point in the range which the taxpayer considers most
appropriate and reasons for selecting this point will be highly relevant.

(ii)  Collect supplemental data

268. With regard to the extension of the functional analysis in this
step, data on profit projections would be relevant and should be
retained. Documentation created or acquired during this stage to
supplement the analysis of comparability and functional analysis
should also be retained. Any supplementary data collected to more
accurately calculate financial performance ratios as part of the
application of the chosen pricing method should also be retained and
all written calculations of these ratios will be relevant.

Step 4 determine the arm's length consideration and review the
process if factors change

Documenting the determination of arm's length consideration

269. Documentation outlining the application of the company's
functional analysis and comparability study to the determination of the
pricing outcome is relevant in this step, which is the conclusion of the
processes of analysis and documentation outlined in earlier steps.
Little additional documentation should need to be created in this stage.
If availability of data to apply pricing methodologies has been
recognised as a problem then preparation of documentation outlining
the nature of these data problems and their impact on selection and
application of the pricing methodology would be of assistance.

270. If data is available it is also recommended that a review of the
outcome be conducted and documented to ensure it is commercially
realistic. If, for example, the application of the selected methodology
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to the transactions in question gives rise to a rate of return for the
business that is significantly lower than publicly available industry
standards then some analysis of reasons for this difference should be
undertaken and documented.

271. Documentation outlining the performance reports generated by
the enterprise which may be used to verify the arm's length outcome of
the pricing system between the associated enterprises will be of great
assistance. These reports may be used to conduct test checking of the
pricing processes. Any of the enterprise's arm's length dealings
selected and used as comparables should be identified and

documented including:

(a) identification of any dealings with associated
enterprises to which the arm's length dealings are
considered to be comparable;

(b) any adjustments made to the independent price to take
account of relevant differences; and

(©) reasons as to why the independent transactions are
considered comparable.

Documenting the review of the process if factors change

272. Ttis the ATO view that any process established by a taxpayer to
set arm's length transfer pricing for tax purposes in respect of its
international dealings with associated enterprises must be relevant to
the business of the enterprise at the particular point in time at which
the dealing occurs. In this respect, before a methodology is selected
and applied by a taxpayer in relation to a particular dealing, the
taxpayer needs to have regard to the business environment in which it
is operating at that point in time so as to show the relevance of its
process for setting arm's length transfer pricing to the particular
dealing. Paragraph 5.3 of the 1995 OECD Report makes the same
point where it says:

'"The taxpayer also could be expected to examine, based on
information reasonably available, whether the conditions used to
establish transfer pricing in prior years have changed, if those
conditions are to be used to determine transfer pricing for the
current year.'

273. Accordingly, the four step process described in paragraphs 239
to 282 does not end with the determination of an arm's length
consideration for the relevant controlled transactions, but must also
include an ongoing monitoring by the taxpayer of its process for
setting arm's length transfer pricing. Taxpayers should document the
steps taken to monitor the continuing relevance of any process for
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setting arm's length transfer pricing. Where this monitoring evidences
that a change in the process may be required, the factors that lead to
this conclusion should also be documented, as should the review of
the process itself and any adjustments to the parameters of the process
that arise as a result of the review.

274. There can be no prescription for how often a review by a
taxpayer of its process should be undertaken, or what changes in
circumstances would make a review of a taxpayer's process necessary.
As a general rule, where there has been a significant impact on factors
important to the conduct of an enterprise's business, or any shift in the
critical assumptions which form the basis for the selection and
application of a methodology, a detailed review of process would
generally be required.

275. The types of questions that may need to be addressed and
documented as part of any such review include the following:

(a) What has changed? For example, new competition in
an existing market or entry into a new market,
development of new products or know-how, new
business strategies, impact of economic conditions on a
specific market or business segment, change in the
incident of risk;

(b) What impact do these changes have on a business,
its expected outcomes, pricing policies, selection of
methodology, and the application of that
methodology? Market share analysis, profit forecasts,
revised mission statements, business plans, statements
of objectives and other strategic documentation would
assist in establishing the significance of changed
circumstances to an enterprise's overall business. Any
documentation created when pricing methodologies are
reconsidered is of particular importance;

(©) Does this change also affect other enterprises which
form the basis for arm's length comparisons? In
such cases changes have a material effect on arm's
length comparables, it may be necessary to reconsider
the appropriate pricing methodology or its application.
Any process of reconsideration should be adequately
documented.

276. Representations have been made that if a taxpayer has selected a
methodology which appears to be appropriate and suited to the
circumstances of a particular segment of the taxpayer's business, then
the process of selection and application of such a method need not be
continuously reviewed by the taxpayer and the reviews documented.
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It has been further suggested that if a taxpayer selects and applies a
methodology and then maintains business in line with that
methodology, then no further documentation requirements should be
necessary to support the selection and application of the method
chosen by the taxpayer. These views are not accepted. Business does
not operate in a static environment nor does the arm's length principle
operate without having regard to the possibility of changed
circumstances.

277. In carrying on business, independent enterprises generally
display some degree of flexibility in their business strategies by
seizing opportunities available in the markets in which they operate or
by establishing additional markets. Adapting to a changing business
environment on a global scale could see business enterprises
developing new products, exploiting skills or resources and
developing new markets. This process may create new assets or cause
an enterprise to undergo major structural changes and could lead to a
revision in its expectations of outcomes in accordance with any
opportunities that emerge.

278. For example, a subsidiary of a foreign MNE may initially be
established in Australia as the sole distributor of the products of the
MNE group of which it is a member. The Australian subsidiary may,
at the time of its establishment, undertake no manufacturing activities
and act simply as a wholesaler or retailer of the products of the MNE
group. In such a case, the taxpayer's process for setting its transfer
prices may suggest that a resale price method using gross margins
benchmarked against those obtained from entities undertaking
comparable wholesaling or retailing functions to be the most
appropriate method. Some years later, the nature of the Australian
subsidiary's business may have materially changed as a result of it
undertaking manufacturing activities in Australia which add
significant economic value to the products of the MNE group, or
having embarked upon a strategy of exporting its products to the
Asia/Pacific region, in addition to continuing to act as a wholesaler or
retailer of the products of the MNE group. As the nature of the
taxpayer's business has materially changed, it would not necessarily be
the case that a resale price method would continue to be the most
appropriate method to use. A taxpayer's process for setting
international transfer prices with associated enterprises for tax
purposes would need to have regard to material changes in the nature
of its business and be able to adjust transfer prices and methodologies
as appropriate.

279. The process of adaptation and change will manifest itself in
many ways within an enterprise. These features could include the
following:
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(a) change in significant economic functions which impact
on contributions to the profit of an enterprise;

(b) changes in the capital/debt structures of an enterprise;

() devaluation of income producing assets and creation of
new assets to replace them;

(d) entry into new markets on a domestic or international
scale and/or withdrawal from unprofitable market
segments;

(e) alteration to the incidence of risks associated with the
business strategies of an enterprise.

280. The above list is not exhaustive and there may be other factors
impacting on the way in which an enterprise conducts its business.
The purpose of the above discussion is to demonstrate that, given the
dynamics of trade in a global economy, the processes used to set
transfer prices must be monitored on an ongoing basis.

Revisions or renegotiations of existing arrangements often raise
special documentation issues

281. In cases where associated enterprises agreed to revise or
renegotiate the transfer price or the terms of an existing arrangement
with an associated enterprise, a number of documentation issues arise.
For example, such situations may arise in respect of the price charged
for the supply of minerals or metals in a long term supply contract, the
royalty rate charged to an associated enterprise for the right to use
valuable intangible property, or the costs allocated to an associated
enterprise for the provision of services to it by other members of an
MNE group. Paragraph 5.27 of the 1995 OECD Report indicates
some documents which may be helpful in showing that revised or
renegotiated prices comply with the arm's length principle.

282. As stated in paragraphs 76 and 325 of TR 94/14, the likely
absence of a divergence of interest between the associated enterprises
means that close examination will be given by the ATO to the changed
circumstances leading to any revision or renegotiation of an existing
arrangement. Where taxpayers are involved in revisions or
renegotiations of existing international dealings with associated
enterprises, any process established by them for setting transfer prices
for tax purposes in relation to their international dealings with
associated enterprises would also need to be able to provide relevant
details and supporting documentation of:

(a) the terms of the new agreement;
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(b) the changed circumstances which have led to the need
for the revision or renegotiation;

(©) the analysis undertaken to support the revised transfer
price or terms of the arrangement including adequate
detail of external benchmarking undertaken and the
pricing methodology used; and

(d) the basis upon which it is considered that the approach
taken is consistent with what arm's length parties would
have done in the same or similar circumstances (i.e.,
that it would be usual for arm's length parties to revise
or renegotiate the terms of a comparable arrangement
and that the approach adopted is similar to what arm's
length parties would have done).

Does the taxpayer properly implement its own process in setting
prices and conditions for cross-border transactions?

283. Contemporaneously documented processes would have little
impact on a taxpayer's level of risk if they have not been properly
implemented by the taxpayer. In this regard, as part of the ATO's risk
assessment analysis of a taxpayer, we will be seeking to test any
process established by a taxpayer in order to be satisfied that the
process has been properly implemented.

284. Proper implementation by a taxpayer of its process for the
setting of its transfer prices with associated enterprises for tax
purposes would require that the ATO be able to establish amongst
other things that:

(a) the taxpayer has relied on the outcomes generated by
application of its process for the purposes of lodging a
correct tax return;

(b) the taxpayer has applied its process to all its associated
enterprise dealings; and

(©) the taxpayer has undertaken reviews of its process when
these are needed and made appropriate changes as
necessary to its process.

285. Where the ATO, as part of a transfer pricing review of the
taxpayer, is not satisfied that the taxpayer has properly implemented
its process, this will be a significant factor to consider when deciding
whether or not to move beyond a review of process to a transfer
pricing audit of the taxpayer.
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Is documentation adequate to support a correct selection and
application of transfer pricing methodologies?

286. Only general guidelines can be given on the type of
documentation that taxpayers should create or refer to when selecting
or applying specific transfer pricing methodologies. It is not possible,
or desirable, to provide a formulated check list outlining
documentation requirements for any particular methodology because
of the range of possible situations encountered in practice. Broadly
speaking, documentation to support a correct selection and application
of transfer pricing methodologies in relation to international dealings
between associated enterprises falls into five categories:

(a) documents created by the taxpayer in the ordinary
course of transacting its business (see paragraphs 299
and 300);

(b) documentation created or obtained to support a study of
the enterprise's significant business functions, business
strategies, the assets utilised in the pursuit of that
business, and the risks associated with the business
activity. More detail on this type of study is provided
in TR 95/D22 in its discussion on functional analysis at
paragraphs 209 to 214 (broadly, Step 1 of the four step
process);

() documentation created or obtained to support an
analysis of methodologies available in a particular case
and their relative worth, and the process of selection or
rejection of one or more methodologies and the
rationale for that selection or rejection, having regard to
the enterprise's business and market circumstances, the
nature of the relevant activities and the arm's length
principle (broadly, Step 2 of the four step process);

(d) documentation created or obtained to support the
application of the methodology to specific or
generalised dealings as they occur and a reasonable
sample checking of results against any performance
criteria to determine whether the methodology has
achieved an arm's length result (broadly, Steps 3 and 4
of the four step process); and

(e) documentation created or obtained in the course of any
review of the taxpayer's process for setting transfer
pricing for tax purposes in relation to their international
dealings with associated enterprises.

287. Representations have been made that documentation to support
the price and terms of international dealings between associated
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enterprises should be confined to the first category of documents
referred to in the previous paragraph. The ATO agrees that associated
enterprises should not be unnecessarily and unreasonably burdened
with documentation keeping requirements. However, the obligations
imposed on taxpayers by the law to comply with the arm's length
principle for tax purposes in relation to their international dealings
with associated enterprises means that records over and above those
kept by the taxpayer in the ordinary course of business will ordinarily
need to be created or obtained in order to satisfy those obligations.
The requirement to keep records over and above those kept by the
taxpayer in the ordinary course of business arises because of the
special relationship that exists between associated enterprises. In
checking compliance with the arm's length principle, the ATO will, as
stated in paragraph 373 of TR 94/14, seek to rely as much as possible
on documentation created in the ordinary course of business.

288. The ATQO's approach in this regard is consistent with that
recommended in the 1995 OECD Report, at paragraph 5.6, where it is
said that:

'In considering whether transfer pricing is appropriate for tax
purposes, it may be necessary in applying principles of prudent
business management for the taxpayer to prepare or refer to
written materials that would not otherwise be prepared or
referred to in the absence of tax considerations, including
documents from foreign associated enterprises.'

289. The OECD also recognises that considerable costs could be
incurred by taxpayers for the purposes of creating or obtaining
documentation to show compliance with the arm's length principle if a
balance is not able to be reached between the needs of tax
administrations and the additional burden imposed on taxpayers. In
this respect, paragraph 5.6 of the 1995 OECD Report also says:

'When requesting submission of these types of documents, the
tax administration should take great care to balance its need for
the documents against the cost and administrative burden to the
taxpayer of creating or obtaining them.'

290. The ATO accepts that a key issue is one of striking an
acceptable balance between the need to keep compliance costs to the
minimum necessary to ensure compliance with the arm's length
principle and the legitimate concern of the ATO to see that Australia is
not denied its fair share of tax. In trying to reach this balance,
paragraph 373 of TR 94/14 states that the ATO will limit requirements
to the minimum necessary to ensure compliance with the arm's length
principle.
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291. The ATO approach is again consistent with the approach
recommended by the OECD at paragraph 5.7 of the 1995 OECD
Report which states that:

'(W)hile some of the documents that might reasonably be used or
relied upon in determining arm's length transfer pricing for tax
purposes may be of the type that would not have been prepared
or obtained other than for tax purposes, the taxpayer should be
expected to have prepared or obtained such documents only if
they are indispensable for a reasonable assessment of whether
the transfer pricing satisfies the arm's length principle and can be
obtained or prepared by the taxpayer without a
disproportionately high cost being incurred. The taxpayer
should not be expected to have prepared or obtained documents
beyond the minimum needed to make a reasonable assessment
of whether it has complied with the arm's length principle.'

292. The amount and type of documentation which should be created
or obtained by a taxpayer over and above that created in the ordinary
course of business in relation to a taxpayer's international dealings
with associated enterprises will depend on the facts and circumstances
of each case.

293. The ATO is not suggesting that all the types of documentation
mentioned in this draft Ruling need to be kept for every international
dealing between associated enterprises. The issue is a practical one
having regard to what a prudent business person would do in the same
circumstances.

294. In assessing compliance with the arm's length principle,
taxpayers need to exercise commercial judgment about the nature and
extent of documentation appropriate to their particular circumstances.
In this regard, paragraph 5.4 of the 1995 OECD Report (with which
the ATO agrees) states:

'"The taxpayer's process of considering whether transfer pricing is
appropriate for tax purposes should be determined in accordance
with the same prudent business management principles that
would govern the process of evaluating a business decision of a
similar level of complexity and importance. It would be
expected that the application of (prudent business management)
principles will require the taxpayer to prepare or refer to written
materials that could serve as documentation of the efforts
undertaken to comply with the arm's length principle, including
the information on which the transfer pricing was based, the
factors taken into account, and the method selected.'

295. Paragraph 5.14 of the 1995 OECD Report highlights the
advantages to taxpayers as a result of good record-keeping practices,
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and recognises the practical reality that tax administrations have
obligations to ensure compliance by taxpayers within their jurisdiction
with the arm's length principle. It is there stated that:

'"Taxpayers should recognise that notwithstanding limitations on
documentation requirements, a tax administration will have to
make a determination of arm's length transfer pricing even if the
information available is incomplete. As a result, the taxpayer
must take into consideration that adequate record-keeping
practices and the voluntary production of documents can
improve the persuasiveness of its approach to transfer pricing.
This will be true whether the case is relatively straightforward or
complex, but the greater the complexity and unusualness of the
case, the more significance will attach to documentation.'

296. The 1995 OECD Report does not anticipate the creation of
specific types of documentation by taxpayers, but rather recognises
that taxpayers should make commercial judgments about the amount
and type of documentation created, with the efforts made being
commensurate with the importance of the dealings to the taxpayer's
overall business.

297. Without attempting to be exhaustive or prescriptive, some of the
documentation and records which have been used by taxpayers in the
past to support their approach and to which the ATO has given weight
- include:

(a) documents evidencing real bargaining and arm's length
outcomes in relation to the taxpayer's international
dealings with associated enterprises;

(b) pricing policies, documents relating to product
profitability, relevant market information and profit
contributions of each party;

(©) documents establishing the reasons for entering into
significant international dealings with associated
enterprises;

(d) documents establishing the reasons for the taxpayer's
selection of a particular pricing methodology or
methodologies;

(e) where other methodologies have been considered and
rejected, details of these other methodologies, including
reasons for their rejection. Ideally, these documents
should be created contemporaneously with the decision
- making;

() documentation establishing the structure and nature of
the company and the MNE group to which it belongs;
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(2) documentation establishing the taxpayer's sales and
operating results and the nature of its dealings with
associated enterprises;

(h) documentation setting out the taxpayer's marketing and
pricing strategies, including market penetration
strategies, etc.

298. The ATO recognises that enterprises operating in the Australian
market may be in a better position than the ATO to know the types of
comparability factors which influence prices and profit in their
particular market. Accordingly, it is the ATO's expectation that these
factors, as they affect the choice and application of transfer pricing
methodologies, will be adequately documented. Where these are not
adequately documented, the ATO will have to undertake an analysis of
the factors which influence prices and profit outcomes in the market in
which the enterprise is operating and form its own view as to what an
arm's length party might reasonably have been expected to have paid
or received in respect of the relevant dealings. In this regard,
reference should be made to the discussions on 'The risk of a transfer
pricing audit' at paragraphs 225 to 238, and 'The risk of a transfer
pricing adjustment being made' at paragraphs 369 to 384 of this
Ruling, where the ATO process is more fully discussed.

Documents created in the ordinary course of business

299. It is expected that a reasonable business person carrying on
business in Australia would:

(a) analyse the market/s in which they operate and record
the results (ie know their market);

(b) develop business plans and strategies;
(©) monitor products and services;

(d) create documents and keep records to satisfy various
reporting requirements related to taxation (e.g., income
tax, sales tax, PAYE, withholding tax), including the
presentation or the making available of such
information to external auditors;

(e) create documents and keep records to satisfy various
reporting requirements not related to taxation (e.g., the
Australian Securities Commission, the Australian Stock
Exchange in relation to listed companies, the Australian
Customs Service), including the presentation or the
making available of such information to external
auditors;
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63} create documents and keep records for internal
management purposes (€.g., cost accounting and
financial accounting information, marketing analysis,
etc);

(2) create documents and keep records which record
agreements, arrangements, transactions, etc with
unrelated and related enterprises.

300. These types of documents and records are all created in the
ordinary course of carrying on business and are collectively referred to
in this Ruling as 'documents created in the ordinary course of
business'.

Documentation relevant to the application of particular transfer
pricing methodologies

301. The following section deals with specific documentation issues
that emerge from an application of the methodologies described in
TR 95/D22.

302. In describing the extent of documentation required for each of
the elements of the various methods, it should be recognised that there
may be instances where the extent of the information required to
practically apply a method needs to be tailored to reflect the relative
importance and frequency of the dealings between associated
enterprises. For example, a taxpayer may have a large volume of
routine transactions which occur on a regular basis. The
documentation implications relating to the application of a
methodology will vary according to the method selected. Under this
scenario, the application of a CUP methodology and consequential
documentation requirements may occur on the basis of an overall
pricing policy (refer to paragraphs 312 to 314 below).

303. Alternative approaches such as resale price and cost plus
methodologies are based on an assessment of profit margins with the
emphasis being on functional comparability rather than price. Profit
comparison methods (including transactional net margin method) also
use profit margins at various levels, or other profit indicators, and
require functional comparisons to be made in their application. Profit
splits generally require the establishing of the respective economic
contribution to profit by associated enterprises involved in particular
dealings at the transactional or aggregated level. These methods will
also require the identification of the respective parties functions, assets
and risks which are significant contributors to the combined profit to
be split and, where possible, external comparisons to be made which
would assist in determining how independent enterprises dealing at
arm's length may have split the combined profit in comparable
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circumstances. These methods are less sensitive to the frequency and
volume of relevant transactions although frequency of dealings may
impact on comparability in some cases. The various features and
levels of documentation required for these methods are also outlined
below.

Documentation relevant to applying a Comparable Uncontrolled
Price methodology

304. The features of a Comparable Uncontrolled Price methodology
('CUP method') are discussed in TR 95/D22 at paragraphs 83 to 88.
CUPs are generally capable of being established at two levels using
either internal comparable dealings (internal CUPs) or external
comparable dealings (external CUPs). The use of these types of
comparisons and their relative merits are also discussed in the above
mentioned Ruling. Subject to that discussion, both of these types of
CUPs are theoretically capable of producing results that accord with
the arm's length principle. The approaches adopted require different
bases of comparison and attract substantially different documentation
requirements.

Documentation issues associated with internal CUPs

305. Asdiscussed in TR 95/D22, a CUP bases its comparison directly
on price and requires that goods or services transferred be comparable
in both related and unrelated dealings and that the dealings being
compared should have occurred in comparable circumstances. Where
there are differences in the goods or service which have a material
effect on price, and the differences are capable of being identified and
quantified with reasonable accuracy, a CUP method can still be used if
reliable adjustments can be made.

306. Taxpayers wishing to use such a methodology would need to
document the basis for comparison, including physical features and
any other factors impacting on comparability. Where there are
differences and these have been analysed for their impact on price,
taxpayers should document this analysis and the basis on which any
adjustments were quantified. Taxpayers will also need to have regard
to other features of the dealing which may impact on comparability.
These features will include contractual terms such as finance, credit
terms (e.g., interest free periods), costs of carriage, warranties and
other services which may be directly related to the transfer of goods.

307. Volumes of goods to be supplied and duration of contracts may
also have an impact on price as will differences in the geographic
markets into which goods or services are sold. Other factors such as
business strategies (like price competition for market share) and
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marketing intangibles (like brand names) may also have an impact on
price. Some or all of these features may be present in the dealings
which are the subject of comparison.

308. Where differences such as those referred to in the previous
paragraph exist in relation to the controlled situations as compared to
the uncontrolled dealing being considered as a potential comparable,
they need to be identified and quantified and the process documented.
In this regard, it may be that some aspects of this analysis have been
documented by cost accounting and marketing areas in the ordinary
course of business and need not be specially generated for the purpose
of a transfer pricing analysis (see paragraph 299 of this Ruling).

Documentation issues associated with external CUPs

309. External CUPs seek to use prices external to the enterprise as
benchmarks for comparison. Such a comparison may present practical
difficulties which are discussed in TR 95/D22 at paragraphs 44 to 49.
In order to establish that the price paid or received for uncontrolled
dealings is a realistic benchmark for purposes of the arm's length
principle, taxpayers will need to address and document the following
issues:

(a) The physical identity of the products being compared.
In the case of complex, high value products, this could
include establishing technical differences in the
specifications of the benchmark product and the impact
of these differences on the operation and effectiveness
of the product in an end-use situation.

(b) Differences in the quality of the products being
compared. This could extend to identifying any
differences in the raw materials used and the
manufacturing processes and their impact on quality.

(©) The value of any manufacturing or marketing
intangibles associated with the products being
compared and their impact on price. Manufacturing
intangibles can enhance functionality and quality and
hence price. Even though the physical characteristics
and quality of the products may be almost identical, the
marketability of a particular trademark may have an
impact on the sale price of such products. Taxpayers
would need to identify and quantify the impact of any
valuable intangibles associated with the sale of a
physical good.

(d) Whether any services are supplied in relation to the
product. There may be training, after sales service or
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warranty arrangements that differ between the two
situations being compared. These should be analysed
and quantified and each step adequately documented.

(e) Conditions other than product differences that may
impact on comparability. These could include business
strategies, contractual conditions, differences in
markets and other features of the dealings or enterprises
being compared, as discussed in paragraphs 305 to 308
above in the context of internal CUPs.

310. These and other factors may have a direct impact on price as a
comparable. The effect of these factors on dealings between
associated and independent enterprises used as benchmarks must be
analysed, quantified and any adjustment made to a price before that
price becomes a reliable comparable. This analysis needs to be
adequately documented. Even where the analysis shows that there is
no CUP or that one uncontrolled situation is a more reliable CUP than
another, these evaluations should be adequately documented since
they may avoid disputes between taxpayers and the ATO and reduce
compliance costs associated with ATO checks on compliance with the
arm's length principle.

311. While the above comments are generally focused on goods, a
similar analysis should be done in relation to services that are being
compared. The extent, nature and quality of a service will have an
impact on price. There will also be issues about intangibles and the
market may pay a premium for certain suppliers on the basis of their
reputation. Other factors like business strategies and payment
arrangements could also affect price and should be evaluated and
documented where relevant.

Functional analysis and CUPs

312. It will be apparent from the above discussion that the proper
application of the CUP method (even the determination that it is the
appropriate method) requires an analysis of functions (including assets
used and risks assumed) performed by the parties being compared.
The extent of the functional analysis necessary will depend on the
relative importance of the dealing to the taxpayer's overall business,
the nature and complexity of the dealing, its associated terms and
conditions, and whether the taxpayer has internal comparables. For
example, where a dealing is narrowly focused and not significant in
overall terms, or the taxpayer has similar dealings in similar
circumstances with independent enterprises, a rudimentary functional
comparison may be sufficient (paragraphs 260 and 261 in this Ruling
discuss documentation requirements for functional analysis). The
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basis for any decision not to pursue an exhaustive functional analysis
and the reasons for limiting the level to which a functional analysis is
taken also needs to be adequately documented.

Documenting the development and application of pricing policies

313. Conceptually, CUP is a transaction based methodology, and
therefore, there are strong arguments that every transaction using a
CUP methodology must be adequately documented, including
quantification and adjustment for differences having a material effect
on price as discussed above. The ATO accepts there are instances
where taxpayers may wish to price on the basis of an overall pricing
policy rather than on the basis of developing CUPs suited to the
individual circumstances of distinct transactions. For example, a
taxpayer may develop a pricing policy which aggregates the selling
prices of four independent and unrelated competitors in a particular
market and uses a weighted average of these to set transfer prices for
tax purposes.

314. In these circumstances, the ATO may accept such a pricing
policy where a detailed analysis outlining the basis for the
establishment of the policy is prepared and contemporaneously
documented. In such a case the ATO would need to be satisfied and
the taxpayer would need to document that:

(a) the competitors' products were comparable and/or
differences that could materially effect price were
identified and adjusted for; and

(b) the conditions affecting the dealings, including
contractual terms, market and other key factors,
discussed above, were comparable or differences that
have a material effect on price have been identified and
appropriate adjustments made.

315. It must also be noted that circumstances where the ATO would
expect that the application and documentation of such pricing policies
will be relatively rare.

Documentation relevant to applying a resale price methodology

316. The resale price method ('RP method') is explained in
paragraphs 359 - 362 of TR 94/14, paragraphs 95 to 109 of TR 95/D22
and paragraphs 2.14 - 2.31 of the 1995 OECD Report. These
discussions explain that the resale price method focuses on functional
comparability rather than on product comparability as is the case with
the CUP method.
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317. The following diagram broadly illustrates the RP method.

Resale Price Method

A price (S)

In relation to the controlled transactions

Resale price

(ie proceeds of sales - price sold
to independent customers)

A net Appropriate profit
having regard to functions,
profit g regal
assets and risks
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profit General, administrative

and selling expenses

the resale price margin)

y Y
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Length
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—

Cost of Cost of purchases from

purchases associated enterprise (Transfer price)
(to be adjusted following ascertainment of

318. Documentation would need to explain the decision making
process in arriving at the acceptance of the resale price method.
Naturally, a functional analysis is required of the controlled
transactions. This analysis is to fully document the functions

performed, assets utilised, risks assumed and economic circumstances
faced by the reseller.

319. The method requires the reseller to either compare the functions
and the resulting gross margin obtained in their controlled dealings
against those of its comparable uncontrolled transactions or in most
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cases the reseller will need to make a comparison with an independent
enterprise(s) which undertake(s) comparable functions in order to
distribute their property and the gross margin obtained.

320. Documenting the search for comparables and the evaluation
method used to determine comparability, including any adjustments
having a material effect on the margin made to a comparable or the
reseller, is part of the decision making process. However, in some
cases, the taxpayer may be limited by the extent of information
available and may need to rely on a broad analysis to determine
comparability. Where this is the case, it will be expected that the
limitations or knowledge gaps are identified and documented. Such
an analysis will require documenting the functions undertaken, assets
employed and risks assumed by the comparable entity. This analysis
is then compared to the resellers functional analysis. Where
differences occur the process undertaken to adjust for differences is
required to be documented.

321. TR 95/D22 identifies other factors besides functions, assets and
risks that need to be taken into account when determining
comparability eg contractual terms, geographic market, market
penetration strategies, stock levels, marketing, finance and other
operating expenses. These factors and the analysis associated with
determining their effect on comparability should be adequately
documented. Differences in accounting treatment which have an
effect on the gross profit (or other profit level) to be used as the basis
of comparison between the taxpayer and any potential benchmarks,
need to be reconciled and the basis of such reconciliation adequately
documented.

322. Where it is not possible, in applying the RP method, to find
independent enterprises selling comparable property in a comparable
market the process of selecting the general type of product or
broadening further into other product types should be documented. In
particular, taxpayers need to concentrate their documentation on the
process undertaken to ensure that there is functional comparability
and, where differences occur, make quantifiable adjustments.

323. The end result of RP method is to have available documentary
evidence of the decision making process. How a controlled party
arrives at an arm's length gross profit margin which compensates it for
the performance of its functions, the coverage of its investment in
assets and risks assumed in providing those functions, should be
clearly documented.

324. As stated in paragraph 107 of TR 95/D22, a methodology which
adopts a margin which is calculated as a certain percentage of the
resale price (for the purpose of determining the appropriate transfer
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price), where the percentage chosen is not benchmarked against
comparable independent dealings, is not a resale price methodology.

325. Where such a methodology has to be used in cases where no
other approach is reasonably open, the taxpayer should:

(a) document the rationale for the selection of this
methodology including reasons for its use in preference
to other arm's length methodologies; and

(b) document how the fixed percentage has been calculated
to produce a result that fairly reflects the functions
performed, assets employed and risks undertaken (the
intention always being to reasonably approximate an
appropriate return for the economic value added).

Documentation relevant to applying a cost plus methodology

326. The Cost Plus Methodology ('CP method') is explained at
paragraphs 363 to 365 of TR 94/14, paragraphs 110 to 128 of

TR 95/D22 and paragraphs 2.32 to 2.48 of the 1995 OECD Report.
The cost plus ('CP') method also focuses on functional comparability
and so, as with RP method, the adequate documentation of the
analysis of functions, assets and risks of the enterprise and the
comparable parties is of prime importance.
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327. The following diagram broadly illustrates the cost plus
methodology.
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Cost Plus Method
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