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Taxation Ruling

Income tax: documentation and practical
Issues associated with setting and reviewing
transfer pricing in international dealings

This Ruling, to the extent that it is capable of being a 'public ruling’ in
terms of Part IVAAA of the Taxation Administration Act 1953, is a
public ruling for the purposes of that Part. Taxation Ruling 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

1. This Ruling sets out the ATO's views on documentation and
other practical issues that are relevant in setting and reviewing transfer
pricing in international dealings. The Ruling covers the following
specific issues:

(1)  the reasons for keeping documentation showing that
international dealings are reported on an arm’s length
basis for tax purposes;

(2) the advantages of having contemporaneous
documentation;

(3) identifying and discussing the risk of transfer pricing
audits and adjustments;

4 developing and documenting the four steps for testing
the arm's length nature of international transfer prices;

(5)  documentation relevant to the application of particular
pricing methodologies;

(6) documentation issues for small businesses or entities
with low levels of international dealings;

(7)  documentation issues for certain business strategies;
(8)  access to information by the ATO and taxpayers; and

9 use of industry information and publicly available
sources of data.

2. This Ruling should be read having regard to the principles in
Taxation Ruling TR 97/20 (Income Tax: using arm's length transfer
pricing methodologies in international dealings). In general, while
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that Ruling addresses the principles of transfer pricing methodologies,
this Ruling discusses how these principles can be applied by ATO
staff and taxpayers.

3. This Ruling examines in more detail than Taxation Ruling
TR 94/14 (Income tax: Application of Division 13 of Part 11
(International Profit Shifting)) the nature and type of documentation
that is relevant to supporting a contention that the consideration in
relation to international dealings with associated enterprises complies
with the arm's length principle (see paragraph 5 of Taxation Ruling
TR 96/7).

4. This Ruling focuses primarily on dealings between separate
legal entities. However, the views expressed are also relevant to
support a contention that the allocation of income and expenses
between the different parts of the same legal entity (e.g., between a
permanent establishment and its head office or between two
permanent establishments of the same enterprise) have been
undertaken on a basis that is consistent with the arm's length principle.

5. Although the Ruling deals mainly with companies, the same
principles apply where individuals, partnerships and trusts engage in
dealings with associated enterprises. The expression ‘associated
enterprises’, as used in the Ruling, includes both:

. enterprises directly or indirectly connected through
management, control or shareholding to which the
Associated Enterprises Articles of Australia's DTAS
may apply (and to which Division 13 may also apply);
and

. other enterprises whose dealings may be adjusted under
Division 13 (i.e., independent enterprises who do not
deal at arm's length with one another as discussed in
paragraphs 50 to 53 of TR 94/14).

6. It is not the intention of this Ruling to lay down any conditions
which restrict the exercise of any discretion. Each case must be
decided on its merits.

Definitions

7. The terms 'associated enterprises' or 'associated enterprise
dealings' can be used interchangeably with the expression 'related
party' or 'related party dealings' which appear in other ATO rulings
and schedules.

8. Similarly, the expressions 'dealings' and 'international dealings'
have been selected to encompass all of the conditions that operate
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between associated enterprises in their commercial or financial
relations across national borders.

9. The terms ‘comparable uncontrolled transactions' or
‘comparable uncontrolled dealings’ used in this Ruling may include
dealings between associated enterprises as discussed in subparagraph
2.11(4) of TR 97/20 where the circumstances outlined in paragraphs
2.19 to 2.21 of that Ruling are met.

10.  The term 'multinational enterprise group' or 'MNE group' used
in this Ruling refers to a group of associated companies with business
established in two or more countries. The term 'multinational

enterprise’ or 'MNE' refers to a company that is part of an MNE group.

Date of effect

11.  This Ruling applies to years commencing both before and after
its date of issue (but see paragraph 2.13 of the Ruling in relation to
penalty considerations). 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 21 and 22 of TR 92/20).
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Ruling and explanations

Chapter 1:  Introduction

1.1  Australia’s transfer pricing rules centre around Division 13 of
the Income Tax Assessment Act 1936 (‘the ITAA") and the Business
Profits and Associated Enterprises Articles of Australia's DTASs that
adopt the arm's length principle as the basis for determining whether
Australia has been denied its fair share of tax (paragraphs 154 to 168
of TR 94/14 and paragraphs 1.5 to 1.10 of TR 97/20).

1.2 TR 97/20 discusses in detail the issues that arise in relation to
comparability and application of the various methodologies which are
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acceptable to the ATO for the purpose of showing conformity with the
arm's length principle. As indicated in Chapter 1 of TR 97/20, the
application of principles set out in that Ruling requires judgment.

This Ruling focuses, among other things, on the nature of
documentation that will be relevant in the selection and application of
transfer pricing methodologies. The nature and type of documentation
that is relevant varies with the methodology employed (refer to
paragraph 108 of TR 94/14).

1.3 While the record-keeping provisions of the ITAA (as
discussed in Chapter 2) do not place an express obligation on
taxpayers to create specific records demonstrating that their
international dealings with associated enterprises comply with the
arm's length principle for tax purposes, taxpayers are well advised to
do so in order to demonstrate to the ATO that this has been the case.
This Ruling, therefore, aims to provide taxpayers with guidance as to
what they need to do if they are to demonstrate to the ATO that they
have complied with the arm'’s length principle.

1.4 In reviewing transfer pricing, regard should be had not only to
relevant documentation but also to the conduct of the associated
enterprises. In this respect, regard should be had to the discussion at
paragraphs 45, 46 and 261 to 263 of TR 94/14 on 'Evidence of a
course of conduct'.

1.5  The ATO will follow as closely as practicable the OECD
publication 'Transfer Pricing Guidelines for Multinational Enterprises
and Tax Administrations', 1995, OECD ('the 1995 OECD Report')
(see paragraphs 1.13 and 1.14 of TR 97/20). Both the ATO and the
OECD have stated that taxpayers should not be expected to have
prepared or obtained documents beyond the minimum needed to
enable a reasonable assessment to be made of whether their dealings
with associated enterprises comply with the arm's length principle
(paragraphs 102 and 373 of TR 94/14; paragraph 5.7 of the 1995
OECD Report). References to documentation in this Ruling therefore
are not meant to be prescriptive or to indicate standardised or
predetermined requirements that are to be applied in a rigid and
mechanical manner. These references are meant to be prompts and
not an exhaustive check list of documentation needed in each and
every case.

1.6 In assessing compliance with the arm'’s length principle,
taxpayers need to exercise commercial judgment about the nature and
extent of documentation appropriate to their particular circumstances.
Paragraph 5.4 of the 1995 OECD Report states:

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

1.7  Paragraph 5.14 of the 1995 OECD Report highlights the
advantages to taxpayers that result from good record-keeping
practices, and recognises the practical reality that tax administrations
have obligations to ensure compliance by taxpayers within their
jurisdiction with the arm'’s length principle. It states that:
"Taxpayers should recognize that notwithstanding limitations on
documentation requirements, a tax administration will have to
make a determination of arm's length transfer pricing even if the
information available is incomplete. As a result, the taxpayer must
take into consideration that adequate record-keeping practices and
the voluntary production of documents can improve the
persuasiveness of its approach to transfer pricing. This will be
true whether the case is relatively straightforward or complex, but
the greater the complexity and unusualness of the case, the more
significance will attach to documentation.'

1.8  The criteria for assessing the levels of documentation needed
affect small business taxpayers as well as large business taxpayers.
Although the extent and form of documentation needed will vary, it
can be said that, in general, all taxpayers dealing with associated
enterprises may need to create or obtain some supporting
documentation in addition to that created by the taxpayer in the
ordinary course of business (see paragraph 3.2). (See also paragraphs
102 and 373 of TR 94/14 and paragraphs 5.6 and 5.7 of the 1995
OECD Report.)

1.9  Inapplying principles of prudent business management, the
expectation that contemporaneous documentation would be created or
obtained to explain the basis of a dealing increases according to the
significance of the dealings to the entity's overall business (in terms of
quantum and/or proportionality) and the complexity of the dealing.
The legislation does not require a taxpayer to go beyond what is
reasonable in terms of documentation. What is reasonable is
determined on the basis of what a reasonable business person in the
taxpayer's circumstances would do, having regard to the complexity
and importance of the transfer pricing issues that arise in the
taxpayer's case.

1.10 The introduction of de minimus rules for documentation which
would obviate the need for small business taxpayers to keep any
explanatory material at all, could erode the value of what is
recognised as an internationally accepted principle. A degree of
flexibility in the type and extent of documentation to be created or
obtained by small business taxpayers exists based on principles of
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prudent business management (see paragraph 5.4 of the 1995 OECD
Report and Chapter 6 of this Ruling).

Chapter 2:  Reasons for keeping
documentation

Introduction

2.1  There are four related reasons why taxpayers should create and
keep contemporaneous documentation recording the application of the
arm's length principle in setting the prices or the terms of their
international dealings with associated enterprises for tax purposes:

(1)  statutory requirements to keep records (paragraphs 2.4
to 2.8);

(@) relevance to penalty considerations (paragraphs 2.9 to
2.14);

(3)  the burden of proof which rests with taxpayers in the
event of dispute (paragraphs 2.15 to 2.17); and

4) practical advantages in reducing the risk of tax audits
and adjustments and in communicating your position to
the ATO (paragraphs 2.18 and 2.19).

2.2 Without attempting to be exhaustive or prescriptive, some of
the documentation and records which have been relied on by
taxpayers and to which the ATO has given weight include:

1) budgets, business plans and financial projections;

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

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

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

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

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

(8) documentation setting out the taxpayer's business
strategies and the reasons for their adoption;

9) documents evidencing the negotiating positions taken
by taxpayers in relation to their international dealings
with associated enterprises and the basis for those
negotiating positions; and

(10)  documents created at the time of preparing the relevant
tax return and taken into account in determining arm's
length consideration for tax purposes.

(See also paragraph 2.11 of TR 97/20.)

2.3 The ATO is not suggesting that all the types of documentation
mentioned in this Ruling need to be created or obtained in all cases.

Statutory requirements to keep records

2.4  Section 262A of the ITAA imposes obligations on taxpayers to
retain records created in the process of setting transfer prices and
calculating the appropriate amounts to be reported in the taxpayer's
return. These records need to be in writing in the English language or
so as to enable the records to be readily accessible and convertible
into writing in the English language. The ATO's view on the effect of
section 262A has been discussed at paragraphs 368 and 369 of

TR 94/14. See also TR 96/7.

2.5  For example, in determining the amount of costs and gross
margin for the purpose of applying the cost plus method, section 262A
requires documenting the calculation of costs (paragraph 262A(2)(b)).
Where a taxpayer calculates the gross margin, section 262A requires
that the relevant documentation created in making this calculation be
retained. In determining the combined profit and the basis for the
profit split for the purposes of applying a profit split method section
262A requires the retention of relevant documentation created or
collected in calculating the combined profit to be split. Where a
taxpayer has documented the basis for the profit split, this
documentation should be retained. Similarly, section 262A requires
that relevant documentation created or obtained in calculating the net
income for the purpose of applying a transactional net margin method
must be retained.

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

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

2.7 A taxpayer that has engaged in international transactions with
an associated enterprise during a year of income is required to
complete a Schedule 25A pursuant to Regulation 15 of the Income
Tax Regulations and lodge it with its income tax return. Failure to
complete the Schedule 25A where this is required may attract
penalties or prosecution action. Guidelines on when taxpayers may be
required to lodge a Schedule 25A are provided in Taxation Ruling

IT 2514. As the Schedule 25A forms part of the tax return, the
Regulations require that it be signed by the person making the return
(the Public Officer in the case of a company) that the particulars
shown therein are true and correct.

2.8 The current Schedule 25A imposes obligations on taxpayers
to:

. disclose whether they have used arm's length
methodologies;

. say what those methods are; and

. disclose the extent to which they have documentation

to show that they have selected and applied the most
appropriate arm's length methodologies in relation to
their international dealings with associated enterprises.

Relevance to penalty considerations

2.9  If Division 13 or a corresponding provision of a DTA has been
applied and the result is an increase in the amount of tax assessed to a
taxpayer, a statutory penalty is imposed pursuant to section 225 of the
ITAA. The ATO's interpretation of Parliament's intention in
introducing the section 225 penalty was publicly stated by the then
Second Commissioner, Trevor Boucher, in his address to the 1983
Taxation Conference of the Australian Mining Industry Council:

'If I can put our reading of the Parliament's intention another way, it is that

the penalty provisions represent a signal that firms ought to be steering

clear of transfer pricing practices or, at least, from reliance on them in
presentation of their annual tax returns.

... The legislation is saying in effect that returns ought to be prepared and
lodged on a basis that responds to the call for pricing to be on an arm's
length basis.'
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2.10 The existence of adequate contemporaneous documentation is
an indicator that the efforts of a taxpayer are such that penalties
should be remitted in the event of a transfer pricing adjustment.

2.11 Taxpayers who have in good faith followed the four steps
outlined in Chapter 5 of this Ruling in the preparation of their returns
and kept sufficient and relevant contemporaneous documentation to
show compliance with the arm's length principle will not be subject to
penalties under section 225. This approach would also be taken where
taxpayers undertake a similar review before they lodge their tax return
and make any necessary adjustments.

2.12  Adequate documentation in this area is an integral aspect of a
risk management approach. From the taxpayer's point of view, it is
much easier to convince the ATO that they have a reasonably arguable
position if they maintain contemporaneous documentation.

2.13  While this Ruling has application to years before its date of
issue (see paragraph 11) it is acknowledged that understanding of the
transfer pricing rules and their application has significantly developed
in recent years. In considering issues of penalty under section 225 and
remission of such penalties under subsection 227(3), the guidance on
the application of the transfer pricing rules that was reasonably
available at the time that the dealings were undertaken or relevant tax
returns prepared must be taken into account.

2.14  The imposition and remission of penalties under section 225 of
the ITAA as a result of a transfer pricing adjustment having been
made are the subject of a further Ruling.

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

2.15 See sections 14ZZK and 14ZZ0 of the Taxation
Administration Act 1953 (‘the TAA"). The taxpayer has the burden of
proving that a disputed assessment is excessive. However, this does
not remove from the ATO the need to ensure that any transfer pricing
adjustments made are soundly based in law (see paragraphs 371 and
378 to 385 of TR 94/14 and paragraph 4.16 of the 1995 OECD
Report.)

2.16 Indischarging its onus of proof, a taxpayer must not only
show that the assessment is wrong, but must also positively establish
what correction should be made in order to make it right or more
nearly right (see Trautweinv. FC of T (1936) 56 CLR 63; FC of T v.
Dalco (1990) 168 CLR 614; 90 ATC 4088; (1990) 20 ATR 1370; FC
of T v. Australia and New Zealand Savings Bank Limited (1994) 181
CLR 466; (1994) 29 ATR 11; 94 ATC 4844; Allardv. FCof T 92
ATC 4897; (1992) 24 ATR 493).
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2.17 Inthe event of a dispute, taxpayers will therefore be better
placed to discharge their burden of proof where they have developed
and implemented arm's length transfer pricing policies at the time of
setting and reviewing their transfer prices and have fully and
contemporaneously documented these policies.

Practical advantages in reducing the risk of tax audits and
adjustments and in communicating your position to the ATO

2.18 The Commissioner has a statutory obligation to ensure
compliance with the transfer pricing rules and to form a view as to
whether an adjustment should be made to a taxpayer's taxable income.
Where the ATO is confronted with inadequate or incomplete
information, each of Australia’'s DTASs includes a mechanism which
enables the Commissioner to deem an amount as the arm's length
consideration (see paragraph 1.15 of TR 97/20).

2.19 There are also sound practical reasons why taxpayers should
document compliance with the arm's length principle. The keeping of
such documentation mitigates the risk of audit by and dispute with the
ATO and assists in improving the communication of a taxpayer's
position to the ATO (see Chapter 4).

Chapter 3: Contemporaneous
documentation

The advantages of contemporaneous documentation

3.1  Documentation is contemporaneous if it is existing or brought
into existence at the time the taxpayer is developing or implementing
any arrangement that might raise transfer pricing issues, or reviewing
these arrangements prior to or at the time of the preparation of tax
returns, and which records information relevant to transfer pricing
decisions. The documentation may be in the form of books, records,
studies, budgets, plans and projections, analyses, conclusions and
other material which records the information. It may be in electronic
or written form.

3.2 Adistinction must be made between documentation created or
obtained by a taxpayer as part of its ordinary business operations and
used by it to set the prices of its international dealings with associated
enterprises (e.g., invoices, orders, etc.) and documentation created or
obtained by the taxpayer which, when considered with the records
kept in the ordinary course of business, establishes whether such
prices comply with the arm's length principle. The former does not
generally represent contemporaneous documentation in the sense used
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in the previous paragraph because such documentation does not
produce evidence relevant to whether the pricing of the international
dealings with associated enterprises are arm's length.

3.3  The accurate recording of events on a contemporaneous basis
provides the best evidence. This can happen prior to or at the time of
undertaking the dealings up to the time of preparing the relevant tax
return. One factor which may influence the timing of creation or
obtaining of contemporaneous documentation is the choice of transfer
pricing methodology.

3.4 When bringing documents into existence at the time of
preparing tax returns, taxpayers can obtain a reasonable level of
confidence that:

. their transfer prices comply with the arm's length
principle; and

. they are perceived as being lower risk cases (see
paragraphs 4.6 to 4.27);

if they carry out the following steps:

1) review their international dealings with
associated enterprises taking account of the
relevant available data and the guidance
provided in this Ruling; and

(2)  adjust (where necessary) for tax purposes the
dealings with associated enterprises to accord
with the arm'’s length principle and lodge their
tax returns on that basis; and

3 properly document this process (see also
paragraphs 108 and 382 of TR 94/14).

3.5 The ATO is aware that a variety of reviews have been
undertaken by taxpayers following the lodgment of tax returns with
the aim of providing information about whether their transfer prices
are arm'’s length or not, notwithstanding the absence of
contemporaneous documentation and the lack of existence of
appropriate processes. It is the ATO view that the best way to reduce
the risk of ATO intervention is for the taxpayer to create or obtain
contemporaneous documentation which seeks to establish the arm's
length nature of international dealings with associated enterprises.
This is a logical consequence of truly independent dealing, where
arm's length enterprises consider their options and likely outcomes
prior to or at the time of the dealing, not after lodgment of the tax
return.

3.6  A