TR 2004/1 - Income tax: international transfer pricing
- cost contribution arrangements

This cover sheet is provided for information only. It does not form part of TR 2004/1 - Income
tax: international transfer pricing - cost contribution arrangements

Generated on: 4 June 2026, 08:38:14 PM



What this Ruling is about
Date of effect

Ruling and explanation

Detailed contents list

Taxation Ruling

TR 2004/1

FOI status: may be released Page 1 of 63

Taxation Ruling

Income tax: international transfer pricing —
cost contribution arrangements

Preamble

The number, subject heading, What this Ruling is about (including
Class of person/arrangement section), Date of effect, and Ruling and
explanation parts 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 of
Taxation. 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.

What this Ruling is about

Class of person/arrangement

1. This Ruling explains how the arm’s length principle applies to
international dealings in relation to cost contribution arrangements
(‘CCAs’) for the purposes of section 136AD of Division 13 of Part III
of the Income Tax Assessment Act 1936 (ITAA 1936) and the
Associated Enterprises Article in Australia’s double tax agreements.

2. A CCA is a contractual arrangement between business
enterprises to share the costs and risks of developing, producing or
obtaining assets, services or rights, and to define the interests of each
participant in those assets, services or rights.

3. This description of a CCA is that used in Chapter VIII of the
OECD’s Transfer Pricing Guidelines for Multinational Enterprises
and Tax Administrations (‘the 1995 OECD Report’). Chapter VIII
provides a broad framework of guidelines for the application of the
arm’s length principle to CCAs. This Ruling accepts and builds upon
the views in Chapter VIII in addressing how we consider they apply in
the context of the relevant provisions of the Australian income tax
law.

4. This Ruling focuses on the use of CCAs by multinational
enterprises (‘MNESs’), which is most commonly in respect of research
and development (‘R&D’) activities, mining exploration and
development ventures and group management services.
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5. Subject to the specific guidance in this Ruling, the general
principles for using and documenting arm’s length transfer pricing
methodologies, as set out in Taxation Rulings TR 97/20 and

TR 98/11, apply to CCAs.'

6. This Ruling deals with arrangements between separate legal
entities, not dealings between parts of a single entity. However, it is
relevant to the application of Australia’s permanent establishment
attribution rules * where a CCA is considered an appropriate separate
enterprise analogy for applying the arm’s length principle in
attributing income and expenses to a permanent establishment.’

7. This Ruling deals only with transfer pricing issues related to
the application of the arm’s length principle to CCAs. It does not
address domestic tax issues related to the application of provisions of
the ITAA other than those dealing with transfer pricing. Certain
expenditure on R&D activities is deductible under section 73B of the
ITAA 1936, which incorporates in subsection 73B(31) an arm’s length
rule for purposes of that section. As a specific provision that must be
satisfied for deductibility of expenditure under section 73B,
subsection 73B(31) takes precedence over Division 13 of the

ITAA 1936 in applying where such expenditure is incurred as a result
of non-arm’s length dealings. In any event, the arm’s length
requirements under subsection 73B(31) and the transfer pricing
provisions would be expected to produce the same outcome in
practice. In applying subsection 73B(31) we will adopt views
consistent with those in this Ruling on the application of the arm’s
length principle to a CCA for R&D.

8. The Ruling and Explanation part of this Ruling is presented in
four parts:

o A — Concept of a CCA;
o B — Applying the arm’s length principle;
o C — Consequences if a CCA is not arm’s length; and

o D — Documenting CCAs.

Date of effect

9. This Ruling applies 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

" See TR 97/20 paragraph 4

? Subsections 136AE(4) to (7) of Division 13 of the ITAA 1936 and the Business
Profits Article in Australia’s double tax agreements

? See Taxation Ruling TR 2001/11 paragraphs 4.41-4.42
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agreed to before the date of issue of the Ruling (see paragraphs
21 and 22 of Taxation Ruling TR 92/20).

Ruling and explanation

A. Concept of a CCA

10.  The concept of a CCA is broad enough to cover any
arrangement under which the parties agree to share the costs and risks
of developing, producing or obtaining assets, rights or services in
return for a share of the expected benefits from what is developed,
produced or obtained.

11. The concept of a CCA addressed in Chapter VIII of the
1995 OECD Report contemplates an arrangement that has several key
characteristics:

(a) it is a contractual arrangement rather than necessarily a
distinct juridical entity or permanent establishment of
all the participants;*

(b) each participant in the arrangement, in return for
agreeing to make a specified contribution towards the
activity performed under the arrangement (‘the CCA
activity’), acquires a specified interest in the results of
that activity;

(c) a participant independently exploits its interest in the
results of the CCA activity;’ and

(d) a participant’s rights to exploit its interest are free of
obligation to pay royalties or other consideration
additional to its contribution.

12. A CCA is thus best described as a form of joint venture
arrangement. A CCA with the above characteristics is a
‘development-only’ joint venture rather than an ‘income sharing’ joint
venture. The arrangement is limited to sharing the costs and risks of
jointly developing, producing or obtaining assets, rights or services; it
does not extend to joint exploitation of the results of this activity and
sharing of any resulting profits. Each participant separately exploits
its specified interest and is entitled to all of the profits from this
exploitation.

13.  Most commonly, a CCA does not extend to joint exploitation
of the results of the CCA activity.® However, the concept of a CCA is

#1995 OECD Report paragraph 8.3

1995 OECD Report paragraphs 8.3, 8.6

6 Parties might generally seek to avoid this, as a sharing of income or profits may
give rise to a partnership that has unwanted legal implications
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flexible enough to include an arrangement under which there is both
joint development activity and joint exploitation of the results of that
activity. In practice, participants to a CCA commonly obtain and
exploit results during continuation of development activity.
Depending upon the terms of the CCA agreement, exploitation may be
a part of the joint activity performed under the arrangement, so that
the resulting income and profits are shared between the participants.

Types of CCAs

14. Two major types of CCA are most commonly encountered in
practice. Each is fundamentally different as regards its commercial
rationale and characteristics, particularly in respect of the relationship
between cost, risk and benefit. These differences have significant
implications for the application of the arm’s length principle.

Arrangements for developing, producing or obtaining assets or rights

CCAs most commonly relate to R&D activity performed for
the joint benefit of the participants. A CCA might also relate
to mining exploration and/or development undertaken jointly.
Such activities typically involve a significant degree of risk of
commercial failure and resulting financial loss. A commercial
rationale of a CCA for such activities is to share or spread this
risk. Another possible benefit is that a party is able to exploit a
potentially profitable business opportunity that individually
may not be a financially or commercially viable proposition.
The participants to the CCA may contribute different assets,
resources and expertise that together make the venture
possible. When entering into the arrangement, any benefit
from success of the venture is a future possibility or
expectation that may accrue within an uncertain timeframe.

‘Pure service arrangements’

A CCA may relate to activities performed for the joint benefit
of the participants that do not result in any property being
produced or developed. For example, management and
administrative services may be centralised by a MNE and
undertaken by one group member for the benefit of it and
others. Such activities involve little risk of commercial failure.
Rather, the commercial rationale of a CCA for such activities
is primarily to share, and thus save, costs. The participants
have a common need for the activities to be performed and the
benefit of cost efficiencies from centralisation of functions is
cost savings through non-duplication of infrastructure. Such a
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benefit is immediate or short term, being ordinarily realised in
the period in which the service activities are performed. In this
regard, the distinction between the expectation of benefit and
the derivation of actual benefit from the activities is not as
significant as in other types of CCA.

15.  While the discussion in this Ruling relates largely to the first
type of CCA, the principles apply to all types of CCA. Where the
CCA is a pure service arrangement, our transfer pricing guidelines on
intra-group services, Taxation Ruling TR 1999/1, will apply. While
that Ruling does not specifically address CCAs,’ it states that if a
service arrangement does not result in any property being produced,
developed or acquired, the principles in that Ruling apply for dealing
with intra-group services, whether the arrangement is described as a
CCA or not. CCAs for pure service arrangements are discussed at
paragraphs 92-96 and 135.

16.  Not all CCAs are simply one or other of the above types. A
particular CCA may be a variation or hybrid of one or both of these
types. For instance, a CCA may relate to both development and
ongoing technical support of a new product or process, so that the
CCA activity includes both R&D and technical services. A CCA may
relate to multiple activities. For instance, a single CCA might cover
more than one aspect of a MNE’s business, such as R&D, marketing,
centralised product or raw materials purchasing, management,
administrative and technical services.”

B. Applying the arm’s length principle

17. In general terms, determining whether the conditions of a CCA
are consistent with the arm’s length principle requires a consideration
of whether the arrangement accords with what independent parties
dealing at arm’s length might be expected to have entered into in
comparable circumstances.

18.  In addressing this, we will have regard to the following
matters, to the extent that each is relevant in a particular case.

Arrangement should make business sense (paragraphs 21-26)

. The terms and conditions of a CCA should be
consistent with what would have been agreed between
parties acting in their own economic interests, and
reflect outcomes that make business sense in their
particular circumstances; and

" TR 1999/1 paragraph 5
¥ see Example 6 at paragraphs 204-205
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o It should make business sense for the taxpayer, acting
in its own economic interests, to enter into a CCA
compared to other options realistically available to it.

Terms should accord with economic substance (paragraph 27)

o The terms agreed between the parties to a CCA should
accord with the economic substance of the
arrangement, as evidenced by the conduct of the parties
and what parties dealing at arm’s length would be
expected to have agreed in similar circumstances.

Terms should be agreed up-front (paragraphs 28-32)

o The terms of a CCA should be agreed prior to
commencement of the CCA activity; and

o The terms of a CCA should be arm’s length judged by
reference to circumstances known or reasonably
foreseeable at the time of entry into the arrangement.

Participants should have a reasonable expectation of benefit
(paragraphs 33-64)

o A participant must have an interest in the results of the
CCA activity; and

J A participant should have a reasonable expectation of
benefit from exploiting its interest in the results of the
CCA activity.

Sharing of contributions should be consistent with sharing of expected
benefits (paragraphs 65-148)

o A participant’s proportionate share of the overall
contributions to the CCA should be consistent with its
proportionate share of the overall expected benefits
from the arrangement;

o Cost contributions should be measured on an arm’s
length basis;
J Expected benefits should be measured using reasonable

estimates of revenues or cost savings from use of the
results of the CCA activity; and

. The sharing of contributions might appropriately be
subject to review and prospective adjustment to account
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for changes in circumstances that result in changes to
expected benefits.

Entry, withdrawal and termination should be on arm’s length terms
(paragraphs 149-174)

o Any transfer of a valuable interest in the results of the
CCA activity as a result of a party’s entry into or
withdrawal from an active CCA, or upon termination of
a CCA, should be on arm’s length terms.

19. The actions that we may take where we consider that the
conditions of a CCA are not consistent with the arm’s length principle
are discussed at paragraphs 175-189.

20.  Our expectations in relation to documenting the application of
the arm’s length principle to CCAs are set out at paragraphs 190-193.

Arrangement should make business sense

21.  Taxation Ruling TR 97/20 states several key notions that
underlie our approach to applying the arm’s length principle:

(a) an arm’s length outcome is one that makes business
sense in the circumstances of the particular taxpayer;’

(b) an independent party dealing at arm’s length would
seek to protect its own economic interest;'’

(c) an independent party dealing at arm’s length would
compare the options realistically available and seek to
maximise the overall value derived from its economic
resources;11 and

(d) one option might be not to enter into a transaction
because it does not make commercial sense for the
particular taxpayer.'?

22. Thus, a taxpayer’s participation in a CCA should make
business sense in its particular circumstances. The terms of a CCA
should be consistent with what would have been agreed by the
taxpayer as a party acting in its own economic interests, and reflect
outcomes that make business sense in its particular circumstances.

23.  Ordinarily, this requirement will be satisfied provided the
terms of a CCA relating to the sharing of costs and expected benefits,

? TR 97/20 paragraphs 1.1 and 2.15

' TR 97/20 paragraphs 2.6 and 2.11

"' TR 97/20 paragraph 2.4; TR 98/11 paragraph 5.1; 1995 OECD Report paragraph
1.16

'2 TR 97/20 paragraph 2.17
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and to any necessary buy-in, buy-out and balancing payments, satisfy
the arm’s length principle in accordance with this Ruling. However,
particular circumstances may give rise to a threshold issue as to
whether it makes business sense for a taxpayer to enter into a CCA,
notwithstanding that the CCA otherwise reflects arm’s length terms
for what is supplied and acquired under the arrangement. In some
circumstances, even if contributions were valued and shared under a
CCA in accordance with the views in this Ruling, an independent
party might not enter into the arrangement because it is not in its
economic interest or does not make business sense for it to do so
given other available options.”” Where this is the case we may
disregard the arrangement."*

24. The arm’s length principle calls for a consideration of the
commercial imperative for a taxpayer to enter into a CCA, given its
particular circumstances. In deciding whether to enter into a CCA, a
taxpayer may have a choice between taking all of the risk for all of the
potential profit, or sharing the risk and sharing the potential profit.
The commercial need for a taxpayer to seek others to jointly
participate in a venture through a CCA may be readily apparent in
some circumstances. For instance, where the taxpayer alone would
not be commercially or financially able to either undertake the venture
or exploit the expected results. This might be the case where the cost
or risk of failure of the venture is high, or where the taxpayer lacks the
necessary assets, skills or capital resources. A CCA may be the most
appropriate and advantageous commercial strategy for the taxpayer to
obtain such inputs to the venture.

25. A taxpayer’s decision as to whether to enter into a CCA may
involve a choice between investment options. For instance, where a
taxpayer is deciding whether to enter into a CCA to develop intangible
property that will be used in the taxpayer’s business, there may be a
choice between investing in the CCA and acquiring an interest in the
property, or simply licensing the right to use the property. An
independent party would be expected to decide between these
investment options based upon what would best promote its economic
interest'”.

26. The arm’s length principle requires that a taxpayer’s decision
as to whether to enter into a CCA be made having regard to its own
economic interest, and that the decision makes commercial sense in
the context of the taxpayer’s business circumstances. In the absence
of circumstances that explain the commerciality of a CCA as a
business strategy in the taxpayer’s circumstances, an independent

13 see Example 1 at paragraphs 194-195
41995 OECD Report paragraphs 8.29, 8.30; see paragraph 180
1% see Example 2 at paragraphs 196-197
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party, having performed a cost benefit analysis of the options
available, might be expected not to enter into a CCA.

Terms of a CCA should accord with its economic substance

217. The importance of the commerciality of a CCA is also
reflected in the requirement that its form (i.e. agreed terms) accord
with its economic substance, as evidenced by the conduct of the
parties and what parties dealing at arm’s length would be expected to
have agreed in similar circumstances.'® Where the terms purportedly
agreed by the participants do not accord with the commercial reality
of the arrangement, those terms may be disregarded.'”

Terms of CCA should be agreed up-front

28.  An important notion underlying the arm’s length principle is
that independent parties dealing at arm’s length would be expected to
undertake a process of real bargaining and agreement of terms prior to
entering into a transaction or arrangement. Accordingly, the terms of
a CCA should be agreed at the outset of the arrangement. There
should be evidence that the parties’ intention to share the costs and
risks and expected benefits of the CCA activity existed prior to
commencement of that activity.

29.  As the benefits expected from a CCA are to be derived at some
time after entry into the arrangement and sharing in its costs and risks,
independent parties would not be expected to enter into such an
arrangement without a written agreement. It will be difficult for a
taxpayer to demonstrate the commerciality of the purported terms of a
CCA and we will be more likely to disregard those terms, where they
are not evidenced by a written agreement executed prior to
commencement of the CCA activity.

30. The views in Taxation Ruling TR 98/11,'® as to why a
taxpayer would be well advised to contemporaneously document its
efforts to comply with the arm’s length principle, apply to CCAs. The
documenting of CCAs is further discussed at paragraphs 190-193.

31. Consistent with the above, whether the terms of a CCA accord
with what independent parties dealing at arm’s length would be
expected to agree should be judged by reference to circumstances
known or reasonably foreseeable at the time of entry into the
arrangement. o

11995 OECD Report paragraphs 8.29 and 1.36-1.41; TR 97/20 paragraph 2.72; see
Examples 3 and 4 at paragraphs 198-201

171995 OECD Report paragraph 8.26

' see TR 98/11 at paragraphs 2.1-2.19

"% see also paragraph 137
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32. The performance of the CCA activity or the derivation of
expected benefits from the arrangement commonly involves a
considerable period of time after entry into the arrangement. This
makes it difficult, at the time of initially agreeing the terms of the
CCA, to anticipate later events and project future benefits. Given this,
independent parties might be expected in such cases to agree that
those terms provide for adjustment to the sharing of costs and
expected benefits in certain specified events.*

Participants should have reasonable expectation of benefit

33. The arm’s length principle requires that, to be a participant in a
CCA, an entity must have a reasonable expectation that it will benefit
by exploiting its interest in the results of the CCA activity.”' This
gives rise to the following principles that are discussed below:

(a) a participant must have an interest in the results of the
CCA activity; and

(b) a participant should have a reasonable expectation of
benefit from exploiting its interest in the results of the
CCA activity.

A participant must have an interest in the results of the CCA activity

34. To be a participant in a CCA, an entity’s expected benefit must
come from exploiting an interest in the results of the CCA activity.
An entity whose only expected benefit is from performing some part
of the CCA activity is not regarded as a participant in the
arrangement.”> Thus, where an entity operates as an R&D centre
performing research activities, it is not a participant in a CCA if it has
no interest in the results of those activities. There is a fundamental
distinction between a CCA for R&D and a contract R&D
arrangement. A participant in a CCA that performs R&D activity
shares the risk of failure of the activity and has an interest in any
results of the activity. In contract R&D, the party performing the
R&D activity does so as a service; it does not bear any of the risk of
failure of the activity, and does not have an interest in any results of
the activity.

35.  An essential characteristic of a CCA is that a participant, in
consideration for contributions made, acquires an interest in the results
of the CCA activity. The legal ownership of those results may, for
various reasons, be vested in only one participant, some participants or
all participants. However, the economic ownership vests in all

2% gee paragraphs 126 and 141
11995 OECD Report paragraph 8.10
21995 OECD Report paragraph 8.10
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participants, to the extent of their specified interests. For instance,
R&D performed under a CCA may produce intellectual property that
can be patented. While one participant may be registered as the
holder of the patent, all of the CCA participants are economic owners
of the property.

36. A participant has the right to exploit its interest in the results
of the CCA activity by using those results without further
consideration.”> For instance, where a CCA develops intangibles, the
participants have the right to use their interests in those intangibles
without payment of a royalty.

37. The interest that each participant has in the results of the CCA
activity should be such as to have expected benefits that are capable of
reliable measurement. It is implicit in the requirement that the sharing
of contributions is consistent with the sharing of expected benefits and
that each participant’s interest is sufficiently specified so that its
expected benefits from exploiting that interest can be reliably
estimated when entering into the arrangement.

38.  As previously discussed,”* each participant in a CCA that is a
development-only venture has a specified economic interest that it
separately exploits and is entitled to all of any resulting profits. It
follows that the participants’ specified interests must be able to
co-exist, so that each participant’s interest is able to be separately
exploited by that participant to the exclusion of the other participants.
Typically, participants to a CCA will operate in different geographic,
product or other markets, and each will have a right to exploit the
results of the CCA activity in the market in which it operates.
However, the interests of the participants may be competing, in the
sense that one may take market share from another. For instance, if a
CCA is to develop a new product, one participant may have the rights
to distribute the product in its local geographic market, while another
participant may have the rights to sell the product over the internet.

Pricing of dealings between participants should take account of their
interests in the CCA results

39. Where participants to a CCA have dealings in the course of
exploiting the results of the CCA activity, it is important to ensure that
charges for those dealings take account of the participants’ economic
interests in the results of the CCA activity™.

1995 OECD Report paragraph 8.3
** see paragraph 12
* see Example 5 at paragraphs 202-203
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A participant should have a reasonable expectation of benefit from
exploiting its interest in the results of the CCA activity

40. It would be inconsistent with the arm’s length principle for an
entity to participate in a CCA by sharing in the costs and risks of the
arrangement without a reasonable expectation of deriving benefit from
the arrangement.

41. The concept of ‘benefit’ in a CCA context is similar to that
used in relation to charging for intra-group services:*®

In general terms, a benefit is something of economic or
commercial value that an independent entity might reasonably
expect to pay for, or to obtain consideration for supplying. For
example, 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.

42.  Anindependent party would have two types of benefits in
mind when considering whether to become a participant in a CCA.
These can be described as the benefits to which the CCA activity as a
whole is directed (‘activity benefits’) and the benefits that come from
undertaking the activity with other parties (‘process benefits’). The
CCA activity benefits include the services, assets or rights that the
participants are seeking to develop, produce or acquire through the
CCA activity. The CCA process benefits could include the sharing of
risks, access to more or better resources, the acceleration of projects,
economies of scale, or improved efficiency and productivity, perhaps
from the combination of different individual strengths and spheres of
expertise.

43. The concept of expected benefit should be viewed from a
commercial perspective, and thus should not be narrowly confined
simply to a measurable increase in future profits. For instance, the
enhanced skills and expertise gained by a participant’s staff working
on R&D in respect of a particular product may be more valuable for
that participant than future sales of the product. Participation in a
CCA may give the right to ongoing access to know-how and
technology that the participant could not itself produce or replicate
except at a prohibitive cost. This in itself may be a valuable benefit,
even if the participant has no immediate objective of using any
particular know-how or technology on a particular project.

%% see TR 1999/1 paragraph 18
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A participant should have a reasonable expectation of being able
to exploit its interest in the results of the CCA activity

44.  An entity that has no reasonable expectation of being able to
exploit its interest in the results of the CCA activity has no expectation
of benefit from the arrangement. Thus, for an entity to be a
participant in a CCA it must reasonably expect to be commercially
and financially capable of exploiting its interest in the results of the
CCA activity, in the event of the success of the venture. The
capability need not exist at the time of entering into the CCA,
however the extent to which it does is relevant to considering the
reasonableness of the expectation that it will exist by the anticipated
time for exploitation of any results. It is not necessary that a
participant have the capability to exploit its interest by directly or
physically using the results of the CCA activity itself.”’

45. Each CCA participant should be financially able to assume its
share of the risk of loss, were the venture ultimately unsuccessful. An
independent party will commonly enter into a venture having a
potentially high level of return accompanied by a high level of risk of
financial loss. While this may commercially explain that party’s
participation in the venture, other parties would not agree to jointly
participate with it unless it had the financial capacity to assume its
share of such risk of loss. Given that a commercial rationale for a
CCA is to share the risk of loss amongst the participants,*® there is no
such rationale where a purported participant lacks the financial
capacity to assume its share of such risk. As a matter of economic
substance, there is no real transfer of risk to such a party. It is
inconsistent with the arm’s length principle for a CCA to have as a
participant an entity that is only able to participate on the basis of the
expected success of the venture being achieved.

46. All CCA participants should share in the costs and risks of all
CCA activity from which they might expect to derive a benefit if the
activity were successful. Independent parties entering into a CCA
would not agree to a participant having the right to ‘cherry pick’ so as
to share only in the costs of successful activity.

47. Whether it makes business sense and is in an entity’s economic
interests to participate in a CCA may be queried where the expected
fruits of the CCA have either no connection or insufficient connection
with the entity’s existing business at the time of entry into the CCA.
For instance, where a CCA is for development of technology related
to Products A, B and C, it may be appropriate for an entity whose
business relates only to Product C not to participate in the
arrangement if the CCA activity in large part relates to Products A and
B. If the entity does participate, its share of costs must reflect its

*7 see paragraph 51
*¥ see paragraph 14
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relatively limited share of the overall expected benefits of the
arrangement.

A participant need not expect to benefit from all parts of the CCA
activity

48. It is common for a MNE to have a permanently on-going R&D
program related to its business overall or that of specific business
segments. The program is intended to continuously work on
developing new or enhanced technologies or products. Within the
program, a series of discreet and more specifically focused projects or
parts of the program typically exist. Where the program is conducted
as a CCA, it is common for group members who participate to share
the costs, risks and expected benefits of the overall program.

49.  Participation on this basis may be consistent with the arm’s
length principle, even though not all individual projects may be
expected to benefit all of the participants. The arm’s length principle
does not require that a participant expect to benefit from each and
every CCA activity. Ordinarily, it does not require that projects
within the overall program be separately evaluated, so that the
appropriateness or commerciality of the participants and their
contributions are assessed on the basis of their expected benefits from
each and every project. It is acceptable to evaluate such things by
looking at the program overall, provided any variation in relative
levels of benefit for participants from individual projects is reflected
in the outcome of the method used to estimate their relative expected
benefits from the overall program.

50. A CCA covering a broad range of activities may be
commercially impractical, and so less likely to be entered into by
independent parties dealing at arm’s length, given the likely difficulty
of consistently and reliably measuring the various and differing
expected benefits and appropriately relating these to contributions. It
might be possible to address this by using more than one allocation
key to estimate the relative expected benefits.”’ Each activity might
have its own pool of costs in which only those participants that expect
to benefit from that activity share®”. Or, in some circumstances,
multiple CCAs may be more commercially realistic than a single CCA
for multiple activities.

1995 OECD Report paragraph 8.22
%% see Example 6 at paragraphs 204-205
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A participant may expect to exploit its interest in the results of the
CCA activity either directly or indirectly

51. The arm’s length principle does not mandate that all
participants to a CCA must expect to benefit by exploiting their
interests in the results of the CCA activity in the same way. For
instance, all participants to a CCA to develop manufacturing
technology need not intend to exploit their interests by using the
technology to manufacture. There is no requirement implicit in the
arm’s length principle that a CCA participant must use the results of
the CCA activity in a particular way in its business. It is sufficient if
there is economic use through which the participant receives the
economic benefit of the results of the CCA activity. Thus, an entity
can participate in a CCA even though it cannot benefit directly from
exploitation of the results of the CCA activity. A participant can
benefit through transferring or licensing the use of its interest in the
results of the CCA activity to others.

52. For instance, an entity that is purely a product distributor
might ordinarily not have sufficient expectation of benefit to be a
participant in a CCA for development of manufacturing technology,
given that it cannot physically use the technology itself. However, in
some circumstances there may be a commercial explanation for such
participation. For example, the distributor may expect to use the
technology by contracting with a manufacturer to make the relevant
product for the distributor.

53. In appropriate circumstances, a CCA whose participants are to
exploit their interests in differing ways may be consistent with what
independent parties might be expected to agree. Important
qualifications would include:

(a) each party’s participation must be in its own economic
interests and make business sense;

(b) the parties’ differing exploitation rights must be able to
legally and commercially co-exist, such that each is
able to separately exploit its interest to the exclusion of
the other participants;** and

(©) the relative values of the parties’ differing expected
benefits can be reliably measured for determining their
relative contributions.”

54. A CCA may provide for one group member to participate on
behalf of other group members. In such a case, the participating
member’s interest in the results of the CCA activity must be
transferred to or made available for use by the other members on an

3! see paragraphs 21-26
32 see paragraph 38
3 see paragraphs 124-133
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arm’s length basis. This should then be used in measuring the
expected benefits from the CCA of the participating member.

55. It is not unusual for MNEs to have a company or companies in
the group whose main or only purpose is to hold intangibles. These
companies do not directly use the intangibles but license their use to
others. They exist for various non-tax related reasons, including
centralising management and control, limiting legal liability, and
avoiding excessive regulatory requirements. They may also be used
to obtain tax advantages, for instance, through reducing the tax borne
on intangibles profits by locating the company holding intangibles in a
jurisdiction with relatively low tax rates or other favourable taxation
characteristics.

56. Where a resident taxpayer has an interest in a company
holding intangibles, Australia’s Controlled Foreign Companies rules
in Part X of the ITAA 1936 may apply to attribute income of that
company to the taxpayer. Where a taxpayer participates in a CCA
with the purpose of obtaining a tax benefit, the general anti-avoidance
provisions in Part IVA of the ITAA 1936 may apply.

57. The commercial rationale for using companies to hold
intangibles may explain the decision to have intangibles owned by a
different entity to the user of the intangibles, and hence to have the
intended owner (i.e. the company holding intangibles) rather than the
intended users (e.g. manufacturing entities) participate in a CCA for
development of the intangibles. However, while this may explain the
commerciality of a company’s participation in a CCA from a group
perspective, the arm’s length principle requires a consideration of
commerciality from the taxpayer’s perspective. Thus, it is necessary
to consider whether the taxpayer, as an independent party acting in its
own commercial interests, would agree to share costs, risks and
expected benefits with another party or parties, including a company
holding intangibles, in such circumstances.

Expected benefits of non-participants must be considered

58. The arm’s length principle does not necessarily mandate that
all group members who might be expected to benefit from a CCA
activity be participants in the arrangement. For instance, if a CCA is
established to develop manufacturing technology, all group members
who are manufacturers and expect to use the technology need not be
participants in the arrangement. As would be the case if there were no
CCA, any group members who have a need to use the technology can
enter into arm’s length arrangements for such use, e.g. by licensing
from those who own the technology.

* see Example 1 at paragraphs 194-195
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59.  However, in considering the commerciality of a CCA, we will
look at all group members who might be expected to benefit from the
arrangement. The possibility of significant leakages of benefits to
such members who are non-participants, without appropriate arm’s
length compensation, will affect our view on the commerciality of the
arrangement. An independent party would not enter into a CCA
where non-participants are so able to share in the fruits of the
arrangement.

60.  In addition, the extent to which non-participants are expected
to use the results of the CCA activity, and what arrangements will be
needed to enable such use, are likely to affect the sharing of the
expected benefits between the participants, and the reliability and
commerciality of the methods used to estimate such benefits. Thus, if
such use will be through licensing, the CCA must take account of the
extent to which each participant is expected to benefit as licensor.
This will commonly require projections of royalty income, and hence
royalty rates and sales volumes of the non-participants.*®

61.  Where a CCA is a pure service arrangement under which the
expected benefits derive solely from performance of the CCA
activity,’® all group members who are expected to benefit should
participate in the arrangement. Participation may be either direct or
by one group member participating on behalf of another. In such
cases, contributions made through participation in the CCA are the
only way of compensating the services that constitute the CCA
activity.

A participant’s expectation of benefit should be within a
commercially realistic timeframe

62. It is characteristic of a CCA that there is no guarantee that
expected benefits will actually be derived. However, the timeframe
within which benefits could reasonably be expected to be derived
must make business sense for the taxpayer. An independent party
would not be expected to participate in a CCA unless it were satisfied
that it could obtain an acceptable rate of return on its CCA investment
within a timeframe that had regard to its financial and business
circumstances.

63. If a participant has derived no significant actual benefit from
the CCA activity over a considerable period, it is necessary to look at
the reasons for this outcome, and also to consider what response, if
any, might be expected under the terms of a CCA between
independent parties. Long lead times are common in R&D projects,
and therefore a lack of exploitable results over a considerable period

%> see Examples 12 and 14 at paragraphs 217-218 and 221-222
3% see paragraph 93
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may not be unusual.’’ This feature affects all participants to a CCA,
and may only require a response if it is unexpected, for which the
terms of a CCA between independent parties might be expected to
provide for adjustment of benefit projections.”® This may also be the
appropriate response where only a particular participant derives no
benefit over a longer than expected period. Alternatively, all of the
relevant circumstances may indicate that the participant did not have a
sufficient or reasonable expectation of benefit when entering into the
CCA to be a participant.

64. An entity may have a reasonable expectation of benefit when it
enters into the CCA, but may later lose that expectation through a
change in circumstances. A CCA agreed between independent parties
would be expected to provide for a party’s withdrawal from
participation in the arrangement in such an event.

Sharing of contributions should be consistent with sharing of
expected benefits

65.  Asa general rule, for a CCA to satisfy the arm’s length
principle each participant’s proportionate share of the overall
contributions to the CCA should be consistent with the participant’s
proportionate share of the overall expected benefits.”

66. This is simply a presumption as to what independent parties
would require.”® It may therefore be possible in particular
circumstances to demonstrate that real bargaining between
independent parties would produce an outcome that does not fully
accord with this presumption. In other words, it might be possible to
demonstrate, by reference to commercial factors, that a CCA is arm’s
length notwithstanding that the sharing of costs is not fully consistent
with, or solely based upon, the sharing of expected benefits. For
instance, a taxpayer may obtain collateral benefits from a CCA that
are not part of the expected benefits shared under the arrangement, but
which compensate for a share of costs that otherwise exceeds its share
of the expected benefits. For this reason, it is important to recognise
that there can be a range of different results in terms of the sharing of
costs and/or expected benefits, each of which may nevertheless be
consistent with the arm’s length principle.*' The essential thing is that
a participant’s expected benefits from the arrangement are consistent
with what an independent enterprise would have agreed to receive,
given the contributions it agrees to make, in comparable
circumstances.

37 see paragraph 125

3 see paragraph 141

%1995 OECD Report paragraph 8.13
01995 OECD Report paragraph 8.9
*! see also paragraph 126
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67. Given the general need for consistency in the sharing of costs
and expected benefits, it is necessary to estimate the relative or
comparative values of each participant’s contributions and expected
benefits.

Cost contributions should be measured on an arm’s length basis

68. The value assigned to each participant’s contributions should
accord with that which independent parties would have assigned in
comparable circumstances.* Thus, what is the most appropriate basis
for valuing contributions must be determined case-by-case; no single
basis, for example market value or historical cost, is necessarily
appropriate in all cases.*

69. The valuation of contributions in this context is part of
determining whether a CCA is on arm’s length terms, and in particular
whether the sharing of cost and risks is consistent with the sharing of
expected benefits. It is not for determining whether income is
generated by making contributions to a CCA.*

70. A CCA is an arrangement where resources and skills are
pooled and the consideration received is, in part or whole, the
reasonable expectation of mutual benefit.** It is the existence of
mutual expected benefit, and its inclusion in the consideration
received for contributions made, that warrants a different approach to
determining an arm’s length value for those contributions than
ordinarily applies outside a CCA context.

71. In measuring each participant’s contribution, it should be
borne in mind that parties to a CCA expect to make their return from
being able to exploit over time the results of the CCA activity rather
than from an immediate mark-up on their contributions. The concept
of a CCA is an arrangement into which independent enterprises would
agree to enter without the intention of earning a profit directly from
the conduct of the activity under the arrangement, but rather from
exploiting the results of the activity if successful. In applying the
arm’s length principle to a CCA between associated enterprises, the
appropriate comparison is with similar types of joint venture
arrangements in which independent enterprises do not intend or seek
to make a profit from charging each other in respect of their inputs to
the arrangement. It is not a requirement of the arm’s length principle
that a participant receives an arm’s length consideration for property
or services contributed to a CCA in the form of immediate receipt, at
the time of contribution, of its market value or price.

21995 OECD Report paragraph 8.14

#1995 OECD Report paragraph 8.15

* This is a domestic tax issue that is not addressed in this Ruling (see paragraph 7)
31995 OECD Report paragraphs 8.5, 8.8
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72. In this regard, a CCA avoids the difficulties involved in
requiring the separate determination of arm’s length prices for the
two-way flows of benefits provided and received by the participants.
For instance, take the case of a CCA where one participant performs
research activities and another provides funds. Instead of the first
participant being rewarded at a market price of cost plus a margin for
the research services it has performed for the benefit of the second,
and that participant being rewarded by a margin on the funds it has
supplied to the benefit of the first, the costs of both might simply be
shared and rewarded not through any margins but through
commensurate sharing in the expected benefits from use of the results
of the CCA activity.

73. To ensure an arm’s length relationship between the sharing of
contributions and expected benefits, contributions should be measured
in a way that reliably determines their relative value. Accurately
determining the relative arm’s length values of all participants’
contributions may be a difficult exercise in practice, particularly
where those contributions are of different types, i.e. tangible or
intangible property, services or cash. Recognising this, the aim of the
exercise should be to measure the relative values of the contributions
using the most reasonable, practical and reliable basis for estimating
values using available data.

74. Contributions to a CCA may be in cash or in kind (i.e. tangible
property, intangible property or services). Where a CCA involves a
contribution in kind by a participant, independent parties would
ordinarily be expected to agree that the contributions of all
participants are valued on a consistent basis so as to reflect their real
relative values. For instance, if one participant’s contribution is
measured using market value, independent parties would not
ordinarily be expected to agree that the contribution of another
participant be measured using historical cost, where this materially
differs from market value.

75. In some circumstances, the most reliable basis for determining
the relative values of contributions to a CCA may be market value.
This may be the case where valuing participants’ contributions on
some other basis, e.g. historical cost, would fail to adequately reflect
their real relative values. Bearing in mind what is said at paragraph
71, the use of market values or prices to measure a participant’s
contributions to a CCA does not imply that other participants should
immediately remunerate the participant through payment to it of such
amounts. For instance, valuing a contribution of services on a cost
plus a mark-up basis does not imply immediate remuneration of the
services at a profit to the contributor. It simply measures the cost of a
participant’s contribution for purposes of relating this to its expected
benefits from the CCA. Provided the participant’s share of the
expected benefits is consistent with its share of the costs,
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appropriately measured, those benefits are sufficient compensation for
those costs.

76. The use of market value measures the cost of a contribution by
its true economic cost to the contributor. This ‘opportunity cost’ is the
loss to the contributor from not using its contribution in an alternative
way to the CCA. By entering into a CCA, a participant is
relinquishing profits that it could have derived from alternative uses of
the property or personnel contributed, for expected benefits to be
derived from successful completion of the CCA. Given that an
independent party contributing to a CCA would expect benefits in
return that are commensurate with what it had given up in order to
make its contribution, the cost of the contribution might be measured
by estimating the price the contributor could have received had it
instead sold the contribution on the open market.

77. It is not merely contributions in kind that have an opportunity
cost. A cash contribution may be viewed as having a similar cost.
Arguably, the opportunity cost of a cash contribution is its face value
marked-up by a margin or profit to reflect the return that the
contributor could otherwise have earned had it invested the money in
an alternative way. This may be viewed as analogous to, for instance,
treating the opportunity cost of a service contribution as the costs of
performing the service marked-up by a profit to reflect the price that
the contributor could otherwise have earned had it supplied the service
on the open market.

78. Given that all types of contribution may be considered to have
an opportunity cost in this way, differences between opportunity cost
or market value and historical cost might be expected to exist for all
types of contribution. Thus, to the extent that the concept of a
contributor forgoing a current return on its contribution for expected
benefits from the CCA activity commercially justifies use of historical
cost rather than opportunity cost to value contributions, this applies to
all types of contribution.

79. A participant’s cost contributions represent its investment in
the CCA venture. In determining the extent to which a CCA
participant shares in the risk of the venture, and hence should share in
its expected benefits, it is important to take account of the
participant’s total investment risk in the CCA activity. A participant’s
share of the expected benefits should reflect an arm’s length return on
its investment in the CCA. If one party is putting itself at risk to a
greater extent than another, then as an independent party dealing at
arm’s length it would be expected to demand a commensurately
greater return through a greater share of the expected benefits.

80. Different levels of risk are inherent in different forms of CCA
contribution. The risk of loss attaching to a contribution of services
differs from that attaching to a contribution of cash. The risk of loss
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associated with a CCA may not simply be the risk that the CCA
activity is unsuccessful, so that the participants do not recover the cost
of their contributions and receive a return on their investment. Other
risks are assumed from performance of the CCA activity. The extent
to which the participants to the arrangement share these risks must be
taken into account in valuing the contribution of a participant that
performs the CCA activity.*®

Valuing contributions of services

81. A participant in a CCA that is not a pure service arrangement’’
may contribute by performing some or all of the CCA activity. In
accordance with paragraph 72, the arm’s length principle does not
require inclusion of a profit mark-up in measuring such a contribution,
provided the associated costs and risks are jointly shared amongst all
participants consistent with their sharing of expected benefits from the
activity.

82. This proviso means that the extent to which the risks assumed
in performing the CCA activity are shared by the participants to the
arrangement must be taken into account in valuing the contribution of
a participant that performs the activity. For instance, an accident
during R&D activities conducted under a CCA into development of
hazardous chemicals may result in liability for fines and civil damages
for environmental pollution. Depending upon the terms of the CCA
agreement, the party to the CCA that is performing the activities may
be solely liable in such an event, or all participants may have some
degree of joint liability. However this risk is shared between the
participants, such sharing should accord with the sharing of the
expected benefits of the venture. Where all participants jointly share
this risk in accordance with their sharing of expected benefits, the
service provider as an independent party might agree to use historical
cost in measuring its contribution. Where the participant performing
the services solely assumes such risk, the cost of its contributions
should be measured on a basis that reflects such risk. This might be
historical cost if it includes the cost of relevant insurance, or might be
a market price for the service on the basis that this would be expected
to reflect the value of the risks assumed in providing the service.

83. Thus, historical cost may be used in appropriate circumstances
to measure a participant’s contribution of services to a CCA.*
However, in some circumstances it may be necessary to use market
value. This may be the case where independent parties would be

%6 see paragraph 82

7 CCAs that are pure service arrangements are separately addressed at paragraphs
92-96

* see Examples 7, 8 and 9 at paragraphs 206-212
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expected to agree that this basis more reliably determines the relative
values of the service contribution and other contributions to a CCA.*

84.  Where historical cost is the most appropriate basis for
measuring a contribution of services, the general accounting rules
adopted by the participant making the contribution should be used in
measuring the costs. For instance, where more than one participant
performs some of the CCA activity, each would use the generally
accepted accounting rules applicable in its jurisdiction to determine its
costs.

Employee stock options should generally be included in valuing a
contribution of services

85. Where a participant contributes by performing CCA activity,
the arm’s length principle generally requires that the remuneration of
its employees engaged in the activity should be taken into account in
valuing its contribution. This is so whether the remuneration is in the
form of cash (e.g. salaries and bonuses) or stock options™.

86.  To exclude such stock options in valuing a contribution of
employee services would effectively mean that services remunerated
with options are contributed to the CCA ‘free of charge’, ie. without
the cost or value of the options being shared by the other participants
consistent with their shares of expected benefit from the CCA activity
performed by the employees. As an independent party the contributor
would not ordinarily be expected to agree to this.

87. It is important to recognise that the real issue is how to
measure the cost or value of the contribution, which is the services of
the employees; the issue is not directly the cost or value of the
employee stock options. Thus, the application of the arm’s length
principle to the issue of whether employee stock options are included
in valuing a CCA contribution is not determined by the accounting
treatment of option costs. If the employer does not have or account
for a cost in respect of the options, it does not follow that independent
parties would therefore agree to exclude the options in valuing the
contribution. They might instead be expected to agree to use market
value rather than cost to measure the contribution.

88.  The full amount of the option cost or value should not be
allocated to the CCA activity at the date the options are granted or
exercised, but should be spread over the period during which the
relevant employee services remunerated by the options are performed.
This approach accords with the principle of including only the cost or
value of the options to the extent that it relates to the employee

¥ see paragraphs 73-74
%% For present purposes a stock option is a right to acquire a share at or during a
specified time for a specified price.



Taxation Ruling

TR 2004/1

Page 24 of 63 FOI status: may be released

services performed for the CCA. Whether options remunerate past
performance, future performance or a combination of both is
determined by reference to the terms of the option plan.

89. There is generally a nexus between the cost or value of
employee stock options and the cost or value of the employee services
remunerated by the options, so that the former is a proxy for the latter
in valuing a CCA contribution. However, in some circumstances this
may not be the case, so that independent parties might agree to
exclude the options in valuing a contribution of employee services.
Relevant considerations might include:

(a) The extent of the option risk. For instance, how
volatile the underlying share value is likely to be, and
thus the degree of unpredictability of the option cost or
value. (The significance of this will largely depend
upon whether the option cost or value is to be measured
on exercise date or grant date);

(b) The nexus between the options and the employees’
performance of the CCA activity. For instance,
whether the cost or value of the options is linked to the
success or failure of the CCA activity or the business to
which that activity relates, or is determined by factors
that are unrelated to the CCA;

(©) The relevance of the business strategies and objectives
underlying the option plan to the services performed for
the CCA;

(d) The extent to which the employee’s time is spent
performing the CCA activity;

(e) The extent to which the value of the employee
remuneration package including the options differs
from a market-based cash remuneration; and

) The materiality of the option costs, and their relative
significance to the total value of the contribution.

90. The key issue is whether, having regard to all of the
circumstances including those listed above, it is commercially realistic
for options to be excluded in valuing a CCA contribution. Where this
is the case, independent parties might be expected to agree to directly
determine the market value of the employee services contributed,
without taking account of the cost or value of the stock 