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Taxation Ruling

Income tax: application of the transfer
pricing provisions to business
restructuring by multinational enterprises

0o This publication provides you with the following level of
protection:

This publication (excluding appendixes) is a public ruling for the purposes of
the Taxation Administration Act 1953.

A public ruling is an expression of the Commissioner’s opinion about the way
in which a relevant provision applies, or would apply, to entities generally or
to a class of entities in relation to a particular scheme or a class of schemes.

If you rely on this ruling, the Commissioner must apply the law to you in the
way set out in the ruling (unless the Commissioner is satisfied that the ruling
is incorrect and disadvantages you, in which case the law may be applied to
you in a way that is more favourable for you — provided the Commissioner is
not prevented from doing so by a time limit imposed by the law). You will be
protected from having to pay any underpaid tax, penalty or interest in
respect of the matters covered by this ruling if it turns out that it does not
correctly state how the relevant provision applies to you.

What this Ruling is about

1. This Ruling set outs the Commissioner’s views on the
application of Australia’s transfer pricing provisions in Division 13 of
Part Il (Division 13) of the Income Tax Assessment Act 1936

(ITAA 1936)* and the Associated Enterprises Article of Australia’s tax
treaties (treaty Article 9) of the International Agreements Act 1953
(Agreements Act) to business restructuring arrangements.

2. For the purposes of this Ruling, ‘business restructuring’ refers
to arrangements of multinational enterprises (MNES) by which
functions, assets and/or risks of a business are transferred between
jurisdictions.

3. This Ruling considers situations where such transfers occur
between MNE members to implement changes in the MNE'’s existing
business arrangements or operations. Common examples are
product supply chain restructurings involving conversion of a
distributor into a sales agency arrangement or of a manufacturer into
a provider of manufacturing services. Business restructurings also
commonly involve the transfer of the ownership and management of
intangibles such as patents, trademarks and brand names.

LAl subsequent legislative references in this Ruling are to the ITAA 1936 unless
indicated otherwise.
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4. This Ruling does not address permanent establishment issues
arising from business restructuring. The Australian Taxation Office
(ATO) has previously issued guidance on the attribution of profit to a
dependent agent permanent establishment.? This guidance is
illustrated by reference to examples of arrangements that are relevant
to business restructuring.

5. This Ruling only addresses the application of the transfer
pricing provisions. It does not address the application of other
provisions in the Australian tax law that may be relevant in the facts
and circumstances of a particular business restructuring
arrangement. For instance, the capital gains tax provisions may be
relevant where a taxpayer disposes of an asset under a business
restructuring arrangement, or the Controlled Foreign Company (CFC)
provisions® may be relevant in determining attributable income of a
taxpayer where a CFC is a party to a business restructuring.

6. In addition, this Ruling does not address the application of the
general anti-avoidance provisions.*

7. Where the Commissioner applies Division 13 to determine the
arm’s length consideration, this deemed consideration applies for all
purposes of the Australian income tax law in relation to the taxpayer.®
It is a matter for the operative provisions of that law as to whether,
and if so how and when, the arm’s length consideration deemed
under Division 13 is brought into calculating a taxpayer’s taxable
income. This Ruling does not address this matter. For instance, the
deemed consideration may be relevant to the amount assessable on
the disposal of a capital asset, the amount assessable or deductible
in respect of the disposal or acquisition of trading stock, or the
amount assessable on the termination of a contract.

Ruling

8. Division 13 permits adjustment where the consideration for a
supply or acquisition of property by a taxpayer under an international
agreement in respect of a business restructuring is not an arm’s
length amount. The arm’s length consideration for a supply or
acquisition of property is that which might reasonably be expected
under an agreement between independent parties dealing at arm’s
length with each other in relation to the supply or acquisition.

2 Attributing profits to a dependent agent permanent establishment (September 2005)
available on the ATO’s website www.ato.gov.au

% pPart X.

* Part IVA.

® Refer to paragraphs 179 to 181 of Taxation Ruling TR 94/14.



Taxation Ruling

TR 2011/1

Status: legally binding Page 3 of 48

9. Treaty Article 9 permits adjustment to a taxpayer’s profits
where the conditions of the taxpayer’'s commercial or financial
relations with an associated enterprise in respect of a business
restructuring differ from those which would be made between
independent enterprises dealing wholly independently with each other
and results in profits not accruing to the taxpayer that would
otherwise have accrued.

10. Division 13 and treaty Article 9 are both based on the arm’s
length principle, so there should be no fundamental inconsistency in
the outcomes under the two sets of provisions.® Like Division 13, the
practical application of treaty Article 9 involves a comparison of the
pricing of a transaction or arrangement between associated
enterprises in implementing a business restructuring and the pricing
of a similar transaction or arrangement between independent
enterprises dealing at arm’s length in similar circumstances.’

11. Accordingly, the ATO approach is to adopt the same process
in applying Division 13 and treaty Article 9 to a business restructuring.

12. Where a particular transaction is part of a broader agreement
in respect of a business restructuring, determining the arm’s length
consideration for that transaction requires that all of the
circumstances relevant to the agreement are taken into account in
evaluating comparability with the consideration that might reasonably
be expected under an agreement between independent parties
dealing at arm’s length.

13. Where possible and practicable, the arm’s length
consideration is determined by applying the most appropriate arm’s
length pricing method® using available reliable data relating to an
agreement between independent parties dealing at arm’s length for a
comparable transaction in comparable circumstances.

14. Where there are insufficient such reliable uncontrolled
comparables data, the consideration that might reasonably be
expected under an agreement between independent parties dealing
at arm’s length in comparable circumstances can be determined by
considering the following indicia of arm’s length behaviour and
outcomes that might reasonably be expected to shape such an
agreement:

@) 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;°

® Paragraph 186 of TR 94/14.

" See paragraphs 2.4 and 2.5 of the OECD Guidelines.

8 Taxation Ruling TR 97/20 provides guidance on arm’s length pricing methods.
® Paragraphs 1.1 and 2.15 of TR 97/20.

1% paragraphs 2.6 and 2.11 of TR 97/20.
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(© 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;*

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

15. This enables a comparison, in the absence of sufficient
reliable uncontrolled comparables data, between the consideration
under the agreement in respect of a business restructuring and the
consideration that might reasonably be expected under an agreement
between independent parties dealing at arm’s length. Based upon
these indicia, such consideration is predicated as that which makes
commercial sense for the parties, having regard to what is in their
best economic interests and the options realistically available to them
at arm’s length.

16. Where it is concluded from an examination of all relevant
matters that the consideration for a transaction under the agreement
in respect of a business restructuring is comparable with that which
might reasonably be expected to be agreed between independent
parties dealing at arm’s length, then that consideration is regarded as
satisfying the arm’s length principle under the transfer pricing
provisions.

17. In most cases comparability with what might reasonably be
expected to be agreed between independent parties dealing at arm’s
length should be achievable by adjusting the consideration payable or
receivable by the taxpayer based upon the business restructuring
arrangement as agreed by the associated enterprises.

18. However, in the exceptional case where it is not possible or
practicable to achieve an arm’s length outcome in this way, the ATO
considers that it may apply the transfer pricing provisions to adjust the
consideration receivable or payable by the taxpayer by reference to
an agreement that might reasonably be expected between
independent parties dealing at arm’s length in comparable
circumstances.

Process for setting or reviewing transfer pricing

19. Consistent with paragraphs 12 to 18 of this Ruling, the
following process provides a useful basis for setting or reviewing
transfer pricing for international dealings between associated
enterprises in respect of a business restructuring arrangement:

" paragraph 2.4 of TR 97/20
12 paragraph 2.17 of TR 97/20.
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Step 1: Characterise the international dealings between
the associated enterprises in the context of the taxpayer’s
business®®

Identify the scope, type and value of the international
dealings with associated enterprises involved in the
business restructuring.

Perform functional analyses of the pre and
post-restructuring business activities affected by the
business restructuring.

Refer to any relevant contracts, including those
entered into to implement the business restructuring
(for example, contracts for the sale of property) and
those evidencing the terms of the pre and
post-restructuring arrangements for the business
activities affected by the restructuring.

Examine whether the contractual terms accord with the
outcomes of the functional analyses and determine the
true nature, terms and effects of the business
restructuring.

Step 2: Select the most appropriate transfer pricing
methodology or methodologies™

Identify the available data that may establish an arm’s
length consideration for each of the dealings involved
in the business restructuring and for the dealings in
their entirety:

- obtain any available data as to arrangements
between independent parties dealing at arm’s
length in comparable circumstances;*

- depending upon the extent of such
comparables data, obtain any other available
data relevant to determining whether the pricing
of the business restructuring makes commercial
sense for the parties, having regard to what is
in their best economic interests and the options
realistically available to them at arm’s length.®

Determine the most appropriate arm’s length pricing
methodology or methodologies based on the facts and
circumstances of the particular case.

13 paragraphs 49 to 68 of this Ruling.
4 paragraphs 69 to 108 of this Ruling.
!> paragraphs 72 to 76 of this Ruling.
'8 paragraphs 77 to 108 of this Ruling.



Taxation Ruling

TR 2011/1

Page 6 of 48 Status: legally binding

Step 3: Apply the most appropriate method and
determine an arm’s length outcome’

. Determine the consideration that might reasonably be
expected under an agreement between independent
parties dealing at arm’s length in comparable
circumstances.*®

° Perform a comparability analysis using any available
data as to arrangements between independent parties
dealing at arm’s length in comparable circumstances.

° If this analysis is sufficiently reliable, use the outcomes
to apply the most appropriate arm’s length pricing
method(s) to determine the amount(s) of arm’s length
consideration receivable or payable by the taxpayer in
connection with the business restructuring.

. If not, then use the functional and comparability
analyses and any other relevant available data to
examine whether the pricing of the business
restructuring makes commercial sense for the parties,
having regard to what is in their best economic
interests and the options realistically available to them
at arm’s length.

o If the pricing of the business restructuring arrangement
is considered to make commercial sense using this
analysis, then this determines the amounts of arm’s
length consideration receivable or payable by the
taxpayer under that arrangement.

o If the examination of these matters shows that the
pricing of the business restructuring arrangement does
not make commercial sense, then seek to achieve an
arm’s length outcome by a pricing adjustment by
reference to the arrangement as entered into by the
parties.

o If it is not possible or practicable to achieve an arm’s
length outcome in this way, then determine arm’s
length pricing using an arrangement that might
reasonably be expected to exist between independent
parties dealing at arm’s length in comparable
circumstances.™®

" paragraphs 109 to 145 of this Ruling.
'8 paragraphs 112 to 136 of this Ruling.
!9 paragraphs 137 to 145 of this Ruling.
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o If, for instance, the analysis in Step 3 leads the
Commissioner to conclude that independent parties
dealing at arm’s length in comparable circumstances
would not be expected to have entered into the
business restructuring arrangement as actually agreed,
then the Commissioner may apply the transfer pricing
provisions to adjust the consideration receivable or
payable by the taxpayer by reference to the agreement
that might reasonably be expected between
independent parties dealing at arm’s length in
comparable circumstances.

20. This process is an application of the 4-step process for testing
the arm’s length nature of international transfer prices as set out in
Chapter 5 of Taxation Ruling TR 98/11.%° The guidance in this Ruling
is intended as a suggested basis for undertaking the process
described in TR 98/11 in a business restructuring context. It does not
require any work beyond that needed to adopt the process in

TR 98/11 in developing and documenting a reliable arm’s length
outcome for a dealing under a business restructuring arrangement.
The processes set out in TR 98/11 and in this Ruling are neither
mandatory nor prescriptive and, importantly, need to be tailored to the
facts of the taxpayer’s case. As discussed in TR 98/11, the nature
and extent of the process and of the functional and comparability
analyses needed in a particular case will depend upon the facts and
circumstances, including the complexity of the dealings and
arrangements and the availability of reliable independent
comparables data.

21. In July 2010 the OECD released a report on the transfer
pricing aspects of business restructurings which have been
incorporated into the Transfer Pricing Guidelines for Multinational
Enterprises and Tax Administrations (OECD Guidelines). These
Guidelines are relevant to the application of treaty Article 9 of the
OECD Model Convention on Income and Capital, and therefore to the
Associated Enterprises Articles of Australia’s tax treaties. The ATO
has regard to the OECD Guidelines in applying the arm’s length
principle under both Division 13 and the associated enterprises
article.

0 Step 4 of the process in TR 98/11, which involves ongoing review and adjustment
for material changes, is not addressed in this Ruling given the one-off nature of
dealings implementing a business restructuring.
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Date of effect

22. The 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 settlement of a dispute agreed to before the
date of issue of the Ruling (see paragraphs 75 to 77 of Taxation
Ruling TR 2006/10).

23. It has been suggested that the Ruling increases the burden on
taxpayers to keep records and should therefore apply prospectively
only. However, as stated at paragraph 20, the Ruling does not require
any greater degree of record keeping than was previously required in
accordance with Taxation Ruling TR 98/11. This Ruling merely
explains how the general principles of that earlier Ruling apply to the
particular case of business restructuring arrangements.

Commissioner of Taxation
9 February 2011
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Appendix 1 — Case study

o This Appendix is provided as information to help you
understand how the Commissioner’s preliminary view has been
reached. It does not form part of the proposed binding public ruling.

24. The following case study illustrates the application of the
approach to business restructuring discussed in this Ruling. The
comments on the case study summarise the indicative issues and
guestions that the scenario might raise in addressing the application
of the arm’s length principle to the particular business restructuring
arrangement.?!

Facts

25. SubCo is a taxpayer that operates a product manufacturing
plant in Australia. SubCo has the following rights and responsibilities
under its existing business arrangements:

@) SubCo is responsible for arranging purchase of all raw
materials.

(b) SubCo has sole ownership interest and risk in all raw
materials, work-in-process and finished goods
inventories.

(© SubCo owns or licenses all intangible property rights
(for example, patents, trademarks, and so on) in
respect of the products.

(d) SubCo controls what is produced, when, and in what
quantity.

(e) SubCo sells the products to associated distributors.

26. SubCo has a history of good profitability over its 20 years of
operation; its profit levels have been relatively stable over most of this
period, although they have been gradually declining over recent
years.

27. The MNE of which SubCo is a member decides to restructure
the group’s product manufacturing activity by centralising its
management and control in a regional headquarters located outside
Australia operated by another group member (ForCo). The MNE
asserts that its commercial rationale for this decision is to achieve
expected cost savings and efficiency gains for the group.

% The comments only address the application of Division 13 and treaty Article 9, and
do not address any permanent establishment issues or other tax issues that may
arise from the facts as presented.
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Arrangement
28. Implementing this decision involves the following:
Q) SubCo enters into a toll manufacturing agreement with

(2)

®3)

(4)

ForCo. This arrangement has the following features:

o ForCo has sole ownership interest and risk in
all raw materials, work-in-process and finished
goods inventories;

o ForCo controls what is produced, when, and in
what quantity;

o ForCo has the right to dictate design
specifications for the product;

o ForCo has ultimate control over product quality;
and

. SubCo is paid a processing fee for its

manufacturing services. The fee is calculated
on a ‘cost plus 10%’ basis. SubCo has no
interest or risk in respect of the profits or losses
from sale of the products, and no role in the
sale of the products,

SubCo transfers to ForCo all intangible property rights
(for example, patents, trademarks, and so on) that
SubCo owns in respect of the products. All agreements
under which SubCo has rights as licensee in respect of
product intangibles are terminated as part of an
arrangement whereby ForCo will enter into similar
licensing agreements with the owners of these
intangibles. SubCo continues to use these rights on a
royalty-free basis as a toll manufacturer for ForCo;

SubCo'’s distribution agreements with associated
entities are terminated as part of an arrangement with
ForCo whereby it will enter into similar agreements
with these entities;

SubCo agrees to transfer to ForCo a number of
personnel with the skills and know-how needed to
manage the particular product manufacturing activity.

Step 1: Characterise the international dealings between the
associated enterprises in the context of the taxpayer’s business

29. The following types of questions are relevant:

What are the true nature, terms and effect of the
business restructuring arrangement and SubCo’s
international dealings with associated enterprises (for
example, ForCo) under that arrangement?
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o What are the business strategies behind the business
restructuring, including the expected benefits?

- For the MNE, what is the nature of the benefits
and what are they worth?

- How is the business restructuring arrangement,
in its agreed terms and form, needed to obtain
these expected benefits?

- How do ForCo and SubCo contribute to
producing these benefits?

- What are the expected benefits for ForCo and
SubCo?

o Do the functional analyses of the business before and
after the business restructuring accord with the
changes and differences in the terms of the contractual
arrangements?

- If so, then the contractual terms are used for
purposes of Step 2.

- If not, then the true nature, terms and effect of
the business restructuring must be determined
from the functional analyses and are used for
purposes of Step 2.

30. Where the conduct of the parties does not reflect their written
agreements (for example, employees of SubCo continue to manage
production schedules, develop quality and design specifications and
manage the relationships with the distribution entities in practice,
rather than under direction from ForCo), then the actual arrangement
between the parties must be determined. This then forms the basis
for Step 2.

Step 2: Select the most appropriate transfer pricing
methodology or methodologies®

31. The following question should be addressed:

o Are comparables data available evidencing similar
business restructuring arrangements entered into
between independent parties dealing at arm’s length in
comparable circumstances?

32. Relevant data would include:

0] similar uncontrolled arrangements involving business
restructuring by a manufacturer to a toll manufacturer;

2 Note: the guestions and comments in paragraphs 31 to 43 of this Ruling are
premised upon Step 1 establishing that the contracts reflect the true nature, terms
and effect of the business restructuring.
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(i) similar uncontrolled transfers of patent and trademark
rights;

(iii) the terms governing termination of uncontrolled
licensing and distribution agreements similar to the
pre-restructuring controlled agreements;

(iv) uncontrolled toll manufacturing arrangements similar to
the post-restructuring controlled arrangements.

33. Depending upon the extent of such comparables data, any
other available data should be obtained that are relevant to
determining whether the pricing of the business restructuring makes
commercial sense for SubCo and ForCo, having regard to what is in
their best economic interests and the options realistically available to
them at arm’s length.

34. Using all of the above data, the most appropriate arm’s length
pricing methodology or methodologies based upon the particular facts
and circumstances should be determined.

Step 3: Apply the most appropriate method and determine an
arm’s length outcome

35. The following question should be addressed:

. What consideration might be expected under an
agreement between independent parties dealing at
arm'’s length in comparable circumstances?

For example:

- Is there a transfer of property from SubCo to
ForCo?

If there is a transfer of property (for example,
patent and trademark intangibles), and if an
independent party might reasonably be
expected to pay for it or to obtain consideration
for supplying it, then an arm’s length
consideration would be expected between
SubCo and ForCo.

- Is there a supply of a benefit from SubCo to
ForCo?

- Did SubCo surrender its rights under its
licensing and/or distribution agreements or
employment contracts of its personnel for the
benefit of ForCo?

As an independent party, would SubCo have
realistically had the option of continuing those
arrangements?
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36.

If so, would this have been more beneficial to it
than termination of the arrangements given the
terms of the business restructuring?

Is any such benefit something that ForCo as an
independent party would be expected to pay for
and SubCo as an independent party would be

expected to obtain consideration for supplying?

Would ForCo as an independent party have
other options realistically available to it that
might obviate the need to pay SubCo for any
such benefit? (for example, entry into similar
licensing, distribution and toll manufacturing
arrangements without the need for SubCo’s
agreement, assistance or co-operation)

Does SubCo expect to derive benefits from the
business restructuring that would explain why it
would make commercial sense for it to
surrender its rights under its existing
arrangements without additional consideration?

If an identifiable benefit has been supplied by
SubCo to ForCo, and if an independent party
might reasonably be expected to pay for it or to
obtain consideration for supplying it, then an
arm’s length consideration would be expected
between SubCo and ForCo.

Does SubCo have any right to compensation
for termination of its existing arrangements?

Did SubCo have its licensing and/or distribution
agreements terminated by the other parties to
those agreements, and if so would this give a
right to compensation as between independent
parties?

Is the consideration payable and receivable
under the post-restructuring (toll manufacturing)
arrangements arm’s length?

Is cost plus 10% an arm’s length basis for
remunerating the manufacturing activity
performed by SubCo?

Comparability analyses should be performed using any

available data as to similar arrangements between independent
parties dealing at arm’s length in comparable circumstances.
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37. If these analyses are sufficiently reliable to determine whether
the pricing of the business restructuring accords with what would be
expected under an agreement between independent parties dealing
at arm’s length, then the outcomes would be used to apply the most
appropriate arm’s length pricing method(s) to determine the amounts
of arm’s length consideration receivable or payable by SubCo in
connection with the business restructuring.

38. If the analyses are not sufficiently reliable in this regard, then
the following question is relevant:

. Does the pricing of the business restructuring make
commercial sense for SubCo and ForCo, having
regard to what is in their best economic interests and
given any other options realistically available to them at
arm'’s length?

39. The functional and comparability analyses and all other
relevant available data would be used to determine whether the
pricing of the business restructuring is arm’s length by addressing the
following types of questions:

. What are the expected benefits of the business
restructuring for SubCo and ForCo (see Step 1)?

° Would any options other than the business
restructuring be realistically available to ForCo and
SubCo at arm’s length?

- Given all of the legal, commercial, economic
and financial circumstances, would SubCo as
an independent party have any option
realistically available to it other than to enter
into the business restructuring on the agreed
terms?

- For example:

o Would SubCo as an independent party
legally have any option to termination of
its existing licensing and distribution
arrangements?

. Are there commercial or economic
imperatives for SubCo to restructure?

. If SubCo as an independent party would
have options other than the business
restructuring realistically available to it,
how would the expected benefits of
those options compare to the expected
benefits of the restructuring?

) Would ForCo as an independent party
have any option realistically available to
it other than to enter into the business
restructuring on the agreed terms?
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° Would ForCo have the option of entry
into similar licensing, distribution and toll
manufacturing arrangements without
involving SubCo?

. If ForCo as an independent party would
have other options realistically available
to it, how would the expected benefits of
those options compare to its expected
benefits from the business
restructuring?

. Do the terms of the business restructuring make
commercial sense for ForCo and SubCo, given their
relative bargaining positions at arm’s length?

. Does the risk-reward trade-off involved in entering into
the restructuring make commercial sense for SubCo in
the circumstances?

- What are the reasons for SubCo’s declining
profitability?

- What financial forecasts have been made for
SubCo’s existing business?

o Does the allocation of risk under the restructured
arrangements make commercial sense for ForCo and
SubCo?

- Is the allocation of risks consistent with
decision-making related to assuming and
managing those risks?

. Does ForCo have both the
decision-making capability and financial
capability to assume and manage the
risks it is allocated?

o Does ForCo have the decision-making
capability to assume and manage the
ownership risks of the patent and
trademark intangibles?

. Would an amount of consideration be expected to be
payable and receivable between independent parties in
comparable circumstances?

40. If the examination of these matters shows that the pricing of
the business restructuring makes commercial sense for the parties,
having regard to their economic circumstances and the options
realistically available to them at arm’s length, then this determines the
amounts of arm’s length consideration receivable or payable by
SubCo under that arrangement.
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41. If the examination of these matters shows that the pricing of
the business restructuring arrangement does not make commercial
sense in this regard, then the Commissioner would seek to achieve
an arm’s length outcome by a pricing adjustment (for example, by
imputing a receipt of consideration by SubCo or by adjusting any
agreed amount of consideration receivable or payable by SubCo) by
reference to the arrangement as entered into by the parties.

42. If it is not possible or practicable to achieve an arm’s length
outcome in this way, then the Commissioner may determine arm’s
length pricing using an arrangement that might reasonably be
expected to exist between independent parties dealing at arm’s
length in comparable circumstances.

43. For instance, the analysis in Step 3 may lead the
Commissioner to conclude that independent parties dealing at arm’s
length in comparable circumstances would not be expected to have
entered into the business restructuring arrangement as actually
agreed. The Commissioner may then apply the transfer pricing
provisions to adjust the consideration receivable or payable by SubCo
by reference to an agreement that might reasonably be expected
between independent parties dealing at arm’s length in comparable
circumstances.
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Appendix 2 — Explanation

o This Appendix is provided as information to help you
understand how the Commissioner’s preliminary view has been
reached. It does not form part of the proposed binding public ruling.

44, This Ruling discusses the application of the arm’s length
principle under Australia’s transfer pricing rules in a business
restructuring context. The arm’s length principle is the key concept
that underpins both Division 13 and treaty Article 9.%° The operation
of the arm’s length principle in respect of Division 13 is addressed in
several ATO Rulings.?* The operation of the arm’s length principle in
respect of Article 9 of the OECD Model Tax Convention is addressed
in the OECD Guidelines. The Agreements Act incorporates treaty
Article 9 into Australia’s tax laws. The ATO view is that treaty Article 9
authorises the making of transfer pricing adjustments independently
of Division 13.%°

45, The arm’s length principle requires that profits are allocated
between associated enterprises by reference to the conditions that
would have existed between independent parties in comparable
circumstances.? It is inappropriate to be prescriptive in discussing
what these conditions would be, particularly as this depends upon
facts and circumstances and the availability of data on comparable
uncontrolled transactions or arrangements.?’ This Ruling recognises
that the application of the arm’s length principle requires judgement,
particularly in the case of business restructuring, where directly
comparable uncontrolled transactions or arrangements may well be
difficult to identify.

46. A business restructuring gives rise to the need to determine
the amounts of arm’s length consideration payable and receivable in
connection with the restructuring itself (that is, the transfers of
functions, assets and risks accompanying changes in business
arrangements or operations), as well as in relation to the
post-restructuring arrangements. This Ruling provides guidance in
dealing with the first of these issues.

3 paragraphs 10, 164 and 184 of TR 94/14; paragraphs 1.5 and 1.6 of TR 97/20.

24 TR 94/14, TR 97/20 and TR 98/11 are considered of particular relevance for
éourposes of this Ruling.

2 Paragraph 33 of Taxation Ruling TR 2001/13; paragraph 18 of TR 94/14;
paragraphs 25 to 27 of Taxation Ruling TR 2009/D6.

% paragraph 1.6 of the OECD Guidelines; paragraph 10 of TR 94/14.

" paragraph 1.10 of the OECD Guidelines.
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47. This Ruling does not address the issue of how to determine
an arm’s length outcome for associated enterprise dealings of a
taxpayer entered into after it has participated in a business
restructuring. In isolation, the same principles and approach should
be applied in selecting and applying the most appropriate arm’s
length pricing method to those dealings as if they were not connected
with a business restructuring.?® Where the overall business
restructuring arrangements include agreement as to consideration
payable and receivable in respect of the post-restructuring dealings, it
is relevant to take account of that consideration, and whether it is
arm’s length, in determining whether the consideration payable and
receivable for the business restructuring itself is arm’s length.

48. Paragraphs 49 to 145 of this Ruling explain in more detail the
process suggested at paragraph 19 of this Ruling for applying the
arm’s length principle under the transfer pricing provisions to a
business restructuring arrangement.

Step 1: Characterise the international dealings between the
associated enterprises in the context of the taxpayer’s business

49, For Division 13 purposes, this step is relevant to:

€)) determining whether a taxpayer has supplied or acquired
property under an international agreement
(paragraphs 136AD(1)(a), 136AD(2)(a) and 136AD(3)(a));

(b) determining whether parties to the international
agreement were dealing at arm’s length in respect of a
supply or acquisition of property
(paragraphs 136AD(1)(b), 136AD(2)(b) and 136AD(3)(b));

© determining the arm’s length consideration for a supply
or acquisition of property as defined in
paragraphs 136AA(3)(c) and 136AA(3)(d) by reference
to a comparable agreement between independent
parties dealing at arm’s length
(paragraphs 136AD(1)(c), 136AD(2)(c)
and 136AD(3)(c)).

50. For treaty Article 9 purposes, Step 1 is relevant to determining
comparability between the conditions of the taxpayer's commercial or
financial relations with an associated enterprise in respect of the
business restructuring arrangement and the conditions which would
be made between independent enterprises.

51. A business restructuring may involve a series of inter-related
dealings. These may include transfers of functions, assets and/or
risks, transfers of property and/or benefits, the termination of existing
related party arrangements and the entry into new arrangements.
Where this is the case, the proper application of the arm’s length
principle requires having regard to the arrangements in their entirety.

% See TR 97/20 for these principles.
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52. In applying Division 13 it is necessary to identify the relevant
international agreement or agreements. Division 13 is ‘agreement’
based and is not limited to considering specific transactions.?® The
term ‘agreement’ is broadly defined in subsection 136AA(1) of
Division 13. The term ‘agreement’ is broad enough to include
situations where parties other than those directly involved with the
supply or acquisition of property are somehow involved or can
influence the outcome of the dealings between the parties directly
involved.*® An arrangement (and therefore an ‘agreement’) would
exist if the facts showed a course of dealing between the parties,
even though no formal agreement had been entered into and no
legally enforceable relationship was intended.**

53. In appropriate cases an ‘agreement’ may comprise more than
one contract, transaction or arrangement which together form a
broader ‘agreement’.® Where only a part of the ‘agreement’ involves
the supply or acquisition of property, this part will not be viewed in
isolation but in the context of the broader arrangement, understanding
or scheme. It is only when all connected steps are viewed in their
proper context that the true nature, extent and effects of an
‘agreement’ can be determined.® The ATO does not accept the view
that in applying Division 13 regard can only be had to a specific
transaction when deciding whether the parties were dealing at arm’s
length in relation to a supply or acquisition of property and whether
the consideration given was an arm’s length consideration.**

54. The ATO needs to examine whether all aspects of the
relevant agreement can be explained by reference to ordinary
