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What this Ruling is about
Class of person/arrangement

1. This Ruling addresses the operation of Division 13 of Part lll ('Division 13') of the Income Tax
Assessment Act 1936 ('the ITAA') and the Associated Enterprises Article of Australia's double taxation
agreements ('DTAs') with respect to charging for services within a multinational enterprise ('MNE') and
related expense allocation issues.

2. Specifically , this Ruling addresses:

(a)
the circumstances in which section 136AD or the Associated Enterprises Article of a
DTA will be applied resulting in an arm's length consideration being deemed in
respect of the provision of services between separate legal entities; and

(b)
the circumstances in which subsection 136AE(4) will be applied resulting in a
deemed allocation of income and / or expenses within a single legal entity in respect
of a provision of services between different parts of that entity.

3. The Ruling is designed to assist taxpayers to determine whether their prices for services or
dealings with associated parties more generally in relation to services conform to the arm's length
principle. This Ruling follows the international consensus on the arm's length principle and its
application among OECD countries expressed in Transfer Pricing Guidelines for Multinational
Enterprises and Tax Administrations, published in July 1995 ('the 1995 OECD Guidelines'). That
report updates the 1979 OECD report of the same name ('the 1979 OECD report on transfer pricing').
The latest OECD views on arm's length pricing for services are contained in a separate publication,
Discussion Draft on Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations
(Part Il) , released by the OECD in 1995 ('the 1995 Discussion Draft (Part Il) of the OECD
Guidelines'). This Ruling reflects how the principles in these OECD reports are considered to apply in
the context of the relevant provisions of the Australian income tax law.



4. The Ruling is relevant to the provision of services in the form of work performed and to any of the
other items or matters included in the definition of 'services' in subsection 136AA(1). Paragraphs 230
to 237 of Taxation Ruling TR 94/14 ('TR 94/14") discuss the various meanings of 'services'. Thus, in
this Ruling, the term 'services' includes administrative, management, technical, financial, marketing,
sales or distribution, research and development, and like services.

5. This Ruling addresses the operation of the provisions referred to in paragraph 1 above in relation to
the provision of services both in dealings between separate legal entities in different countries that are
members of a MNE consisting of a multinational group of companies or other entities (e.g.,a parent
company and its subsidiaries), and also dealings between parts of a single legal entityMNE in
different countries (e.g., head office, branch offices, divisions and permanent establishments of a
single entity). The separate members of a multinational group will in this Ruling be referred to as
‘associates'. Although this Ruling is stated in relation to dealings between associates who are
necessarily related parties, the views expressed are, in general, equally applicable to non-arm's-
length dealings between unrelated parties.

6. This Ruling also considers the application of subsection 51(1) of the ITAA to a charge levied for
services received and to expenses incurred in rendering services.

7. Itis not the purpose of this Ruling to deal with matters already explained in the other rulings on this
topic listed on page one.

Date of Effect

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

Ruling
Services provided between separate entities
Provision of services or expense allocations?

9. In determining the appropriate taxation treatment of intra-group services, the first question to be
answered is whether only the expenses of performing the activities need to be allocated to associates
or whether an arm's length charge should be levied by the service provider. Considering domestic
deduction provisions only, expenditure incurred by an Australian member of a corporate group which
may benefit another member of the group is potentially either non-deductible or apportionable under
subsection 51(1). Expenditure which is unequivocally incurred on behalf of a foreign associate would
generally be non-deductible by the Australian taxpayer as being incurred for the production of income
by another entity. Expenditure which is incurred partly for the purpose of gaining or producing
Australian assessable income but which relates partly to income derived by foreign associates may
be apportionable under subsection 51(1) because the purpose of the expenditure is partly to:

(i)
(i)

derive income of another entity; and/or

derive dividends which will be exempt under section 23AJ.

Expenditure which is potentially apportionable might include: directors' fees, salaries of senior
management, expenses relating to strategic, financial, legal and operational services, recruitment,
training and public relations. Such expenditure is typically incurred for the benefit of a MNE as a
whole and not just for the purpose of deriving assessable income of the Australian members of the
group (paragraphs 77 to 79) .



10. There will be a limited number of situations where expenditure incurred by one entity either wholly
or partially for the purpose of deriving the income of other members of the group may be fully
deductible under subsection 51(1). For example, expenditure intended to render an associate more
profitable where there is a real prospect of earning future assessable dividends may be fully
deductible. On balance, expenditure incurred by an Australian resident or by an Australian permanent
establishment ('PE") of a non-resident for the purpose of deriving income by a non-resident associate
is not deductible under subsection 51(1) unless there is sufficient connection with the assessable
income of the entity that has incurred the expenditure ( paragraph 81) .

11. Where an Australian taxpayer charges foreign associates for services provided to them (e.g., a
general management fee), the consideration would generally be included as assessable income
under subsection 25(1) and the expenditure incurred in deriving that income would generally be fully
deductible under subsection 51(1) except to the extent to which it is specifically precluded from
deduction, for example, as being of a capital nature. In such a situation, Division 13 and/or the
Associated Enterprises articles of relevant DTAs make it necessary to ascertain whether the
management fee is an arm's length amount in relation to the services provided to all foreign
associates. Where services are provided to foreign associates for no consideration, or for less than
arm's length consideration, the ATO would seek to apply Division 13 and/or the Associated
Enterprises articles of any relevant DTAs to impute an arm's length consideration for the services
provided. Then the deductibility of the expenses incurred in providing the services would be
determined (paragraph 83) .

12. Where an Australian company is charged for intra-group services, for example by its foreign
parent, the deductibility of the charge would initially fall for consideration under subsection 51(1).
However, if the charge is greater than an arm's length amount the extent of deductibility would need
to be determined under Division 13 and/or the Associated Enterprises article of a DTA. If services are
provided to an Australian taxpayer by a foreign associate and no charge is levied on the Australian
company, no deduction is allowable under subsection 51(1) for expenditure incurred by the service
provider (paragraph 84) .

13. Profit allocation between associated Australian and foreign entities to reflect the provision of intra-
group services and the performance of head office functions should be determined in accordance with
the arm's length principle rather than resolved solely under domestic deduction provisions of the
ITAA. Similarly, the consideration paid or payable between non-associated parties for provision of
services falls for consideration under Division 13 provided all its requirements are satisfied rather than
being dealt with solely under the domestic deduction provisions (paragraph 86) .

The law on international transfer pricing

14. If services are provided between MNE members which are separate entities, both section 136AD
and the Associated Enterprises Articles (where relevant) require a charge to be made, for taxation
purposes, equivalent to an arm's length consideration for those services (paragraphs 87 to 92) .

Whether services have been provided and whether a charge should be levied

15. Whether a service has been or will be provided by the performance of an activityand whether a
charge should be levied depends upon whether the relevant activity has conferred , or is expected to
confer , a benefit on an associate. A benefit is something of economic or commercial value which an
independent entity might reasonably expect to pay for, or to obtain valuable consideration for
supplying (paragraphs 94 and 95) .

16. If it can be concluded or can be reasonably expected that an independent enterprise would either
perform the activity itself or engage an unrelated party to do so, it follows that some benefit is
conferred by the activity and a service is provided. For example, the development of a necessary
training program for use by the group members is of benefit to them and would constitute the
provision of a service. While independent enterprises may not themselves perform or have others
perform the same range of activities as are performed in a MNE, that does not preclude a



determination that an independent recipient would value the activities sufficiently to be prepared to
pay for them (paragraph 96) .

17. In cases where the associates clearly have no need for an activity and would not be willing to pay
for it were they independent entities, it cannot be said that such an activity constitutes the provision of
a service (i.e., a benefit) to the group members. The maintenance of the share register of the parent
company, for example, is not a service performed for the benefit of the other group members
(paragraph 97) .

18. A benefit is conferred if, when theactivities are performed, another party receives a benefit or is
reasonably expected or anticipated to derive a benefit, even if this potential benefit is not realised in
practice. There should be no adjustment for tax purposes of otherwise legitimate charges that have
been paid simply because with hindsight it appears that the anticipated benefits were not received
unless there is clear evidence that there was no intention that they ever would be received
(paragraphs 98 and 99) .

Categorisation of activities

19. Activities that do not constitute the rendering of services to foreign associates for which a charge
should be levied may be called non-chargeable activities . They include activities performed by one
member of an MNE solely for its own benefit and activities conducted in its capacity as a shareholder
of group companies (‘shareholder activities') (paragraph 101) .

20. Shareholder activities are distinguishable from stewardship activities which refer to a broad range
of activities undertaken by a parent company to enhance the value of the group. Where the parent
company's involvement is limited to monitoring the performance of subsidiaries, preparation of
consolidated statutory accounts and attendance at annual general meetings of subsidiaries, a charge
by the parent company for these activities would not likely be warranted. On the other hand, a parent
company that actively participates in the management and/or operations of subsidiaries, for example
through centralised marketing and on-call services, would not be regarded as solely performing
shareholder activities (paragraphs 102 and 103) .

21. Even though no charge should be levied by an Australian company on its foreign associates for
non-chargeable activities performed by it, non-capital costs associated with those activities would be
deductible under subsection 51(1) where they are necessarily incurred in carrying on its business
(paragraph 105) .

22. Where the Australian entity is being charged for non-chargeable activities, the charge should be
reduced to nil under subsection 51(1), a DTA or Division 13 (i.e., no deduction is allowed). If the
Australian entity were the parent company and it was charging its foreign associates but it was
providing them with little or no benefit, relief may be provided in Australia if another country reduced
the deduction for the charge or disallowed it completely, in accordance with a DTA (paragraph 106) .

23. An associate should not be considered to receive an intra-group service simply because of
incidental benefits derived from being part of an international group, such as a higher credit rating
than it would obtain standing alone. However, where benefits arise from specific activities of the
parent company such as the giving of a guarantee to obtain more favourable borrowing terms, a
service would have been rendered. In general, passive association - which should not give rise to
chargeable services - should be distinguished from active promotion of the group's attributes for which
a charge would be appropriate. A worldwide advertising campaign by a MNE featuring local group
members in different countries or readily associated with those local associates would constitute the
provision of services and a charge on the individual group members would be justified (paragraph
107) .

24. Services performed to meet the specific needs of another member are called specific benefit
activities and should always be charged for. If no charge is levied, or if a non-arm's-length amount is
charged, an adjustment to impute an arm's length charge would normally be warranted. An activity
performed by one company for the benefit of a particular associate that operates to incidentally



benefit other associates should be charged only to the recipient of the specific benefit (paragraphs
108 to 110).

25. Centralised activities are the activities of a group member (usually the parent company) which
benefit the MNE as a whole but aren't provided for the specific benefit of any individual member. In
general, most centralised activities that are not solely for the benefit of the parent will provide a
sufficiently non-incidental benefit to the other group members to justify charging for the services.
Activities of the parent company that the associates would otherwise have to undertake themselves or
have performed for them by third parties should be charged for (paragraphs 111 to 113).

26. A patrticular type of centralised service is that available to the members of the group ‘on-call’ and
for which a service charge like a retainer fee ought to be charged provided there is a reasonable
expectation that the services will be required by the individual group members in the near term. The
benefit conferred on a group member by the on-call arrangements should be considered at the time of
entering into the arrangement, by looking at the extent to which the services have been used or might
be expected to be used over a period of several years rather than solely for the year in which a
charge is to be made, before determining the extent to which a service is being rendered (paragraph
114) .

Determining the extent of chargeable activities

27. Where there is a real connection between an Australian department's/unit's operations (or at least
part thereof) and the business activities of a foreign associate, the associate would be expected to
pay something for the work of the department or unit if it were an independent enterprise. It will be
clear in some cases that the foreign associate, if it were an independent entity, would be prepared to
pay for some activities or perform them itself because of need or the benefit expected from the
activity. In this situation, a charge should be levied on the foreign associate (paragraph 115) .

Functional analysis

28. A functional analysis should be undertaken to determine the characteristics of the arrangements
for the provision of intra-group services as a preliminary step to determining the arm's length price for
those services. The same degree of analysis will not be required in all cases. The functional analysis
could be performed by either an Australian or foreign member of the group. The analysis should detail
what activities are performed for the benefit of other members of the group and which are not, and
what other activities are considered to be directly or indirectly related to those activities (paragraph
116) .

Australian service provider

29. Non-chargeable activities should be identified in addition to arm's length dealings with unrelated
parties. These activities would include activities undertaken for the benefit of the parent company or
its Australian associates (paragraph 119) .

30. The activities of an Australian company are clearly chargeable if the Australian company is not
prepared to undertake the activities for an unrelated party without charging it or if an independent
recipient would usually pay to have the activities performed. Specific benefit activities are clearly
chargeable. Some activities (those of supporting areas) that do not themselves provide sufficient
benefit directly to other group associates to warrant a charge may need to be considered when
determining the charge for activities that are chargeable (paragraphs 115, 120 and 121) .

31. Where chargeable and non-chargeable activities are carried out by the same people or
departments it will be necessary to make a realistic assessment of how their activities should be
categorised (paragraph 123) .

32. A company may accept the limitations of its existing cost system when determining the extent of
activities performed for the benefit of its foreign associates. There will probably be a trade-off between
the degree of aggregation of costs and the precision with which service activities can be identified and



costed. Taxpayers are not expected to pursue greater accuracy at all costs but to base their analysis
on what would normally be required for cost accounting purposes in their particular circumstances
(paragraph 124) .

33. Where a functional analysis undertaken by an Australian group member analyses relationships
with foreign members of the group and is of use to them too, it is an activity that should be charged
out to the relevant associates. However, it would not be appropriate to charge a foreign associate
which had no need of such an analysis or which couldn't use one prepared in Australia. If an
appropriate charge were in fact levied on an Australian subsidiary by its foreign parent for the conduct
of a functional analysis that included the relationship with the Australian subsidiary and the details of
which were available to the Australian subsidiary, that would be consistent with the arm's length
principle (paragraph 125) .

Australian service recipient

34. An examination of all service charges by foreign associates needs to be undertaken by the
Australian group company. The Australian company should ascertain what the charges are for and
the nature of the benefits being received and have evidence of its preparedness to pay an
independent party for such services. A charge would be acceptable where management of a foreign
parent was involved in improving the efficiency of the Australian operations or in implementing a new
management approach in the Australian subsidiaries. On the other hand, the Australian subsidiary
would not be entitled to a deduction for a charge levied on it to cover the costs of a reorganisation of
the parent's structure or activities unless real or anticipated benefits for the Australian subsidiary could
be established (paragraph 126) .

Charging on aregional basis

35. As a general rule, an Australian company for example should charge each of its associates
separately for the services which it provides to them. The ATO accepts, however, a single charge by
an Australian company on a foreign associate for services provided to all its associates in the same
country. In the reverse situation, a single charge on one Australian group member for services
provided to all Australian members by a foreign associate would be acceptable subject to the
company charged being reimbursed by the other Australian associates. The same-country limitation
may be overcome in specific cases in consultation with the taxpayer and other relevant tax authorities
(paragraphs 127 to 131) .

Blocked payments

36. Where independent enterprises dealing at arm's length would not have entered into an
arrangement for the supply of services that exists within an MNE because the recipient is prohibited
from paying for the services, the arm's length principle nevertheless requires that an arm's length
amount of income be imputed to the service provider. The arm's length price in another comparable
market not subject to the same constraints would be acceptable (paragraphs 132 and 133) .

Determining the amount of the charge
Methods of charging for services

37. An MNE may charge individual group members directly for specific services or indirectly using an
apportionment method or by including an amount for the services in the price of other property.
Whether an MNE uses either a direct or indirect method of charging for services, the charge used for
tax purposes should be the best possible approximation of the arm's length consideration for those
services. A method that may be practically applied and that facilitates the testing of the amount
charged against the arm's length principle is to be preferred (paragraphs 134 to 136) .

38. Direct charging for services rendered to other MNE members would be expected if similar
services are also rendered to independent parties (paragraph 137) .



39. For many centrally provided services which benefit a number of MNE members, the distribution of
the benefits may have to be estimated using an apportionment approach because it is not practical or
possible to determine a direct charge. Where an apportionment method is used, no single indicator or
key (e.g., sales, turnover) is likely to be suitable for all services and the one chosen will vary
depending on the nature of the service in question and the data available. However, there may not
need to be a different key for each service, especially if the information needed to do so is not readily
available. Sometimes, a combination of indicators or keys may be the best indicator of the distribution
of benefits. The main criterion for the selection of an apportionment key, or keys, is that a reasonable
effort is made to ensure that the chargeable amount is allocated in the same proportions as the
expected benefits to individual group members (paragraphs 138 to 140) .

40. Where the charge for a service is included in the price of goods or intangibles, care needs to be
taken to avoid charging twice for the services. Conformity with the arm's length principle would be
determined by an examination of the price of the goods or intangibles recognising that ancillary
services are also being provided. There may be situations where a single payment includes both a
royalty component and a payment for services and should be dissected for withholding tax purposes
(paragraphs 141 and 142) .

Methods of ascertaining an arm's length charge for services

41. Irrespective of whether a direct or indirect method of charging is used, the arm's length principle is
to be applied to determine the appropriate amount to be charged for intra-group services. The
appropriateness of the service charge should be considered from the perspective of both the service
provider and the recipient (paragraph 143) .

42. For pricing intra-group services, the traditional arm's length methodologies (i.e., CUP, resale price
and cost plus) are appropriate. In some circumstances (e.g., where services are combined with other
intra-group dealings) a profit method might be the best method. The method to be used is that which
is the most appropriate depending on the circumstances and the availability of data (paragraphs 144
and 145) .

43. A CUP is most likely to be used where there is a high degree of comparability between the intra-
group service and a comparable service provided between independent parties, including where the
associated party provides the same or similar services to an independent party in similar
circumstances. A price obtained using a CUP should not be increased or decreased to deliver what
might be thought to be a more reasonable profit for the service provider unless it is clear that
independent parties would do so in similar circumstances (paragraphs 146 and 147) .

44. In applying the cost plus method , the arm's length charge for intra-group services should
normally encompass all relevant direct and indirect costs. Direct costs are those identifiable with a
particular service. While indirect costs cannot be identified as incurred for a particular activity, they are
nevertheless related to the direct costs of an activity. In particular, the costs of supporting
departments/units should be included where they are related to the direct costs of a service activity.
There should be consistency between the costs included in the pricing of services provided to
associates and comparable services provided between independent parties (paragraphs 149 to 151)

45, Determination of the amount of direct and indirect costs related to intra-group services often
requires an apportionment of the service provider's relevant costs. Any reasonable approach to this
task that considers the relationship between the costs and the service activities will be acceptable
(paragraphs 152 and 153) .

46. The arm's length charge would normally produce a profit for the service provider subject to
whether an independent enterprise seeking the services would be prepared to pay the resulting
charge in an open market situation. For example, where the value to the recipient of the service
substantially exceeds the cost of providing the service, the arm's length price would invariably include
a profit element. However, the profit imperative of a service provider does not justify a price for intra-



group services that exceeds the arm's length price or the value to the recipient of the services
(paragraphs 154 to 156) .

47. The appropriate mark-up on costs is that which exists for similar services provided between
independent parties dealing at arm's length in similar circumstances. Sometimes, it may be necessary
to adjust the costs to which the mark-up is to be applied to ensure comparability. This wouldn't be
done, however, where cost savings might be achieved by the service provider (paragraphs 157 to
159) .

48. The use of an arbitrary percentage mark-up not obtained from an analysis of comparable
independent party dealings is not consistent with the arm's length cost plus method. Such an
approach might be used, however, when arm's length methodologies cannot be satisfactorily applied
provided the percentage mark-up is estimated to give a market return for the functions performed, the
assets used and the risks assumed and the resulting price is hot more than an independent party
would be prepared to pay for the services (paragraphs 160 and 161) .

49. If the costs of a service provider are such that when an arm's length mark-up for the service (or an
estimate of it) is applied to them the resulting price would exceed the maximum amount an
independent party would be prepared to pay, the price should be reduced even if that means little
profit or even a loss for the service provider. Deductibility of the costs of the activity would not be ruled
out solely because they exceeded the arm's length price for the services. A significant disparity would
prompt a thorough enquiry into whether the price is based on a true comparable (paragraph 162) .

50. As a general rule, the ATO does not accept that marginal cost pricing of intra-group services is
consistent with the arm's length principle. This is especially so where it leads to different pricing of the
same activities for different members of the group, or prices different to those charged to unrelated
parties in the same foreign market, where the differences are not accounted for by differences in
markets or other features of the dealings (paragraph 164) .

51. A profit mark-up is not appropriate where group members enter into a cost sharing arrangement
for services which can be shown to be an arm's length arrangement. Such arrangements are, in the
ATO's view, arm's length arrangements in limited circumstances only. They are not a means of
avoiding the need to charge an arm's length price for intra-group services (paragraph 165) .

52. When apportioning a chargeable amount among a number of group members, the amounts
charged to the individual members should be in the same ratios as the expected benefits to the
individual members. The amount charged to an individual member should also not exceed the value
to it of the service (paragraph 166) .

Cost contribution arrangements

53. MNE members may enter into an agreement for the joint production of goods, intangible property
and/or services or for the joint acquisition of the same from an unrelated party. These are cost
contribution arrangements ('CCAs'). For a CCA to be consistent with the arm's length principle, the
contributors must be satisfied that they could obtain an acceptable rate of return within a time frame
that has regard to their financial and business circumstances and the risks of the common venture.
Where property or a product is being produced in a joint arrangement, it is accepted by the ATO that
the parties performing the work (e.g., R&D) or making financial contributions may choose to defer
their return over and above their costs in a manner consistent with independent parties dealing at
arm's length. As a general rule, the ATO does not accept that an arrangement whereby centralised
activities that are not pursued to produce or acquire property are paid for by cost contributions is an
arm's length arrangement. Where there is a composite arrangement for the joint performance of R&D
or the development of a product and the provision of ancillary or administrative services, there is a
need to determine what the payments are for and to be able to substantiate an apportionment of the
payments to their components. Each component would then be considered separately for conformity
with the arm's length principle (paragraphs 168 to 171) .



54. Where some property or product is developed as a result of the arrangement, the joint-activity
nature of an arm's length CCA requires that each participant acquires some economic ownership of
that property. The interest in the property needn't be a share of legal ownership. A corollary to the
acquisition of a degree of economic ownership of, or beneficial interest in, property that is developed,
is the need for arrangements to deal with payments to be made when a participant enters or exits
from an existing arrangement. In determining those payments, account should be taken of the risks of
realising benefits from the existing arrangement (paragraph 172) .

55. In a CCA, costs are shared and these would encompass all direct and indirect costs. The manner
in which capital costs would be included will depend on the arrangements for the ownership of the
assets used in the performance of the joint activity. Any income that is to be shared among the
members should be deducted from those costs before they are apportioned. The method of
apportioning the total net cost would be determined in the same manner as where an apportionment
method is being used to charge for intra-group services. It should be clear that there is not double
charging for the activities performed. There should be no inclusion of the cost (direct or indirect) of
joint activities in the charges for other transactions among the members (e.g., for goods or
intangibles) (paragraphs 173 to 176) .

56. Other features an arm's length CCA would be expected to have are that the group participants
have full access to the activities being jointly undertaken and are given details of how the calculation
and allocation of costs are audited (paragraph 177) .

57. The payments made or received under an arm's length CCA for research and development will
not generally be royalties. This does not extend, of course, to payments for existing know-how or
information that may be part of an overall arrangement. Taxation Determination TD 95/44 would apply
to determine deductibility under subsection 51(1) of payments made by an Australian company under
a CCA for R&D (paragraphs 178 and 179) .

Services provided between parts of a single entity
Principles

58. Where a single entity carries on business in Australia and overseas, and services are provided
between PEs, income or expenses of the entity that are connected with performance of the services
must be allocated between those parts of the entity. The allocation is done under either subsection
136AE(4) or the Business Profits Article of a DTA. Under the single entity principle of Australian law, a
deductible charge is not incurred nor is an assessable amount derived in respect of services provided
between parts of the same entity. This part of the Ruling elaborates, so far as is relevant, on Taxation
Ruling TR 95/D11 and is expressed only in terms of subsection 136AE(4) (but where applicable is
relevant to subsections 136AE(5) and (6)) (paragraphs 180 to 183) .

59. Paragraph 136AE(4)(e) in conjunction with subsection 136AE(7) prescribe that consideration be
given to all activities carried out by the entity wherever conducted. In doing so, regard must be had to
the arm's length principle as one factor to be considered in determining the appropriateness of an
allocation of an entity's income and/or expenses (paragraph 187) .

60. While subsection 136AE(4) does not specifically refer to the supply of services, activities
performed by one part of an entity may represent the provision of services (i.e., benefits) to another
part (or parts) of the entity and hence require an allocation of income or expenses between the parts
(paragraph 188) .

61. If the services are sufficiently direct and significant to be regarded in some part as a source of
income derived by the entity as a whole from a third party, some of the income should be attributed to
the part of the entity performing the services. For example, where the activities conducted in Australia,
or outside Australia by staff of the Australian head office or an Australian PE, warrant an attribution of
some of the income of the entity to the Australian head office or PE, that amount of income would be
deemed to have a source in Australia. Where income is attributed in this way, the expenses incurred
in performing the services should be borne by the part of the entity performing the services. If the



services are not sufficiently direct or significant to require attribution of income, some of the
expenditure incurred in performing the services should be allocated to other PEs (paragraphs 189 to
192).

Applications

62. A head office may undertake activities which are similar to those described as non-chargeable
activities of separate entities but the concept of shareholder activities cannot apply to a single legal
entity. The costs of centralised management activities should be borne proportionately between the
head office and each PE unless the particular activity is unequivocally related solely to income
derived in one country (paragraphs 196 and 197) .

63. Activities of a head office which are intended to provide specific benefits to a particular PE would
warrant consideration as activities giving rise to an attribution of income to the head office.
Centralised services may not generally be sufficiently direct or significant to the derivation of income
to warrant income attribution but there may be instances where that is the case. In any particular
situation, regard would have to be given to the factors listed in subsection 136AE(7) (paragraphs 198
to 202) .

Expense allocations

64. If an entity incurs expenditure through its head office in performing activities that provide a service
to its PEs but an attribution of income to the head office is not warranted, some of the costs of
performing the services may be deductible in calculating the profits of the PEs, whether the PEs have
been charged for the service or not. If the service is performed solely for the benefit of a particular PE,
the whole of the expenditure on the activity would be allocated to that PE. If the activity is performed
for the benefit of the enterprise as a whole, the proportion of the expense attributed to a particular PE
should reflect its expected share of the benefits from the activity (paragraph 203) .

65. Where services are provided between parts of the same entity, and this necessitates an allocation
of costs, the amount charged for those services is not income of the service provider for tax purposes.
Instead, its allowable deductions are reduced. The allowable deductions of the recipient PEs are
increased by corresponding amounts (paragraph 204) .

66. An allocation of expenses among PEs will usually be unnecessary for Australian tax purposes if
the expenses are not deductible in Australia. The expenses should be allocated to the PEs benefiting
from the activities and not according to where the greatest tax benefit is obtainable (paragraphs 205
and 206) .

Methods of allocating income and expenses

67. The methods for calculating the expenses to be allocated among the entity's PEs and how they
are to be allocated are the same as for separate entities calculating service charges using costs and
apportioning the charge among group members. The appropriate indicator to use to apportion the
expenses will vary with the activity and the data available (paragraphs 207 and 208) .

68. If the services are in some part regarded as a source of income derived by the entity, an arm's
length charge determined in the traditional manner may be an appropriate amount of income to
attribute to the part of the entity performing the service activities. That charge may be greater than the
cost of the relevant activities but may not be greater than the amount of income being apportioned (
paragraph 209) .

Documentation

69. As indicated in Taxation Rulings TR 94/14 and TR 95/D23, there are a number of reasons for a

taxpayer to keep adequate records, including statutory obligation, impact on the imposition and level
of penalties imposed, impact on discharge of a taxpayer's burden of proof in the event of disputation
and commercial considerations. In general, it may be said that it is in the best interests of a taxpayer



to maintain sufficient contemporaneous documentation to support the fact that services are priced in
accordance with the arm's length principle (paragraphs 210 to 212) .

70. Documentation of the following will be of assistance in the case of the supply or acquisition of
services between separate but related entities:

arrangements for the provision of services within the group;

the categorisation of activities particularly any non-chargeable activities;

the selection of a charging method;

the calculation of cost-based charges;

the selection of cost allocation mechanisms;

the selection of apportionment keys;

the selection of a pricing methodology;

the ascertainment of an arm's length mark-up when using a cost plus methodology;
and

the performance of a functional analysis (paragraph 214) .

71. All of the documentation mentioned above is not required to be kept for every case where
services are provided or received by the members of a multinational enterprise. What documents are
to be maintained will depend on the facts and circumstances of each case, and specifically having
regard to the complexity and importance of the issue. Taxpayers should determine the nature, type
and extent of the documentation they should keep based on principles of prudent business
management (paragraph 215) .

72. In relation to cost contribution arrangements, it is expected that the terms of these arrangements
will be set out as precisely as possible in a written contract concluded in advance of incurring the
costs of the centralised activities. In addition, the parties must be able to demonstrate conformity with
the agreement. Where alteration to the responsibilities and activities of group members would have a
significant influence on their benefit positions, these changes must be taken into account in the written
contract as soon as possible (paragraphs 216 and 217) .

Explanations

73. Corporate groups which operate internationally typically have internal arrangements for the
provision of a wide range of services for the constituent parts of the group. The services may be
rendered by a parent company or a special purpose subsidiary such as a regional holding company.
The costs of providing intra-group services may be recovered in a number of ways. This Ruling
considers the taxation implications of the provision of intra-group services, the approach to be
adopted in relation to the general deduction provisions of the ITAA and the operation of the
Associated Enterprises Articles of Australia's DTAs and Division 13.

74. With respect to the provision of services, Division 13 and the DTAs areintended to counter non-
arm's-length transfer pricing or international misallocation of profits which involves either
undercharging or overcharging for such services. In general terms, the practical effect of Division 13
and the Associated Enterprises and Business Profits Articles of Australia's double taxation
agreements is that, for taxation purposes, cross border dealings involving the provision of services
result in an allocation of related profits measured by reference to the internationally recognised arm's
length principle. The application of the arm's length principle results in charges for the services that
would have been , or would reasonably be expected to be, levied between independent parties
dealing at arm's length, for comparable services under comparable circumstances.

75. Some differences in taxation treatment are required between situations where services are
provided between separate entities, and those where services are provided between different parts of
a single entity. Nevertheless, effectively the same basic arm's length principle is applied in both
situations. Paragraphs 76 to 126 below deal with services between separate legal entities and
paragraphs 180 to 209 cover services provided within a single legal entity. Factors to be taken into
account in determining the arm's length consideration for intra-group services are discussed in
paragraphs 143 to 166.



Services provided between separate entities
Provision of services or expense allocations?

76. The fundamental issue in determining the appropriate taxation treatment for intra-group services
is whether expenses incurred by one entity should be apportioned and allocated to other members of
the group or whether a charge should be levied by the service provider which reflects the valueof the
services provided. More specifically, the issue is whether the costs incurred by an Australian resident
service provider or service recipient should be considered solely under domestic deduction
provisions, which will principally be subsection 51(1), or whether consideration for provision of the
services, determined in accordance with the arm's length principle, should be included in assessable
income or allowed as a deduction.

Non-deductible and apportionable expenditure

77. Expenditure incurred by one member of a corporate group which may benefit another member of
the group is potentially either non-deductible or apportionable under subsection 51(1). The subsection
invites apportionment by authorising deductions only to the extentto which losses and outgoings are
incurred in gaining or producing assessable income or are necessarily incurred in carrying on a
business for that purpose.

78. Expenditure which is unequivocally incurred for or on behalf of a foreign associate would generally
be non-deductible by the Australian taxpayer, because it is incurred for the production of income by
another entity: Hooker Rex Pty Ltd v. FCT (1988) 19 ATR 1241 at 1253 and 1262; 88 ATC 4392 at
4411 (refer to paragraphs 194 and 195 of TR 94/14). Expenditure which is incurred partly for the
purpose of gaining or producing Australian assessable income but which relates partly to income
derived by foreign associates may be apportionable under subsection 51(1) because the purpose of
the expenditure is partly to:

(i)
(i)

derive income of another entity; and/or

derive dividends which will be exempt under section 23AJ (see paragraphs 197 and
198 of TR 94/14).

79. Directors' fees, salaries of senior management, as well as expenses relating to strategic, financial,
legal and operational services, recruitment, training and public relations are all potentially
apportionable where a corporate group conducts business outside Australia.

Expenditure otherwise deductible under subsection 51(1)

80. There is no authority in subsection 51(1) for non-allowance or apportionment of expenditure
simply because the expenditure exceeds what might be considered to be a reasonable amount (see
TR 94/14, paragraphs 200 and 201). If the expenditure is not commercially justifiable, it may be
indicative that the expenditure, or part of the expenditure, is for a purpose other than gaining or
producing assessable income (see paragraphs 189 to 193 of TR 94/14). It may be possible that a
deduction for some of the expenditure may nevertheless not be allowable because of the operation of
section 79D.

Situations where apportionment is not required

81. There will be a limited number of situations where expenditure incurred by one entity on behalf of,
or for the benefit of, another member of the group may be fully deductible under subsection 51(1). For
example, that may be the case if the expenditure was intended to render an associate more profitable
and there is a real prospect of earning future dividends (other than dividends exempt under section
23AJ): (FCT v. Total Holdings (Aust) Pty Ltd 43 FLR 217; 24 ALR 401; 9 ATR 885; 79 ATC 4279).
The full Federal Court decision in EA Marr & Son Sales Ltd v. FCT (1982) 13 ATR 656; 82 ATC 4654
may provide support for the view that expenditure is not apportionable where a taxpayer is in the



business of providing services to group members. The extent of the application of Total Holdings and
EA Marr & Son is discussed in Taxation Ruling IT 2606 in so far as the principles relate to business
conducted entirely within Australia. It is the ATO view that expenditure incurred by an Australian
resident or by an Australian permanent establishment (PE) of a non-resident for the purpose of
deriving income by a non-resident associate is not deductible under subsection 51(1) unless there is
sufficient connection with the assessable income of the particular entity which has incurred the
expenditure.

82. Where a deduction is allowable under a specific deduction provision, apportionment is not
required under subsection 51(1) unless the provision itself provides for apportionment. For example,
superannuation contributions which are deductible under section 82AAC are not apportionable under
subsection 51(1).

Domestic deduction provisions and the arm's length principle

83. In order to fully consider the extent to which the expenditure incurred in providing services may be
deductible under subsection 51(1), it may also be necessary to consider any consideration received
or receivable as a result of providing the services. If no consideration is received or the consideration
is less than an arm's length amount, then it is first necessary to determine the arm's length amount to
be included as assessable income. The ATO would first seek to apply Division 13 and/or the
Associated Enterprises articles of any relevant DTAs to impute an arm's length consideration for the
services provided. Then the question of the deductibility of the expenditure can be considered.

84. Similarly, where an Australian company is charged for intra-group services, for example by its
foreign parent, the deductibility of the charge would normally fall for consideration initially under
subsection 51(1). However, if the services are provided by a company in a country with which
Australia has a DTA, the extent of the deduction allowable must also be determined under the
Associated Enterprises Article of the DTA and possibly also under Division 13. Where the service
provider is in a non-DTA country, the quantum of the deduction will potentially fall for consideration
under Division 13. See paragraphs 187 to 203 of TR 94/14 for more explanation of the respective
roles of section 51 and Division 13 in this case. If a service charge isn't levied on the Australian
company, a deduction would not be allowed to the Australian group member for a share of the costs
incurred by the foreign associate in providing the service (in lieu of a deduction for a service charge).

85. The problem with viewing intra-group services solely from the perspective of domestic deduction
provisions is that the deductions are unlikely to be consistent with the amount determined by
application of the arm's length principle. The reason for the inconsistency is that subsection 51(1) and
other deduction provisions allow deductions for actual expenditure incurred or for an amount based
on actual expenditure incurred (e.g., depreciation). On the other hand, the Associated Enterprises
Articles and Division 13 require an arm's length consideration for activities conducted by one party for
the benefit of another regardless of the amount of expenditure incurred in providing the service or the
amount actually paid in respect of services.

86. Accordingly, the ATO considers that the issue of the allocation of profit between associated
Australian and foreign entities to reflect the provision of intra-group services or the performance of
head office functions should be viewed as properly determined in accordance with the arm's length
principle rather than as a matter to be resolved solely under domestic deduction provisions of the
ITAA by apportioning expenses. Similarly, the consideration paid or payable between non-associated
parties for provision of services falls for consideration under Division 13 provided all its requirements
are satisfied rather than being dealt with solely under the domestic deduction provisions. This
approach is consistent with the OECD commentary on the OECD Model Tax Convention on Income
and Capital and the 1995 OECD Guidelines. The arm's length approach is recognised internationally
and its adoption by taxpayers is less likely to lead to disputes between tax administrations in different
countries and accordingly taxpayers are less likely to risk the incidence of double taxation.

The law on international transfer pricing



87. The basic concepts of the interpretation and application of section 136AD are dealt with in detail in
TR 94/14. Briefly, section 136AD applies where:

(i)
a taxpayer provides or receives property (including services) under or in connection
with an international agreement;

(i1)
the parties to the agreement are not dealing at arm's length with each other;

(iii)
there is either no consideration or the consideration received or receivable is less or
more than an arm's length consideration; and

(iv)

the Commissioner determines that the relevant subsection should apply.

88. If all of the preceding conditions are satisfied, the arm's length consideration will be deemed to be
the correct consideration for tax purposes. The arm's length consideration in respect of services is the
amount which might reasonably be expected to have been paid or received if the services had been
rendered between independent parties dealing at arm's length with each other in relation to the supply
of the services.

89. Subsection 136AA(1) defines 'services' as including:

‘any rights, benefits, privileges or facilities and, without limiting the generality of the foregoing,
includes the rights, benefits, privileges or facilities that are, or are to be, provided, granted or
conferred under-

(a)
an agreement for or in relation to-

(i)
the performance of work (including work of a professional nature);

(i)
the provision of, or the use or enjoyment of facilities for, amusement, entertainment,
recreation or instruction;

(iii)
the conferring of rights, benefits or privileges for which consideration is payable in
the form of a royalty, tribute, levy or similar exaction; or

(iv)
the carriage, storage or packaging of any property or the doing of any other act in
relation to property;

(b) ,
an agreement of insurance;

(c)
an agreement between a banker and a customer of the banker entered into in the
course of the carrying on by the banker of the business of banking; or

(d)

an agreement for or in relation to the lending of moneys.'

90. The Associated Enterprises Articles of Australia's double taxation agreements adopt an approach
consistent with Division 13 by authorising an adjustment to the profits of one of the related entities of
the two contracting States if they do not deal at arm's length with each other. Where an adjustment is
made to the profits of a taxpayer by an adjustment to the charge for intra-group services, relief from
double taxation may be sought under the Mutual Agreement Procedures Articles (for example, Article
24 of the double tax convention between Australia and the United States (‘the USA Agreement)).

91. Section 136AD may apply where entities are not formally associated yet their dealings are not at
arm's length. Unlike Division 13, the Associated Enterprises Articles only apply where the entities are
‘associated’; that is, where there is participation in the management, control or capital by the same
persons or enterprises. Article 9 of the USA Agreement, for example, provides that it may apply
‘where:



(@)
an enterprise of one of the Contracting States participates directly or indirectly in
the management, control or capital of an enterprise of the other Contracting State;
or

(b)
the same persons participate directly or indirectly in the management, control or
capital of an enterprise of one of the Contracting States and an enterprise of the
other Contracting State...'

92. Accordingly, if services are provided between MNE members which are separate entities, both
section 136AD and the Associated Enterprises Articles (where relevant) require a charge to be made,
for taxation purposes, equivalent to an arm's length consideration for those services. The Associated
Enterprises Articles have precedence over Division 13 in the case of any inconsistency (subsection
4(2) of the International Tax Agreements Act 1953 ) unless in the circumstances the particular DTA
gives precedence to Australian domestic law (for example, Article 9(3) of the USA Agreement).

Whether services have been provided and whether a charge should be levied

93. Examining intra-group service arrangements for conformity with the arm's length principle should
be an integral part of intra-group dealings of an MNE and any audit of those dealings. In determining
whether services are being or have been provided within an MNE on a basis which reflects arm's
length dealings, there are two main tasks to be completed:

(@)
(b)

identification of chargeable services(paragraphs 94 to 126); and

determination of the arm's length consideration for chargeable services (paragraphs
143 to 166).

94. The determination of whether a service has been or will be provided by the performance of an
activityand whether a charge should be levied depends upon whether the relevant activity has
conferred , or is expected to confer , a benefit on another member. Any group member could be the
service provider (e.g., a subsidiary could undertake work for the benefit of its parent) but for
convenience this Ruling refers only to the parent company as the service provider, unless otherwise
specified.

95. In general terms, a 'benefit’ is an economic or commercial advantage that would assist the
recipient's profitability or net worth by enhancing, assisting or improving its income production, profit
making or the quality of its products. Alternatively, a benefit could result in a reduction of the
recipient's expenses or otherwise facilitate its operations. A benefit is something of economic or
commercial value which an independent entity might reasonably expect to pay for, or to obtain
consideration for supplying. See paragraphs 230 to 237 of TR 94/14 for a more complete explanation.
The benefit must be reasonably capable of being identified and valued, and hence must be sufficiently
direct and substantial so that the benefit is sufficiently comparable to that which an independent entity
would be prepared to pay for. Sometimes, this condition may be satisfied only by considering a
number of activities taken together.

96. If it can be concluded or can be reasonably expected that an independent enterprise would either
perform the activity itself or engage an unrelated party to do so, it follows that some benefit is
conferred by the service for which a comparable independent enterprise would be prepared to pay.
The activity can be particularly for the benefit of one foreign associate (e.g., the provision of taxation
advice) or it can be an activity performed for the group as a whole (e.g., the development of a training
program). Clearly, this is a matter of observation of the behaviour of unrelated enterprises or of the
recipient in its dealing with unrelated parties. It may well be the case that independent enterprises do
not themselves perform or engage others to perform the same range of activities as are found in a
multinational group. However, that is a matter of comparability that goes beyond determining whether
an independent recipient would value the activities sufficiently, either singly or together, to be
prepared to pay for them.



97. In cases where the group members clearly have no need for an activity and would not be willing to
pay for it were they independent entities, it cannot be said that such an activity constitutes the
provision of a service (i.e., a benefit) to the group members. For example, the maintenance of the
share register of the parent company of a group is not an activity that benefits the other group
members (except very indirectly). Care needs to be taken in deciding whether a member of a MNE
group has no need for a particular activity. For example, it may be difficult to identify all of the
individual benefits which may be provided by the central co-ordination and control functions typically
undertaken by a parent company. It may be necessary to examine broad groups of activities and the
benefits derived or to be derived over several years. Central co-ordination and control activities are
discussed at paragraph 111 below.

98. A difficulty arises if activities are performed with the expectation of conferring a benefit which does
not actually accrue in practice or not to the extent anticipated. For example, a parent company may
undertake work on a marketing strategy for a product to be sold by a number of MNE members, but
for various reasons the strategy is never implemented at least not by the other members. The
performance of research and development for other members is another case where the anticipated
benefits may not be realised. A benefit is conferred if, when theactivities are performed, another party
is reasonably expected or anticipated to derive a benefit, even if this potential benefit is not realised in
practice. Again, it is relevant to ask whether a comparable independent entity would be prepared to
pay for the activity even though there is some chance that the benefits may not be fully realised. In a
comparable situation, a related party should be required to pay for the work performed.

99. Of course, if there were a history of unfulfilled expectations, an independent enterprise would
seriously question whether it ought to pay for any further activities of the same nature. There would
normally be no question, however, of an enti