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Taxation Ruling

Income tax: international transfer pricing —
transfer pricing and profit reallocation
adjustments, relief from double taxation and
the Mutual Agreement Procedure

Preamble

The number, subject heading (the title), Class of person/arrangement,
Date of effect and the following paragraphs 1.6, 1.9 —1.14; 2.8 - 2.9;
2.13-2.18;225-229;2.31—3.22; 2.37—3.28; 2.44 - 2.45; 3.11;
316-3.17;319—-321;3.24—3.26,4.3—-4.6, 4.11; 4.20—-4.21;
4.30—4.35; 4.38; 4.42; 4.45 — 4.46 of the Ruling and explanations
part of this document are a ‘public ruling’ for the purposes of Part
IVAAA of the Taxation Administration Act 1953 and are legally
binding on the Commissioner. The remainder of the document is
administratively binding on the Commissioner. Taxation Rulings TR
92/1 and TR 97/16 together explain when a Ruling is a public ruling
and how it is binding on the Commissioner.

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

What this Ruling is about

Class of person/arrangement

1. This Ruling applies to taxpayers who wish to seek relief from
international double taxation arising from an increased liability to tax
due to a transfer pricing or profit reallocation adjustment by the
Australian Taxation Office (ATO) or by a foreign tax administration.
This Ruling applies only to companies.

Issues discussed in this Ruling

2. This Ruling outlines mechanisms in the income tax law and
ATO practice that deal with relief from double taxation arising from a
primary international transfer pricing or profit reallocation adjustment
made by either the ATO or a foreign tax administration. The
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mechanisms are in the Income Tax Assessment Act 1936! (‘the Act’ or
‘the 1936 Act’), Income Tax Assessment Act 1997 (‘the 1997 Act’)
and Australia’s comprehensive double tax agreements (‘DTAs’)
(included as schedules to the International Tax Agreements Act 1953
(‘the Agreements Act’)). Relief from double taxation in these
circumstances is referred to in this Ruling as ‘correlative relief” or
‘correlative adjustment.’ It is also referred to as ‘corresponding
adjustment’ in Transfer Pricing Guidelines for Multinational
Enterprises and Tax Administrations, published in July 1995 (‘the
1995 OECD Transfer Pricing Report”).

3. This Ruling uses Australia’s modern DTAs (for example, the
Vietnamese agreement - schedule 38 of the Agreements Act) as the
basis for discussion and provides analysis of any major variations in
particular treaties. References are also made to the OECD Model Tax
Convention on Income and on Capital, updated as of 1 November
1997 (‘the OECD Model Tax Convention’).

Date of effect

4. This Ruling applies to years commencing both before and after
its date of issue. However, this Ruling does not apply to the extent
that it conflicts with the terms of 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).

Note: The Addendum to this Ruling that issued on 24 July 2002
applies on and from 24 July 2002.

Detailed contents list

5. Below is a detailed contents list for this draft Ruling:
Paragraph

What this Ruling is about 1
Class of person/arrangement 1
Issues discussed in this Ruling 2
Date of effect 4
Detailed contents list 5
1

Ruling and explanations

LAl subsequent legislative references are to the Income Tax Assessment Act 1936
unless otherwise indicated.
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Ruling and explanations

Part 1: International Double Taxation
Types of International Double Taxation

1.1 Two types of international double taxation are generally
recognised:

(a) economic double taxation; and
(b)  juridical double taxation.

1.2 Economic double taxation occurs where two companies
resident in different countries (e.g., two separate legal entities, i.e., a
parent company resident in one country and a subsidiary company
resident in another) are effectively taxed on the same income, without
either country providing relief for the tax imposed by the other. This
double taxation may arise where, as a consequence of non-arm’s
length dealings, the profits of one company are upwardly adjusted
increasing the tax payable in the country of residence of that company
(a primary transfer pricing adjustment), without a corresponding
downward adjustment to the tax payable by the associated company in
the other country. The Associated Enterprises Article in each of
Australia’s DTAs provides for primary transfer pricing adjustments
(e.g., Article 9(1) of the Vietnamese agreement). Most of these DTAs
also provide a mechanism for relief from resulting economic double
taxation (e.g., Article 9(3) of the Vietnamese agreement).

1.3 Detailed discussion of economic double taxation is contained
in Part 2 of this Ruling.

1.4 Juridical double taxation occurs where a company pays tax on
the same income in two different countries (e.g., where a single legal
entity has, for example, a head office in its country of residence and a
permanent establishment in another country), without either country
providing relief for tax imposed by the other. This double taxation
may arise where the profits that are taken to have arisen from the
company’s operations in one country are upwardly adjusted to
increase the tax payable in that country (a primary profit reallocation
adjustment) without a corresponding downward adjustment to the
company’s profits from its operations in the other country. The
Business Profits Article and the Methods for Elimination of Double
Taxation Article in each of Australia’s DTAs provides for both
primary profit reallocation adjustments and relief from resultant
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double taxation (e.g., Article 7(2) and Article 23 respectively of the
Vietnamese agreement).

1.5 Detailed discussion of juridical double taxation is contained in
Part 3 of this Ruling.

1.6 Each of Australia’s DTAs contains a Mutual Agreement
Procedure (‘MAP’) Article that provides, amongst other things, for the
resolution of cases where a taxpayer is faced with international double
taxation. Double taxation is usually regarded as ‘taxation not in
accordance’ with the DTA (e.g., Article 24 of the Vietnamese
agreement). The MAP Article enables the competent authorities of
both countries to consult with each other with a view to resolving
double taxation, but does not compel agreement. Paragraph 26 of the
Commentary on Article 25 of the OECD Model Tax Convention,
which is relevant to interpreting MAP Articles, states:

‘Paragraph 2 no doubt entails a duty to negotiate; but as far as
reaching mutual agreement through the procedure is
concerned, the competent authorities are under a duty merely
to use their best endeavours and not to achieve a result ...’

1.7 Discussion of the MAP principles and procedures is contained
in Part 4 of this Ruling.

1.8 Transfer pricing adjustments usually involve the imposition of
penalties and/or interest. Each of Australia’s DTAs specifically
excludes penalty or interest relating to tax from the definition of ‘tax’
(e.g., Article 3(1)(g) of the Vietnamese agreement), thereby
preventing such amounts from being eligible for double tax relief
under a DTA.

No double tax agreement

1.9  Where either the ATO or the tax administration of another
country makes a transfer pricing or profit reallocation adjustment and
no relevant DTA exists, no bilateral country to country procedures are
in place. Accordingly, any relief from resulting double taxation can
only be provided unilaterally under the domestic tax provisions of
Australia or the foreign country.

Adjustment by foreign tax administration of a non tax treaty
partner country

1.10  Where economic double taxation arises from a transfer pricing
adjustment made by the foreign tax administration of a non tax treaty
partner country to increase the taxable income of an associated foreign
company (i.e., an associate of a resident company), there are no
provisions under Australian domestic tax law permitting:
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(a) the income which has been derived by the resident
company to be treated as not derived; or

(b) a deduction to be allowed to the resident company
where no expenditure has been incurred.

1.11  Neither will the foreign tax credit system apply to provide
relief from double taxation in these circumstances because the tests in
paragraphs 160AF(1) (a) and (b) will not be satisfied. The Australian
resident company has not paid, nor was it personally liable for, the
extra tax chargeable on the adjusted profits of the associated foreign
company (those adjusted profits having already been returned by it as
Australian source income for Australian tax purposes).

1.12  Similarly, the increase in profits are not exempt under section
23AJ where they are deemed by the foreign tax administration to be a
dividend paid by the foreign company to an associated Australian
resident company. The section 23 AJ exemption requires the amount
to be a ‘dividend’ for the purposes of Australian tax law and the
recharacterisation by a foreign tax administration does not transform
the amount into a dividend for this purpose.

1.13  Similarly, where juridical double taxation arises for a resident
company that is subject to a profit reallocation adjustment made by a
foreign tax administration, the income which has been subject to
double taxation will not qualify for exemption under section 23AH or
relief by way of a foreign tax credit under subsection 160AF(1) where
the income is not properly sourced as foreign income for Australian
tax purposes.

1.14 A non-resident company subject to this type of adjustment will
continue to be subject to tax in Australia on income properly sourced
in Australia and expenses will not be deductible where they are
attributable to income that is not properly sourced in Australia.

1.15  The remaining Parts of this Ruling address situations where
there is a DTA between Australia and the other country.

Using this Ruling

1.16  This Ruling has been designed so that taxpayers need not read
it in its entirety in order to determine the principles and procedures
relevant to their particular case. This approach recognises that double
taxation may arise in several mutually exclusive circumstances and
that the treatment will vary accordingly. The following chart provides
a ‘roadmap’ to guide taxpayers to those parts of the Ruling relevant to
their circumstances. All taxpayers using this Ruling should refer to
Part 4 for discussion of the principles and procedures relating to MAP.
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ECONOMIC DOUBLE
TAXATION
resulting from a
transfer pricing adjustment

Refer Part 2, paras 2.1 to 2.10

JURIDICAL DOUBLE
TAXATION
resulting from a
profit reallocation adjustment

Refer Part 3, paras 3.1 to 3.8

Adjustment by
Foreign Tax
Administration

the ATO

Refer para 2.11 to
2.38

244

Adjustment by

Refer para 2.39 to

Adjustment by
Foreign Tax
Administration

Adjustment by
the ATO

Refer para 3.25
to 3.32

Refer para 3.9 to
3.24

MUTUAL
AGREEMENT
PROCEDURE

Refer Part 4

Part 2: Economic Double Taxation

Introduction
2.1

Most of Australia’s DTAs provide for a correlative adjustment

to be made to relieve economic double taxation arising from an
adjustment to the profits of an associated company under the
Associated Enterprises Article. The MAP Article in these DTAs may
also be used to facilitate agreement between tax treaty partner
countries on the application of the Associated Enterprises Article in

transfer pricing adjustment cases.
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DTAs without economic double tax relief provision

2.2 Australia’s DTAs with Germany, Switzerland and Italy do not
have a provision specifically directed at the relief from economic
double taxation.

2.3 In the absence of a provision in a DTA specifically directed at
the relief of economic double taxation (such as Article 9(3) of the
Vietnamese agreement; see also Article 9(2) of the OECD Model Tax
Convention), the ATO does not consider that tax treaty partner
countries have an obligation to provide relief from economic double
taxation. In these circumstances, the operation of the MAP Article is
limited to resolving taxation not in accordance with the DTA and does
not extend to the provision of relief from economic double taxation.
Nevertheless, the Australian competent authority will exchange
information with the other competent authority as allowed under the
DTA. This may assist to resolve economic double taxation where the
tax treaty partner country has a different view of its obligations under
the DTA or has domestic provisions to relieve economic double
taxation. Exchanges of information will be undertaken in accordance
with the Exchange of Information Article in the relevant DTA (e.g.,
Article 25 of the Vietnamese agreement; see also Article 26 of the
OECD Model Tax Convention).

DTASs with economic double tax relief provision

2.4 Obligations to relieve economic double taxation in Australia’s
DTAs may be found in either:

(a) the Associated Enterprises Article (e.g., Article 9(3) of
the Vietnamese agreement); or

(b)  the Methods for Elimination of Double Taxation
Article (e.g., Article 17 of the Japanese agreement).

2.5  Provisions in the Associated Enterprises Article generally
require an ‘appropriate adjustment to the amount of tax charged’ to be
made where a tax treaty partner country makes a primary transfer
pricing adjustment to an associated foreign company.

2.6 Provisions in the Methods for Elimination of Double Taxation
Article provide for relief to be given by way of a credit to the resident
company for the additional tax paid by the associated foreign
company as a result of a transfer pricing adjustment.

2.7 The existence and location of economic double tax relief
provisions in Australia’s DTAs are set out in the following table:
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Country/DTA partner ’Year Economic double tax IArticle Number
signed [relief provision type
[United Kingdom 1967  [Credit 19(4)
[United States 1982  |Appropriate adjustment 9(2)
Canada 1980  |Appropriate adjustment 9(3)
INew Zealand 1995  |Appropriate adjustment 9(3)
INew Zealand (1972)* 1972 [Credit 18
Singapore 1969** |Appropriate adjustment 6(3)
Japan 1969  [Credit 17(4)
Germany 1972 [None
INetherlands 1976  |Appropriate adjustment 9(2)
France 1976  |Appropriate adjustment 3(3)
Belgium 1977  |Appropriate adjustment 9(3)
Philippines 1979  |Appropriate adjustment 9(3)
Switzerland 1980 |[None
Malaysia 1980 [Credit 23(4)
Sweden 1981  |Appropriate adjustment 9(3)
IDenmark 1981  |Appropriate adjustment 9(3)
Ireland 1983  |Appropriate adjustment 10(4)
Italy 1982  |None
Korea 1982  |Appropriate adjustment 9(5)
INorway 1982  |Appropriate adjustment 9(3)
Malta 1984  |Appropriate adjustment 9(3)
Finland 1984  |Appropriate adjustment 9(3)
Austria 1986  |Appropriate adjustment 9(3)
China 1988  |Appropriate adjustment 9(3)
Papua New Guinea 1989  |Appropriate adjustment 9(3)
Thailand 1989  |Appropriate adjustment 9(3)
Sri Lanka 1989  |Appropriate adjustment 9(3)
Fiji 1990  |Appropriate adjustment 9(4)
Hungary 1990  |Appropriate adjustment 9(3)
Kiribati 1991  |Appropriate adjustment 9(3)
India 1991  |Appropriate adjustment 9(3)
Poland 1991  |Appropriate adjustment 9(3)
Indonesia 1992 |Appropriate adjustment 9(3)
Vietnam 1992 |Appropriate adjustment 9(3)
Spain 1992  |Appropriate adjustment 9(3)
Czech Republic 1995  |Appropriate adjustment 9(3)
Taipei 1996  |Appropriate adjustment 9(3)
South Africa 1999  |Appropriate adjustment 9(3)
Slovakia 1999  |Appropriate adjustment 9(3)
|Argentina 1999  |Appropriate adjustment 9(3)
Romania*** 2000 |Appropriate adjustment 9(3)
2000  |Appropriate adjustment 9(3)
Russia****

*No longer in force.

** As amended by 1989 Protocol.

*#% Signed 2 February 2000, but not yet in force.

****Signed 7 September 2000, but not yet in force.
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2.8 The obligation to provide relief from economic double taxation
arises only where the primary transfer pricing adjustment is made in
accordance with the relevant DTA, i.e., by the application of the arm’s
length principle. Therefore, the question of whether a correlative
adjustment will be made by the ATO will depend upon Australia
agreeing with the adjustment made by the tax treaty partner country,
both in principle and in amount. Paragraphs 73 and 74 of the
Commentary to Article 9 of the OECD Model Tax Convention makes
it clear that this is the result intended. Paragraph 151 of the 1995
OECD Transfer Pricing Report states:

‘Corresponding adjustments are not mandatory, mirroring the
rule that tax administrations are not required to reach
agreement under the mutual agreement procedure. Under
Article 9(2), a tax administration should make a corresponding
adjustment only in so far as it considers the primary adjustment
to be justified both in principle and in amount.’

2.9 The provisions in some of Australia’s DTAs specifically state
that the obligation to relieve economic double taxation arises where
the primary adjustment is made ‘according to the provisions of
paragraph (1)’ (e.g., Article 9(3) of the Finnish agreement) or ‘by
virtue of paragraph (1)’ (e.g., Article 9(2) of the United States
convention) of the Associated Enterprises Article. It is arguable that
these provisions are more limited than others and that economic
double tax relief would not be available for a primary transfer pricing
adjustment made by recourse to domestic law. Such recourse to
domestic law may be either the means by which the DTA is given
effect or permitted in certain circumstances under another paragraph
of the Article (e.g., Article 9(2) of the Finnish agreement and Article
9(3) of the United States convention). The ATO does not accept this
narrow view and considers that a primary transfer pricing adjustment
made by recourse to domestic law will, nevertheless, be an adjustment
made in accordance with paragraph 1, provided it is consistent with
the principles stated in that Article.

Flowchart

2.10 Below is a flowchart of the legislative framework for
evaluating requests for relief from economic double taxation arising
from a transfer pricing adjustment.
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ECONOMIC DOUBLE TAXATION

ATO ADJUSTMENT FOREIGN ADJUSTMENT
An upwards adjustment to the
profits of an Australian resident
company as a result of transfer
pricing or non-arm's length
dealings with an associated
company in another country.

An upwards adjustment to the
profits of a foreign company as
a result of transfer pricing or
non-arm's length dealings wi h
an associated company in

Australia.

Is there a Is there a NO
DTA? DTA?
No relief provided for.
Adjustment may be No relief
YES challenged under Australia's provided for
objection, review and appeal in Australia.
procedures. Relief may be

sought under he domestic
law of the foreign country (if
available).

Is there an economic

double tax relief
provision?

(see note 1)

Is there an economic
double tax relief
provision?
(see note 1)

YES YES

Relief may be available -

Refer Associated Relief may be available — Refer

Enterprises, Methods of
Elimination and Mutual
Agreement Procedure

Associated Enterprises, Methods of
Elimination and Mutual Agreement
Procedure Ar icles. Relief may also be
available under the domestic law of the

Articles. Adjustment may
also be challenged under
Australia's objection,
review and appeal

procedures.

Australian
resident taxpayer
to apply to
Australian
competent
authority (see
note 2).

other country.

Note 1 : DTAs which do not have a provision providing
for relief from economic double taxation are those with
Germany, Switzerland and Italy.

Note 2: Under the UK agreement, a case may be
presented to the competent au hority of either country.



Taxation Ruling

TR 2000/16

FOI status: may be released Page 13 0f 49

Adjustment by Foreign Tax Administration

2.11 Discussion of the economic double tax relief mechanisms is
based on the following example:

Forco is a company resident in a tax treaty partner country
(Country B) and provides goods for no consideration to its
wholly owned subsidiary, Ausco, a company resident in
Australia. Country B subjects Forco to audit and increases the
profits of Forco by $100,000 on the basis that if Forco and
Ausco had been dealing on an arm’s length basis, Ausco would
have paid Forco $100,000 for the goods.

ECONOMIC DOUBLE TAXATION
Before adiustment. alteradlustivant
Country B
FORCO determines the arm's
i length iderati
FORCO Pt FORCO for the goods tobe.

(Country B) to AUSCO for (Country B) $100,000

no and increases

consideration profit of FORCO by
$100,000.

COUNTRY B

-

AUSTRALIA

AUSCO
(Australia)

AUSCO
(Australia)

$100,000 subject to ic double

2.12  The resultant economic double taxation may be relieved by:

(a)  the ATO agreeing that $100,000 reflects an arm’s
length consideration and reduces the tax payable by
Ausco accordingly: or

(b)  the tax administration of Country B being convinced
that its adjustment is incorrect and accordingly reduces
the additional tax payable by Forco (e.g., through
domestic review processes in Country B if available);
or

(c)  the reaching of agreement between both competent
authorities (e.g., under the MAP Article of a relevant
DTA).
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‘Appropriate adjustment’ relief

2.13  Where the ATO agrees with the foreign country primary
transfer pricing adjustment both in principle and amount, the
‘appropriate adjustment’ relief provision in a relevant DTA requires
the ATO to ‘... make an appropriate adjustment to the amount of tax
charged ...” on the profits of the resident company. The adjustment
will be made to reduce the tax that would otherwise be payable on the
taxable income of the resident company.

2.14  The reduction in the tax payable by the resident company will
be effected by a credit under Division 19 of Part III of the Act.
Division 19 contains general machinery provisions dealing with the
administration of double tax relief and the granting of credits. The
Division governs credits allowable ‘under or by virtue of”:

(a) Division 18, 18A or 18B; or
(b) the Agreements Act.

2.15 In this context (e.g., Article 9(3) of the Vietnamese
agreement), the amount of credit allowable under the Agreements Act
will be that amount considered by the Australian competent authority
to be the ‘appropriate’ amount. Other provisions of the relevant DTA
and domestic tax law will be taken into account in ascertaining that
amount.

2.16  When the amount of an appropriate adjustment is determined
by the competent authority (in consultation with the other competent
authority if necessary) as the credit allowable under the Agreements
Act, the resident company will be treated as having made a claim
under subsection 160AI(1) for a credit for that amount. The
Commissioner is required under subsection 160AI(3) to advise the
resident company in writing of the determination of the credit.

2.17  Other provisions of Division 19 will apply including section
160AK that deals with amendment of determinations and section
160AL that provides objection rights against a determination made by
the Commissioner.

2.18 Economic double taxation arising from a transfer pricing
adjustment is a special case where the obligation to provide relief
arises solely from the DTA. This situation may be contrasted with
credits arising under the general foreign tax credit system in
Division 18. This Division deals with foreign source income derived
by Australian residents and generally addresses juridical double
taxation by providing relief for tax imposed by the source country.
The credit provided by the ATO will be of an amount considered
appropriate in the circumstances to relieve the economic double
taxation.
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2.19  The following scenarios illustrate how the amount of an
appropriate adjustment will be calculated:

(a)

(b)

(©)

Goods acquired by Australian resident company for
less than the arm’s length price. Using the example
outlined in paragraph 2.11 as a basis, assume Forco has
paid an extra $50,000 tax in Country B where the tax
rate is 50 per cent. On the basis that Ausco’s taxable
income would have been $100,000 less had it provided
the arm’s length consideration for the goods, the
appropriate correlative adjustment would be a $36,000
reduction in Ausco’s tax payable where the Australian
tax rate is 36 per cent.

Goods supplied by Australian resident company for
more than the arm’s length price. Assume Ausco
supplied goods to Forco for $400,000 and the tax
administration of Country B determines that the arm’s
length consideration for the goods is $200,000.
Country B increases Forco’s taxable profits by
$200,000 as Forco would not have been entitled to a
deduction for this amount if it had dealt on an arm’s
length basis. Forco has paid an extra $100,000 tax in
Country B where the tax rate is 50 per cent. On the
basis that Ausco’s taxable income would have been
$200,000 less had it supplied the goods for arm’s
length consideration, the appropriate correlative
adjustment would be a $72,000 reduction in Ausco’s
tax payable where the Australian tax rate is 36 per cent.

Extent of relief where source country taxing rights
exist. If an interest free loan instead of goods had been
provided by Forco to Ausco, and Country B made a
primary transfer pricing adjustment to increase Forco’s
income by an arm’s length interest amount of $100,000
the appropriate amount of relief to be provided by
Australia would be reduced by $10,000 to $26,000.
The reduction of $10,000 represents Forco’s liability to
interest withholding tax that would have arisen under
section 128B (i.e., 10 per cent of $100,000 interest
payable) if the dealings had been undertaken on an
arm’s length basis. Ausco would have been required to
deduct and forward that amount to the ATO under
sections 221 YL and 221YN of the Act and would not
have been entitled to a deduction for the interest
payment until the withholding tax was paid (subsection
221YRA(1)).
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2.20 Inrelation to paragraph 2.19(c) above, there will be no need in
many cases to reduce the appropriate adjustment to take into account
source country taxing rights as interest withholding tax may have been
actually paid. This would be the case where Ausco subsequently
made a payment of interest to Forco in a manner that resulted in a
liability to withholding tax and that amount of withholding tax was
paid. In these circumstances the appropriate adjustment would
continue to be $36,000. As explained in paragraphs 2.32 to 2.35
below, the Australian resident taxpayer is advised to seek the advice
of the ATO or request the consideration of the competent authority
prior to making any payment.

‘Credit’ relief provisions

2.21  Australia has three DTAs (the United Kingdom, Japanese and
Malaysian agreements) that specifically provide for a credit to relieve
economic double taxation arising from a transfer pricing adjustment?.
These provisions require Australia to give a credit to the resident
company for the extra tax chargeable on the amount of adjusted
profits of the associated foreign company.

2.22  These credit provisions apply subject to the domestic laws of
the tax treaty partner country that is obliged to provide the credit (e.g.,
Article 19(2)(a) of the United Kingdom agreement).

2.23  Australia’s domestic foreign tax credit system is contained in
Division 18 of the Act. An entitlement to a credit for foreign taxes
under subsection 160AF(1) depends upon two factors:

(a) the resident taxpayer’s assessable income including
foreign income for the year of income (paragraph
160AF(1)(a)); and

(b) the payment by the taxpayer of foreign tax in respect of
the foreign income, being tax for which the taxpayer
was personally liable (paragraph 160AF(1)(b)).

2.24  The amount of adjusted profits is deemed by the DTA to be
foreign source income of the resident company and this ensures that
the conditions generally recognised for the allowance of a foreign tax
credit are satisfied (i.e., those in (a) above). However, neither the
DTA nor subsection 6AB(3) of the Act deems, in these circumstances,
the foreign tax to have been paid by the taxpayer or that the taxpayer
is personally liable for the foreign tax (i.e., those in (b) above). These
additional requirements arose when Division 18 was introduced,

2 The 1972 New Zealand agreement also provided for a credit to relieve economic
double taxation — this agreement is no longer in force and has been replaced by the
current New Zealand agreement which includes an ‘appropriate adjustment’ relief
provision.



Taxation Ruling

TR 2000/16

FOI status: may be released Page 17 of 49

replacing sections 14 and 15 of the Agreements Act, from the 1987-88
income year. It is therefore arguable that no relief from economic
double taxation can be provided under the four DTAs because the
threshold conditions in Division 18 are not satisfied. However, the
ATO does not take this view.

2.25 To ensure that the spirit and objective of the economic double
tax credit relief provision are given effect, the reference in the DTA
provisions to domestic taxation will be taken to refer to specific
mechanisms and rules and not to threshold conditions in the domestic
foreign tax credit provisions. No change in the availability of a credit
for foreign tax under an economic double taxation credit relief
provision was intended by the repeal of sections 14 and 15 of the
Agreements Act and their replacement by Division 18 of the Act. The
obligation to provide credit relief under the DTA will therefore, in the
circumstances, take precedence over paragraph 160AF(1)(b). This
approach is supported by subsection 4(2) of the Agreements Act.

2.26  Apart from the threshold conditions, the specific rules
governing credits for foreign taxes apply, such as the carry forward
and transfer of foreign tax credits, the foreign tax credit limit and the
calculation of the limit by classes of income.

Losses

2.27 The stated aims of Australia’s DTAs are to avoid double
taxation and prevent fiscal evasion3. The language of both the
appropriate adjustment and credit double tax relief provisions is aimed
at providing a measure of relief from actual double taxation. This
approach may, in some circumstances, mean that the parties’ position
will not be fully restored to that which would have existed if the
dealings had been undertaken on an arm’s length basis.

2.28 The appropriate adjustment provision requires tax to be
charged on the same profits by the two countries before an obligation
to make an appropriate adjustment arises. The ATO considers that the
expressions ‘charged to tax’ and ‘taxed accordingly’ used in the
context of the rest of the provision requires liabilities to tax to actually
exist or arise in both jurisdictions in respect of the adjusted profit.
Similarly, the credit provision requires tax to be paid in both countries
before the obligation to provide relief arises.

2.29  This means that actual double taxation does not arise while one
or both of the associated companies are in a loss position. However,
double taxation may actually arise at a later stage when the company
or companies return to profit. Accordingly, relief may be provided at

3 Except for the Swiss agreement which refers only to the avoidance of double
taxation
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that time. The ATO practice in relation to the provision of correlative
relief will be appropriate to the facts of each case.

2.30  The following example illustrates how relief may be granted
for double taxation arising subsequent to a transfer pricing adjustment:

Year 1 - assume, in relation to the example in paragraph 2.11,
that Forco has a loss of $300,000 prior to the transfer pricing
adjustment. This adjustment results in a reduction of Forco’s
carry forward loss to $200,000. No relief could be made to
Ausco in that year.

Year 2 - Forco returns a profit of $300,000 the following year
(offset by $200,000 carry forward loss) and pays tax on
$100,000. Relief of $36,000 can now be provided to Ausco
(being tax on $100,000 where the tax rate is 36 per cent).

2.31 Similarly, where the Australian resident company is in a loss
position, relief cannot be given until it returns to a profit position in a
later year. When this occurs, credit relief can be provided in relation
to the amount of adjusted profits which is deemed by the DTA to be
foreign source income of the resident company (see paragraph 2.24
above). In ‘appropriate adjustment’ relief cases, the Australian
competent authority will keep the case open for a reasonable period of
time to enable the appropriate correlative relief to be given for
subsequently arising economic double taxation.

2.32  In contrast, in ‘credit’ relief cases, domestic rules governing
the carry forward and transfer of foreign tax credits within a company
group will apply:

(a) for the 1989-90 and prior years, domestic foreign tax
credit provisions did not permit the carrying forward of
excess credits, but did permit certain transfers of credits
within a wholly owned company group; and

(b)  from the 1990-91 year, rules permit the carrying
forward of foreign tax credits.

Retrospective adjustment or repatriation

2.33  The ATO is aware of a number of cases where Australian
resident companies have sought to relieve economic double taxation
by claiming deductions under section 8-1 of the 1997 Act (subsection
51(1) of the 1936 Act) for subsequent voluntary payments purporting
to represent a retrospective adjustment to dealings previously
undertaken with an associated foreign company.

2.34  For example, assume the same facts as set out in paragraph
2.19(c) of this Ruling, with the subject loan provided by Forco to
Ausco in 1992 and the audit by the foreign tax administration in
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Country B conducted during the year ended 30 June 1995. In an
attempt to relieve the resultant economic double taxation, Ausco
voluntarily pays an additional $100,000 to Forco during the year
ended 30 June 1995 and claims a deduction under subsection 51(1) of
the 1936 Act in its income tax return for that year.

2.35 If the resident company decides to pay the arm’s length price
as determined by the foreign tax administration without first seeking
the view of the ATO or requesting the consideration of the competent
authority, it is at risk of:

(a) the payment not being considered properly deductible
under section 8-1 of the 1997 Act (subsection 51(1) of
the 1936 Act); and

(b)  the price not being considered acceptable as the correct
arm’s length price

with consequent liability to amendment and penalties.

2.36 The ATO considers that relief from double taxation is to be
appropriately sought by presentation of a case to the competent
authority (refer to Part 4 of this Ruling) for resolution under the
economic double tax relief provision and MAP Article of the relevant
DTA.

Deemed dividend

2.37 Relief by way of an exemption under section 23AJ is not
available to an Australian resident company in circumstances where
the foreign tax administration treats the profits shifted to be a ‘deemed
dividend’. These circumstances arise where a foreign tax
administration considers that profits have been transferred to a
company resident in Australia (using the example in paragraph 2.11,
by Forco providing goods to Ausco for no consideration but where
Forco is a subsidiary of Ausco), and accordingly increases the
consideration receivable in that country (resulting in economic double
taxation), and also deems for its purposes the increased consideration
to be a ‘dividend’ paid by the foreign company to the Australian
resident company.

2.38 The section 23AJ exemption only applies to dividends for the
purposes of the domestic law. This means that a section 23AJ
exemption cannot be claimed for income received by a resident
company which is a ‘deemed dividend’ under the law of another
country but not under Australian law.
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Adjustment by the ATO

2.39  Where the primary transfer pricing adjustment is made by the
ATO, the role of the Australian competent authority initially will be to
demonstrate to the competent authority of the tax treaty partner
country that the ATO adjustment is in accordance with the DTA and
that relief from any resultant double taxation should accordingly be
provided by that country.

2.40  The mechanism to be used in a tax treaty partner country to
relieve economic double taxation under either an ‘appropriate
adjustment’ or ‘credit’ type provision of the relevant DTA is a matter
for the tax administration of that country to determine in accordance
with its taxation laws.

Losses

2.41 The ATO view on relief from economic double taxation where
one or both associated companies are in a loss position is set out at
paragraphs 2.27 to 2.31 above. Some tax treaty partner countries may
arrive at a different interpretation of a relevant DTA or may have
provisions in their domestic law that enable a different approach to be
taken, e.g., restoring income and deductions to what they would have
been had the dealings been undertaken on an arm’s length basis in the
first place.

2.42  To enable the tax treaty partner country to give effect to its
relevant DTA obligations and general domestic law provisions, the
Australian competent authority will exchange information about the
ATO transfer pricing adjustment. This exchange will be made under
the Exchange of Information Article of a relevant DTA.

Source country taxing rights - withholding taxes

2.43 The ATO view on the provision of economic double tax relief
where source country taxing rights exist is outlined at paragraphs
2.19(c) and 2.20 above. The basis upon which the foreign tax
administration will calculate the appropriate amount of tax relief and
the mechanisms for the provision of relief from economic double
taxation in equivalent circumstances are matters for determination by
that administration.

2.44  Where the source country taxation has actually been paid, e.g.,
where interest is paid giving rise to a liability and payment of
withholding tax by an Australian resident company (equivalent
circumstances to those outlined in paragraphs 2.19(c) and 2.20 above),
a credit would be available under section 160AF for the foreign tax
properly payable and paid.
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Interaction with Australia’s controlled foreign companies (‘CFC’)
provisions

2.45 Under the CFC provisions (Part X, sections 316-468),
transactions between the Australian resident company and its CFC and
between CFCs may give rise to passive income, tainted sales and
tainted services income in the CFC. Any transfer pricing adjustment
by the foreign tax administration increasing the profits of the CFC will
have no effect on the amount of the CFC’s attributable income for the
purpose of section 456 for the following reasons:

(a) Firstly, the calculation of the tainted income ratio
(which is relevant in determining whether the active
income test is passed) uses the recognised accounts of
the CFC which will not reflect any profits included
under the foreign tax administration transfer pricing
adjustment (see sections 434 and 435).

(b) Secondly, in circumstances where attribution is
required because the active income test is failed, any
profits included under the foreign tax administration
transfer pricing adjustment are not considered derived
under Australian law unless an equivalent adjustment is
made by the ATO. Under section 383, the calculation
of the CFC’s taxable income requires the assumption
that the Act (as modified by Subdivision B to E,
Division 7 of Part X) applies to the CFC as a taxpayer
and as a resident.

On the other hand, a primary transfer pricing adjustment by the ATO
on the non arm’s length dealings of a CFC may lead to an increase in
the attributable income of the CFC (see section 400 and subsection
434(3)).

Part 3: Juridical Double Taxation
Introduction

3.1 Many countries, including Australia and most other OECD
member countries, levy income tax on:

(a) the worldwide income of resident taxpayers; and

(b)  the income derived by non-resident taxpayers from
domestic sources.

It is common practice for countries to include mechanisms in their
domestic law to relieve juridical double taxation suffered by residents
arising from source country taxation in another country. These
mechanisms provide for either an exemption for foreign source
income or a credit for foreign taxes paid.
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3.2 Generally, Australia’s DTAs permit the country in which an
Australian resident taxpayer carries on business through a permanent
establishment to tax the profits ‘attributable to the permanent
establishment’ (e.g., Article 7(1) of the Vietnamese agreement; see
also Article 7(1) of the OECD Model Tax Convention). These profits
are deemed to be income from sources in that country (e.g., Article
22(1) of the Vietnamese agreement).

33 There are some notable differences in the Business Profits
Article of some of Australia’s DTASs:

(a) the 1972 New Zealand agreement (that applies up to the
income year ended 30 June 1995) applies a ‘force of
attraction’ principle that permits the source country to
tax the whole of the profits of the enterprise sourced in
that country regardless of whether or not those profits
are attributable to the permanent establishment (see
Atrticle 5(1)).

(b) some of Australia’s DTAs permit the country of source
to tax, in addition to profits attributable to a permanent
establishment in that country, certain profits
attributable to:

L the sales in that country of goods or
merchandise of the same or similar kind as
those sold through the permanent establishment;
and

° other business activities carried on in that
country of the same or similar kind as those
carried on through the permanent establishment.

(See the Business Profits Article of the Fijian, Indian, Indonesian,
Kiribati, Papua New Guinean, Philippines, Sri Lankan and Thai
agreements.)

3.4  References in this section of the Ruling to ‘profits attributable
to a permanent establishment’ should be understood as encompassing
the variations outlined in paragraph 3.3 above.

3.5 Where a tax treaty partner country exercises the right to tax the
profits of the taxpayer on a source basis in accordance with the
Business Profits Article, the country of residence of the taxpayer must
provide relief from the resultant double taxation. The obligation to
provide relief is contained in the Methods for Elimination of Double
Taxation Article (e.g., Article 23 of the Vietnamese agreement).

3.6 The Business Profits Article also requires tax treaty partner
countries to apply the same principle in attributing profits to a
permanent establishment, i.e., ‘there shall in each Contracting State
be attributed to that permanent establishment the profits which it
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might be expected to make if it were a distinct and separate enterprise
...” [emphasis added] (e.g., Article 7(2) of the Vietnamese
agreement). The mutual application of this principle ensures:

(a) the appropriate exercise of source country taxing rights;
and

(b)  the provision of appropriate relief by the country of
residence.

3.7  The MAP Article in all of Australia’s DTAs can be used to
facilitate agreement where tax treaty partner countries differ on profit
allocations under the Business Profits Article, i.e., where a taxpayer
considers that it has been taxed not in accordance with a relevant
DTA. However, as outlined in paragraph 1.6 above, the MAP Article
does not compel agreement.

Flowchart

3.8  Below is a flowchart of the legislative framework for
evaluating requests for relief from juridical double taxation arising
from a profit reallocation adjustment.
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JURIDICAL DOUBLE TAXATION
ATO ADJUSTMENT FOREIGN ADJUSTMENT
Reallocation of profits Reallocation of profits
where a permanent where a permanent
establishment is involved, establishment is involved,
either in Australia or in either in Australia or in
another country. another country.

Is there a DTA?

Is there a DTA?

No relief provided for.
Adjustment may be No r.elief
YES challenged under Australia's YES p';.:::lﬁled
objection, review and appeal Australia
procedures. Relief may be

sought under the domestic
law of the foreign country (if

available).
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available - Refer Refer Business Profits, available Refer
Business Profits, and Mutual Agreement Business Profits,

Methods of Procedure Articles. Methods of
Elimination and If a foreign adjustment Elimination and
Mutual Agreement relief may also be Mutual Agreement
Procedure Articles. available under the Procedure Articles.
Adjustment may domestic law of the Relief may also be
also be challenged other country. available under
under Australia's May also be challenged domestic law of the

domestic objection, under Australia’s other country.
review or appeal domestic objection,
procedures. review or appeal
procedures.
N J L ) L J

Adjustment by foreign tax administration

3.9  The tax administration of a tax treaty partner country may
make a profit reallocation adjustment to:
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(a) an Australian resident company carrying on (or
claiming to be carrying on) business through a
permanent establishment in the tax treaty partner
country; or

(b) a company resident in the tax treaty partner country
carrying on (or claiming to be carrying on) business
through a permanent establishment in Australia.

Australian resident taxpayer

3.10 A tax treaty partner country may, for example, in relation to an
Australian resident company:

(a) make a profit reallocation adjustment upon a factual
finding that a permanent establishment of the company
existed or did not exist in that country, where the
company previously maintained the converse; or

(b) adjust the amount of profits considered to be
attributable to a permanent establishment of the
company in that country.

3.11 Ultimately the ATO will provide relief from juridical double
taxation only to the extent that it agrees both in principle and in
amount with the profit reallocation adjustment made by the tax treaty
partner country.

3.12  Discussion of the juridical double tax relief mechanisms is
based on the following example:

Ausco is an Australian resident company subject to tax in
Australia on its worldwide income. Ausco carries on business
in Country B through a permanent establishment. Country B is
not a listed country for the purposes of Part X of the Act (if so,
see paragraph 3.28 below). Ausco lodges in both Australia
and Country B, returning a profit for tax purposes of $10
million in Australia, of which $0.7 million is attributable to the
permanent establishment in Country B. The tax administration
of Country B subsequently audits the permanent establishment,
and determines that non-arm’s length dealings between the
Australian head office and the permanent establishment have
resulted in an understatement of the profits attributable to the
permanent establishment. Country B’s tax administration
concludes that the profits of the permanent establishment
should have been $1 million instead of $0.7 million and deems
those profits to have been derived from sources in that country.
Country B accordingly reallocates an additional $0.3 million of
Ausco’s profits to the permanent establishment (making a total
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of $1 million attributable to it) and imposes additional tax on

Ausco.
JURIDICAL DOUBLE TAXATION -
RESIDENT TAXPAYER
Before adiustment. After adiustment.

AUSCO
(Australia)
Profit of

AUSCO
(Australia)
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$9.3m $9.3m

1
l
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Total Profit AUSCO = $10m
Total Taxable Profit = $10m

Total Profit AUSCO = $10.0m
Total Taxable Profit
- Australia $9.3m
-Country B $1.0m

TOTAL $10.3m
$0.3m subject to juridical double
taxation.

3.13  The resultant juridical double taxation may be relieved by:

(a) the ATO agreeing that the profit attributable to the
permanent establishment in Country B should have
been $1 million and allowing a credit for the additional
foreign taxes paid; or

(b)  the tax administration of Country B being convinced
that its adjustment is incorrect and accordingly reduces
the additional tax payable (e.g., through domestic
review processes in Country B if available); or

() the reaching of agreement between both competent
authorities (e.g., under the MAP Article of a relevant
DTA).

3.14 Australia’s domestic tax provisions that give effect to the
obligation to provide relief from double taxation under the Methods
for Elimination of Double Taxation Article in DTAs consist of:

(a) for the 1986-87 and prior income years - an exemption
under previous paragraph 23(q) or a credit for foreign
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tax (former sections 12, 13, 14 and 15 of the
Agreements Act);

(b) for the 1987-88 to 1989-90 income years - a credit
under the general foreign tax credit system contained in
Divisions 18 and 19 of Part III of the Act; and

(©) for the 1990-91 and subsequent income years - a credit
under the general foreign tax credit system as in (b)
above; or, where applicable, an exemption under
section 23AH.

Operation of the foreign tax credit system - years ended 30 June
1988 and subsequent years

3.15 Under the provisions of Division 18 of the Act an entitlement
to a credit for foreign tax arises where:

(a) the assessable income of a resident taxpayer includes
foreign income; and

(b)  the taxpayer has paid foreign tax in respect of the
foreign income, being tax for which it was personally
liable.

3.16 ‘Foreign income’ is defined in subsection 6AB(1) to mean
income derived from sources in a foreign country. References to
‘sources in a foreign country’ are to be interpreted according to
Australian law. The DTAs deem the profits attributable to a
permanent establishment in the other country to have a foreign source
(i.e., a source in the tax treaty partner country) (e.g., Article 22(2) of
the Vietnamese agreement). While, by reason of subsection 4(2) of
the Agreements Act, DTAs deemed source rules have precedence over
domestic law source rules, the deemed source rules in the DTAs only
apply where, in Australia’s view, the tax treaty partner country is
exercising a taxing right in accordance with the treaty.

3.17  Accordingly, where the ATO considers that a tax treaty partner
country has imposed tax in contravention of a DTA, Australia is not
under any obligation to provide a credit for the additional foreign
taxes paid under domestic law. This approach is generally reflected in
paragraphs 32 to 41 of Taxation Ruling IT 2527.

Operation of certain exemptions - year ended 30 June 1991 and
subsequent years

3.18 For the year ended 30 June 1991 and subsequent years, section
23AH of the Act provides that resident companies with certain foreign
branch income derived in a listed country are entitled to an exemption
from tax on that income. (As from 1 July 1997, different rules for
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exemption apply to branch income derived in a broad-exemption
listed country and in a limited- exemption listed country.)

3.19 To qualify for the exemption provided by section 23AH, the
branch income (in addition to other qualifying conditions) has to
constitute foreign income which is defined in subsection 23AH(12) to
include:

‘an amount that:

(a) apart from this section, would be included in assessable
income under a provision of this Act other than Part 3.1
or 3-3 ITAA 1997; and

(b) is derived from sources in a foreign country.’

3.20  Where the ATO regards the reallocated profits as properly
attributable to the permanent establishment, so that under the deemed
source rules in the DTAs (e.g., Article 22(2) of the Vietnamese
agreement) they are regarded as having a foreign source, for domestic
law purposes also the exemption under section 23 AH will be available
(subject to other qualifying conditions being met).

321 Where, in the ATO’s view, the tax treaty partner country is
taxing the resident company in contravention of the Business Profits
Article, the exemption under section 23AH does not apply for the
reasons explained in paragraphs 3.16 to 3.17 above.

Non-resident taxpayer

3.22  Juridical double taxation may occur where a non-resident
taxpayer that carries a business through a permanent establishment in
Australia is subject to an adjustment by a foreign tax administration.
An example would be where a foreign company (Forco) is resident in
Country B, lodges tax returns in both countries and declares profits for
tax purposes of $10 million of which $1 million is attributable to the
permanent establishment in Australia. The tax administration of
Country B then subjects Forco to audit and determines that non-arm’s
length dealings between the foreign head office and the permanent
establishment have resulted in an overstatement of the profits
attributable to the permanent establishment. The profits of the
permanent establishment in Australia are accordingly reduced to $0.5
million. Assuming Country B has a unilateral foreign tax credit
system it would then disallow credits for Australian taxes paid on $0.5
million, (or if it had an exemption system, Country B would reduce
the amount of Forco’s exempt income to $0.5 million).
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JURIDICAL DOUBLE TAXATION -
NON-RESIDENT TAXPAYER
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Total Taxable Profit -CountryB  $9.5m
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FORCO P.E.

TOTAL $10.5m
$0.5m subject to juridical double
taxation

3.23  The resultant juridical double taxation may be relieved by:

(a)  the ATO agreeing that the profits of the permanent
establishment should have been $0.5 million and
reduces the Australian sourced profits of the taxpayer
from $1 million to $0.5 million; or

(b)  the tax administration of Country B being convinced
that its adjustment is incorrect and accordingly reduces
the additional tax payable by Forco (e.g., through
domestic review processes in Country B if available);
or

(©) an agreement is reached between both competent
authorities (e.g., under the MAP Article of a relevant
DTA).

3.24 A correlative adjustment will be made by the ATO to relieve
juridical double taxation only where the ATO regards the reallocated
profits as not attributable to the permanent establishment. In those
circumstances, because the reallocated profits are deemed by the
Source of Income Article (e.g., Article 22(2) of the Vietnamese
agreement) to be derived from sources in the other country, the
(reduced) profits that are attributable to the permanent establishment
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in Australia will be reflected in a reduction in the taxable income of
the non-resident taxpayer. Subsection 3(2) of the Agreements Act
provides that a reference in a DTA to profits of an activity or business
is to be read, where the context so permits, as a reference to taxable
income derived from that activity or business. This provision
recognises that, for domestic law purposes, tax is levied on taxable
income rather than on profits. Depending upon the circumstances of
the profit reallocation adjustment, this may mean a reduction in the
assessable income considered derived from sources in Australia, or an
increase in the expenses considered to be incurred in the derivation of
income from Australian sources.

Adjustment by the ATO
3.25 The ATO may make a profit reallocation adjustment to either:

(a) an Australian resident company with a permanent
establishment in a tax treaty partner country; or

(b) a non-resident company with a permanent
establishment in Australia.

3.26  Where the profit reallocation adjustment is made by the ATO,
the primary role of the Australian competent authority will be to
demonstrate to the competent authority of the tax treaty partner
country that the ATO adjustment is in accordance with the DTA so
that relief from any resultant double taxation will be provided by the
tax treaty partner country.

Australian resident taxpayer

3.27  Juridical double taxation may arise where the ATO reduces the
amount of profits of a resident taxpayer attributable to carrying on
business through a permanent establishment in the tax treaty partner
country. For example, Ausco is an Australian resident company that
is taxed in Australia on its worldwide income. Ausco carries on
business through a permanent establishment in Country B (not a listed
country under Part X of the Act). Ausco lodges income tax returns in
both Australia and Country B, declaring profits for Australian tax
purposes of $10 million, of which $3 million is considered attributable
to the permanent establishment and which is derived from sources in
Country B. Country B taxes Ausco on the $3 million. The ATO then
undertakes an audit of Ausco and considers that the profits attributable
to the permanent establishment were overstated because of non-arm’s
length dealings between the head office and the permanent
establishment. The ATO concludes that the profits attributable to the
permanent establishment and derived from sources in Country B are
$2 million instead of $3 million as returned in Ausco’s Australian
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income tax return. The ATO accordingly makes a profit reallocation
adjustment reducing Ausco’s income derived from foreign sources
from $3 million to $2 million. This results in a reduction in credits for
foreign taxes paid under Division 18 of the Act.

JURIDICAL DOUBLE TAXATION -

_RESIDENT TAXPAYER
Before adjustment After adjustment

AUSCO
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Profit of
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