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Draft Taxation Ruling

Income tax: using arm's length transfer
pricing methodologies in international
dealings between associated enterprises

Draft Taxation Rulings (DTRs) represent the preliminary, though
considered, views of the Australian Taxation Office.

DTRs may not be relied on by taxation officers, taxpayers and
practitioners. It is only final Taxation Rulings which represent
authoritative statements by the Australian Taxation Office of its stance
on the particular matters covered in the Ruling.

What this Ruling is about

Class of persons/arrangement

1. This Ruling sets out the principles to be applied in selecting and
applying a transfer pricing methodology. It discusses the
methodologies acceptable to the Australian Taxation Office ('ATQO"),
our view on the definitional issues that arise in relation to the various
methodologies, and the circumstances in which the various
methodologies are considered appropriate. It links the concepts of the
arm's length principle, comparability and methodological approaches
with a process of analysis that can be used to establish an arm's length
outcome. These concepts are important because under Division 13 of
Part III of the Income Tax Assessment Act (‘the ITAA') the
Commissioner of Taxation can adjust the consideration used in the
supply or acquisition of property in international agreements where
inter-alia the consideration is not an arm's length consideration.
Provisions to make adjustments to achieve an arm's length outcome
are also contained in each of Australia's double taxation agreements
('DTASs").

2. This Ruling has a broad scope in order to keep the issues in
context and to cover a wide variety of circumstances. This recognises
the fact that dealings between associated enterprises involve many
different types of property and services including tangible goods, the
licensing of intangibles and financial and management services. It
needs to be recognised at the outset that the application of the
principles set out in this Ruling requires judgment. Transfer pricing
issues cannot be easily resolved by the rigid and mechanical
application of standardised rules or predetermined formulae.
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3. This Ruling is limited to dealings between separate legal
entities.

4.  Definitions of terms used in this Ruling that require explanation
are contained in the Definitions section. A Detailed contents list is
included at paragraph 592.

Date of effect

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

Definitions

6.  With the exception of definitions marked "*' the definitions used
here are from the 1995 Report of the OECD Committee on Fiscal
Affairs, 'Transfer Pricing Guidelines for Multinational Enterprises
and Tax Administrations' ('the 1995 OECD Report").

Arm's length principle

The international standard that OECD Members have agreed should be
used for determining transfer prices for tax purposes. It is set forth in
Article 9 of the OECD Model Tax Convention as follows: where
'conditions are made or imposed between the two enterprises in their
commercial or financial relations which differ from those which
would be made between independent enterprises, then any profits
which would but for those conditions have accrued to one of the
enterprises, but by reason of those conditions have not so accrued,
may be included in the profits of that enterprise and taxed
accordingly'.

Arm's length range

A range of figures that are acceptable for establishing whether the
conditions of a controlled transaction are arm's length and that are
derived either from applying the same transfer pricing method to
multiple comparable data or from applying different transfer pricing
methods.
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Associated enterprises, entities or parties

Two enterprises are associated enterprises with respect to each other if
one of the enterprises meets the conditions of Article 9, subparagraphs
1 (a) or 1(b) of the OECD Model Tax Convention with respect to the
other enterprise.

* The expression also includes enterprises which do not meet the
conditions of Article 9 but whose dealings can be adjusted under
Division 13 of the ITAA. These enterprises may reside in non treaty
countries. The consideration used in dealings between uncontrolled
enterprises who do not deal at arm's length with one another may also
be adjusted in some circumstances and the term 'associated enterprises'
is intended to extend to these dealings. TR 94/14 discusses this
situation at paragraph 50.

Basket*

A group or range of items such as transactions, functions,
relationships, etc.

Channel profits*

The profits derived by all independent and associated enterprises from
the flow of transactions linking production, distribution and sale to the
final customer of the relevant product or services.

Combined profits*
That part of the channel profits derived by associated enterprises.

Comparable uncontrolled price (CUP) method

A transfer pricing method that compares the price for property or
services transferred in a controlled transaction to the price charged for
property or services transferred in a comparable uncontrolled
transaction in comparable circumstances.

Contribution analysis

An analysis used in the profit split method under which the combined
profits from controlled transactions are divided between the associated
enterprises based upon the relative value of the functions performed
(taking into account assets used and risks assumed) by each of the
associated enterprises participating in those transactions,
supplemented as much as possible by external market data that
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indicate how independent enterprises would have divided profits in
similar circumstances.

Controlled enterprises, entities or parties*

See 'Associated enterprises, entities or parties', above.

Controlled transactions

Transactions between two enterprises that are associated enterprises
with respect to each other.

Cost plus mark-up

A mark-up that is measured by reference to margins computed after
the direct and indirect costs incurred by a supplier of property or
services in a transaction.

Cost plus (CP) method

A transfer pricing method using the costs incurred by the supplier of
property (or services) in a controlled transaction. An appropriate cost
plus mark-up is added to this cost, to make an appropriate profit in
light of the functions performed (taking into account assets used and
risks assumed) and the market conditions. What is arrived at after
adding the cost-plus mark-up to the above costs may be regarded as an
arm's length price of the original controlled transaction.

Direct costs

Costs that are incurred specifically for producing a product or
rendering a service, such as the cost of raw materials.

Enterprise *

An entity organised for commercial purposes.

Functional analysis*

An analysis of the functions performed assets used and risks assumed
by each associated enterprise in controlled transactions as a basis for
examining the comparability of dealings by independent enterprises or
for developing a view as to the economic significance of the taxpayer's
activities. This analysis which can be performed at a series of
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different levels from a qualitative initial assessment to a more detailed
analysis involving economic weightings, is generally referred to as a
functional analysis.

Global formulary apportionment method

A method to allocate the global profits of a multinational enterprise
('MINE') group on a consolidated basis among the associated
enterprises in different countries on the basis of a predetermined
formula.

Gross profits

The gross profits from a business are the amount computed by
deducting from the gross receipts of the transaction the allocable
purchases or production costs of sales with due adjustment for
increases or decreases in inventory or stock-in-trade, but without
taking account of other expenses.

Hurdle rate*

The minimum rate of return expected of a long term investment
opportunity for it to be adopted.

Independent enterprises, entities or parties

Two enterprises are independent enterprises with respect to each other
if they are not associated enterprises with respect to one another.

Indirect costs

Costs of producing a product or service which although closely related
to the production process may be common to several products or
services (e.g., the costs of a repair department that services equipment
used to produce different products).

Multinational enterprise group (MNE group)

A group of associated companies with business establishments in two
or more countries.

Multinational enterprise (MNE)*
An enterprise that is part of an MNE group.
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Mutual agreement procedure*

A procedure provided for in all of Australia's double taxation
agreements ('DTAs') through which the ATO, at the behest of a
taxpayer or on its own account, consults with other tax administrations
to resolve disputes regarding the application of Australia's DTAs. The
procedure can be used to eliminate double taxation that could arise
from a transfer pricing adjustment.

Profit comparison method*

A transfer pricing methodology based on comparisons at the net profit
level, on a single transaction level or in relation to some aggregation
of dealings between associated enterprises, between the taxpayer and
independent parties dealing wholly independently in relation to a
comparable transaction or dealings. See also 'Transactional net
margin method' below.

Profit split method*

A transfer pricing method that identifies the combined profit to be
split for the associated enterprises from a controlled transaction (or
controlled transactions that it is appropriate to aggregate under the
principles set out in this Ruling and then splits those profits between
the associated enterprises according to an economically valid basis
that approximates the division of profits that would have been
anticipated and reflected in an agreement made at arm's length
between independent parties.

Related enterprises, entities or parties*

See 'Associated enterprises, entities or parties', above.

Resale price margin

A margin representing the amount of which a reseller would seek to
cover its selling and other operating expenses and, in the light of the
functions performed (taking into account assets used and risks
assumed), make an appropriate profit.

Resale price (RP) method

A transfer pricing method based on the price at which a product that
has been purchased from an associated enterprise is resold to an
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independent enterprise. The resale price is reduced by the resale price
margin. What is left after subtracting the resale price margin can be
regarded, after adjustment for other costs associated with the purchase
of the product (e.g., customs duties), as an arm's length price of the
original transfer of property between the associated enterprises.

Residual analysis

An analysis used in the profit split method which divides the
combined profit from the controlled transactions under examination in
two stages. In the first stage, each participant is allocated sufficient
profit to provide it with a basic return appropriate for the type of
transactions in which it is engaged. Ordinarily, this basic return would
be determined by reference to the market returns achieved for similar
types of transactions by independent entities. Thus, the basis return
would generally not account for the return that would be generated by
any unique and valuable assets possessed by the participants. In the
second stage, any residual profit (or loss) remaining after the first
stage division would be allocated among the parties based on an
analysis of the facts and circumstances that might indicate how this
residual would have been divided between independent enterprises.

Traditional transaction methods

The comparable uncontrolled price method, the resale price method,
and the cost plus method.

Transactional net margin method*

OECD terminology for a transfer pricing method that examines the net
profit margin relative to an appropriate base (e.g., costs, sales, assets)
that a taxpayer realises from a controlled transaction (or transactions
that it is appropriate to aggregate in accordance with the principles in
this Ruling). See also 'Profit comparison method', above.

Transactional profit method*

OECD terminology for a transfer pricing method that examines the
profits that arise from particular controlled transactions of one or more
of the associated enterprises participating in those transactions. The
term is limited to the profit split method and the transactional net
margin method.
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Uncontrolled enterprises, entities or parties

See 'Independent enterprises, entities or parties', above.

Uncontrolled transactions

Transactions between enterprises that are independent enterprises with
respect to each other.

Unrelated enterprises, entities or parties

See 'Independent enterprises, entities or parties', above.

Whole of entity basis*

A basis of analysis whereby the business operations of an entity are
examined in their entirety rather than segmenting them into
transactions or product, service or business lines.

Ruling

The legal basis for methodologies and the central importance of
the arm's length principle

7. Australia has endorsed the arm's length principle as the general
benchmark for transfer pricing. This endorsement is reflected in our
DTAs and Division 13 (paragraphs 236 - 241).

8.  Division 13 and Australia's DTAs do not prescribe any particular
methodology or preference for the order in which methodologies
might be applied to arrive at an arm's length outcome (paragraph
242).

9.  Within the context of definition of 'arm's length consideration' in
Division 13 and the DTAs notion of 'independent parties dealing
wholly independently with one another', Parliament intended to give
the Commissioner the greatest possible scope to use methodologies
appropriate to the circumstances (paragraph 243).

10. This is a conscious decision by legislature which intended the
arm's length principle to be the cornerstone of the law yet still
allowing the Commissioner flexibility to administer the law especially
in relation to the selection and application of methodologies, though
clearly limited by the statutory purpose (paragraph 244).

11.  We agree that the statutory objective provides a guideline and
limitation on the methodologies that are available under Division 13
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and the DTAs - and in relation to how methodologies should be
applied. The statutory objective of Division 13, is to enable the
Commissioner to determine an amount of consideration in respect of
an international agreement that would have been set if the dealing had
occurred on an arm's length basis in cases where - judged against what
independent parties dealing at arm's length might reasonably be
expected to have received or paid in the taxpayer's circumstances - a
taxpayer has received inadequate or no consideration for property
(including services) supplied, or pays too much for purchases - and to
use the amount so determined in the calculation of the taxpayer's
taxable income. It has a further objective of allowing the
Commissioner to estimate the arm's length consideration where for
any reason (including an insufficiency of information available to the
Commissioner) it is not possible or practicable for the Commissioner
to ascertain the arm's length consideration (paragraph 245).

12. The Associated Enterprise Articles in Australia's DTAs have the
objective of allowing the Commissioner to adjust understatements of
profits in cases where an enterprise resident in Australia and an
enterprise resident in a country with which Australia has a DTA are
under common management, control or ownership (whether direct or
indirect) and have not dealt with each other on an arm's length basis
(paragraph 246).

13.  Where complex issues arise that require specialist approaches in
areas where there is no guidance as to what was intended by way of a
method to achieve a stated objective, it is appropriate in determining
the relevant principles and criteria, to have regard to the industry
practice and any standards relevant to the issue. It would be
appropriate in the context of statutory transfer pricing rules to consider
the internationally agreed approaches as to what would generally be
accepted as a reasonable way to determine the arm's length outcome,
having regard to the intent of the transfer pricing provisions in
Division 13 and the DTAs and the actual wording of the Australian
provisions (paragraph 247).

14.  When applying Division 13 and the DTAs we will pay close
attention to the OECD guidelines on transfer pricing methodologies
and the operation of the Associated Enterprises Article of the OECD
Model, being the considered view of many tax experts familiar with
transfer pricing. However, they are not an interpretation of Division
13 which must be construed according to its terms and purpose. In
relation to the application of the DTAs, it needs to be recognised that
OECD Reports do not have as high a status in international law as an
aid to interpretation as a document evidencing the intention of the
Contracting States or the Commentary to the OECD Model Tax
Convention. Nevertheless, the 'Report on Transfer Pricing Guidelines
for Multinational Enterprises and Tax Administrators' that was
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approved by the OECD Council on 13 July 1995 (‘the 1995 OECD
Report') is seen as an important, influential document that reflects
unanimous agreement amongst the member countries - an agreement
that was achieved after an extensive process of consultation with
industry and tax practitioners in member countries - and should be
followed where relevant and in the absence of any intention to the
contrary in Division 13 or the DTAs (paragraphs 248 and 249).

15. Ttis accepted that the CUP method will provide the best
reflection of an arm's length outcome where there is sufficient reliable
data for its application. A flexible approach should be adopted to
allow adjusted CUP analyses to be used in appropriate cases
(paragraph 250).

16. Itis also accepted that the Resale Price (RP) and Cost Plus (CP)
methods can be used in appropriate cases, subject to the general
principles in paragraph 87 of TR 94/14 (paragraph 251).

17. As stated in paragraph 100 of TR 94/14, the ATO will accept the
use of a mixture, RP and CP methods or a profit split or profit
comparison method in certain circumstances (paragraph 252).

18.  The transfer pricing rules in Division 13 and the profit
reallocation rule in all of Australia's DTAs allow the Commissioner to
use Division 13 to approximate an arm's length consideration in cases
where the information available is inadequate to determine the income
to be attributed to an enterprise - provided that when Division 13 is
applied in conjunction with a DTA it is applied, so far as it is
practicable to do so, consistently with the principles of the relevant
Associated Enterprises Article of the DTA (paragraphs 253 and
254).

19. It could be argued from the context of its operation and its
wording that the Commissioner would be using a non-arm's-length
methodology when applying subsection 136 AD(4) of the ITAA.
Differences in Australia's DTAs from the OECD Model and the
enactment of subsection 136 AD(4) reflect Parliament's intention to
introduce provisions, which, while being as consistent as possible with
the arm's length principle, allow the Commissioner to go beyond the
strict confines of paragraph 136 AA(3) (and the arm's length principle
as found in the treaties) to deem an arm's length consideration
(paragraph 255).

20. However, having regard to the clear policy expressed in
subsections 136 AD(1) to (4) to use the arm's length principle and the
fact that subsection 136 AD(4) enables the deeming of the amount of
the arm's length consideration which is then used in the application of
subsection 136 AD(1), (2) or (3) as appropriate, subsection 136 AD(4)
must be applied in a way that achieves the closest practicable estimate



Draft Taxation Ruling

TR 95/D22

FOI status: draft only - for comment page 11 of 184

of an arm's length result. (See also paras 82 and 83 and 338 to 340 of
TR 94/14) (paragraph 256).

21. This does not mean that the arm's length principle is being
ignored. Rather, the Australia law is designed to reflect the Australian
experience in this area and to give the Commissioner sufficient
flexibility to arrive at an answer in the wide range of cases that are
likely to be encountered in practice. (See paragraphs 240 and 241 and
253 to 255) (paragraph 257).

22. The aim in cases where subsection 136 AD(4) applies will be to
achieve as highly focused a comparison as is possible in the
circumstances, consistent with the intention of Parliament as
expressed in Section 136AD as a whole, the Explanatory
Memorandum ('EM') introducing this provision into Division 13 and
with the Associated Enterprises Articles in all of Australia's DTAs
(paragraph 258).

23. A similar limitation in terms of statutory purpose applies when
the application of subsection 136 AD(4) is authorised by a DTA
because all of Australia's DT As require the subsection to be applied, in
so far as it is practicable to do so, consistently with the arm's length
principle embodied in the Associated Enterprises Article (paragraph
259).

24. It follows from the nature and purpose of subsection 136 AD(4)
that other methodologies may be used under that subsection than
would be available under subsection 136 AD(1) - (3) and Article 9
(the Associated Enterprises Article) of the OECD Model Tax
Convention. These methods will depend on the facts and
circumstances of each case but could include income and expense
allocation on the basis of a formula, a return an assets method, a
mixture of methods, or some form of profit comparison other than the
profit split and profit comparison methods described later in this draft
Ruling (paragraph 260).

25. The selection and applicability of methodologies in the context
of Division 13 was discussed in paragraphs 86 to 100 of TR 94/14 and
regard should be had to the general principles expressed therein.
Those principles are relevant to DTAs and should also be applied in
that context (paragraph 261).

26. The most appropriate method in a given case will depend on the
facts and circumstances of the case and the extent and reliability of
data on which to base a comparability analysis, the intention always
being to select the method that produces the highest degree of
comparability. In cases where there are no comparables or there is an
insufficient information to determine the arm's length outcome, the
method to be used should be a method that produces a reasonable
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estimate of an arm's length outcome on the basis of what is known in
the case (paragraph 262).

27. Having regard to the statutory objective of Australia's transfer
pricing rules, the ATO takes the view that any transfer pricing
methodology used to calculate an arm's length consideration in
international dealings between associated enterprises must be applied
in a way that will provide an arm's length outcome by closely
reflecting commercial and economic reality and the economic
contribution made by the enterprises in each jurisdiction (paragraph
263).

28. The ATO does not see this Ruling putting into question
internationally accepted methodologies that are used to determine an
arm's length consideration. On the contrary the ATO endorses the
CUP, RP, CP, profit split and profit comparison methods as the
relevant approaches or criteria, the most appropriate of these
depending on the nature of the case and the extent of reliable data to
enable its proper application Nor is the ATO expressing any
preference for particular methodologies since their suitability and
reliability will depend on the facts and circumstances of each case.
However, an understanding of the commercial and economic reality
underlying any particular transaction or dealing will be reached by
beginning with a search for and a close examination of comparable
transactions or dealings between unrelated enterprises in an
application of the traditional arm's length methodologies. If such
comparables can be found and the resulting prices or terms would be
acceptable to each of the parties concerned then a basis for an arm's
length determination may have been reached. If not, then profit
methods should be considered. In particular, the ATO agrees with the
OECD view that profit methods (sometimes referred to as
transactional profit methods) are methods of last resort where there is
insufficient data on uncontrolled transactions (possibly because of
unco-operative behaviour on the part of the taxpayer relative to these
guidelines), or where such data is considered unreliable, or due to the
nature of the business situation (paragraph 264).

THE ARM'S LENGTH PRINCIPLE

29. The arm's length principle requires a conclusion (and in the case
of Division 13, a determination) of what might reasonably be expected
if the parties were dealing at arm's length with one another. It does
this by comparing what the taxpayer has done with notions of supply,
demand and negotiation in an open market and uses the behaviour of
independent parties dealing at arm's length as a benchmark. The
notion of comparability is therefore central to the arm's length
principle (paragraphs 265 and 266). Implicit in the concept of 'the
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arm's length principle' and of the expressions 'arm's length
consideration' in Division 13 and 'independent parties dealing wholly
independently with one another' in Australia's DTAs is the notion that
independent parties who are dealing at arm's length would each
compare the options realistically available to them and seek to
maximise the overall value of their respective entities from the
economic resources available to or obtainable by them (paragraph 66
of TR 94/14 and paragraph 267 of this Ruling).

30. The issue of choice is important, because the question being
asked by the arm's length principle is, "What would have happened if
the ownership link had been severed and the enterprise was motivated
by its own economic interest?' This approach will involve a
consideration of what a reasonable, independent business person
might reasonably be expected to agree to in the same or similar
circumstances (paragraph 268).

31. It would not be expected that a seller would accept less or a
buyer pay more than the open market price (bearing in mind that this
could be a range of prices). In this sense, the search for comparable
uncontrolled prices is a search for an open market based alternative.
The cost plus method and the resale price method options can also be
seen in this context as defining market based margins for functions
performed (including assets used and risks assumed) and it could be
argued that a reasonable prudent decision maker would look to open
market in assessing the available alternatives. In this way the cost plus
and resale price methods are also special cases that derive their
validity from the fact that where they can be reliably applied they
define reasonable courses of action by an uncontrolled enterprise
which can be used as an arm's length benchmark for the taxpayer's
dealings. The profit based methods are last resort options that identify
reasonable alternatives when the more direct methods based on
transactional comparability are not suitable or practicable. While the
ATO has a preference for more direct methods based on transactional
comparability, we recognise the overriding need to ensure that
assessments reflect commercial and economic reality as well as the
economic contribution made by each of the enterprises involved
(paragraph 269).

32.  Where an open market exists from which one or more
comparables can be inferred, the comparable will determine the
options open to the enterprise in relation to how its dealings should be
structured for tax purposes to accord with the arm's length principle.
While the dealings between enterprises in the same multinational
group demonstrate a strong emphasis on strategic long-term
relationships based on the exchange of goods and services, finance,
technology and know how to suit integrated production or marketing
processes, organisational structure and strategies, it should not be
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automatically assumed that members of multinational groups are not
dealing at arm's length with each other (paragraph 270).

33. The decision to embark on a relationship is one that is profit
driven both in the long and short term, with expectations that will be
shaped by the experience of similar enterprises under similar
circumstances. Whether or not the choice made is acceptable is best
tested by looking to the options that can reasonably be held to exist.
The starting point is therefore to consider the profit expectations at the
time when a relationship is initiated, and what a reasonable business
person would see as the critical assumptions at that time and how the
relationships could reasonably be expected to develop should the
conditions supporting the critical assumptions materially change
(paragraphs 271 to 273).

34. There will be situations where direct comparisons are
impossible. There are other cases where the transactions are of a kind
that would occur only between related parties. The arm's length
principle still applies, but the focus is on functions, assets, and risks
and the processes that parties dealing at arm's length would have
adopted to allocate profits based on benchmark rates of return and
economic weightings in comparable circumstances, using the concept
of a joint venture between independent parties as a guide (paragraph
274).

35. Parliament intended that the Commissioner still be empowered
to apply the law in cases involving unique or highly differentiated
dealings to ensure that Australia receives its fair share of tax. To that
end, subsection 136AD(4) empowers the Commissioner to
approximate an arm's length outcome where there is a lack of
information that makes the determination of the arm's length
consideration not possible or practicable. This residual power is
preserved in all of Australia's DTAs (paragraph 275).

MATTERS ASSOCIATED WITH THE ARM'S LENGTH PRINCIPLE

36. Ideally, the arm's length principle should be applied to each
international dealing in order to arrive at an arm's length consideration.
However, in some cases this will not be feasible because of the
absence of reliable data on which to assess comparability (paragraph
277).

37. In practice, there are two fundamental approaches that may be
taken to achieving an arm's length outcome. These are the use of
analysis based on comparable uncontrolled dealings and other
methods where there are no comparable uncontrolled dealings.
Analysis based on reliable comparable uncontrolled dealings should
be used to determine an arm's length consideration where reliable
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information is available to do so. There are some circumstances
where it will be necessary to basket or aggregate transactions in order
to achieve this end. Where there are no comparable uncontrolled
dealings or there is insufficient reliable data to identify them, it will be
necessary to use other methods to estimate or approximate an arm's
length outcome (paragraph 278).

Comparability

38. The preferred arm’s length methodologies are based on the
concept of comparing the prices / margins achieved by associated
enterprises in their dealings to those achieved by independent
enterprises for the same or similar dealings. As there are many
matters that may influence price / margins there is a need to closely
examine the dealings being compared. In order for such comparisons
to be useful, the economically relevant characteristics of the situations
being compared must be sufficiently comparable. To be comparable
means that none of the differences (if any) between the situations
being compared could materially affect the condition being examined
in the methodology (e.g., price or margin), or that reasonably accurate
adjustments can be made to eliminate the effect of any such
differences. In determining the degree of comparability, including
what adjustments are necessary to establish it, an understanding of
how unrelated companies evaluate potential transactions is required.
Independent enterprises, when evaluating the terms of a potential
transaction, will compare the transaction to the other options
realistically available to them, and they will only enter into the
transaction if they see no alternative that is clearly more attractive.
Independent enterprises would generally take into account any
economically relevant differences between the options realistically
available to them (such as differences in the level of risk or other
comparability factors discussed below) when valuing those options
(paragraph 279).

The standard of comparability

39. The objective in relation to comparability is always to seek the
highest practicable degree of comparability, recognising though that
there will be unique situations (which could be a result of business
complexity) and cases involving valuable intangibles where it is not
practicable to apply methods based on a high degree of direct
comparability (see subparagraph 87(¢) of TR 94/14 and paragraph
280 of this Ruling).

40. The standard of comparability that is practicable will be
determined by the extent of reliable data on which to make
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comparisons with uncontrolled situations and dealings in the particular
case. Comparisons with controlled dealings by other taxpayers cannot
be regarded as arm's length comparisons (paragraph 281).

41. Adjustments need to be made for any material differences so that
the dealings can be as similar as is possible. If suitable adjustments
cannot be made then the dealings cannot be considered to be
comparable. Commonly, the use of methods other than the traditional
transaction methods will produce results that without careful analysis
and adjustment would not be sufficiently reliable to demonstrate the
levels of comparability necessary to form an arm's length range. This
is a particular issue where operating expenses are taken into account
and the comparison is done at or approaching the net profit level. In
these situations and in others where the level of comparability is
affected, notwithstanding that adjustments to achieve true
comparability cannot be made, the data should not be completely
discarded as, in the absence of any true comparables, it may, in
conjunction with other methods, provide insight as to what constitutes
a reasonable approximation of an arm's length outcome (paragraph
282).

42. Some dealings between taxpayers and unassociated enterprises
may not be able to be accepted as reliable comparables because they
may not be made in the ordinary course of business. An example
would be a relatively insignificant sale made at the same price as
charged to associated enterprises in order to create an internal
comparable to justify the pricing to associated enterprises, but which,
by open market standards required by the arm's length principle, was
concessional to the unassociated enterprise (paragraph 283).

43. It needs to be remembered that the ATO, when applying any
method, may have more information available than a taxpayer has or
can have reasonable access to through its own efforts. This data
should be used where it enables a more reliable determination of the
arm's length outcome, by producing a higher degree of comparability,
though appropriate steps should be taken, subject to the need to protect
the confidentiality of other taxpayers, to allow the taxpayer an
adequate opportunity to defend its own position and generally
safeguard the taxpayers' rights to have ATO decisions reviewed by the
Administrative Appeals Tribunal ('AAT") or a court. In this regard the
ability of the AAT and courts to hear evidence on a confidential basis
in a closed hearing may be relevant. Not to use the more reliable
information would undermine the statutory objective of the arm's
length principle as expressed in Australia's legislation (paragraph
284).
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The assessment of comparability

44. The assessment of comparability can be affected by:

. the characteristics of the goods or services;
. the terms and conditions of relevant agreements;
. the relative risk assumed by the taxpayer, associated

enterprises and any independent party being considered as
a possible comparable;

. economic and market conditions; and
. business strategies.

All of these aspects need to be carefully considered in any
comparability analysis in order to increase the reliability of the
analysis. In this regard all the matters set out in paragraphs 285 to 304
below should be addressed.

Functional analysis is needed in determining comparability

45. To properly address comparability it is essential to analyse the
functions performed, assets used and risks assumed by the taxpayer to
identify the economically significant activities and to compare the
results with a similar analysis of uncontrolled dealings or of
uncontrolled enterprises that are being considered as possible
comparables. The level of functional analysis that is needed will
depend on the facts of the case. The matters discussed in paragraphs
286 to 292 and 509 to 591 should be taken into account in undertaking
a functional analysis.

Need for multiple year data to limit distortions

46. A valid conclusion as to what constitutes an arm's length
outcome for a dealing usually requires examination of several years of
dealings for both the controlled and uncontrolled parties. In this way
differences due to business or product cycles can be more effectively
taken into account and comparability more reliably determined
(paragraphs 299 to 300).

47. The number of years that need to be examined will depend on
the facts and circumstances of the case, but as a starting point the ATO
will consider the current year and the preceding four years
(paragraph 301).
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Grouping of transactions is sometimes needed to assess
comparability

48. In some cases it may be more appropriate to group products,
services or activities in order to properly reflect the relative
contributions to profit from the associated enterprise dealings.
Grouping may be appropriate in the following situations:

(a) Transactions/components of transactions

Dealings between associated enterprises in a particular
product may involve separate transactions for the product,
the intangibles associated with the product, technical
advice, management services and any other related
matters.

Where the independent dealings being considered as
possible comparables cannot be disaggregated, it would
generally be appropriate to group all the relevant
transactions between associated enterprises so
comparability to the uncontrolled party package deal
transaction can be properly determined.

(b) Integrated operations

If it was decided to route the transaction through an
associated enterprise it may be more appropriate to
consider the dealing in its entirety rather than consider the
component transactions on a separate basis. The
combined/channel profit, the functions of each of the
associates, the value added by each of the channel entities
and the amount of profit appropriated to each entity would
need to be considered when applying the arm's length
principle to set or review prices or conditions.

There could well be practical difficulties in determining
the true value added by any intermediate company if it is
considered in isolation.

If it cannot be demonstrated in a particular case that the
intermediate company either bears a real risk or performs
an economic function in the chain that has produced the
value of the goods or services, then any profit element that
is claimed to be attributable to the activities of the
intermediate company should be attributed elsewhere in
the MNE group.

(c) Product lines

The business activities of a member of an MNE group are
the importing and wholesaling of toasters, electric kettles,
blenders and the provision of services in the form of
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advice on satellite communication. Although the MNE
management may have a number of separate product lines
it may be appropriate in analysing comparability to group
the household electronic products together if the functions
of wholesaling these products are similar. This could
avoid possible distortions that may arise where indirect
costs are allocated to individual products.

(d) Prior dealings

On occasions it will be important to look back over a
sequence of transactions in order to put a current
transaction in an appropriate context. This is important
where there has been a substantial prior investment in the
development of intangibles, or a prior sale of a relevant
asset. There is a need to establish an appropriate setting or
starting point for an identification of the economic
alternatives that an uncontrolled decision maker would
normally wish to consider and to identify comparables
where these exist

(paragraphs 305 and 306).

49. Where dealings have been grouped there would be a need to
allocate relevant operating, financial or other expenses across different
product lines, divisions etc to reflect that grouping. Where it is not
possible to allocate on a direct basis a soundly-based method of
indirect allocation should be used that accords with accepted
accounting principles and fits the particular circumstances
(paragraph 307).

The aggregation of dealings to enable comparability to be assessed

50. In some cases, comparability can only be established by a further
extension of the grouping approach. It may be necessary to aggregate
the product or business lines so as to consider the matter in its proper
business and economic context. This situation may arise where, for
any reason, there is insufficient data available on comparable dealings
to undertake a comparability analysis on any other basis (paragraphs
308 and 309).

51.  Comparability extends beyond product similarity. The special
features of any relationships need to be taken into account. In this
regard the matters discussed in paragraphs 310 and 311 need to be
taken into account.

52.  Where an aggregated analysis is undertaken and the taxpayer is
dealing with related parties from different taxing jurisdictions it will
still be necessary to allocate the income and expenses of the cross-
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border operations of the related parties to the different taxing
jurisdictions on the basis of economic value added by each party
(paragraph 312).

Differences in accounting treatment may need to be adjusted

53. There is a need to ensure that any differences in accounting
treatment between entities being compared are adjusted so that an
accurate comparison of costs and margins can be made. The basic rule
is that while accepting that accounting standards will vary between
countries, true comparability must be based on a consistent approach
insofar as components of income and costs taken into account in
comparing the performance of the taxpayer with that of the
independent enterprise being considered as a possible comparable
(paragraph 313).

54. If data is not available to determine the basis of accounting of
any enterprise being considered as a comparable then any comparable
analysis should be at the net margin level or at a level that would
include all relevant costs(paragraph 314).

Arm's length range

55. In the practical application of transfer pricing methodologies, an
arm's length result may not always be a single point. The application
of a single method or several different methods may produce a range
of reliable results (paragraph 315).

Determination of an arm's length range

56. There are a number of considerations to be taken into account
when constructing an arm's length range. Comparable uncontrolled
dealings need to be identified and selected on the basis of criteria
required to undertake the method being applied (paragraph 316).

57. If material differences exist between the dealings by associated
enterprises and the cases being considered as possible comparables,
adjustments need to be made to reflect the differences in order to
improve the comparability of the uncontrolled dealings. If reasonably
accurate adjustments cannot be made to eliminate material differences
then the case being considered as a possible comparable is not truly
comparable (paragraph 317).

58. The arm's length range will be constructed using only
comparable uncontrolled dealings that have, or have been adjusted to,
a similar level of comparability with the controlled dealings
(paragraphs 318 and 319).
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59. In the absence of comparable uncontrolled dealings, it may be
possible to infer from other industry information available whether
dealings between the associated enterprises achieve an arm's length
outcome. However, it should be noted that data which does not
achieve the required level of comparability cannot be used in
constructing an arm's length range and, while it may be useful in terms
of broad indications, cannot be given the same status in determining
an arm's length outcome. Nevertheless, it does provide relevant
information which, when combined with other information, may assist
in determining an arm's length outcome (paragraph 320).

Only arm's length outcomes can comprise a range

60. Where a single methodology is used, it has to be capable of
being applied with similar accuracy and reliability to each element of
data constituting the range, having regard to all the factors relevant to
comparability (paragraph 322).

61. Where there is substantial divergence between data in the range
it is doubtful that all the data in the range are truly arm's length
outcomes. In such cases the reliability of the data in respect of each
possible comparable, any adjustments made for material differences in
comparability and the methodology itself should be reviewed
(paragraph 323).

62. There would be more confidence in ranges that are established
by the use of different methodologies if those ranges, when overlayed,
reflect common results (paragraph 324).

63. A high level of comparability is required in order to apply a
traditional transaction methodology (CUP, RP and CP methods).
When using these methods, an outcome that falls within a properly
constructed arm's length range should be regarded as being arm's
length. The qualification to this statement is that the data used to
construct the range must be truly comparable. However, if the dealing
falls outside the arm's length range, it is a matter of judgment as to
which point in the range the adjustment should be made. The ATO
concurs with the view of the OECD that the adjustment should reflect
the point in the range that best accounts for the facts and
circumstances of the controlled transaction (paragraph 325).

64. When applying a method other than a traditional transaction
methodology (such as a profit comparison) it is not possible to give
the same assurances in every case. The approximations used in
applying these other methods which rely on broader measures of
comparability can give extensive ranges, some of which may not be
sufficiently accurate to permit the general statement that any point in
the range may be regarded as arm's length (paragraph 326).
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Intangible and intellectual property

65. Two categories of intangibles are recognised - production
intangibles and marketing intangibles. Production intangibles
typically include patents, trade secrets or unpatented know how.
Marketing intangibles include trade marks, trade names and
distribution networks. Hybrids of these categories can occur where
intangibles obtain value through the activities of research and
development/production and of marketing and sales. Intangibles may
also include copyright protected software or specialised methods for
providing service to customers, or of doing business (paragraphs 327
to 328).

66. Intellectual property such as know how may be either a
production or marketing intangible (paragraph 329).

67. Australia's transfer pricing tax laws do not differentiate between
the supply or acquisition of intangible property and any other transfer
of property under an international agreement (paragraphs 330 and
331).

Intangibles need to be clearly identified before they are rewarded

68. It is necessary to clearly establish the existence and nature of the
intangibles before attempting to attribute to them any value or taking
them into account in applying an arm's length methodology
(paragraph 332).

69. Intangibles with different strengths will need to be rewarded
differently. A patented production process may be useful, but it may
be fairly simple to design around the patented aspects in order to
achieve a similar outcome. This type of intangible should not receive
the same level of relative reward as a breakthrough patent which may,
say, significantly reduce production costs and improve the product so
that there is greatly improved customer demand (paragraph 333 and
334).

Functional analysis can assist in identifying the existence and
nature of intangibles

70. A functional analysis should identify each party's contribution to
any manufacturing intangible or marketing intangible. A shared
ownership of the intangibles derived from the economic contribution
of the parties could result. This could influence the selection of a
methodology (paragraphs 335 to 337).
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ARM'S LENGTH METHODOLOGIES
What are the arm's length methodologies?

71.  There are a number of internationally accepted methodologies -
which are also accepted by the ATO - that test compliance with the
arm's length principle in different ways (paragraph 338).

72. These arm’s length methodologies are divided into two groups:

(a) the traditional transaction methods ('traditional methods')
being the comparable uncontrolled price (CUP) method;
the resale price (RP) method; and the cost plus (CP)
method; and

(b) the profit methods (‘profit methods') which include the
profit split methods and profit comparison methods
(paragraph 339).

73. It needs to be recognised that since international business is
complex and dynamic, this process of refinement will be an ongoing
one and the application of methodologies must remain flexible and
receptive to those developments which may lead to refinement of the
present arm's length methodologies or the development of new ones
for particular categories of case. It is also recognised that enterprises
may have either developed their own methodology or adapted the ones
discussed in this Ruling to best suit their circumstances. Such
approaches should not be automatically discounted as they may be
appropriate in the enterprises particular circumstances (paragraphs
340 and 341).

74. It is not possible to provide specific rules that will cover every
case and no one method is suitable in every situation (paragraph
342).

75.  Since precise calculations cannot be made and the application of
any methodology involves elements of judgment there is a need to
avoid making adjustments to account for minor or marginal
differences in comparability (paragraph 343).

76.  Since the issue of Taxation Ruling TR 94/14, the OECD has
reviewed its description and discussion of the methodologies and has
confirmed that certain profit methods are consistent with the arm's
length principle when applied in cases where there is insufficient data
on uncontrolled transactions or where such data is considered
unreliable, or due to the nature of the business situation and in a way
that has proper regard to comparability. The ATO agrees with this
view. It is essential to always be mindful of what is reasonable and to
adopt practical, flexible approaches in the application of the
methodologies so that they achieve the highest degrees of
comparability that is feasible and to avoid disputes about theoretical
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aspects that may not produce practical solutions in a given case
(paragraph 344).

Selection of the appropriate method

77. As was stated in paragraphs 86 and 87 of TR 94/14, the ATO
will select the method that is the most appropriate or best suited to the
facts and circumstances of the particular case. The ATO is under no
obligation to accept the particular methodology used by a taxpayer
unless, on an objective analysis, it produces the most accurate
calculation of the arm's length outcome. The most appropriate method
will be the one that produces the highest practicable degree of
comparability. Its selection will be driven by the extent to which
reliable data on comparables is available in the particular case.
Taxpayers and the ATO should have regard to all the principles in
paragraph 87 of TR 94/14 when selecting a methodology (paragraph
345).

78.  Any transfer pricing methodology used to calculate an arm's
length consideration in international dealings between associated
enterprises must be applied in a way that will provide an arm's length
outcome by closely reflecting commercial and economic reality and
the economic contribution made by the enterprises in each jurisdiction
(paragraph 346).

79. Australia follows the OECD view that the CUP the RP and CP
methods should be preferred over profit methods as a means of
establishing whether a dealing is arm's length. It is also accepted that
where it is possible to identify comparable uncontrolled transactions,
the CUP method will provide a higher degree of comparability than
the RP and CP methods (or any other method) (paragraphs 347 and
348).

80. The choice of the most appropriate method should be based on a
practical weighting of the evidence having regard to the nature of the
activities being examined, the quality and reliability of the data and the
nature and extent of any assumptions and the degree of comparability
that exists between the controlled and uncontrolled dealings or
between enterprises undertaking the dealings where the difference
would effect conditions in arm's length dealings being examined
(paragraphs 349 to 351).

81. Where an analysis of comparability has been undertaken using
one of the traditional transaction methods and there is some
uncertainty as to the reliability of the outcome, perhaps due to
comparability factors and the quality of the data used, it would be
appropriate to check the outcome by using some other basis. One way
this may be done is by comparing the result of the combined/channel
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profits achieved by applying the selected method with the result
achieved by a method having regard to the matters like expected rates
of return, risk levels, profitability, hurdle rates or other statistical
analyses that independent parties would use to evaluate potential
transactions (paragraph 352).

The traditional transaction methods described

82. The data necessary to apply the traditional transaction methods
must be highly comparable. Data that is either not comparable or is
only broadly comparable would not meet the comparability standards
required of these methods. Nevertheless, this data may have a use in
other methods but the result should not be preferred over those
obtained by the application of a transaction net margin.

Comparable Uncontrolled Price (CUP) method

83. The CUP method compares the price for property or services
transferred in a controlled transaction to the price charged for property
or services transferred in a comparable uncontrolled transaction in
comparable circumstances. This methodology could be used to arrive
at an arm's length outcome for a wide range of dealings, not just prices
for the transfer of tangible goods. For example, it may be appropriate
to check whether a royalty rate for the use of intangible property,
interest rate for funds supplied or acquired, or a management fee for
services acquired or provided, complies with the arm's length principle
(paragraphs 353 to 356).

84. However, there may be cases where the dealings between
associated enterprises involve a variety of transactions (tangible and
intangible property, management services, interest, etc.) and it is not
possible to obtain CUPs for all the transactions. In those cases the
CUP method may be still suitable for some classes of dealings where
it is supported by other methods that will reliably evaluate those
transactions not determined by the CUP methodology (paragraph
359).

85. The most important comparability factors are similarity of
product, contract terms and economic/market conditions. While the
application of the CUP methodology involves close product similarity,
its application also requires a consideration of all other factors relevant
to comparability. In this regard see paragraph 90 of Taxation Ruling
TR 94/14 and paragraphs 360 to 364 of this Ruling.

86. Australia and other OECD member countries recognise that the
CUP method provides the most direct comparison, and encourages its
use even where adjustments to the data are required to be made,
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provided that reliable adjustments can be made for material
differences. It needs to borne in mind that a minor difference in the
property transferred in the controlled and uncontrolled transactions can
materially affect the price. Nevertheless, the method should be
seriously considered and not routinely dismissed because it may be
difficult to make adjustments. However, if the differences have a
material effect on price and adjustments cannot be made with any
confidence, alternative methods will need to be considered. It should
also be remembered that, since adjustments to controlled and
uncontrolled dealings to develop a comparable will inevitable involve
elements of judgment, the extent, number and reliability of such
adjustments will affect the relative reliability of the CUP method
analysis (paragraph 365).

87. With the CUP method, comparisons need to be made for each
dealing. Once an arm's length consideration has been determined
there will be a need to monitor the correlation of the dealings of the
taxpayer and those of the comparable over time to insure that the CUP
initially selected remains valid and to reflect any price movement in
the relevant market (paragraph 366).

Examples of the application of the CUP method

88. The CUP method is a particularly reliable method where an
independent enterprise sells the same product as is sold between two
associated enterprises. Where the circumstances surrounding
controlled and uncontrolled sales are identical, except for the fact that
the controlled sales price is a delivered price and the uncontrolled
sales are f.o.b. The differences in terms of transportation and
insurance generally have a definite and reasonably ascertainable effect
on price. Therefore, to determine the uncontrolled sales price,
adjustment should be made to the price for the difference in delivery
terms (paragraph 367).

Other traditional transaction methods focus on comparable functions
- relevance of differences of products compared

89. Where, for whatever reason, it is not possible to use a CUP
methodology the application of the other traditional transactional
methods (other traditional methods) should be considered. These
other traditional methods are:

a)  Resale Price (RP) Method; and

b)  Cost Plus (CP) Method
(paragraph 368).
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90. As with any method, the availability and reliability of these
other traditional methods depend on the availability of sufficient
relevant data and may need to be applied on a basket or aggregated
basis as discussed in paragraphs 306 to 312. The best comparisons
will always be where the taxpayer has comparable dealings in
comparable circumstances with both associated parties and
uncontrolled parties (paragraphs 369 and 370).

91. The ATO agrees with the OECD view that in making
comparisons for the purposes of the RP and CP methods, fewer
adjustments are normally needed to account for product differences
than under the CUP method, because minor product differences are
less likely to have as material an effect on profit margins as they do on
price. However, closer comparability of products will produce a better
result and significant differences in products or services is likely to be
reflected in the functions performed (paragraphs 371 and 372).

92. Fewer adjustments may be necessary to account for product
differences under the other traditional methods than the CUP method,
and it may be appropriate to give more weight to other factors, some
of which may have a more significant effect on the margin than they
do on price. Such differences may include:

(a) the various stages of the business and product cycles;

(b) the management strategies. For example, where some
business assets are rented as opposed to being purchased;

(c) the nature and extent of the functions performed assets
employed and risks assumed; and

(d) the cost structures of the enterprises being compared. In
this regard see paragraphs 94 and 360 of Taxation Ruling
TR 94/14 and 2.16 to 2.21 of the 1995 OECD Report
(paragraph 373).

93.  Where there are differences in the functions or enterprises being
compared that materially affect the margin earned in the controlled
and uncontrolled transactions, adjustments should be made to account
for such differences. The extent and reliability of any adjustments
may affect the relative reliability of the analysis under the other
transactional methods (paragraph 374).

94. In some cases when applying other traditional methods, it may
be difficult to obtain sufficient data or establish suitable comparable
dealings to have any confidence in the outcome of the analysis. In
such cases it may be appropriate to supplement the RP and CP
methods by considering the results obtained from applying other
methods, such as a profit method (paragraph 375).
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Resale price (RP) methodology

95. The resale price (RP) method begins with the consideration at
which property (that has been purchased from an associated
enterprise) is resold to an independent enterprise. The resale
consideration is then reduced by an appropriate gross profit margin
representing the amount out of which the reseller would seek to cover
its selling and other operating expenses and, in the light of the
functions performed, assets used and risks assumed, make an
appropriate profit. Where the gross profit margin so calculated is
deducted from the resale price the balance - subject to adjustment for
other purchase costs like customs duties - is regarded as the arm's
length price for the purchases from the associated enterprise
(paragraph 376).

96. When applying the RP or CP method, financing expenses are
often excluded from general, administrative and selling expenses on
the basis that the funding of the business is not a material
consideration in comparing products, outputs or functions, and that the
financials can in fact produce distortions. There will be other cases
where the financing expenses are part of the transfer pricing
examination. One aspect of this might be a consideration of whether
all the arrangements between the associated parties leave the taxpayer
with sufficient working capital compared to what arm's length parties
would expect in those circumstances (paragraphs 377 and 378).

97. This method is most useful where the reseller markets the
product without adding substantial value by physically altering the
goods and the resale is realised within a short time of the reseller's
purchase of the goods (paragraph 379).

98. It may be more difficult to use the resale price method to arrive
at an arm's length price where, before resale, the goods are further
processed or incorporated into a more complicated product so that
their identity is lost or transformed (for example, where components
are joined together in finished or semi-finished goods). Another
example where the resale price margin requires particular care is
where the reseller contributes substantially to the creation or
maintenance of intangible property associated with the product (for
example, trademarks or tradenames) which are owned by an associated
enterprise. In such cases, the contribution of the goods originally
transferred to the value of the final product cannot be easily evaluated.
The amount of the resale price margin will be influenced by the level
[and, we would add, nature] of activities performed by the reseller.
The level of activity performed by the reseller, whether minimal or
substantial, would need to be well supported by relevant evidence.
This would include justification for marketing expenditures that might
be considered unreasonably high; for example, when part or most of
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the promotional expenditure was clearly incurred as a service
performed in favour of the legal owner of the trademark. In such a
case the cost plus method may well supplement the resale price
method (paragraphs 380 and 381).

99. It is also more reliable where the reseller on-sells within a short
time. The general equation would be best expressed as:

Selling -  Appropriate = Arm's Length
Price Gross Margin Purchase Price
(paragraphs 382 and 383).

100. Of course an adjustment would have to be made for other costs
associated with the purchase of the product to arrive at an arm's length
purchase price. Examples of these would be insurance, transport costs
and any other expenses involved in getting the products into store.
Care would need to be taken where the expenses involve payments to
associated enterprises. In such cases the transfer pricing review
should cover both the acquisition of property and the related expenses
(paragraph 384).

101. It should be borne in mind that the starting point with RP
method is to make a comparison of the gross profit with comparable
independent enterprises. This will indicate any discrepancy arising in
the cost of goods sold. Where there is a discrepancy below the gross
profit line it is likely that the RP method is not the most appropriate
method (paragraph 385).

Establishing the level at which the appropriate profit should be
calculated

102. The appropriate gross margin is the amount of profit that, based
on an arm’s length comparison, is considered necessary to compensate
the enterprise for its costs and make an appropriate profit that accords
with the functions undertaken, assets employed and risks assumed
(paragraph 386).

103. The appropriate gross margin is usually measured at the gross
profit level. However, in some circumstances it may be more accurate
to undertake the comparison at some other (intermediate) profit level.
The profit level at which to compare will be determined by the
availability of sufficient reliable data, bearing in mind that there may
also be a need to adjust for accounting differences between the
associated enterprise and the uncontrolled enterprise being considered
as a possible comparable (paragraph 387).

104. Whenever the RP method is applied it would be appropriate to
check whether the resale price margin so determined is realistic having
regard to the operating expenses of the taxpayer (paragraph 388).
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105. Where company policies are determined or influenced by an
associated enterprise then these type of costs may need to be taken into
account when undertaking the comparability analysis in the course of
applying the RP or CP method. For example, if it is corporate policy,
for the benefit of any associated enterprises’ intangible assets, to seek
accommodation, staffing levels, etc., that are materially different to
those levels required by comparable unrelated parties or to reduce
profit margins for market penetration or market share, keep excessive
stock levels or incur excessive marketing costs that materially differ
from those policies of a comparable enterprise, then those costs may
need to be taken into account as they would relate to management
decisions imposed on the enterprise that may not have been accepted
by an independent party operating wholly independently (paragraphs
389 and 390).

Calculating the appropriate gross profit margin

106. The appropriate gross profit margin would be expected to vary
according to the amount of value added by the reseller. It would be
expected the appropriate gross profit margin would increase with the
increased assets, functions and risks. In the cases where Division 13 is
being applied it may be necessary to apply the arm's length gross profit
margin on the basis of each international agreement. However,
paragraph 23(b) of the Acts Interpretation Act 1901 could have the
effect that this is not necessary in cases where the relevant dealings are
of a similar type that could be treated as a basket of goods or services
(see paragraphs 135 and 432 to 438 of TR 94/14). In relevant cases,
Division 13 determinations would be prepared by the ATO relying on
both bases so as to allow this issue to be considered in the event of a
dispute between the taxpayer and the ATO proceeding to the
Administrative Appeals Tribunal or a court. These comments on
Division 13 also apply in relation to the CP method as explained in
paragraph 433 (paragraphs 391 to 396).

107. A methodology which adopts a margin which is calculated as a
certain percentage of the resale price (for the purpose of determining
the appropriate transfer price), where the percentage chosen is not
benchmarked against comparable independent dealings is not a resale
price methodology (paragraph 397).

108. In extreme cases such a methodology might be able to be used
for the purposes of subsection 136AD(4). However, every effort
should be made to use other methods like profit methods or a mix of
methods before resort is had to such an approach (paragraph 398).

109. Where such a methodology has to be used in cases where no
other approach is reasonably open, the fixed percentage should be
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calculated to produce a result that fairly reflects the functions
performed, assets employed and risks undertaken, the intention always
being to reasonably approximate an appropriate return for the
economic value added in a way that is consistent as practicable with
the arm's length principle (paragraph 399).

Cost plus (CP) methodology

110. The cost plus method begins with the costs incurred by the
supplier of property (including services) in a controlled transaction for
property transferred or services provided to a related purchaser. An
appropriate cost plus mark up is then added to this cost, to make an
appropriate profit in light of the functions performed and the market
conditions. What is arrived at after adding the cost plus mark up to
the above costs may be regarded as an arm's length price of the
original controlled transaction. This method probably is most useful
where semi-finished goods are sold between related parties, related
parties have concluded joint facility agreements or long-term buy-and-
supply arrangements or where the controlled transaction is the
provision of services (paragraphs 402 to 406). Examples of the
application of the CP method appear at paragraphs 433 and 434.

Which costs should be used as a basis for the mark-up

111. The costs, in general, that need to be established for the CP
method will be the direct and indirect cost of production of the
relevant goods or services. It is important to remember that the costs
are limited to those of the supplier of the goods or services. Any
transfer pricing examination should have regard to the fact that the
manipulation of the allocation of expenses could inappropriately
increase or decrease the production costs of the taxpayer to which the
cost plus margin is applied. These costs would include: direct costs
of producing the goods or services such as the cost of raw materials or
the salaries of skilled service staff; indirect costs of production, which
although closely related to the production process may be common to
several products or services (for example, the costs of a repair
department that services equipment used to produce different products
or deliver different services); and an appropriate allocation of other
general, and administrative expenses, that can be related to the
production activities the subject of the application of the CP method
(paragraphs 407 and 408).

112. This aggregation of direct and indirect cost is also known as
absorption costing. These calculations should generally be done on
the basis of historical cost. Although there are some exceptions to this
general principle (for example, the use of marginal costing to dispose
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of marginal production), these exceptions are subject to strict controls.
Consistent with the OECD approach and having regard to generally
accepted accounting principles, as a general rule, the use of absorption
costing will be required by the ATO where the cost plus method is
used. The very limited exceptions are where replacement cost and
marginal cost result in a more accurate measure of the appropriate
profit margin. In such cases the justification for the view that
replacement or marginal cost provide a higher integrity should be
adequately and contemporaneously documented (paragraph 409).

113. IT 2350 provides some guidance in relation to the use of
absorption costing and in this respect would be relevant for the
purposes of the application of the CP methodology (apart from the
reference in paragraph 5 of IT 2350 which indicates that at that time
direct costing was recognised for accounting purposes - which is not
the case now) (paragraph 410).

114. As historical costs such as materials, labour, depreciation, etc.,
may vary over a period it may be appropriate to average these costs
when determining the appropriate level of costs when applying the CP
method in relation to a limited period. Averaging may also be
appropriate when determining costs across product groups or when
applying the CP method in cases where grouping of dealings is needed
to properly assess comparability (paragraph 411).

Acceptable basis for apportionment of indirect costs

115. The objective in allocating indirect costs is to determine the
degree to which the indirect costs - which are a reflection of the
taxpayer's functions, assets and risks - have contributed to the
production of the goods or services being examined in the transfer
pricing review. The ATO will evaluate the taxpayers' allocation of
indirect costs against sound cost accountancy principles. In this
regard, where a taxpayer allocates indirect costs using criteria that are
key to the nature of the taxpayers' profit making activity and which
can fairly apportion the particular costs on the basis of the extent of
the activity subject to the transfer pricing examination relative to the
other purposes for which the costs were incurred, the ATO will accept
the allocation. The basis of allocation must, however, make sense in
the context of the particular case and cannot produce significant
distortions (paragraphs 412 and 413).

116. In cases where a taxpayer uses a formula to allocate indirect
expenses, ATO staff examining the allocation would need to establish
whether the formula has been consistently followed over a number of
years and whether there is any evidence of manipulation that produces
an inappropriate loading of expenses in Australia. Where different
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types of indirect costs are being allocated it may be appropriate to use
different allocation criteria (paragraphs 414 and 415).

117. Care would need to be taken where the Australian taxpayer is
part of an integrated production process involving a number of
countries and the taxpayer has acquired partly finished goods from a
foreign associated enterprise. In such cases the CP method would be
more difficult to apply and its reliability would need to be carefully
checked (paragraph 416).

118. There may be occasions where questions would arise as to
whether the costs incurred in relation to such acquisitions from
associated enterprises were at arm's length. Before such costs were
incorporated into the value of costs for the purposes of the CP
methodology, an analysis would need to be undertaken to ascertain
what an arm's length consideration for the associated enterprise
acquisitions would be (paragraph 417).

119. The above the gross profit line costs will need to be apportioned
between the controlled dealings and the other business activities of the
taxpayer on an appropriate basis (paragraph 418).

120. Many taxpayers also have dealings with associated enterprises
other than just in relation to the controlled transaction under review -
which may affect the above the gross profit line or below the gross
profit line costs of the controlled dealings. The nature of such
dealings and whether they are on an arm's length basis would be
relevant to determining comparability between the controlled dealings
and the uncontrolled dealings. An analysis of these other dealings
between associated enterprises would therefore be necessary
(paragraph 419).

Calculating the appropriate mark-up

121. The appropriate mark-up is the amount of the mark-up on the
relevant cost determined on the basis of an arm's length comparison
(paragraph 420).

122. The cost plus mark-up of the taxpayer in the dealings between
associated enterprises should ideally be established by reference to the
cost plus mark-up that the taxpayer earns in comparable uncontrolled
dealings. Where the taxpayer has no comparable uncontrolled
dealings, the cost plus mark-up may be able to be determined on the
basis of comparable dealings by independent enterprises that are
operating wholly independently. Functional analysis will assist this
process (paragraph 421).

123. The appropriate mark-up should be measured at the gross profit
level. However, in some circumstances it may be more accurate to
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consider some intermediate profit level in order to make comparisons
on a consistent basis (e.g., to adjust for accounting differences
between the taxpayer and the company being considered as a
comparable) (paragraphs 422 to 425).

124. A methodology which applies a fixed percentage mark-up to a
relevant cost base where that fixed percentage is not benchmarked
against comparable independent dealings is not a cost plus
methodology (paragraph 426).

125. In extreme cases such a methodology might be able to be used
for the purposes of subsection 136AD(4). However, every effort
should be made to use other methods - like profit methods or a mix of
methods - before resort is had to such an approach (paragraph 427).

126. Where such a methodology has to be used, in cases where no
other approach is reasonably open, the fixed percentage should be
calculated to produce a result that fairly reflects the functions
performed, assets employed and risks undertaken, the intention always
being to reasonably approximate an appropriate return for the
economic value added in a way that is as consistent as practicable with
the arm's length principle (paragraph 428).

Other matters that might influence the appropriate mark-up

127. Where valuable intangibles are involved in the transaction it
may be appropriate to supplement the cost plus methods by
considering the results obtained from applying other methods such as
the profit split method in order to ensure that the profit contribution of
the intangibles are properly reflected (paragraphs 429 and 430).

128. Differences in the level and types of operating expenses and
non-operating expenses (including financing) could indicate functional
differences or additional functions between the taxpayer and the
parties or dealings being compared that require adjustments to achieve
a valid comparison. Subject to the earlier discussion in paragraph 120,
no adjustment to the gross margin may be appropriate if the
differences in expenses reflect different degrees of efficiency
(paragraphs 431 and 432).

Profit methods

129. Sometimes it is not possible or practical to use traditional
transactional methods (traditional methods). Such situations may arise
where:

(a) there is insufficient reliable data to analyse comparability
so as to determine an arm's length outcome other than
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through a profit split or a profit comparison at the net
profit level;

(b) the traditional methodologies are unable to establish an
arm's length consideration because, for example, the
product or service in question is unique or contains out-of-
the-ordinary intangibles; or

(c) while theoretically sound, the traditional methods are not
practicable because of the complexity of the business
situation or the extent and diversity of the taxpayer's cross-
border dealings with associated enterprises. These cases
present some significant difficulty in following traditional
methods such that due administration of the law is
seriously jeopardised beyond what a reasonable person
would accept, and it is not merely a matter of convenience
that supports a different approach. It would be expected
that consideration would be given to the use of traditional
methods on a basket approach and profit methods would
be applied only where traditional methods are unreliable
because they are not conceptually applicable or practicable
in the particular case, or because there is insufficient
reliable data to apply them.

In these situations it may be more appropriate to consider the use of
profit methods (paragraph 435).

130. In the Australian economy certain industries are dominated by
MNEs to the point where the parties operate in niches and the material
differences between the mainstream market and the niches do not
make adjustments to achieve comparability feasible (paragraphs 436
to 437).

131. There is also the problem that in many cases there is a variety of
transactions (transfers of tangible and intangible goods and services)
back and forth between the associated enterprises - some of which
may involve overlaps and there may be no comparables for the
combination of transactions. In these cases profit methods may be a
more reliable way to set or review the transfer pricing used in the
dealings between the associated enterprises or to check findings made
using traditional methods where there is doubt about the reliability of
the data used (paragraph 438).

Descriptions of the types of profit methods

132. Where, for whatever reason, and after taking account of the
guidelines in this Ruling on selection of methods, it is not possible or
practical to use the traditional methods of CUP method, RP or CP
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methods, the application of profit methods may be considered. The
type of profit method used will depend on the facts and circumstances.
These profit methods include:

(a) the profit split methods; and

(b) the profit comparison method (referred to by the OECD as
the 'transactional net margin method' in the 1995 OECD
Report) (paragraph 439).

133. One of the main differences between the profit split and the
profit comparison method is that the former is applied to all the
relevant associated enterprises whereas the latter is applied to only one
of the associated enterprises. A one-sided analysis potentially can
attribute to one member of an MNE group a level of profit that
implicitly leaves other members of the group with implausibly low or
high profit levels. However, this is also a risk with the RP and CP
methods, which are also one-sided analyses. Care needs to be taken to
ensure in so far as practicable that the result produced by the one-sided
application of any method makes commercial sense in the
circumstances of the case (paragraph 440).

134. There is a need in some cases to use profit methods so that the
arm's length principle can be implemented as closely as practicable.
Not to seek some means of testing taxpayers' dealings with associated
enterprises and to devise some solution for transfer pricing problems
would undermine the arm's length principle (paragraphs 441 to 443).

135. While it is possible to apply a profit method in respect of a
single transaction, these methods are generally applied in respect of a
group or a 'basket' of transactions or on an aggregated basis. The
important principles in this regard are:

(1)  to the extent transactions can be disaggregated without
going to unreasonable lengths, then they should be
analysed at the lower level;

(1)  where transactions need to be analysed on a combined
basis care should be taken to ensure that the profits, the
subject of the transfer pricing examination, are limited to
the profits that arise from controlled transactions. It would
generally be inappropriate to apply a profit method on a
'whole of entity' basis unless all of the taxpayer's activities
involved associates and, if a profit comparison is being
used, the different types of controlled dealings can be
approximately compared on a consistent basis with a
similar basket of uncontrolled dealings by an independent
enterprise operating wholly independently. (See
paragraphs 135 and 432 - 438 of TR 94/14). It needs to be
remembered, though, that the Commissioner is entitled to
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estimate the arm's length consideration in respect of
international agreements if there is insufficient information
to determine the arm's length amount (paragraph 444).

Profit split methods

136. The profit split method first identifies the combined profit or
loss from the dealings between the associated enterprises. It then
splits those profits or losses between the associated enterprises on an
economically valid basis that approximates the division of profits that
would have been anticipated and reflected in an agreement made at
arm's length. The combined profit may be the total profit from the
transactions or a residual profit intended to represent the profit that
cannot readily be assigned to one of the parties, such as the profit
arising from high value, sometimes unique, intangibles. The
contribution to each enterprise is based upon a functional analysis and
valued to the extent possible by any available external market data
(paragraph 445).

137. In applying the profit split methods the object is to determine if
the split of the combined profit from the dealings between associated
enterprises is arm's length in light of the functions performed, assets
used and risks assumed by the respective parties from the point of
starting the related party manufacture to the sale to an arm's length
party (paragraphs 446 to 448).

138. To determine if the split is arm's length an assessment has to be
made on an economically valid basis that approximates the division of
profits that would have been anticipated and reflected in an agreement
made at arm's length. There is no one method to undertake this
assessment as each case has to be decided on the data available and the
facts and circumstances of that case (paragraph 449).

139. The following factors need to be taken into account in
undertaking a profit split:

(a) The relevant dealings:

(1) there is a need to determine if the profit split is to be
undertaken on a particular product line, a basketing
of products or where appropriate on the basis of the
strict guidelines above, a whole of entity basis all of
which will include a consideration of any intangible
assets as well as financial assets (whether shown on
the balance sheet or not). In all cases an allocation
of general administration and similar costs to the
relevant dealings will be required;
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(1)) where the taxpayer has dealings with more than one
associated enterprise, care will be needed to identify
the profits applicable to each party. Using the above
example, if the reseller was supplied goods from two
related manufacturers from different tax jurisdictions
any profit split would need to identify the value
added in each jurisdiction and the appropriate share
of profit for each.

(b) Consolidation of accounts:

so that the combined profit can be determined, the
accounts of the parties need to be put on a common basis
as to accounting practice and currency and then
consolidated. Once the split has been determined the
accounts can then be rewritten on a separate entity basis,
taking account of the relevant requirements in the
taxpayer's home jurisdiction

(paragraph 450).

140. A possible difficulty in attempting to undertake a profit split is
obtaining the required information from foreign enterprises or tax
administrations so that the combined profit can be determined.
Nevertheless, reasonable attempts should be made to obtain the
relevant information because there is more certainty that an arm's
length share of profits has been reached when the economic
contribution by all parties profit share has been examined than would
be the case if a one-sided profit comparison was used (paragraph
451).

Splitting profits using projected profits v actual profits

141. There is a need to establish whether to apply the profit split to
the projected or actual profits. The determining basis should be made
as follows:

(a) Projected Profits:

where a taxpayer uses a profit split to establish (as
opposed to 'review') transfer pricing for controlled
transaction, this would necessarily be done on the basis of
the projected profits because the actual profits would not
be know at the time. This would produce a fractional
allocation which would then be applied as the actual profit
derived. However, if there are variances between
projected and actual profits arm’s length parties would
make appropriate adjustments when reviewing their profit
split projections for future years. In some cases, for
example where the joint activity involves an intangible and
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the value is unclear, arm's length joint ventures might
include a review clause in their agreement that would
operate to review the profit split in the event of a major
change in actual profit experience relative to their
projections.

(b)  Actual Profits:

where prices have been set using a basis other than a profit
split (as will almost be the case) any evaluation would be
undertaken on the actual profits achieved by the
application of the other basis using the same information
that was available at the time of the price setting thus
avoiding the use of hindsight

(paragraph 452).

The application of the profit split methods

142. There are a number of approaches for estimating the division of
profits, based either on projected or actual profits, as may be
appropriate. The contribution analysis and the residual analysis are by
far the most frequently used and are not mutually exclusive
(paragraph 453).

Dividing the profits using a contribution analysis

143. Under a contribution analysis, the combined profits, which are
the total profits from the controlled dealings under examination, are
divided between the associated enterprises based upon the relative
value of the functions performed by each of the associated enterprises
participating in the controlled dealings, supplemented as much as
possible by external market data that indicate how independent
enterprises would have divided profits in similar circumstances. In
cases where the relative value of the contributions can be measured
directly, it may not be necessary to estimate the actual market value of
each participant's contributions (paragraph 454).

144. It may be difficult to determine the relative value of the
contribution that each of the related participants makes to the
controlled transactions, and the approach will often depend on the
facts and circumstances of each case. The determination might be
made by comparing the nature and degree of each party's contribution
of differing types (for example, provision of services, development
expenses incurred, capital invested) and assigning a percentage based
upon the relative comparison and external market data (paragraphs
455 and 456).
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Dividing the profits using a residual analysis

145. A residual analysis divides the combined profit from the
controlled transactions under examination in two stages:

(a) first, each participant is allocated sufficient profit to
provide it with a basic return appropriate for the type of
transactions in which it is engaged. Ordinarily this basic
return would be determined by reference to the market
returns achieved for similar types of transactions by
independent enterprises. Thus, the basic return would
generally not account for the return that would be
generated by any unique and valuable assets possessed by
the participants;

(b) secondly, any residual profit or loss remaining after the
first stage division would be allocated among the parties
based on an analysis of the facts and circumstances that
might indicate how this residual would have been divided
between independent enterprises. Indicators of the parties
contributions of intangible property and relative
bargaining positions could be particularly useful in this
context

(paragraph 457).

'

146. Regard should be had to paragraphs 458 to 462 in applying the
residual profit split method.

Other approaches to dividing the profits

147. Another approach is to split the combined profit so that each of
the associated enterprises participating in the controlled transactions
earns the same rate of return on the capital it employs in that
transaction. This method assumes that each participant's capital
investment in the transaction is subject to a similar level of risk, so
that one might expect the participants to earn similar rates of return if
they were operating in the open market. It also assumes that return on
financial capital is a relevant measure for each enterprise (paragraph
461).

148. Another possibility is to determine the profit split based on the
division of profits that actually results from comparable transactions
among independent enterprises. In most cases where the CUP, RP and
CP methods would not be used, it will be difficult to find independent
enterprises engaged in transactions that are sufficiently comparable to
use this approach as the primary method (paragraph 462).
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It may be possible to use a formula to split profits from global trading

149. Formulary approaches are often appropriate for splitting profits
from global trading. They can also be used reasonably reliably for
allocating some types of head office expenses to associates, provided
the principles in paragraphs 412 to 419 below are followed. The ATO
will not prevent the use of a formulary approach in establishing arm's
length outcomes, particularly where it is not possible or practicable to
allocate an arm's length profit or to ascertain an arm's length price in
accordance with other methods endorsed by the OECD. Reserving the
option to use a formulary approach in appropriate cases on the basis of
their facts and circumstances is consistent with the operation of
subsection 136AD(4) (paragraph 463).

150. Where an MNE is engaged in a global trading activity in
financial products through various markets around the world,
sometimes, on a twenty-four hour basis, there are some unique
problems associated with the allocation of income and expenses
amongst the contributing members - especially where the same pool of
trading assets is used (paragraph 464).

151. In some cases, the members have a fully integrated computerised
trading network containing the various files (collectively known as a
'book') which is used to transact the deals. The authority to trade in
this stock of financial instruments may move from one centre to the
next as markets open and close, the authority continually being passed
around the world to maximise the trading on the book. A deal may be
opened in New York, continued in Sydney and Singapore and closed
in London. During this time, the members of the multinational group
who are dealing on the relevant book are taking orders from their
clients at any time during the day, conducting trades for clients (from
anywhere in the world) when their market is open, subject to the
financial limits imposed on the dealers individually in relation the
exposure they can take by setting an overall limit on risks and
collectively by the multinational group - and perhaps regulators. Other
functions would typically include overall strategic management, back
office support like accounting, legal documentation and computer
support, and sales and marketing (paragraph 465).

152. In these circumstances, finding suitable comparables for the
trading are not of real concern. The relevant financial markets would
most likely provide the necessary arm's length considerations for the
transactions entered into by each participant in the global trading of
the multinational group. The real problem lies in how to allocate the
income and expenses on an arm's length basis. For example, and as
explained above, a deal may be opened in New York, continued in
Sydney and Singapore and closed in London. By closing the deal in
London, the group member in London will crystallise all the profit or
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loss. Yet, the profit or loss crystallised in London might effectively be
attributable to all multinational group participants in the global
trading. Generally speaking though, the group member in London
should not recognise all the profit or loss in London because in the
great generality of cases dealers will all have a certain level of skills in
predicting markets, taking positions and hedging risks, there will be a
level of prudential control and the activity by its nature contains an
element of speculation. But more importantly, it is the fact that the
profits arise largely from the integration of trading, hedging and
marketing that force the conclusion that it is not the place where the
profit or loss crystallises that is the determining factor in allocation.
This integration is also a reason why dealers' salaries/bonuses are not a
sufficient basis in themselves for allocating profit (paragraph 466).

153. Primarily, the allocation of profit or loss is to be determined in
accordance with the economic benefit each group member has
contributed to the overall result from participating in the global
trading. To determine the level of benefit, it would be necessary to
complete a functional analysis establishing who does what and where,
and to then allocate the income and expenses on some formula based
on a suitable weighting of the assets, functions and risks of each
contributing member (participant). The large volume of global trading
may also prohibit anything other than a profit allocation on the basis of
aggregating all trading transactions in financial instruments
(paragraph 467).

154. Where possible, the weighting should be based on some form of
external market data. The outcome sought should be directed to
reflecting what independent enterprises would have done if they were
confronted with the similar allocation problem in comparable
circumstances. Differences in functions assets and risks in different
cases should be reflected in the allocation of profit (paragraph 468).

155. A common form of global trading - perhaps the most common -
is where the trading in a specific product is centralised in a particular
jurisdiction. The decision on where to locate that book would be
driven by commercial considerations like customer location,
availability of trading skills and depth of market. There may be
limited authority to trade outside the jurisdiction, but the main activity
in other jurisdiction would be sales and marketing. It is also possible
for back-office support to be located outside the 'book's' jurisdiction.
This particular form of global trading does not necessarily require a
profit split methodology - the argument for which is stronger where
there is a very high level of integration - and it may be possible to use
traditional methods (paragraph 469).



Draft Taxation Ruling

TR 95/D22

FOI status: draft only - for comment page 43 of 184

The profit comparison method (referred to by the OECD as the
'Transactional net margin method’)

156. Profit comparisons at the net margin level are an extension of
the RP and CP methods. The profit comparison method examines the
net profit margin, rather than the gross profit margin (or at some
margin in between), relative to an appropriate base (e.g., costs, sales,
assets), that an enterprise realises from a controlled transaction or from
transactions that it is appropriate to combine (paragraph 470).

157. As such, when applying the profit comparison method, care is
needed to have regard to the previously discussed requirements for the
application of the RP and CP methods and the principles regarding
comparability (paragraph 471).

158. This method requires the taxpayer (or the ATO) to compare the
net margins obtained in its controlled dealings against either:

(a) the net margins of the taxpayer's uncontrolled transactions
in comparable circumstances; or

(b) the net margins earned in comparable, uncontrolled
transactions by an independent enterprise
(paragraphs 472 and 473).

159. It is important to ensure the profit comparison is confined to the
net profit from cross-border dealings with associated enterprises.
Where the profit comparison method is applied on the basis of an
aggregation of transactions, where such aggregation is appropriate, the
reliability of such an approach relative to the application of the CUP,
RP and CP methods on a similar basis would need to be rechecked and
the most reliable method used (paragraph 474).

The reasons the profit comparison method is required

160. If detailed comparable data is unavailable or there are
accounting differences, that cannot be reliably adjusted to allow
comparisons at the gross profit level, or the transfer pricing issues
arise in respect of items below the gross profit line, comparisons at
levels other than net profit may produce an incorrect outcome
(paragraph 475).

161. The net margins also may be more tolerant to some functional
differences between the controlled and uncontrolled transactions than
gross profit margins. Differences in the functions performed between
enterprises are often reflected in variations in operating expenses.
Consequently, enterprises may have a wide range of gross profit
margins but still earn broadly similar levels of net profits. It is
therefore important when applying the profit comparison method to
carefully consider the functional analysis of the taxpayers and the
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entities being considered as possible comparables and to make
adjustments whenever practicable to increase the degree of
comparability, having regard to the previous discussion of the factors
that could impact on comparability (paragraph 476).

162. While the RP and CP methods are each based on a single ratio,
there are several ratios that could be of assistance in applying the
profit comparison method. The relative usefulness of the various
ratios will depend on the facts of each case and the extent of reliable
data available. For example, the rate of return on capital employed
will be of greater importance if the taxpayer is operating in a capital-
intensive industry. It would often be appropriate to have regard to
more than one ratio in checking the reliability of the taxpayer's
approach to determining transfer pricing. Return on assets could
present particular problems when used in isolation (paragraph 477).

163. An EBIT analysis can be helpful in the context of profit
comparisons - bearing in mind the need to focus only on the relevant
cross-border dealings between associated enterprises and to apply the
EBIT approach consistently to the taxpayer and the other enterprises
being considered as possible comparables (paragraph 478).

164. Another possibility is the ratio of operating profit to sales, but
the safeguards in relation to comparability that are needed when
operating expenses are being considered should be carefully followed
(paragraph 479).

165. The ratio of gross profit to operating expenses (often referred to
as a Berry ratio) can also be helpful in applying the profit comparison
method, though care would be needed to ensure that comparisons
between the taxpayer and other enterprises are limited to other
enterprises that have a high degree of functional similarity
(paragraph 480).

166. It would also be essential to be aware of the possible distorting
effects of methods of business financing, business strategies and the
relative efficiency of managers when doing EBIT and Berry and
operating profit to sales ratios (paragraph 481).

167. It needs to be borne in mind that the application of these various
ratios in appropriate cases will indicate potential transfer pricing risks
at a primary level. However, further detailed analysis will be needed
to identify particular transfer pricing problems. Any comparability
analysis will need to have regard to the potential difficulties presented
by a consideration of operating expenses (see paragraphs 476, 479 and
481 to 483).

168. Possible distortions through economic, market, business or
product cycles would also need to be considered. The use of data
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covering a number of years will increase the reliability of profit
comparison (see paragraphs 299 to 301).

Application of the profit comparison method

169. As mentioned in the discussion on the RP and CP methods, a
comparison at net profit level can sometimes be needed, but care is
required when dealing with operating and financial expenses that
relate to such things as marketing strategies, the management
efficiencies, accounting policies (e.g., different depreciation methods)
and business financing alternatives (paragraphs 485 to 489).

170. An uncontrolled enterprise may not accept to pay a higher price
resulting from the inefficiency of the other party. On the other hand, if
the other party is more efficient than can be expected under normal
circumstances, the other party should benefit from that advantage.
However, where company policies are determined or influenced by an
associated enterprise then the costs impacted by these policies would
need to be carefully considered when undertaking the comparability
analysis for the reasons mentioned in the discussion on the RP and CP
methods (paragraph 486).

171. Various factors will have a potential impact on the reliability of
the profit comparison method and the comparability analysis should
carefully address them. These factors would include how well the
value of assets employed in the calculations is measured. In each case
it is essential to determine the extent to which the value of the
intangible property is not captured in the books of the enterprise. This
as an important issue in analysing functions, assets and risks. The
books may show assets at historical cost or as capitalised expenditure -
which can be markedly different from their real value. Goodwill
derived from product or service quality or from research and
development, or from skills in distribution or the creation of marketing
intangibles will often create value that is not shown on the balance
sheet. These can be masked by bad management or poor financials.
Some insights might be gained from market capitalisation and
earnings history (e.g., earings per share). It is important that all these
aspects be considered when doing the functional analysis as a good
understanding can be developed of the taxpayer's strengths and
weaknesses in terms of the profit drivers and features likely to reduce
profitability. The factors affecting whether specific costs should be
passed through, marked up, or excluded entirely from the calculation
will be better understood if this approach is followed and when those
factors are then taken into account the profit comparison should
produce closer comparables than profit comparisons that ignore these
issues (paragraph 487).
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172. The application of the profit comparison method requires a
careful analysis of the taxpayer's operating expenses. These expenses
reflect the taxpayer's functions, assets and risks and give insight into
the possible distorting effects of methods of business financing and
management approaches in relation to the net profit. These concerns
are largely avoided with the RP and CP methods because they focus
on the gross margin. However, where for the reasons outlined these
methods cannot be used, the more closely operating expenses, market
and business factors can be analysed and compared the more reliable
the profit comparison method. Of course, care would also be needed
to ensure that expenses above the gross profit line, market and
business factors are also properly considered (paragraphs 488 and
489).

There is a need to find an answer for all transfer pricing problems

173. Where there is a special relationship between the associated
enterprises that produces unique dealings there may not be sufficient
data or comparable dealings to apply CUP, RP, CP or the profit
methods. In such cases their use should be reconsidered on the basis
of possibly:

(a) sufficiently broadening the comparability criteria to allow
a comparison of the relevant dealings; and

(b) sufficiently relaxing the normal conditions imposed in
applying traditional and profit methods to allow the
broadened comparability to be applied

(paragraph 490).

174. This situation may come about where all the comparable
enterprises in an industry are associated enterprises or where an
associated enterprises have an industry monopoly. Where this is the
case the appropriate arm's length comparison may be with enterprises
in another industry segment or group of segments. However, great
care is needed to ensure that the industry segments or groups of
segments being compared are sufficiently similar, especially in
relation to levels of profitability as well as functions performed
(paragraph 491).

175. Where the comparability criteria need to be broadened there may
be a need to consider the dealings on a basketing, aggregated basis or,
in extreme cases, on a whole of entity basis. However, the relative
reliability of such an approach will need to be considered against the
reliability of the applying the CUP, RP or CP method on an
aggregated basis - if it is possible to use the traditional methods that
way (paragraph 492).



Draft Taxation Ruling

TR 95/D22

FOI status: draft only - for comment page 47 of 184

176. If the extended application of the traditional and profit methods
cannot provide an answer it may be necessary to consider:

(a) amixture of the above methods; or
(b) some other method or mixture of methods

that is likely to lead to a result that is consistent as practicable with the
arm's length principle (see paragraph 367 of TR 94/14). Where
taxpayers find themselves in this category they should give serious
consideration to an advanced pricing arrangement ('APA'") (paragraph
493).

177. Where none of the generally accepted methodologies can be
used consideration would have to be given to a comparison of an
enterprise's overall performance with that of other similar enterprises
in the same of similar circumstances. By a somewhat similar process,
the reasonableness of transfer prices may perhaps be assessed by
comparing the yield or return on capital invested in the relevant
associated enterprises with the yield or return on the capital invested in
enterprises carrying on similar activities and requiring the same kind
of capital investment. A further approach might be to look at the yield
on the capital involved. The OECD's qualifications on the reliability
of these approaches is noted. They are also repeated in the 1995
revision in the discussion of profit methods. Nevertheless, we
recognise that they have on occasions been used by enterprises and
they may have a role in assisting the establishing of an approximation
of an arm's length consideration in some cases. In this regard, it needs
to be remembered that all of Australia's DTAs would on the wording
of various Associated Enterprises Articles allow methods that may not
be permissible under the wording of the Associated Enterprises Article
(Article 9) of the OECD Model Tax Convention (see paragraphs 19 to
28 above). It also needs to be remembered that subsection 136AD(4)
of the ITAA, which is preserved by all of Australia's DTAs, also
applies in appropriate cases where Australia does not have a DTA -
and in DTA cases outside the scope of the relevant Associated
Enterprises Article. However, as stated in paragraphs 11 to 13 above
the choice and application of non-traditional or profit methods are
limited to the statutory purpose of achieving an arm's length outcome
(paragraph 494 and 495).

The comparable profits method (CPM) contained in US Treasury
regulations

178. The US CPM is a regulated process for developing an answer
claimed as being arm's length. Because it relies upon data being used
in a specified manner, it may not necessarily be flexible enough to
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deliver the best approximation of an arm's length result in the
particular circumstances of a case (paragraphs 496 to 499)

179. If data from other countries is used, the application of the US.
CPM may not properly reflect the circumstances of the market in
which the enterprise is operating. Data that is not comparable can lead
to inappropriate results (paragraph 500).

180. Where the taxpayer in complying with the requirement of IRS
Code 1.482-5(b)(3) develops an arm's length range in line with the IRS
Code 1.482-1(e)(2) B and C, the excision of the upper and lower
quartiles from the sample used to calculate the comparable profit tends
to produce average outcomes. For some enterprises that are leaders in
their industry segment, this method may produce figures which are not
an accurate reflection of an arm's length outcome. Similar distortions
could result in cases of less than average performance (paragraph
501).

181. CPM calculations can undervalue certain types of functions and
overvalue others where there is a high degree of sensitivity in the
results to the data elements that have been selected (paragraph 502).

182. CPM, or a substantially similar approach, may provide some
help in very extreme cases where more reliable data is not able to be
examined or does not exist (paragraphs 503 and 504).

NON ARM'S LENGTH METHODOLOGIES
Global formulary apportionment

183. A global formulary apportionment method would allocate the
global profits of an MNE group on a consolidated basis among the
associated enterprises in different countries on the basis of a
predetermined and mechanistic formula. There would be three
essential components to applying a global formulary apportionment
method: determining the unit to be taxed, i.e., which of the
subsidiaries and branches of a MNE group should comprise the global
taxable entity; accurately determining the global profits; and
establishing the formula to be used to allocate the global profits of the
unit. The formula would most likely be based on some combination
of costs, assets, payroll, and sales (paragraph 505 and 506).

184. The OECD member countries, including Australia, do not
consider global formulary apportionment to be an acceptable
alternative to the arm's length principle for a number of reasons. A
principal reason is that global formulary apportionment can depart
from the territorial connection that underpins the concept of source
and may also raise issues about the timing of derivation. Equally
important is the concern that predetermined formulas that are
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mechanistically applied do not have regard to the facts and
circumstances and merits of the particular case - the result being that
in many cases it results in either overtaxation or undertaxation. They
also depend on a very high degree of international co-operation and
coordination. The capacity for multinational groups to manipulate the
formula and the inability of most formula to capture the particular
circumstances of individual enterprises, their risks, geographical
differences and differences in company efficiencies are serious
drawbacks with this method. Also, currency exchange rate
movements and inconsistent accounting standards between countries
could lead to perverse profit allocations. Dispute over the
acceptability and use of particular formulas which have different bases
may mean that the expected benefits of no double taxation and lower
compliance costs may not be realised (paragraph 507).

185. In some cases, a formula developed by both tax authorities in
cooperation with a specific enterprise after careful analysis of the
particular facts and circumstances, such as might be used in an
Advance Pricing Arrangement, would be appropriate to determine a
fair allocation of revenue to the countries involved. However, these
formulas are not instances of global formulary apportionment
(paragraph 508).

THE PRACTICAL APPLICATION OF THE ARM'S LENGTH PRINCIPLE -
THE FOUR STEPS

186. We strongly recommend that taxpayers and ATO staff adopt the
following four step process for setting or reviewing transfer pricing for
cross-boarder dealings between associated enterprises:

1.  Develop an understanding of the cross-border dealings
in the context of the taxpayer's business.

2.  Select the methodology or methodologies.
3.  Apply the methodology or methodologies.

4. Determine the arm's length outcome. Taxpayers should
also implement a process that will support the chosen
method(s), with a review mechanism to ensure an
appropriate adjustment if material changes occur. They
should also document the process. Some examples of the
issues that arise are set out in paragraphs 509 - 591.

187. While other approaches may achieve reliable results, where
taxpayers properly implement the four step process outlined they will
be regarded as having taken reasonable care in relation to their transfer
pricing for tax purposes.

188. The following points are made in relation to the process:
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(2)

(b)

(©)

(d)

the four step process and the data collection and analysis
outlined in this part are neither mandatory nor prescriptive
approaches. The processes adopted for the review need to
be tailored to the facts of the case.

for many enterprises which have relatively simple and/or
low value international dealings with associated
enterprises the extent of data collection and analysis may
be minimal. For example, an enterprise may have an
overseas subsidiary which conducts extensive business
operations and deals in a wide range of goods and services.
However, dealings between associated enterprises may be
limited to the provision, by the parent, of a long term loan
secured by the assets of the subsidiary. In these
circumstances, the detailed issues and analysis
contemplated in the following part will be largely
irrelevant. Similarly, if a taxpayer has extensive dealings
with associated enterprises but also has extensive dealings
of the same kind and in similar circumstances with
uncontrolled enterprises operating independently, a more
limited analysis is sufficient.

it may be possible in some cases to adopt either a
methodology or a specific price that has been developed
and applied by a MNE on a global basis after some
confirmatory analysis or consideration of its suitability and
reliability in relation to the Australian enterprise.
However, the data used to support the methodology will
need to be carefully considered in terms of its relevance
and reliability for Australian market conditions.

it needs to be remembered that associated enterprises will
in many situations need to show that their association has
not inappropriately impacted on the nature or terms of
their dealings. Given the absence of the economic tension
that exists between independent enterprises dealing wholly
independently with each other, associated enterprises will
often have to do analyses and keep records to show the
arm's length nature of their dealings in circumstances
where independent enterprises operating wholly
independently could merely rely on their normal business
records. This additional requirement cannot be removed
without sacrificing the integrity of the arm's length
principle and the underlying policy of the transfer pricing
rules in Division 13 and Australia's DTAs

(paragraph 513).
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Step 1 understand the cross-border dealings between associated
enterprises in the context of the business

189. The taxpayer or ATO staff will need to understand the nature
and extent of the dealings between the taxpayer and associated
enterprises in the context of the taxpayer's business. It is important to
be able to explain how the international related-party dealings of the
enterprise are undertaken, the purpose or object of the dealings, what
the taxpayer obtains from its participation in them and their
significance to the taxpayer's overall business activities and those of
the multinational group (paragraphs 514 to 516).

190. It is useful to also identify relevant arm’s length dealings of the
taxpayer because it might be possible to use them as comparable
uncontrolled dealings. Its dealings with associated and uncontrolled
enterprises may be sufficiently similar in nature, frequency and size as
to readily demonstrate that the dealings with associated enterprises are
producing an arm’s length outcome. Examples can be found at
paragraphs 518 to 520. Many enterprises undertake a range of
business activities or have a range of business lines. The key
characteristics of these activities or business lines will need to be
identified to enable the most appropriate method to be adopted in each
case (paragraphs 517 and 521).

Engquiries should identify the extent of associated enterprise
dealings, processes and sources of information

191. In some cases the actual dealings can be different from the
contracted terms. This can happen where the dealings extend over a
long period and the parties modify their responsibilities but do not
reflect these changes in the formal agreement. It would be important
to determine the reasons why the original agreement was varied and
whether the changes favour one or both parties and are in accordance
with the reasons for the changes (paragraph 522).

192. When examining the dealings it is also relevant to establish what
systems, methods and procedures the taxpayer adopts for establishing
the terms and conditions of dealings and whether they are applied
uniformly in every case. Knowledge of how the dealings are
conducted and the internal controls surrounding them can assist in
gauging the likelihood that past dealings have been conducted in
accordance with the arm's length principle (paragraphs 523 to 525).
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The formal organisational and capital structure may need to be
reviewed

193. The formal organisational and capital structure of the enterprises
that are parties to the dealings may also need to be reviewed. The
corporate structure of the group would usually be established for both
the formal lines of ownership, control, reporting and authority as well
as the pattern of dealings between associated enterprises and how
management performance is rewarded. Within particular enterprises
in the group it may be necessary to review the organisational structure
and decision making systems and processes. Examining these aspects
can give an insight into the nature and purpose of the dealings between
the taxpayer and other group companies and may indicate non-arm's
length features of the relationships (paragraph 526).

194. It may be useful to obtain information from a range of key
managerial and supervisory staff to assist in obtaining an accurate
perspective of the functions, assets, risks and operational aspects of
the business (paragraph 527).

International dealings should reflect the conditions affecting the
industry and the position of the enterprises within that industry

195. It is also important to understand the nature of the industry and
the markets within which the enterprise is conducting its business; the
nature of competition experienced in its business dealings; and any
broader economic and other factors affecting the taxpayer’s business
(paragraph 528).

196. There is an expectation that the outcome from international
dealings will reflect the conditions affecting the industry and the
position of the enterprises within that industry. Changes in an industry
should not be ignored. In general, in an arm’s length situation it
would be unlikely for one party to the dealings to be able to maintain
its profitability regardless of changes in the industry, or the position of
the enterprises within that industry, or the effect of government
regulation on that industry (paragraph 529).

197. Parent companies have entered into dealings with their
subsidiaries that protect the parent’s profit margin but have caused the
subsidiaries to bear the full financial effects of changed industry or
market conditions. Where this happens the wholesaler is forced to
bear the cost of developing and maintaining the reseller network, but
the end result is that the wholesaling subsidiary is relegated to
accepting a residual profit margin or a loss. In these circumstances
there are serious risks that the arm's length principle has not been
complied with since the primary role of the subsidiary has become one
of selling its parent's products and promoting its parent's brand name
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rather than making a profit in its own right. An independent enterprise
operating wholly independently would seek to maximise the economic
return from its functions, assets and risks. Overall, the wholesaling,
marketing and distribution function is important to the MNE group
and 1s often the source of its competitive advantage. This function
should be rewarded on an arm's length basis (paragraphs 530 and
531).

198. The effect of general economic factors, such as economic cycles,
may mean that in order to evaluate or establish compliance with the
arm's length principle it will be necessary to examine data for a
number of years. It may be useful to collect data, where it is available,
that reflects an entire business cycle. The length of the business cycle
will of course be affected by conditions pertaining in the industry,
such as the pace of technological change, and broader economic
conditions (paragraph 532).

Artificial transfers of risk should be identified

199. The analysis of the functions, assets and risks of the associated
enterprises engaged in the international dealings can take account of
specific factors affecting the industry. However, care needs to be
taken to identify and compensate for those decisions which artificially
transfer risks between the related parties (paragraphs 533 and 534).

200. Where comparability is difficult to assess or can only be
approximated, it may be important to consider wider issues
surrounding the dealings. This may include examining the
circumstances surrounding the decision to enter into the dealings or, in
some cases, how the property was dealt with in subsequent dealings
(paragraph 535).

The taxpayer's business strategies can influence the calculation of
an arm's length consideration

201. An evaluation of the strategies of the taxpayer will also generally
be necessary. The marketing and pricing strategies, the existence of
relevant policies such as the provision of cross subsidies to parts of the
business as well as any broader corporate objectives may need to be
examined in order to understand the business context in which the
enterprise operates. Information on the business strategies can assist
in establishing the selection of methodologies and may be very
important when addressing questions associated with comparability.
An example can be found at paragraph 537 (paragraph 536).

202. Non-arm's-length dealings may arise from a specific policy
decision or a series of decisions of the board or senior management.
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For example, a subsidiary may have undertaken market development
activities at its own expense and risk, and enhanced the value of a
brand name owned by an associate which had no value prior to the
market development activities of the enterprise. Senior management
of the subsidiary may then agree to the payment of a royalty or
management fee to a related foreign enterprise (paragraph 538).

203. The payment of the royalty or management fee may significantly
erode the profitability of the subsidiary. In evaluating whether the
consideration conforms with the arm's length principle, it would be
relevant to examine the decision making process of senior
management or the board in arriving at the decision to agree to pay
these fees and also incur market development expenses. It may be
necessary to consider evidence as to whether the parties considered
options realistically available to the enterprise. For example, in some
situations it would be reasonable to conclude that an arm's length party
would want its market development expenditure taken into account in
the valuation of any royalty or by way of a reduced price for trading
stock purchased from the owner of the brand name, and the
consideration should be set accordingly (paragraph 539).

The financial performance of the entities may need to be examined

204. Information on financial performance may be particularly
important at a later stage if the methodology requires comparisons of
the enterprise's performance over the relevant years or compared with
other enterprises. The key ratios and statistics may vary depending
upon the nature of the business being conducted. Usually, an
application of methods (other than CUP) will require a comparison of
the level of enterprise profit arising from dealings between associated
enterprises with that achieved in its arm's length dealings or with the
level of profit achieved by an uncontrolled enterprise (paragraph
540).

205. This comparison is usually made in the form of some type of
suitable accounting or statistical ratio analysis which will provide a
basis to make the comparison. Such ratio analysis may include:

(a) ratio of gross profit to operating expenses;
(b) ratio of operating profit to sales; and

(c) ratio of gross income / revenue to operating expenses
(paragraph 541).

206. What ratios, either from those mentioned above or others, is
most appropriate needs to be established on the facts available. The
use of ratios is discussed in relation to the profit comparison method at
paragraphs 475 to 484 (paragraph 542).
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207. Trends would include general factors affecting the performance
of an enterprise on a macro level, such as economic conditions as well
as any significant features of the particular market or market segment
within which an enterprise operates. Relevant trends at the enterprise
level may include trends in gearing, dividend rate, non-performing
assets and stock levels, as well as in other key financial ratios
(paragraph 543).

208. When considering trends as part of the ATO's overall approach,
it would seem that those elements or factors which have a quantifiable
impact on an enterprise's profit performance over time, or could
reasonably have had an impact on pricing policy at the relevant time,
should be taken into account. Projected trends and potential profit
outcomes may be crucial in situations, such as APA's, and in those
circumstances where taxpayers set the consideration on their dealings
by reference to a profit split (paragraphs 544 to 547).

Preparing an analysis of functions, assets and risks

209. In order to now select the most appropriate methodology or
methodologies to use, the taxpayer may need to arrange the
information that has been collected on its cross-border dealings with
associated enterprises into an analysis of the:

(a) the functions undertaken by each of the associated
enterprises(including their nature and frequency);

(b) the risks each of the parties assumed; and

(c) the assets (both tangible and intangible) used by each of
the parties and the nature and extent of that use
(paragraph 548).

210. This is sometimes referred to as a functional analysis. Some
form of functional analysis will be necessary regardless of the
methodology that has been selected (paragraphs 549 and 550).

211. At its broadest level, such an analysis would result in the
identification of categories such as manufacturing, wholesaling,
financial services, mining, etc. However, such a broad description
will not generally be sufficient (paragraph 551).

212. It is essential to accurately establish the nature of the dealings of
the enterprise (paragraphs 552 and 553). For each of the main
business activities of the enterprise, a detailed listing of the functions,
assets and risks should be compiled. Such lists could be compiled for
individual transactions, product or service lines, or for the enterprise
as a whole. The analysis of function, assets and risks would be useful
in:
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(a) determining the availability of comparables in relation to
prices or functions;

(b) assessing the degree of comparability with the functions,
assets and risks in respect of the taxpayer's uncontrolled
transactions or with those undertaken by other enterprises
being considered as possible comparables;

(c) assessing the relative weighting of the functions, assets
and risks of each of the associated enterprises that are a
party to the cross-border dealings in cases where an
apportionment methodology, such as a profit split, is
needed (paragraph 554).

213. The compilation of such lists of functions, assets and risks,
however detailed, does not in itself indicate which of the functions are
the most significant, or economically the most important to the value
added created by the business activities of the enterprise. A critical
part of the analysis is to ascertain which are the most economically
important functions, assets and risks and how these might be reflected
in terms of an arm's length price, margin or profit on the dealings
(paragraphs 555 and 556).

214. Tt is generally not necessary to value each of the functions, assets
and risks. The purpose of the examination is to understand the
qualitative nature of the functions, assets and risks so that a
comparison can be made with other enterprises that have similar
functions, assets and risks. The allocation of actual income to assets
may be far too difficult a task, and is likely to lead to undue
complexities in the analysis. The value of some assets are not easily
measured, notably intangible assets. In fact, if taken to extreme levels
it could lead to an examination that becomes absurd. Many factors
will simply be assessed as part of the business risks and comparisons
made at that level. It needs to be remembered that the various
methodologies work on the basis that the analysis is capable of being
able to produce a quantifiable result. This can mean that it is
necessary for some factors that cannot be quantified to be taken into
account in some indirect way. For many cases, particularly where the
international related-party dealings are relatively straightforward, it is
desirable to avoid overly complex analyses (paragraphs 557 and
558).

Step 2 selection of the methodology or methodologies

215. The reliability of the available material should be carefully
evaluated to ensure it is capable of being used in practical manner
(paragraphs 559 to 561).
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The selective acquisition of further data to clarify the important
value adding activities of the taxpayers

216. The information initially collected may include data that enables
the calculation of gross profit ratios or ratio of gross income to
operating expenses, or it may include market share data, etc. This
might be sufficient to identify whether the taxpayer's case raises
transfer pricing issues, and perhaps whether issues arise in relation to
items above or below the gross profit line. However, in order to
evaluate the proper return for the economically significant functions,
assets and risks, other data may need to be collected to identify
problem areas more clearly (paragraphs 562 and 563).

217. The collection of further data should be done on a selective basis
to identify the important value adding activities of the enterprise and
to get a good sense of their relevant importance to the taxpayer's
income earning activities (paragraph 564).

Fundamental questions to address when selecting a methodology

218. In some cases the taxpayer or the ATO may select more than one
appropriate methodology in order to either encompass the full range of
its international dealings with associated enterprises or to obtain
greater certainty that the primary method selected in fact produces
reliable arm's length results (paragraphs 565 to 567).

219. In some circumstances it may be possible to apply a particular
method to only part of the relevant dealings of a taxpayer. In this
situation, care will be needed to ensure the methodology is being
legitimately applied. Sometimes an enterprise can have a mix of
methods successfully applied to its dealings. However,
'cherrypicking', the selective application of a methodology to a limited
range of dealings, can produce commercially absurd outcomes. In
some situation it may be necessary to ultimately select a different
method (or mix of methods)in preference because it has a wider
application and produces a closer approximation of an arm's length
result for all of the international dealings with associated enterprises.
An example of the issues that can arise and their implications is set out
in paragraph 568.

Step 3 application of the methodology or methodologies

220. In Step 3 the taxpayer or the ATO will need to apply the chosen
methodology using the information that has now been identified. This
should be done in a way that tests the appropriateness of the selected
methodology or methodologies and confirms its suitability. If this
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cannot be confirmed the taxpayer or the ATO will need to consider
other methodologies, either alone or as a support for the method(s)
initially selected. An example of this process is included in paragraph
571 (paragraphs 569, 570 and 572).

221. The preliminary functional analysis that was prepared to select a
methodology can now be extended. If a comparability methodology
involving external benchmarking with independent enterprises is
being used, the functional analysis assists in determining the
comparability of the dealings or the enterprise with uncontrolled
dealings undertaken by the independent parties. It is not necessary to
value the functions, assets and risks of each of the enterprises since the
main intention is to establish the degree of comparability. However, it
is essential to ensure that where there are differences in the
significance of the functions, assets and risks to each of the businesses
that these differences are taken into account. An example of this issue
is set out at paragraph 574 (paragraph 573).

222. If an apportionment methodology, such as a profit split, is being
used, it is also not essential to value each of the functions, assets and
risks. The intention of an apportionment methodology is to establish
the relative importance of the functions, assets and risks of the parties
to the international dealings so that an arm's length apportionment of
the consideration in the dealings (such as a profit split) can be
undertaken (paragraph 575).

223. Some of the functions, assets and risks may be shared between
associated enterprises engaged in the international dealings. For
example, research and development may be undertaken by both parties
in a cost contribution basis. It will be necessary to recognise that the
return to the research and development activity is not the sole property
of one of the parties, and will need to be split in accordance with the
relative contributions of each of the parties (paragraph 576).

224. The functional analysis can be performed with varying levels of
detail and can serve a variety of purposes. The analysis may be
applied on a product or divisional basis for individual transactions, or
it could be applied up to a corporate group basis. The scope of the
analysis will be determined by the nature, value and complexity of the
matters covered by international dealings and the nature of taxpayer's
business activities, including the strategies which the enterprise
pursues and the features of its products or services. It is difficult to set
out guidelines here that are suitable for every possible type of
enterprise. However, as has been noted, the material that is produced
can be of assistance to an enterprise in developing documentation to
support its views (paragraph 577).

225. It is often important in evaluating the relative significance of the
functions to analyse the staffing of the enterprise. Experienced and
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highly trained staff may be an important intangible asset of the
company, and these staff may be undertaking essential functions
which are generating considerable value added (paragraphs 578 and
579).

The organisation and refinement of data

226. Some of the data may need to be refined or adjusted to improve
comparability. This may be particularly important in those cases
where the enterprise is engaged in strategies (special conditions)
which affect the arm's length consideration. It is possible that in some
circumstances the practical implementation of the methodology may
prove to be highly problematical. In this situation the selection of the
particular methodology may need to be reconsidered and its reliability
considered against the reliability of other methods that could be
applied on the available data (paragraphs 580 and 581).

227. Clearly the extent of analysis at this stage will vary depending
on a range of factors, such as data availability, the extent and level of
the international dealings and their importance to the enterprise's
business. The methodology selected must be capable of practical
application and must produce a result that is a reasonable
approximation of what would result if the dealings were undertaken on
an arm's length basis (paragraph 582).

228. At this point, the data may suggest that there is a range of arm's
length outcomes that might be applied to the dealings. If this is the
case, the taxpayer or its advisers will need to evaluate the data to
create an appropriate range that it believes reflects the range of
outcomes that might reasonably be expected to occur if the dealings
were undertaken on an arm's length basis (paragraph 583).

Step 4 arriving at the arm's length consideration and introducing
processes to support the chosen method(s)

229. In this step, the taxpayer will need to apply the data to the actual
dealings to demonstrate how the outcomes conforms to the arm's
length principle. This would be the way the ATO would check the
taxpayer's dealings. How well this application can be done of course
is highly dependent on the availability of relevant data, its reliability
and the available documentation, either internal or external. If data
availability is a problem, arguments will need to be developed to
support the results achieved from the analysis, and a more indirect
measurement methodology possibly may be needed (paragraphs 584
and 585).



Draft Taxation Ruling

TR 95/D22

page 60 of 184 FOI status: draft only - for comment

The application of the methodology will always require the exercise
of judgement

230. The process to date can deliver to the taxpayer an objective,
documented and considered review of the available material and
possible choices for arriving at an arm's length outcome. The
determination of the arm's length consideration can now be made.

This may be reasonably straightforward where the methodology has
produced a high level of comparability - though judgment is still
required - or it may require a greater degree of judgment where there is
a range of results or a choice of answers is needed (paragraph 586).

Taxpayers need to institute systems and processes to support their
chosen methodologies

231. The ongoing reliability of a taxpayer's transfer pricing method(s)
will depend on whether the necessary systems and procedures are put
in place to collect the relevant data and ensure the proper analysis for
tax purposes (paragraph 587).

The selection or application of the methodology needs review if there
is a material change in the factors that were used to establish the
methodology or the arm's length result or it produces a
commercially unrealistic result

232. Where a methodology is being used on a continuing basis, the
choice of methodology that has been made and the data that is used to
establish the consideration need to remain valid (paragraph 588).

233. The process of selection and application of a methodology is a
dynamic exercise. How long a process or a method arising from the
process remains appropriate before it ceases to give an accurate
outcome will depend upon the nature and extent of the changes that
occur to the factors that were initially taken into account (paragraph
589).

234. To ensure that the processes, methods and data used continue to
be appropriate, the taxpayer should incorporate reviews of these
matters into its internal procedures (paragraph 590).

235. Even where a methodology is first selected and applied, the
results should be checked to ensure that they are commercially
realistic having regard to the taxpayer's facts and circumstances.
Where there is some doubt about the reliability of the outcome the
earlier steps in the four step process should be revisited and the results
checked against other approaches/indicators that may be available. It
will be necessary to consider the relative reliability of another
methodology using the known information. If this is not possible or
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practicable, the taxpayer should consider an APA with the ATO
(paragraph 591).

Explanations

The legal basis for methodologies and the central importance of
the arm's length principle

236. Australia has endorsed the arm's length principle as the general
benchmark for transfer pricing. This endorsement is reflected in our
DTAs and Division 13. This principle is adopted by all the member
countries of the Organisation For Economic Co-Operation and
Development ('OECD') and many non-members who have followed
the OECD model in negotiating DTAs.

237. The arm's length principle is contained in each of Australia's
DTAs through the Associated Enterprises Articles through the notion
of 'independent parties dealing wholly independently with one
another'. This is used as a benchmark against which to evaluate the
'commercial [and] financial relations' between associated enterprises
(this categorisation in the DTAs being confined to cases where,
broadly there is common management, control or capital ownership
whether direct or indirect). These agreements are, in turn,
incorporated into Australia's domestic law as schedules to the
International Tax Agreements Act 1953.

238. Division 13 of the ITAA incorporates the arm's length principle
in paragraphs 136AA(3)(c) and (d) and subsection 136AD(1) to (4)
through the concept of the 'arms length consideration'. In the
Explanatory Memorandum accompanying the introduction of the
amended Division into the ITAA, it is stated:

'the Commissioner will be required to redetermine the taxpayer's
assessable income or allowable deductions basically by using the
internationally accepted "arm's length" principle ... The arm's
length principle is also at the base of provisions of each of
Australia's comprehensive double taxation agreements that
enable the determination of profits attributable to business
activities in one or other of the countries concerned' (page 4 of
the EM).

239. Paragraph 136AA(3)(c) and (d) define arm's length
consideration as:

"...[arm's length consideration] ... the consideration that might
reasonably be expected to have been received or receivable in
respect of the supply of property (which includes services) - or
given or agreed to be given in respect of an acquisition of
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property, if the property had been supplied or acquired as the
case may be under an agreement between independent parties
dealing at arm's length with each other in respect of the supply
or acquisition' ( page 69 of the EM).

240. In reflecting on the potential limitations represented by the
definition of 'arm's length consideration' found in paragraphs
136AA(3)(c) and (d), Parliament indicated that a situation in which a
deeming under section 136 AD(4) may be appropriate would be where:

... for example, the industry is so controlled and structured that
there are no comparable arm's length dealings in relation to
property of the same kind, or there are no comparable dealings
in the same quantities as that supplied or acquired under the
agreement.’

241. Another area where Parliament saw an application for subsection
136AD(4) was in cases where comparable dealings may exist but
information about them is withheld or, for what ever reason,
information about them is unobtainable by the Commissioner.
Australia's DTAs and Division 13 also recognise the modified
applications of the arm's length principle in cases involving highly
differentiated or unique goods and services and intangibles. This
extends its application in cases where markets have a very high
proportion of controlled international dealings and a corresponding
absence of independent benchmarks. Both these situations occur in
the Australian economic scene and the flexible approach endorsed in
the scheme of the legislation reflects Parliament's intention that the
arm's length principle be given a practical application.

242. Division 13 and Australia's DTAs do not prescribe any particular
methodology or preference for the order in which methodologies
might be applied to arrive at an arm's length outcome. In Case No
N69 (13 TBRD 270; 11 CTBR (NS) Case 53) the Board of Review
said of the predecessor to Division 13,

'"The goal to be aimed at in determining what "amount of the
total receipts" shall constitute the taxable income is the amount
which one would expect to arise as the taxable income under the
general scheme of the Act if the business were independent of
foreign control or share ownership. This conclusion states the
objective to be achieved from the application of s.136, but the
section puts no limitation on the methods to be used or on the
considerations to be taken into account in determining the
appropriate "amount of total receipts" so long as those methods
or considerations do not give results beyond the statutory
objective' (13 TBRD at 279; 11 CTBR (NS) at 274).
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243. Within the context of definition of 'arm's length consideration' in
Division 13 and the DTAs notion of 'independent parties dealing
wholly independently with one another', it appears that Parliament
intended to give the Commissioner the greatest possible scope to use
methodologies appropriate to the circumstances. This is clear in the
context of Division 13 in the statements made at page 63 of the EM
where it is said:

'"There are a number of methods ... Which of these or other
methods (emphasis added) might appropriately be adopted, and
the way in which it is applied, will depend on all the
circumstances.'

244. This is a conscious decision by legislature which intended the
arm's length principle to be the cornerstone of the law yet still
allowing the Commissioner flexibility to administer the law especially
in relation to the selection and application of methodologies, though
clearly limited by the statutory purpose.

245. We agree that the statutory objective provides a guideline and
limitation on the methodologies that are available under Division 13
and the DTAs - and in relation to how methodologies should be
applied. The purpose of Division 13 is set out in paragraphs 10 and 13
and 154 to 157 of Taxation Ruling TR 94/14. Its statutory objective,
in the sense used by the Board of Review in Case N69, is to enable the
Commissioner to determine an amount of consideration in respect of
an international agreement that would have been set if the dealing had
occurred on an arm's length basis in cases where - judged against what
independent parties dealing at arm's length might reasonably be
expected to have received or paid in the taxpayer's circumstances - a
taxpayer has received inadequate or no consideration for property
(including services) supplied, or pays too much for purchases - and to
use the amount so determined in the calculation of the taxpayer's
taxable income. It has a further objective of allowing the
Commissioner to estimate the arm's length consideration where for
any reason (including an insufficiency of information available to the
Commissioner) it is not possible or practicable for the Commissioner
to ascertain the arm's length consideration.

246. The Associated Enterprise Articles in Australia's DTAs have the
objective of allowing the Commissioner to adjust understatements of
profits in cases where an enterprise resident in Australia and an
enterprise resident in a country with which Australia has a DTA are
under common management, control or ownership (whether direct or
indirect) and have not dealt with each other on an arm's length basis.
The mechanism provided in the DTAs is the discretion to increase a
taxpayer's profit to correct a misallocation to the other contracting
state. Most of the DTAs have the additional objective of permitting
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the Commissioner to grant correlative relief in cases where another
country makes an adjustment consistent with the Article.

247. Where complex issues arise that require specialist approaches in
areas where there is no guidance as to what was intended by way of a
method to achieve a stated objective, it is appropriate in determining
relevant principles and criteria, as courts and tribunals have done, to
have regard to the industry practice and any standards relevant to the
issue. For example, tax payable on the value of property would, in the
absence of statutory rules, raise questions of how the property should
be valued and courts would have regard to relevant valuation and
practice. In situations where it is necessary to allocate costs amongst
various activities courts have regard to accepted accounting practice
and any relevant standards. (See, for example, the statement of Kitto J
in B P Refinery (Kwinana) Ltd v. FC of T [1961] ALR 52; 12 ATD
204 referred to in paragraph 412 below). It would be appropriate in
the context of statutory transfer pricing rules to consider the
internationally agreed approaches as to what would generally be
accepted as a reasonable way to determine the arm's length outcome,
having regard to the intent of the transfer pricing provisions in
Division 13 and the DTAs and the actual wording of the Australian
provisions. (See for example the reference to international tax
literature by the Board of Review in Case N69).

248. When applying Division 13 and the DTAs we will pay close
attention to the OECD guidelines on transfer pricing methodologies
and the operation of the Associated Enterprises Article of the OECD
Model, being the considered view of many tax experts familiar with
transfer pricing. However, they are not an interpretation of Division
13 which must be construed according to its terms and purpose. In
relation to the application of the DTAs, it needs to be recognised that
OECD Reports do not have as high a status in international law as an
aid to interpretation as a document evidencing the intention of the
Contracting States or the Commentary to the OECD Model Tax
Convention. Nevertheless, the 'Report on Transfer Pricing Guidelines
for Multinational Enterprises and Tax Administrators' that was
approved by the OECD Council on 13 July 1995 (‘the 1995 OECD
Report') is seen as an important, influential document that reflects
unanimous agreement amongst the member countries - an agreement
that was achieved after an extensive process of consultation with
industry and tax practitioners in member countries - and should be
followed where relevant and in the absence of any intention to the
contrary in Division 13 or the DTAs.

249. Paragraphs 88 - 100 of Taxation Ruling TR 94/14 set out the
methodologies that would be acceptable to the ATO for determining
arm's length outcomes. Those paragraphs need to be read in the light
of the following discussion on subsection 136AD(4).
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250. It is accepted that the CUP method will provide the best
reflection of an arm's length outcome where there is sufficient reliable
data for its application. This method should not be routinely
discarded. A flexible approach should be adopted to allow adjusted
CUP analyses to be used in appropriate cases. It may be that in a
given case an adjusted CUP analysis produces a more reliable result
than any other method. This method is discussed in further detail
below.

251. Itis also accepted that the Resale Price (RP) and Cost Plus (CP)
methods can be used in appropriate cases, subject to the general
principles in paragraph 87 of TR 94/14. The RP and CP methods are
discussed in detail below.

252. As stated in paragraph 100 of TR 94/14 the ATO will accept the
use of a mixture, RP and CP methods or a profit split or profit
comparison method in certain circumstances. The profit methods are
also discussed below.

253. It is important to note that the transfer pricing rules in Division
13 and the profit reallocation rule in all of Australia's DTAs allow the
Commissioner to use Division 13 to approximate an arm's length
consideration in cases where the information available is inadequate to
determine the income to be attributed to an enterprise - provided that
when Division 13 is applied in conjunction with a DTA it is applied,
so far as it is practicable to do so, consistently with the principles of
the relevant Associated Enterprises Article of the DTA. Australia's
position is expressed in a reservation to the OECD Model Tax
Convention which is recorded in paragraph 18 of the OECD
Commentary in the following terms:

'In negotiating conventions with other Member countries,
Australia and New Zealand reserve the right to propose a
provision to the effect that, if the information available to the
competent authority of a Contracting State is inadequate to
determine the profits to be attributed to an enterprise, the
competent authority may apply to that enterprise for that purpose
the provisions of the taxation law of that State, subject to the
qualification that such law will be applied, as far as the
information available to the competent authority permits, in
accordance with the principles of this Article.'

254. Despite minor wording changes the effect of Australia's
reservation is seen in the Associated Enterprises Articles of all our
treaties. As discussed above, the result of this approach by Australia
is to secure paramount application of the domestic law in cases of
insufficient information, subject to the proviso referred to in paragraph
253 above. The relevant domestic law provision in such cases is
subsection 136AD(4).
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255. It could be argued from the context of its operation and its
wording that the Commissioner would be using a non-arm's-length
methodology when applying subsection 136 AD(4). Differences in
Australia's DTAs from the OECD Model and the enactment of
subsection 136 AD(4) reflect Parliament's intention to introduce
provisions, which, while being as consistent as possible with the arm's
length principle, allow the Commissioner to go beyond the strict
confines of paragraph 136AA(3) (and the arm's length principle as
found in the treaties) to deem an arm's length consideration.

256. However, having regard to the clear policy expressed in
subsections 136 AD(1) to (4) to use the arm's length principle and the
fact that subsection 136 AD(4) enables the deeming of the amount of
the arm's length consideration which is then used in the application of
subsection 136 AD(1), (2) or (3) as appropriate, subsection 136 AD(4)
must be applied in a way that achieves the closest practicable estimate
of an arm's length result. (See also paragraphs 82, 83 and 338 to 340
of TR 94/14).

257. This does not mean that the arm's length principle is being
ignored. Rather, the Australia law is designed to reflect the Australian
experience in this area and to give the Commissioner sufficient
flexibility to arrive at an answer in the wide range of cases that are
likely to be encountered in practice (see paragraphs 240, 241 and 253
to 255 above).

258. The aim in cases where subsection 136 AD(4) applies will be to
achieve as highly focused a comparison as is possible in the
circumstances, consistent with the intention of Parliament as
expressed in Section 136AD as a whole, the EM introducing this
provision into Division 13 and with the Associated Enterprises
Articles in all of Australia's DTAs. The operation of subsection
136AD(4) is discussed in detail in TR 94/14.

259. A similar limitation in terms of statutory purpose applies when
the application of subsection 136 AD(4) is authorised by a DTA
because all of Australia's DTAs require the subsection to be applied, in
so far as it is practicable to do so, consistently with the arm's length
principle embodied in the Associated Enterprises Article.

260. It follows from the nature and purpose of subsection 136 AD(4)
that other methodologies may be used under that subsection than
would be available under subsection 136 AD(1) - (3) and Article 9
(the Associated Enterprises Article) of the OECD Model Tax
Convention. These methods will depend on the facts and
circumstances of each case but could include income and expense
allocation on the basis of a formula, a return an assets method, a
mixture of methods, or some form of profit comparison other than the
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profit split and profit comparison methods described later in this draft
Ruling.

261. The selection and applicability of methodologies in the context
of Division 13 was discussed in paragraphs 86 to 100 of TR 94/14 and
regard should be had to the general principles expressed therein.
Those principles are relevant to DTAs and should also be applied in
that context.

262. It bears repeating that the most appropriate method in a given
case will depend on the facts and circumstances of the case and the
extent and reliability of data on which to base a comparability
analysis, the intention always being to select the method that produces
the highest degree of comparability. In cases where there are no
comparables or there is insufficient information to determine the arm's
length outcome, the method to be used should be a method that
produces a reasonable estimate of an arm's length outcome on the
basis of what is known in the case.

263. Having regard to the statutory objective of Australia's transfer
pricing rules, the ATO takes the view that any transfer pricing
methodology used to calculate an arm's length consideration in
international dealings between associated enterprises must be applied
in a way that will provide an arm's length outcome by closely
reflecting commercial and economic reality and the economic
contribution made by the enterprises in each jurisdiction.

264. The ATO does not see this Ruling putting into question
internationally accepted methodologies that are used to determine an
arm's length consideration. On the contrary, the ATO endorses CUP,
RP, CP, profit split and profit comparison methods as the relevant
approaches or criteria, the most appropriate of these depending on the
nature of the case and the extent of reliable data to enable its proper
application. Nor is the ATO expressing any preference for particular
methodologies since their suitability and reliability will depend on the
facts and circumstances of each case. However, an understanding of
the commercial and economic reality underlying any particular
transaction or dealing will be reached by beginning with a search for
and a close examination of comparable transactions or dealings
between unrelated enterprises in an application of the traditional arm's
length methodologies. If such comparables can be found and the
resulting prices or terms would be acceptable to each of the parties
concerned then a basis for an arm's length determination may have
been reached. If not, then profit methods should be considered. In
particular, the ATO agrees with the OECD view that profit methods
(sometimes referred to as transactional profit methods) are methods of
last resort. In discussing this the OECD said in their 1995 report
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'Transfer Pricing Guidelines For Multinational Enterprises And Tax
Administrations' (the 1995 OECD Report):

'3.50. There are, however, cases where traditional methods
cannot be reliably applied alone or exceptionally cannot be
applied at all. These would be considered cases of last resort.
Such cases arise only where there is insufficient data on
uncontrolled transactions (possibly because of unco-operative
behaviour on the part of the taxpayer relative to these
guidelines), or where such data is considered unreliable, or due
to the nature of the business situation.'

In this regard see paragraphs 349 and 366 of Taxation Ruling
TR 94/14.

THE ARM'S LENGTH PRINCIPLE

265. We have discussed the arm's length principle in previous
Rulings. (See paragraphs 54 and 64 to 66 of TR 94/14 and the
explanations thereto and paragraph 20 of TR 92/11).

266. Conceptually, the arm's length principle requires a conclusion
(and in the case of Division 13, a determination) of what might
reasonably be expected if the parties were dealing at arm's length with
one another. It does this by comparing what the taxpayer has done
with notions of supply, demand and negotiation in an open market and
uses the behaviour of independent parties dealing at arm's length as a
benchmark. The notion of comparability is therefore central to the
arm's length principle. The nature of this comparison with arm's
length activity means that absolute precision and certainty is very
difficult to achieve. There is an expectation, however, that taxpayers
and ATO staff alike will make best endeavours in determining what
might reasonably be expected if parties dealt at arm's length with one
another, and the methodologies that have been developed are intended
to systematically test a taxpayer's activity against that benchmark
parties.

267. Implicit in the concept of 'the arm's length principle' and of the
expressions 'arm's length consideration' in Division 13 and
'independent parties dealing wholly independently with one another' in
Australia's DTAs is the notion that independent parties who are
dealing at arm's length would each compare the options realistically
available to them and seek to maximise the overall value of their
respective entities from the economic resources available to or
obtainable by them (paragraph 66 of TR 94/14). A statement to
similar effect appears in paragraph 1.16 of the 1995 OECD Report
where it is stated:



Draft Taxation Ruling

TR 95/D22

FOI status: draft only - for comment page 69 of 184

'All methods that apply the arm's length principle can be tied to
the concept that independent enterprises consider the options
available to them and in comparing one option to another they
consider any differences between the options that would
significantly affect their value. For instance, before purchasing a
product at a given price, independent enterprises normally would
be expected to consider whether they could buy the same
product at a lower price from another party' (paragraph 1.16 of
the 1995 OECD Report).

268. The issue of choice is important, because in most situations the
question being asked by the arm's length principle is, "What would
have happened if the ownership link had been severed and the
enterprise was motivated by its own economic interest?' This
approach will involve a consideration of what a reasonable,
independent business person might reasonably be expected to agree to
in the same or similar circumstances.

269. If an open market exists that sets prices, or more generally
contractual terms, profits and risk levels then this will provide the
benchmark for a proposed transaction and it would not be expected
that a seller would accept less or a buyer pay more than the open
market price (bearing in mind that this could be a range of prices). In
this sense, the search for comparable uncontrolled prices is a search
for an open market based alternative. The cost plus method and the
resale price method options can also be seen in this context as defining
market based margins for functions performed (including assets used
and risks assumed) and it could be argued that a reasonable prudent
decision maker would look to open market in assessing the available
alternatives. In this way the cost plus and resale price methods are
also special cases that derive their validity from the fact that where
they can be reliably applied they define reasonable courses of action
by an uncontrolled enterprise which can be used as an arm's length
benchmark for the taxpayer's dealings. The profit based methods are
last resort options that identify reasonable alternatives when the more
direct methods based on transactional comparability are not suitable or
practicable. While the ATO has a preference for more direct methods
based on transactional comparability, we recognise the overriding
need to ensure that assessments reflect commercial and economic
reality as well as the economic contribution made by each of the
enterprises involved.

270. It is clear that where an open market exists from which one or
more comparables can be inferred, the comparable will determine the
options open to the enterprise in relation to how its dealings should be
structured for tax purposes to accord with the arm's length principle.
However, an open market is less likely to exist where relationships
dominate. In some markets discrete transactions between a variety of
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buyers and sellers are no longer widely applicable. Rather the
dealings are more likely to be long term in nature, and confined to a
few players. In this situation there is a greater emphasis on strategic
relationships rather than transactions, where buyers and sellers are
bound to each other through numerous exchanges and linkages,
including the exchange of goods and services, finance, technology and
know-how. These exchanges are inevitably adapted to the specific
needs of the buyer or seller, to suit integrated production or marketing
processes, organisational structure and strategies. This is common in
the dealings of multinational enterprises (MNEs) that are members of
the same group, though it should not be automatically assumed that
the members of multinational groups are not dealing at arm's length
with each other.

271. The decision to embark on a relationship is one that is profit
driven both in the long and short term, with expectations that will be
shaped by the experience of similar enterprises under similar
circumstances. Whether or not the choice made is acceptable is best
tested by looking to the options that can reasonably be held to exist.
The starting point is therefore to consider the profit expectations at the
time when a relationship is initiated, and what a reasonable business
person would see as the critical assumptions at that time and how the
relationships could reasonably be expected to develop should the
conditions supporting the critical assumptions materially change.

272. The arm's length principle has wide application and it should be
considered in all international commercial and financial dealings
between associated enterprises. Historically, tax enforcement in this
area has centred on the determination of the arm's length outcome for
transfers of tangible goods. Increasingly, the arm's length principle is
being applied in examinations of the supply or acquisition of a wide
range of services, and in the calculation of market rewards for the right
to exploit intellectual or intangible property. Many cases involve a
number of these elements.

273. We have also experienced situations where taxpayers have tried
to distinguish their own facts and circumstances to the extent that they
claim that it is not possible to determine an arm's length outcome. For
example, some taxpayers have claimed that because their products or
services are unique or highly differentiated, or because of the
uniqueness of the organisational structure, management or synergies
of their enterprise, the arm's length principle and analysis based on
comparables is not applicable.

274. This is a misconception of the arm's length principle which has
to be applied flexibly. It does not require the taxpayer's situation to be
identical with independent dealings used for comparisons. It requires
sufficient similarity between the taxpayer's circumstances and those
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being used as comparisons such that a reasonable business person in
place of the taxpayer would regard those other cases, making
appropriate allowances for material differences, as reliable
benchmarks for the taxpayer's activities. Accordingly, there should be
comparables for most cases. The question of whether the taxpayer can
get access to those comparables is discussed later. However, there
will be situations where direct comparisons are impossible. There are
other cases where the transactions are of a kind that would occur only
between related parties. The arm's length principle still applies, but
the focus is on functions, assets, and risks and the processes that
parties dealing at arm's length would have adopted to allocate profits
based on benchmark rates of return and economic weightings in
comparable circumstances, using the concept of a joint venture
between independent parties as a guide.

275. Parliament intended that the Commissioner still be empowered
to apply the law in cases involving unique or highly differentiated
dealings to ensure that Australia receives its fair share of tax. To that
end, subsection 136AD(4) empowers the Commissioner to
approximate an arm's length outcome where there is a lack of
information that makes the determination of the arm's length
consideration not possible or practicable. This residual power is
preserved in all of Australia's DTAs.

276. The subject matter of the comparison and the level at which this
occurs together with the types of methodologies which may be used
where there is an insufficiency of information, are issues which are
discussed later in this Ruling.

MATTERS ASSOCIATED WITH THE ARM'S LENGTH PRINCIPLE

277. Ideally, the arm's length principle should be applied to each
international dealing in order to arrive at an arm's length consideration.
However, in some cases this will not be feasible because of the
absence of reliable data on which to assess comparability.

278. In practice, there are two fundamental approaches that may be
taken to achieving an arm's length outcome. These are the use of
analysis based on comparable uncontrolled dealings and other
methods where there are no comparable uncontrolled dealings. The
ATO considers that analysis based on reliable comparable
uncontrolled dealings should be used to determine an arm's length
consideration where reliable information is available to do so. As we
discuss later in the Ruling, there are some circumstances where it will
be necessary to basket or aggregate transactions in order to achieve
this end. However, where there are no comparable uncontrolled
dealings or there is insufficient reliable data to identify them it will be
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necessary to use other methods to estimate or approximate an arm's
length outcome.

Comparability

279. The preferred arm's length methodologies are based on the
concept of comparing the prices / margins achieved by associated
enterprises in their dealings to those achieved by independent
enterprises for the same or similar dealings. As there are many
matters that may influence price / margins there is a need to closely
examine the dealings being compared. The OECD provides the
following commentary concerning this matter:

'1.15. Application of the arm's length principle is generally
based on a comparison of the conditions in a controlled
transaction with the conditions in transactions between
independent enterprises. In order for such comparisons to be
useful, the economically relevant characteristics of the situations
being compared must be sufficiently comparable. To be
comparable means that none of the differences (if any) between
the situations being compared could materially affect the
condition being examined in the methodology (e.g., price or
margin), or that reasonably accurate adjustments can be made to
eliminate the effect of any such differences. In determining the
degree of comparability, including what adjustments are
necessary to establish it, an understanding of how unrelated
companies evaluate potential transactions is required.
Independent enterprises, when evaluating the terms of a
potential transaction, will compare the transaction to the other
options realistically available to them, and they will only enter
into the transaction if they see no alternative that is clearly more
attractive. For example, one enterprise is unlikely to accept a
price offered for its product by an independent enterprise if it
knows that other potential customers are willing to pay more
under similar conditions. This point is relevant to the question
of comparability, since independent enterprises would generally
take into account any economically relevant differences between
the options realistically available to them (such as differences in
the level of risk or other comparability factors discussed below)
when valuing those options. Therefore, when making the
comparisons entailed by application of the arm's length
principle, tax administrations [and we would add taxpayers]
should also take these differences into account when
establishing whether there is comparability between the
situations being compared and what adjustments may be
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necessary to achieve comparability' (paragraph 1.15 of the 1995
OECD Report).

The standard of comparability

280. The objective in relation to comparability is always to seek the
highest practicable degree of comparability, recognising though that
there will be unique situations (which could be a result of business
complexity) and cases involving valuable intangibles where it is not
practicable to apply methods based on a high degree of direct
comparability (see subparagraph 87(e) of TR 94/14).

281. The standard of comparability that is practicable will be
determined by the extent of reliable data on which to make
comparisons with uncontrolled situations and dealings in the particular
case. Comparisons with controlled dealings by other taxpayers cannot
be regarded as arm's length comparisons.

282. With the many influences and competing priorities imposed on
enterprises it is not always possible to find dealings that are exactly
comparable to the dealings being examined. The question then
becomes what matters need to be considered to determine if dealings
are sufficiently comparable to be used in determining arm's length
prices and margins. Adjustments need to be made for any material
differences so that the dealings can be as similar as is possible. If
suitable adjustments cannot be made then the dealings cannot be
considered to be comparable. Commonly, the use of methods other
than the traditional transaction methods will produce results that
without careful analysis and adjustment would not be sufficiently
reliable to demonstrate the levels of comparability necessary to form
an arm's length range. This is a particular issue where operating
expenses are taken into account and the comparison is done at or
approaching the net profit level. In these situations and in others
where the level of comparability is affected, notwithstanding that
adjustments to achieve true comparability cannot be made, the data
should not be completely discarded as, in the absence of any true
comparables, it may, in conjunction with other methods, provide
insight as to what constitutes a reasonable approximation of an arm's
length outcome.

283. Some dealings between taxpayers and unassociated enterprises
may not be able to be accepted as reliable comparables because they
may not be made in the ordinary course of business. An example
would be a relatively insignificant sale made at the same price as
charged to associated enterprises in order to create an internal
comparable to justify the pricing to associated enterprises, but which,
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by open market standards required by the arm's length principle, was
concessional to the unassociated enterprise.

284. It needs to be remembered that the ATO, when applying any
method, may have more information available than a taxpayer has or
can have reasonable access to through its own efforts. This data
should be used where it enables a more reliable determination of the
arm's length outcome, by producing a higher degree of comparability,
though appropriate steps should be taken, subject to the need to protect
the confidentiality of other taxpayers, to allow the taxpayer an
adequate opportunity to defend its own position and generally
safeguard the taxpayers' rights to have ATO decisions reviewed by the
Administrative Appeals Tribunal ('AAT') or a court. In this regard, the
ability of the AAT and courts to hear evidence on a confidential basis
in a closed hearing may be relevant. Not to use the more reliable
information would undermine the statutory objective of the arm's
length principle as expressed in Australia's legislation (discussed in
paragraphs 238 - 247 above).

The assessment of comparability
Characteristics of the goods or services will affect comparability

285. When comparing the margins, mark-ups and particularly price
paid for goods or services (property) the characteristics of the property
will often account, in some way, for the differences in their value in
the open market. Characteristics that may need to be considered
include the following:

(a) tangible property: the physical features, quality, reliability,
availability and the volume of supply;

(b) services: the nature and extent of the services whether
provided separately or bundled with tangible property;
and

(c) intangible property: the form and substance of the
transaction in terms of the nature and extent of the rights
transferred or contributed.

Functional analysis is needed in determining comparability

286. When comparing price and particularly margins or mark-ups
between controlled and uncontrolled dealings, the extent of the
combined value added by the each of the associated enterprises
relative to the value added by independent parties in their uncontrolled
dealings will often account for the differences in the value of the
goods or services in the open market. The contributions to the value



Draft Taxation Ruling

TR 95/D22

FOI status: draft only - for comment page 75 of 184

added can be determined by an analysis of the functions performed,
assets used and risks assumed. This analysis which can be performed
at a series of different levels from a qualitative initial assessment to a
more detailed analysis involving economic weightings, is generally
referred to as a functional analysis.

287. To properly address comparability it is essential to analyse the
functions performed, assets used and risks assumed by the taxpayer to
identify the economically significant activities and to compare the
results with a similar analysis of uncontrolled dealings or of
uncontrolled enterprises that are being considered as possible
comparables. The level of functional analysis that is needed will
depend on the facts of the case.

288. A functional analysis will identify the economically significant
activities that are undertaken (functions performed, assets used and
risks assumed) which will assist in the selection of a methodology and
in evaluating comparables.

289. Prior to undertaking a functional analysis, it is necessary to
obtain a broad understanding of the enterprise and the business it
conducts. This would extend to understanding the overall relationship
it has with other members of the group and the relative contributions
of each of the parties to the economic value that has been created.

290. A functional analysis can be undertaken on a single taxpayer
with both controlled and uncontrolled dealings as a basis for assisting
a comparison between an associated enterprise with controlled
dealings and an uncontrolled enterprise. However, it may need to be
undertaken differently depending on the focus of the transfer pricing
examination. Once a methodology has been selected on the basis of a
functional analysis, continuing importance of the functional analysis
is:

(a) to further refine the examination of comparability on
property and services, market terms and conditions and the
presence of any special circumstances where transactional
methodologies are employed; and

(b) to better understand the economically significant activities
identified in the first stage (functions performed, assets
used and risks assumed) which are then used to refine the
analysis of independent comparable transactions, business
activities or enterprises in comparable markets (i.e.,
external profit comparisons between companies).

291. Ifidentical uncontrolled dealings could be identified, the
consideration, whether price or some other outcome, in such dealings
is the most reliable point of comparison. In practice, identifying an
identical situation can be difficult and most of the methodologies are
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based on a comparison with the most similar or comparable set of
circumstances.

292. Simple cases, for example where the only dealing with an
associated enterprise is a loan, not raising an issue of quasi equity, will
not require a functional analysis. Where a taxpayer has significant
dealings with uncontrolled parties and these are comparable to its
dealings with associated enterprises and conducted on the same basis,
a limited form of functional analysis is sufficient (see paragraphs 509
to 513 below).

Contract terms can affect comparability

293. When independent enterprises negotiate contracts or agreements
the ultimate price / margin agreed is influenced by the terms and
conditions of the proposed agreement. Terms and conditions that may
influence the agreed price / margin include: credit and payment terms,
volume, duration, product and service liabilities of the parties,
warranties and exchange risk, and these matters will need to be taken
into account when making any comparison.

294. When considering an agreement between associated enterprises
there will be a need to have regard not only to the terms of the
agreement but also to the actual conduct of the parties. The ATO
concurs with the view of the OECD that where the economic
substance of a dealing differs from its form, regard must be given to
the conduct of the parties in determining what are the actual terms of
the contract. In this regard see paragraphs 1.36 to 1.41 of the 1995
OECD Report.

Risk levels can affect comparability

295. The functional analysis should identify the risks associated with
the combined dealings of the related parties and those of the
comparables. As with any dealings the final price / margins agreed
will be influenced by the sharing of the associated risks amongst the
parties. These risks may include:

(a) research and development risk;
(b) product liability risk / professional indemnity risk;
(c) financial risk: forex, interest rates, etc.;

(d) market risk: cost fluctuations, the level of supply and
demand, pricing and inventory levels, alternatives /
substitutes, nature and degree of competition;

(e) credit and collection risks; and



Draft Taxation Ruling

TR 95/D22

FOI status: draft only - for comment page 77 of 184

(f)  general business risks relating to business activities and
the ownership of property, plant and equipment.

296. Therefore adjustments will need to be made for any material
differences in the risks assumed by the associated enterprises.

297. As the nature of the MNE is that of a single entity, risks can be
allocated amongst members without any real concern as it is the MNE
as a whole who ultimately bears the risk. Therefore, there is a need to
determine who actually bears the genuine risk associated with the
dealings rather that who is purported to bear the risk. This may be
determined by such things as whether the 'risk taker' has the control
over the activities that directly influence the income or loss associated
with the risk; or has the financial capacity to fund any loss that might
arise from the risk.

Economic and market conditions can affect comparability

298. Prices and margins may vary across different markets for the
same or similar property. Therefore, comparability will be affected by
any economic or market differences between associated enterprises
dealings as compared to those of any comparable uncontrolled
enterprise dealings and will need to be taken into account when
making any comparison. The matters that may need to be taken into
account include: similarity in geographic location; the level of the
market (e.g., retail or wholesale); date and time of the dealing;
market size, maturity, competition, level of supply and demand, risk of
substitute technology; local consumer purchasing power, cost
structures and regulation; and any other alternatives realistically
available to the buyer and seller.

Need for multiple year data to limit distortions

299. In attempting to determine an arm's length outcome for
international dealings between associated enterprises, the results of
any one year may be distorted by differences in economic, market or
enterprise conditions affecting the controlled or uncontrolled dealings.
Participants in an industry may not be uniformly affected by business
and product cycles and therefore differences between dealings may
reflect differences in circumstances, not the effects of non-arm's length
dealings.

300. A valid conclusion as to what constitutes an arm's length
outcome for a dealing usually requires examination of several years of
dealings for both the controlled and uncontrolled parties. In this way
differences due to business or product cycles can be more effectively
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taken into account and comparability more reliably determined (see
paragraphs 1.49 - 1.51 of the 1995 OECD Report).

301. The number of years that need to be examined will depend on
the facts and circumstances of the case, but as a starting point the ATO
will consider the current year and the preceding four years.

Business strategies need to be considered in comparability analysis

302. Business strategies of an MNE group are as a rule formulated by
one member of the group (usually the parent), often after consultation
with and input from group members, and then put in place by all
members. These strategies may include such things as: product
innovation, degree of diversification, market level and location,
worldwide pricing and general management policies.

303. These strategies may also include a market share strategy where
it may be decided to enter new markets or increase market share by
increasing market development costs, establishing a more effective
distribution network or lowering the resale price to undercut the price
of competing goods and services. The question then to be decided is
which member of the group should bear the cost of such a strategy.
This will need to be determined on the facts and circumstances of each
case but for comparability purposes should only be taken into account
if it can be found that uncontrolled enterprises engaged in similar
strategies under similar circumstances.

304. Usually uncontrolled enterprises would come to some prior
agreement before entering into these strategies that would detail the
sharing of costs and resulting profits. This would normally involve
the preparation of a budget or plan setting out the expected costs and
profits, each parties share and the duration of such a strategy.

Grouping of transactions is sometimes needed to assess
comparability

305. Ideally the traditional transaction methods should be applied on
a transaction by transaction basis. However, it is also recognised that
where it is impractical to assess individual transactions it may be more
appropriate to consider a combination of transactions.

306. Consideration may also need to be given to the fact that dealings
between associated enterprises are sometimes structured differently
from uncontrolled dealings because members of an MNE group have
an ongoing relationship that includes overarching strategies, a
common strategic goal, objectives and policy commitments and they
are unlikely to enforce contracts through the courts. In some cases,
therefore, it may be more appropriate to group products, services or
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activities in order to properly reflect the relative contributions to profit
from the associated enterprise dealings. Grouping may be appropriate
in the following situations:

(a)

(b)

Transactions/components of transactions

Dealings between associated enterprises in a particular
product may involve separate transactions for the product,
the intangibles associated with the product, technical
advice, management services and any other related
matters. In dealings with independent parties these
various aspects may be rolled into a package deal with all
the associated costs being included in the transfer price of
the product.

Where the independent dealings being considered as
possible comparables cannot be disaggregated, it would
generally be appropriate to group all the relevant
transactions between associated enterprises so
comparability to the uncontrolled party package deal
transaction can be properly determined. Care would be
needed to identify the value of any component of the
package that is subject to different domestic tax treatment,
e.g., items subject to interest or royalty withholding tax.

Integrated operations

If it was decided to route the transaction through an
associated enterprise it may be more appropriate to
consider the dealing in its entirety rather than consider the
component transactions on a separate basis. The
combined/channel profit, the functions of each of the
associates, the value added by each of the channel entities
and the amount of profit appropriated to each entity would
need to be considered when applying the arm's length
principle to set or review prices or conditions.

There could well be practical difficulties in determining
the true value added by any intermediate company if it is
considered in isolation. For example, a company may be
licensing intangibles and supplying vital components to an
associate as part of a highly integrated global
manufacturing process (see paragraph 1.42 of the 1995
OECD Report).

If it cannot be demonstrated in a particular case that the
intermediate company either bears a real risk or performs
an economic function in the chain that has produced the
value of the goods or services, then any profit element that
is claimed to be attributable to the activities of the
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(©)

(d)

intermediate company should be attributed elsewhere in
the MNE group, because independent enterprises would
not normally have allowed such a company to share in the
profits from the dealing.

In this regard the OECD states at paragraph 3.31 of its
1995 Report:

'A one-sided analysis may not take into account the overall
profitability of the MNE group from the controlled
transactions for the purposes of comparability. A one-
sided analysis potentially can attribute to one member of
an MNE group a level of profit that implicitly leaves other
members of the group with implausibly low or high profit
levels. While the impact on profit of the other parties to a
transaction is not always a conclusive factor in
determining the pricing of a transaction, it may act as a
counter-check on the conclusions reached.'

Product lines

The business activities of MNEs may be based on a single
product or service, on a number of related products or
services or on a variety of products or services. When
applying the CP, RP and profit methods the emphasis is
more on the comparability of the functions and product
differences do not impact on the analysis the way they do
when considering prices.

For example, the business activities of a member of an
MNE group are the importing and wholesaling of toasters,
electric kettles, blenders and the provision of services in
the form of advice on satellite communication. Although
the MNE management may have a number of separate
product lines it may be appropriate in analysing
comparability to group the household electronic products
together if the functions of wholesaling these products are
similar. This could avoid possible distortions that may
arise where indirect costs are allocated to individual
products.

Prior dealings

On occasions it will be important to look back over a
sequence of transactions in order to put a current
transaction in an appropriate context. This is important
where there has been a substantial prior investment in the
development of intangibles, or a prior sale of a relevant
asset. There is a need to establish an appropriate setting or
starting point for an identification of the economic
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alternatives that an uncontrolled decision maker would
normally wish to consider and to identify comparables
where these exist. Note that the identification of
comparables flows from a careful and insightful
specification of the 'transaction’, i.e., from a determination
of the point where the choice exists in an economic sense
(see paragraph 1.15 of the 1995 OECD Report).

307. Where dealings have been grouped there would be a need to
allocate relevant operating, financial or other expenses across different
product lines, divisions, etc., to reflect that grouping. Where it is not
possible to allocate on a direct basis a soundly-based method of
indirect allocation should be used that accords with accepted
accounting principles and fits the particular circumstances.

The aggregation of dealings to enable comparability to be assessed

308. In some cases, comparability can only be established by a further
extension of the grouping approach. It may be necessary to aggregate
the product or business lines so as to consider the matter in its proper
business and economic context. This situation may arise where, for
any reason, there is insufficient data available on comparable dealings
to undertake a comparability analysis on any other basis.

309. Lack of reliable data on comparable dealings may be due to the
complexity of the dealings or the relationships between the parties.
Where the resulting dealings are unique, the only option available for
making transactional comparisons may involve some divisional
comparisons or aggregation of a range of dealings.

310. Developments in relation to certain sectors seem to indicate that
in arm's length dealings, relationships may be more influential in
international trade and that transactions cannot be examined in
isolation from those relationships. This is reflected in the previous
discussion on comparability, particularly the fact that comparability
extends beyond product similarity. The special features of any
relationships need to be taken into account. The complexity of those
relationships will often be dictated by the complexity of the deals that
are being struck. While transactions suggest the possibility of markets
or prices that may be of some help in benchmarking, a proper analysis
of an arm's length relationship for the purposes of finding comparables
has to have regard to the exercise of skill and power in the bargaining
context. While price may serve as the single most important factor
and as a logical focus for any negotiation in a transaction mode,
bargaining to establish the relationship involves much more than price
(which may indeed play a minor role). It will usually be approached
by all parties on the basis of carefully thought through positions based
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on expected rates of return, profitability, hurdle rates (to establish
bargaining thresholds), alternative agendas and the fact that the parties
in dealing with each other will have regard to their continued
participation in the relevant market. Business strategies therefore need
to be addressed in the comparability analysis. Ultimately, profit in one
form or another is the criterion for acceptability. A transaction by
transaction approach tends to assume a degree of market stability,
openness and information, at least sufficient to allow for comparables
to emerge. The reality of many commercial situations today is best
characterised as turbulent, and in this setting management is forced to
think in terms of strategic relationships that exploit each party's
distinctive competencies.

311. The trends in these sectors can be summarised as follows:

From To

Transactions Relationships

Simple structure Complex

Comparability Distinctiveness

Markets Power, skills in bargaining
Price Profit, profit ratios
Stability Turbulence

Past orientation Future orientation

One to one Industry networks.

To the extent that these trends affect the market in which a taxpayer
operates, the comparability analysis needs to take them into account.

312. Where an aggregated analysis is undertaken and the taxpayer is
dealing with related parties from different taxing jurisdictions it will
still be necessary to allocate the income and expenses of the cross-
border operations of the related parties to the different taxing
jurisdictions on the basis of economic value added by each party.

Differences in accounting treatment may need to be adjusted

313. For various reasons enterprises record their transactions in their
books of account in a manner that suits their reporting needs and the
statutory requirements of the country in which they operate. As the
majority of the methodologies rely upon reference to costs and
comparable margins whether it be gross, net or some intermediate
level - and the profit methods also have regard to them - there is a
need to ensure that any differences in accounting treatment between
entities being compared are adjusted so that an accurate comparison of
costs and margins can be made. For example, some enterprises may
include royalties paid or insurance and freight for purchased goods
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above the gross profit line while others may include them below the
gross profit line. The basic rule is that while accepting that accounting
standards will vary between countries, true comparability must be
based on a consistent approach insofar as components of income and
costs taken into account in comparing the performance of the taxpayer
with that of the independent enterprise being considered as a possible
comparable.

314. If data is not available to determine the basis of accounting of
any enterprise being considered as a comparable then any comparable
analysis should be at the net margin level or at a level that would
include all relevant costs. For example a level may be selected
whereby all relevant costs are included (direct and indirect costs) but
certain operating and financial expenses related to management
efficiencies and business financing alternatives are excluded because it
is doubtful that these latter items have been accounted for consistently.

Arm's length range

315. In the practical application of transfer pricing methodologies, an
arm's length result may not always be a single point. Transfer pricing
is not an exact science and the application of a single method or
several different methods may produce a range of reliable results
because:

(a) 1inusing a single method, application of the arm's length
principle only produces an approximation of conditions
that may be established between independent enterprises
and for this reason the comparables examined may achieve
varying outcomes in similar dealings; or

(b) when using more than one method, differences in the
nature of the methods and data relevant to applying each
method may produce different outcomes.

Each range has the potential to define an arm's length outcome.

Determination of an arm's length range

316. There are a number of considerations to be taken into account
when constructing an arm's length range. First, comparable
uncontrolled dealings need to be identified and selected on the basis of
criteria required to undertake the method being applied.

317. Secondly, if material differences exist between the dealings by
associated enterprises and the cases being considered as possible
comparables, adjustments need to be made to reflect the differences in
order to improve the comparability of the uncontrolled dealings. A



Draft Taxation Ruling

TR 95/D22

page 84 of 184 FOI status: draft only - for comment

functional analysis should identify material differences and may offer
a basis for determining any necessary adjustments. If reasonably
accurate adjustments cannot be made to eliminate material differences
then the case being considered as a possible comparable is not truly
comparable.

318. Finally, the arm's length range will be constructed using only
comparable uncontrolled dealings that have, or have been adjusted to,
a similar level of comparability with the controlled dealings.

319. In some circumstances only a limited number of comparable
uncontrolled dealings may exist and it may not be possible to construct
an arm's length range either because of insufficient data or because
reasonable adjustments cannot be made to account for differences
between the dealings.

320. In the absence of comparable uncontrolled dealings, it may be
possible to infer from other industry information available whether
dealings between the associated enterprises achieve an arm's length
outcome. However, it should be noted that data which does not
achieve the required level of comparability cannot be used in
constructing an arm's length range and, while it may be useful in terms
of broad indications, cannot be given the same status in determining
an arm's length outcome. Nevertheless, it does provide relevant
information which, when combined with other information, may assist
in determining an arm's length outcome.

321. Asindicated in paragraph 315(a) above, a range may in some
cases be produced by the use of more than one method. The principles
set out in paragraphs 316 to 320 in relation to comparability should
also be followed when using multiple methods.

Only arm's length outcomes can comprise a range

322. A properly constructed arm's length range should only include
data that is either comparable or which has been reliable adjusted for
material differences to become comparable so that every element of
data used in the range is a reliable and comparable arm's length
outcome. Where a single methodology is used, it has to be capable of
being applied with similar accuracy and reliability to each element of
data constituting the range, having regard to all the factors relevant to
comparability.

323. Where there is substantial divergence between data in the range
it is doubtful that all the data in the range are truly arm's length
outcomes. In such cases the reliability of the data in respect of each
possible comparable, any adjustments made for material differences in
comparability and the methodology itself should be reviewed. It may
be that material differences in functions (including assets and risks) in
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the dealing between the associated enterprises and the comparables in
the range have not been correctly identified or accurately reflected.

324. In order to test the reliability of outcomes, it may be helpful to
apply a second methodology. There would be more confidence in
ranges that are established by the use of different methodologies if
those ranges, when overlayed, reflect common results.

325. A high level of comparability is required in order to apply a
traditional transaction methodology (CUP, RP and CP methods).
When using these methods, an outcome that falls within a properly
constructed arm's length range should be regarded as being arm's
length. The qualification to this statement is that the data used to
construct the range must be truly comparable. However, if the dealing
falls outside the arm's length range, it is a matter of judgment as to
which point in the range the adjustment should be made. The ATO
concurs with the view of the OECD that the adjustment should reflect
the point in the range that best accounts for the facts and
circumstances of the controlled transaction. In this regard see
paragraph 1.48 of the 1995 OECD Report.

326. When applying a method other than a traditional transaction
methodology (such as a profit comparison) it is not possible to give
the same assurances in every case. The approximations used in
applying these other methods which rely on broader measures of
comparability can give extensive ranges, some of which may not be
sufficiently accurate to permit the general statement that any point in
the range may be regarded as arm's length. (Some revenue authorities
have regulations which deal with this situation by statistical
adjustment of the sample to exclude the outlying data.) Also, many
applications of these broader methods will not produce data that is
sufficiently reliable or comparable to constitute an arm's length range.
However, such a range of results may be helpful in an indicative sense
even though they don't constitute an arm's length range. In these
situations the arm's length outcome which arises from the use of a
method other than a traditional transaction methodology should reflect
the point that best accounts for the facts and circumstances of the
dealings between the associated enterprises. If such a point cannot be
established it would be appropriate to consider seriously using another
method to assist in approximating an arm's length outcome.

Intangible and intellectual property

327. Intangible and intellectual property can present particular
problems when examining comparability, usually because of the
specialised nature of the property. There is a trend in the world
economy for greater emphasis to be placed on the development and
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exploitation of intellectual property and intangible assets like patents,
copyright and know how. For example, MNEs place increasing
importance on brands and trademarks, including the development of
global brands. Similarly, non financial assets can be of great strategic
importance to an enterprise. Production processes and techniques and
forms of organisation such as specialised distribution channels have
assumed critical importance in some enterprises.

328. The term 'intangible property' 'includes rights to use industrial
assets such as patents, trademarks, trade names, designs or models,
literary and artistic property rights and intellectual property such as
know how and trade secrets' (chapter IV of the 1995 OECD Report).
Generally two categories of intangibles are recognised - production
intangibles and marketing intangibles. Production intangibles
typically include patents, trade secrets or unpatented know how.
Marketing intangibles include trade marks, trade names and
distribution networks. Hybrids of these categories can occur where
intangibles obtain value through the activities of research and
development/production and of marketing and sales. Intangibles may
also include copyright protected software or specialised methods for
providing service to customers, or of doing business.

329. The difference between production and marketing intangibles
can be seen in a comparison of patents and trademarks. Patents are
basically concerned with the production of goods while trademarks are
used in promoting the sale of goods or services. Intellectual property
such as know how may be either a production or marketing intangible.

330. Australia's transfer pricing tax laws do not differentiate between
the supply or acquisition of intangible property and any other transfer
of property under an international agreement. Both sets of transfers
are governed by the arm's length principle. The reason that emphasis
1s sometimes placed on intangibles is due to the special difficulties
they can present in the practical calculation of an arm's length
consideration. Where there is insufficient comparable data for direct
comparisons, this can lead to greater reliance being placed upon profit
based or other indirect arm's length methods. This situation can arise
due to:

(a) the unique character of the intangible. There is commonly
a scarcity of information on comparable property or
dealings and difficult valuation questions arise;

(b) the need for highly valuable intangibles to generally stay
within the control of the MNE group to maximise its
profitability;

(c) the fact that certain intangibles can only be protected by
keeping their attributes secret within the MNE group; or
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(d) the intangible being developed solely by the efforts of an
enterprise and for its own purposes, these purposes being
applicable only to it, for example some marketing
intangibles.

331. However, the general principles and guidelines in relation to
comparability and the methodological approaches applicable for
transfers of other types of property are relevant.

Intangibles need to be clearly identified before they are rewarded

332. Itis necessary to clearly establish the existence and nature of the
intangibles before attempting to attribute to them any value or taking
them into account in applying an arm's length methodology.
Sometimes research and development expenditures do not produce a
valuable production intangible. Marketing activities may not result in
the creation of a marketing intangible. Care should be taken to ensure
that the relevant activity has in fact produced a business asset. Even
where this is the case it can be difficult to evaluate the benefit to the
business in a particular year from the use of the asset.

333. Similarly, intangibles with different strengths will need to be
rewarded differently. For example, a patented production process may
be useful, but it may be fairly simple to design around the patented
aspects in order to achieve a similar outcome. This type of intangible
should not receive the same level of relative reward as a breakthrough
patent which may, say, significantly reduce production costs and
improve the product so that there is greatly improved customer
demand.

334. When examining whether an intangible has international
application it may be appropriate to examine the reasons for an
enterprise's success and to recognise that this can vary between
countries. An enterprise does not necessarily succeed in the same way
and for the same reason in all markets. For example, a consumer
product may have a high level of acceptance in its home market due to
its technical innovation. However, in an overseas market it may be
able to demonstrate that local marketing intangibles were
determinative in it achieving its market position.

Functional analysis can assist in identifying the existence and
nature of intangibles

335. A functional analysis can assist in identifying the intangibles and
the way in which they are used. However, judgment is still needed to
determine an appropriate reward for the owner but a better decision is
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likely to be made once the nature of the intangibles and their role in
the profit making process are properly understood.

336. Many names, marks or patents have very little inherent value.
What they require are successful business systems which can
commercialise and add value to the property. The value can arise
from the efforts and investment that are made in the assets,
relationships and systems that the enterprise uses to deliver, position
and differentiate its goods and services from competitors.

337. For example, a brand may become synonymous with quality, not
because of the name itself, but because of the style and quality of the
product, the marketing and promotion that is undertaken and the
service associated with its delivery. A functional analysis can help to
identify who contributed what to the overall creation of the
intangibles. Extending this example, an enterprise may be the legal
owner of a trade mark and name which it legally protects. It may
attribute a high value to these marks for which it seeks a direct reward.
Subsidiary enterprises in different countries may separately produce,
market and support goods bearing this name and mark. A functional
analysis should identify each party's contribution to any manufacturing
intangible or marketing intangible. A shared ownership of the
intangibles derived from the economic contribution of the parties
could result. This could influence the selection of a methodology.

ARM'S LENGTH METHODOLOGIES
What are the arm's length methodologies?

338. There are a number of internationally accepted methodologies -
which are also accepted by the ATO -that test compliance with the
arm's length principle in different ways.

339. These arm’s length methodologies are divided into two groups:

(a) the traditional transaction methods ('traditional methods')
being the comparable uncontrolled price (CUP) method,
the resale price (RP) method, and the cost plus (CP)
method; and

(b) the profit methods (‘profit methods') which include the
profit split methods and profit comparison methods (this
second category referred to by the OECD as the
'transactional net margin methods').

340. The OECD, international tax administrations and MNEs have
had to review transfer pricing methodologies and their application in
order to take account of the increasing complexity and integration of
cross-border dealings and to promote internationally consistent
approaches to the application of the arm's length principle. There is an
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increasing volume of literature, and new ideas are emerging about how
to better evaluate compliance. It needs to be recognised that since
international business is complex and dynamic, this process of
refinement will be an ongoing one and the application of
methodologies must remain flexible and receptive to those
developments which may lead to refinement of the present arm's
length methodologies or the development of new ones for particular
categories of case. It is also recognised that enterprises may have
either developed their own methodology or adapted the ones discussed
in this Ruling to best suit their circumstances. Such approaches
should not be automatically discounted as they may be appropriate in
the enterprises particular circumstances.

341. All of the internationally accepted methodologies are seeking to
produce a reasonable approximation of an arm's length outcome.
What varies between the methodologies is the type of comparison that
is made and the manner and extent to which the methodologies rely
upon information external to the enterprise.

342. The methods discussed in this Ruling provide a basis of
determining if dealings between associated enterprises are consistent
with the arm's length principle. However, it is not possible to provide
specific rules that will cover every case and no one method is suitable
in every situation. Sometimes, where the above methods are not
suitable there may be a need to adopt some other form of comparison
that will approximate an arm's length outcome. Accordingly, when
undertaking the functional analysis any useful information should not
be discarded simply because some rigid standard of comparability is
not met.

343. Since precise calculations cannot be made and the application of
any methodology involves elements of judgment there is a need to
avoid making adjustments to account for minor or marginal
differences in comparability.

344. The traditional methods are briefly outlined in Taxation Ruling
TR 94/14 at paragraphs 353 - 365. Since issuing TR 94/14 the OECD
has reviewed its description and discussion of the methodologies and
has confirmed that certain profit methods are consistent with the arm's
length principle when applied in cases where there is insufficient data
on uncontrolled transactions or where such data is considered
unreliable, or due to the nature of the business situation and in a way
that has proper regard to comparability. The ATO agrees with this
view. Each of the traditional methods together with profit methods are
explained below. For the reasons explained when discussing the arm's
length principle, it is essential to always be mindful of what is
reasonable and to adopt practical, flexible approaches in the
application of the methodologies so that they achieve the highest
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degrees of comparability that is feasible and to avoid disputes about
theoretical aspects that may not produce practical solutions in a given
case. This may mean considering alternatives. Some further
approaches are also discussed in relation to the concept of aggregating
some of the dealings of the associated enterprises in order to find an
appropriate answer.

Selection of the appropriate method

345. As was stated in paragraphs 86-87 of TR 94/14, the ATO will
select the method that is the most appropriate or best suited to the facts
and circumstances of the particular case. The ATO is under no
obligation to accept the particular methodology used by a taxpayer
unless, on an objective analysis, it produces the most accurate
calculation of the arm's length outcome. The most appropriate method
will be the one that produces the highest practicable degree of
comparability. Its selection will be driven by the extent to which
reliable data on comparables is available in the particular case.
Taxpayers and the ATO should have regard to all the principles in
paragraph 87 of TR 94/14 when selecting a methodology.

346. As was stated in paragraph 263 above, the ATO takes the view
that any transfer pricing methodology used to calculate an arm's length
consideration in international dealings between associated enterprises
must be applied in a way that will provide an arm's length outcome by
closely reflecting commercial and economic reality and the economic
contribution made by the enterprises in each jurisdiction.

347. Australia follows the OECD view that the CUP, RP and CP
methods should be preferred over profit methods as a means of
establishing whether a dealing is arm's length. In this regard see
paragraph 3.49 of the 1995 OECD Report. It is also accepted that
where it is possible to identify comparable uncontrolled transactions,
the CUP method will provide a higher degree of comparability than
the RP and CP methods (or any other method).

348. The reliability of any method is affected by the completeness,
accuracy and reliability of data and the degree of comparability that
the data provides. The reliability of any method may also be affected
by the extent and nature of any adjustments made to account for
differences between a taxpayer and a enterprise being considered as a
possible comparable or between controlled and uncontrolled dealings.
For example:

(a) the available comparable arm's length data may only cover
a few products in the taxpayer's range, and this data may
not be representative of the entity's overall business;
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(b) the available comparable arm's length data or the
taxpayer’s data may be recorded in such a manner that
comparison on a product / service line, divisional line or
otherwise is not possible; or

(c) the comparable data may be available only for limited
periods.

349. The choice of the most appropriate method should be based on a
practical weighting of the evidence having regard to the nature of the
activities being examined, the quality and reliability of the data and the
nature and extent of any assumptions and the degree of comparability
that exists between the controlled and uncontrolled dealings or
between enterprises undertaking the dealings where the difference
would effect conditions in arm's length dealings being examined.

350. All OECD member countries recognise that because of the
complexities of real life business situations there may not be enough
reliable data available to rely upon the use of a traditional transaction
method. In this regard see paragraph 2.49 of the 1995 OECD Report.
The lack of suitable data and comparables would hinder the
application of all methods. However, CUPs rely on data of
comparable products or services being transacted in similar
circumstances; RP and CP methods rely more on data to demonstrate
similarity of functions to enable comparison at the gross, net or at
some other interval of profit; whereas profit methods consider
similarity of functions and make the comparison at the net profit level.
It may therefore be possible to apply one these methods in
circumstances where the data is not complete or reliable enough to
apply a method that conceptually would provide a more direct or
reliable reflex of comparability.

351. Where traditional methodologies are inapplicable or not
practicable, for example where there is insufficient data on
uncontrolled transactions, where such data is considered unreliable, or
due to the nature of the business situation other methods may need to
be considered. Profit methods, such as a profit split method or the
profit comparison method (which involves the comparisons of net
margins for comparable activities of independent entities), may be
appropriate.

352. Where an analysis of comparability has been undertaken using
one of the traditional transaction methods and there is some
uncertainty as to the reliability of the outcome, perhaps due to
comparability factors and the quality of the data used, it would be
appropriate to check the outcome by using some other basis. One way
this may be done is by comparing the result of the combined/channel
profits achieved by applying the selected method with the result
achieved by a method having regard to the matters like expected rates
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of return, risk levels, profitability, hurdle rates or other statistical
analyses that independent parties would use to evaluate potential
transactions. In this regard see paragraph 1.15 of the 1995 OECD
Report.

The traditional transaction methods described

353. The ATO and other OECD member countries recognise three
methods as traditional transaction methods. These methods are: the
comparable uncontrolled price method or CUP method, the resale
price or RP method and the cost plus method or CP method.

354. The CUP method compares the consideration paid in relation to
the same or similar property in comparable circumstances. This
analysis extends beyond product similarity. The RP method compares
the profit margins in relation to similar functions where little physical
value is added to the product, e.g., wholesaling. The CP method
compares mark-ups on costs in relation to similar functions where
there is physical value added, for example, an assembly plant.

355. Ifthere is a difference between the taxpayer's and comparables'
consideration or margin it may indicate that the dealings between the
associated enterprises are not arm's length and that the comparables'
consideration or margin may need to be substituted for the taxpayer’s
consideration or margin.

356. The data necessary to apply the traditional transaction methods
must be highly comparable. Data that is either not comparable or is
only broadly comparable would not meet the comparability standards
required of these methods. Nevertheless, this data may have a use in
other methods but the result should not be preferred over those
obtained by the application of a profit split or profit comparison
unless, on a relative basis, it is more reliable.

Comparable uncontrolled price (CUP) method
357. The CUP method compares:

'the price for property or services transferred in a controlled
transaction to the price charged for property or services
transferred in a comparable uncontrolled transaction in
comparable circumstances' (paragraph 2.6 of 1995 OECD
Report).

Controlled and uncontrolled transactions are comparable if none of the
differences between the transactions could materially affect the factor
being examined in the methodology (e.g., price or margin), or if
reasonable accurate adjustments can be made to eliminate the material
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effects of any such difference (see paragraph 2.7 of the 1995 OECD
Report).

358. This methodology could be used to arrive at an arm's length
outcome for a wide range of dealings, not just prices for the transfer of
tangible goods. For example, it may be appropriate to check whether a
royalty rate for the use of intangible property, interest rate for funds
supplied or acquired, or a management fee for services acquired or
provided, complies with the arm's length principle.

359. However, there may be cases where the dealings between
associated enterprises involve a variety of transactions (tangible and
intangible property, management services, interest, etc.) and it is not
possible to obtain CUPs for all the transactions. In those cases the
CUP method may be still suitable for some classes of dealings where
it is supported by other methods that will reliably evaluate those
transactions not determined by the CUP methodology.

360. The earlier discussion of the principles to be applied in
determining comparability apply equally to the CUP method. The
most important comparability factors are: similarity of product,
contract terms and economic/market conditions. While the application
of the CUP methodology involves close product similarity, its
application also requires a consideration of all other factors relevant to
comparability. In this regard see and paragraph 90 of Taxation Ruling
94/14 and paragraph 2.9 of 1995 OECD Report.

361. For example, the prices of internationally traded mineral
commodities often differ because of differences in the geographic
markets, the terms of the contractual arrangements (such as volumes,
discounts, interest free periods, currency rate exposure), the particular
time period of the contracts, or differences in the physical/chemical
features of the commodity and the relative bargaining power and
strategies of buyers and sellers. Business strategies like price
competition and marketing intangibles like brand names can also
impact on prices.

362. Data to determine the CUP comparability factors may be
obtained from a functional analysis. This can produce four types of
comparison of varying comparability. They are:

(a) the same property or services sold or acquired in the same
circumstances (contract terms, volume, economic/market
conditions). For example, the entity may be involved in
arm's length dealings which can be directly compared to its
dealings with associated enterprises for the same products
or services. Such a comparison will generally be highly
reliable;

(b) similar property in the same circumstances;
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(c) the same property in similar circumstances;

(d) similar property in similar circumstances. This situation
often results from a comparison of transactions undertaken
by unrelated parties with third parties.

363. In earlier discussion on the concept of comparability, some
general issues were identified that may also overlay this model
creating additional areas for comparison. This could include the
business strategies of the enterprise.

364. In cases where the functional analysis provides comparable data
other than the same property and the same conditions the reliability of
any comparison will depend on identifying the differences and the
ability to make reliable adjustments for those differences. All
comparisons should be considered and can be used to reinforce each
other. It may be appropriate to examine more than one comparable
uncontrolled transaction in order to arrive at an arm's length outcome.

365. Australia and other OECD member countries recognise that the
CUP method provides the most direct comparison, and encourages its
use even where adjustments to the data are required to be made,
provided that reliable adjustments can be made for material
differences. In some cases consideration may be given to applying a
more flexible approach to enable the CUP method to be used and be
supplemented as necessary by other appropriate methods. It needs to
borne in mind that a minor difference in the property transferred in the
controlled and uncontrolled transactions can materially affect the price
(paragraph 2.8 of the 1995 OECD Report). Nevertheless, the method
should be seriously considered and not routinely dismissed because it
may be difficult to make adjustments (paragraph 2.9 of the 1995
OECD Report). However, if the differences have a material effect on
price and adjustments cannot be made with any confidence, alternative
methods will need to be considered. It should also be remembered
that, since adjustments to controlled and uncontrolled dealings to
develop a comparable will inevitable involve elements of judgment,
the extent, number and reliability of such adjustments will affect the
relative reliability of the CUP method analysis.

366. With the CUP method, comparisons need to be made for each
dealing. Once an arm's length consideration has been determined,
there will be a need to monitor the correlation of the dealings of the
taxpayer and those of the comparable over time to ensure that the CUP
initially selected remains valid and to reflect any price movement in
the relevant market. Any variation in the dealings or the consideration
given or received will need to be taken into account and adjustments
will need to be made for any differences that have a material effect on
terms and conditions.
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Examples of the application of the CUP method

367. The 1995 OECD Report provides the following examples to
illustrate the application of the CUP method, including situations
where adjustments may need to be made to uncontrolled transactions
to make them comparable uncontrolled transactions:

'2.11 The CUP method is a particularly reliable method where
an independent enterprise sells the same product as is sold
between two associated enterprises. For example, an
independent enterprise sells unbranded Colombian coffee beans
of a similar type, quality, and quantity as those sold between two
associated enterprises, assuming that the controlled and
uncontrolled transactions occur at about the same time, the same
stage in the production/distribution chain, and under similar
conditions. If the only available uncontrolled transaction
involves unbranded Brazilian coffee beans, it would be
appropriate to enquire whether the difference in the coffee beans
has a material effect on the price. For example, it could be
asked whether the source of coffee beans commands a premium
or requires a discount generally in the open market. Such
information may be obtained from commodity markets or may
be deduced from dealer prices. If the difference does have a
material effect on the price, some adjustments would be
appropriate. If a reasonably accurate adjustment cannot be
made, the reliability of the CUP method would be reduced, and
it might be necessary to combine the CUP method with other
less direct methods, or to use such methods instead.

2.12 One illustrative case where adjustments may be required is
where the circumstances surrounding controlled and
uncontrolled sales are identical, except for the fact that the
controlled sales price is a delivered price and the uncontrolled
sales are made f.0.b. factory. The differences in terms of
transportation and insurance generally have a definite and
reasonably ascertainable effect on price. Therefore, to determine
the uncontrolled sales price, adjustment should be made to the
price for the difference in delivery terms.

2.13 As another example, assume a taxpayer sells 1,000 tons of
a product for $80 per ton to an associated enterprise in its MNE
group, and at the same time sells 500 tons of the same product
for $100 per ton to an independent enterprise. This case requires
an evaluation of whether the different volumes should result in
an adjustment of the transfer price. The relevant market should
be researched by analysing transactions in similar products to
determine typical volume discounts.'
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Other traditional transaction methods focus on comparable functions
- relevance of differences of products compared

368. Where, for whatever reason, it is not possible to use a CUP
methodology the application of the other traditional transactional
methods (other traditional methods) should be considered. These
other traditional methods are:

(a) Resale price (RP) method; and
(b) Cost plus (CP) method.

369. As with any method, the availability and reliability of these other
traditional methods depend on the availability of sufficient relevant
data and may need to be applied on a basket or aggregated basis as
discussed in paragraphs 306 to 312 above. The best comparisons will
always be where the taxpayer has comparable dealings in comparable
circumstances with both associated parties and uncontrolled parties.

370. The fundamental difference between the CUP method and other
traditional methods is that the former compares the consideration for a
comparable product or service in comparable circumstances whereas
the RP and CP methods seek to establish the margin that the enterprise
should achieve to reward it for functions undertaken, assets utilised
and risks assumed.

371. The ATO agrees with the OECD view that in making
comparisons for the purposes of the RP and CP methods, fewer
adjustments are normally needed to account for product differences
than under the CUP method, because minor product differences are
less likely to have as material an effect on profit margins as they do on
price. In this regard, see paragraph 2.16 of the 1995 OECD Report.
However, closer comparability of products will produce a better result
and significant differences in products or services is likely to be
reflected in the functions performed. In this regard, see paragraphs 94
to 96 and 360 to 362 of Taxation Ruling TR 94/14, and paragraphs
2.16 to 2.18 and 2.34 of the 1995 OECD Report.

372. Where uncontrolled and controlled dealings are comparable in
all characteristics other than the product or service itself, these other
traditional methods might produce a more reliable measure of arm's
length conditions than the CUP method. However, significant
differences in product are likely to result in differences in functions.
Moreover proper consideration should be given to whether
adjustments could be made to account for differences in the products
transferred and if so, whether the CUP method would produce a more
reliable result.
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373. Fewer adjustments may be necessary to account for product
differences under the other traditional methods than the CUP method,
and it may be appropriate to give more weight to other factors, some
of which may have a more significant effect on the margin than they
do on price. Such differences may include:

(a) the various stages of the business and product cycles;

(b) the management strategies. For example, where some
business assets are rented as opposed to being purchased;

(c) the nature and extent of the functions performed assets
employed and risks assumed; and

(d) the cost structures of the enterprises being compared. In
this regard, see paragraphs 94 and 360 of Taxation Ruling
TR 94/14 and 2.16 to 2.21 of the 1995 OECD Report.

374. Where there are differences in the functions or enterprises being
compared that materially affect the margin earned in the controlled
and uncontrolled transactions, adjustments should be made to account
for such differences. The extent and reliability of any adjustments
may affect the relative reliability of the analysis under the other
transactional methods.

375. In some cases when applying other traditional methods it may be
difficult to obtain sufficient data or establish suitable comparable
dealings to have any confidence in the outcome of the analysis. In
such cases it may be appropriate to supplement the RP and CP
methods by considering the results obtained from applying other
methods, such as a profit method.

Resale price (RP) methodology

376. The resale price (RP) method begins with the consideration at
which property (that has been purchased from an associated
enterprise) is resold to an independent enterprise. The resale
consideration is then reduced by an appropriate gross profit margin
representing the amount out of which the reseller would seek to cover
its selling and other operating expenses and, in the light of the
functions performed, assets used and risks assumed, make an
appropriate profit. When the gross profit margin so calculated is
deducted from the resale price the balance - subject to adjustment for
other purchase costs like customs duties - is regarded as the arm's
length price for the purchases from the associated enterprise. The
following diagram broadly illustrates the RP method.
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377. When applying the RP method, financing expenses are often
excluded from general, administrative and selling expenses on the
basis that the funding of the business is not a material consideration in
comparing products, outputs or functions, and that the financials can
n fact produce distortions. The RP method in such cases is akin to
using an earnings before interest and taxation (EBIT) analysis to
measure performance, bearing in mind, though, that the RP method
focuses on the gross margin.

378. There will be other cases where the financing expenses are part
of the transfer pricing examination. One aspect of this might be a
consideration of whether all the arrangements between the associated
parties leave the taxpayer with sufficient working capital compared to
what arm's length parties would expect in those circumstances.
Flexible approaches will therefore need to be adopted depending on
the circumstances of the particular case.

379. This method is most useful where the reseller markets the
product without adding substantial value by physically altering the
goods and the resale is realised within a short time of the reseller's
purchase of the goods.
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380. The OECD described the RP method in the following terms in
their 1995 Report:

"The resale price method begins with the price at which a
product that has been purchased from an associated enterprise is
resold to an independent enterprise. This price (the resale price)
is then reduced by an appropriate gross margin (the "resale price
margin") representing the amount out of which the reseller
would seek to cover its selling and other operating expenses and,
in the light of the functions performed (taking into account
assets used and risks assumed), make an appropriate profit.
What is left after subtracting the gross margin can be regarded,
after adjustment for other costs associated with the purchase of
the product (e.g., customs duties), as an arm's length price for
the original transfer of property between the associated
enterprises. This method is probably most useful where it is
applied to marketing operations' (paragraph 2.14).

'An appropriate resale price margin is easiest to determine where
the reseller does not add substantially to the value of the product.
In contrast, it may be more difficult to use the resale price
method to arrive at an arm's length price where, before resale,
the goods are further processed or incorporated into a more
complicated product so that their identity is lost or transformed
(for example, where components are joined together in finished
or semi-finished goods). Another example where the resale
price margin requires particular care is where the reseller
contributes substantially to the creation or maintenance of
intangible property associated with the product (for example,
trademarks or tradenames) which are owned by an associated
enterprise. In such cases, the contribution of the goods
originally transferred to the value of the final product cannot be
easily evaluated' (paragraph 2.22).

'It should be expected that the amount of the resale price margin
will be influenced by the level [and, we would add, nature] of
activities performed by the reseller. This level of activities can
range widely from the case where the reseller performs only
minimal services as a forwarding agent to the case where the
reseller takes on the full risk of ownership together with the full
responsibility for and the risks involved in advertising,
marketing, distributing and guaranteeing the goods, financing
stocks and other connected services. If the reseller in the
controlled transaction does not carry on a substantial commercial
activity but only transfers the goods to a third party, the resale
price margin could, in light of the functions performed, be a
small one. The resale price margin could be higher where it can
be demonstrated that the reseller has some special expertise in
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the marketing of such goods, in effect bears special risks, or
contributes substantially to the creation or maintenance of
intangible property associated with the product. However, the
level of activity performed by the reseller, whether minimal or
substantial, would need to be well supported by relevant
evidence. This would include justification for marketing
expenditures that might be considered unreasonably high; for
example, when part or most of the promotional expenditure was
clearly incurred as a service performed in favour of the legal
owner of the trademark. In such a case the cost plus method
may well supplement the resale price method' (paragraph 2.24).

"Where the reseller is clearly carrying on a substantial
commercial activity in addition to the resale activity itself, then a
reasonably substantial resale price margin might be expected. If
the reseller in its activities employs reasonably valuable and
possibly unique assets (e.g., intangible property of the reseller,
such as its marketing organisation), it may be inappropriate to
evaluate the arm's length conditions in the controlled transaction
using an unadjusted resale price margin derived from
uncontrolled transactions in which the uncontrolled reseller does
not employ similar assets. If the reseller possesses valuable
marketing intangibles, the resale price margin in the
uncontrolled transaction may underestimate the profit to which
the reseller in the controlled transaction is entitled, unless the
comparable uncontrolled transaction involves the same reseller
or a reseller with similarly valuable marketing intangibles'
(paragraph 2.25).

381. Taxation Ruling TR 94/14 also made the following observations
about the RP method at paragraphs 95 and 96:

'"The resale price method is best suited to cases where there is a
high degree of similarity of process between what the taxpayer
does and the activities of independent parties engaged in
comparable uncontrolled dealings. The resale method is
generally a more reliable measure where there is little useable
evidence of comparable uncontrolled sales, where the property
or services sold are not used in a manufacturing process of the
reseller, or the reseller does not add substantially to the value of
the product, e.g., where the reseller, being merely a distributor,
sells the product or service to an independent third party.

Where the non-arm's length reseller adds substantial value to the
property (e.g., where the products are further processed through
manufacture or are incorporated into as components of amore
complicated product so that the original products is lost or
transformed or the taxpayer establishes, builds up or maintains a
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valuable trademark in the relevant market largely through its
own expense and endeavour), a portion of the resale price is
attributable to this effort. This addition would need to be
assessed and accounted for, making it more difficult to establish
an arm's length consideration and consequently, more difficult to
apply this method.'

382. It is also more reliable where the reseller on-sells within a short
time. The more time that elapses the more likely it is that other factors
like changes in the market, in rates of exchange, in costs, etc., will
need to be taken into account in any comparison (paragraph 2.23 of
1995 OECD Report).

383. As the dealing is the purchasing of property from an associated
enterprise, the object of the exercise is to determine whether the
purchase price is an arm's length price. As such the general equation
would be best expressed as:

Selling -  Appropriate = Arm's Length
Price Gross Margin Purchase Price.

384. Of course an adjustment would have to be made for other costs
associated with the purchase of the product to arrive at an arm's length
purchase price. Examples of these would be insurance, transport costs
and any other expenses involved in getting the products into store.
Care would need to be taken where the expenses involve payments to
associated enterprises. In such cases the transfer pricing review
should cover both the acquisition of property and the related expenses.

385. When first approaching a transfer pricing problem using the RP
method, there are two unknowns, i.e., the purchase price and the
appropriate gross margin. These two components are inter-related and
increases or decreases in one will have a corresponding reverse effect
on the other. In applying this method, enquiries are directed at
establishing the appropriate gross margin so that the arm's length
purchase price can be deduced. A good starting point in this process
might be to align the taxpayer's accounts with those of the possible
comparables so that the comparisons can proceed on a consistent
basis. It should be borne in mind that the starting point with RP
method is to make a comparison of the gross profit with comparable
independent enterprises. This will indicate any discrepancy arising in
the cost of goods sold. Where there is a discrepancy below the gross
profit line it is likely that the RP method is not the most appropriate
method.
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Establishing the level at which the appropriate profit should be
calculated

386. The appropriate gross margin is the amount of profit that, based
on an arm’s length comparison, is considered necessary to compensate
the enterprise for its costs and make an appropriate profit that accords
with the functions undertaken, assets employed and risks assumed.

387. The appropriate gross margin is usually measured at the gross
profit level. However, in some circumstances it may be more accurate
to undertake the comparison at some other (intermediate) profit level.
The profit level at which to compare will be determined by the
availability of sufficient reliable data, bearing in mind that there may
also be a need to adjust for accounting differences between the
associated enterprise and the uncontrolled enterprise being considered
as a possible comparable.

388. Whenever the RP method is applied it would be appropriate to
check whether the resale price margin so determined is realistic having
regard to the operating expenses of the taxpayer.

389. An unrelated party may not accept to pay a higher price resulting
from the inefficiency of the other party. On the other hand, if the other
party is more efficient than can be expected under normal
circumstances, this other party should benefit from that advantage.
However, where company policies are determined or influenced by an
associated enterprise then these type of costs may need to be taken into
account when undertaking the comparability analysis. For example, if
it is corporate policy, for the benefit of any associated enterprises'
intangible assets, to seek accommodation, staffing levels, etc., that are
materially different to those levels required by comparable unrelated
parties or to reduce profit margins for market penetration or market
share, keep excessive stock levels or incur excessive marketing costs
that materially differ from those policies of a comparable enterprise,
then those costs may need to be taken into account as they would
relate to management decisions imposed on the enterprise that may not
have been accepted by an independent party operating wholly
independently.

Calculating the appropriate gross profit margin

390. The RP method requires the reseller to compare the functions
and the resulting gross margin obtained in its controlled dealings
against either:

(a) the resale price margin that the same reseller earns on the
same items purchased or sold in comparable uncontrolled
dealings, e.g., the profit margin obtained by the taxpayer
from a comparable purchase of goods (involving similar
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functions and risks) from an unrelated party which are
resold to another unrelated party; or

(b) the resale price margin earned by an independent
enterprise in comparable uncontrolled dealings.

A functional analysis should be used to assist this process.

391. The appropriate gross profit margin would be expected to vary
according to the amount of value added by the reseller. There will be
many different situations where the combination of assets, functions
and risks will add the value to the product. This can be illustrated
simply as follows:

(a) where the reseller performs minimal services as a
forwarding agent or broker. Here the comparable profit
margin might be derived from an examination of
commission or brokerage fees;

(b)  where the reseller takes property in the goods, assumes the
business risks, warehouses and distributes them to
customers. Here the profit margin applicable to a principal
would be relevant; or

(c) where the reseller not only carries out the functions and
risks in (b) above but also undertakes marketing, education
and other activities, assumes warranty and other risks and
employs intangible assets such as a developed distribution
network. The additional functions undertaken, risks
assumed and intangibles used should result in higher
returns.

392. As a general rule it would be expected the appropriate gross
profit margin would increase with the increased assets, functions and
risks. In some situations where the activity undertaken materially
exceeds that of other cases being considered as possible comparables
it may be more appropriate to consider the matter on a cost plus basis.
For example, where a significant amount of marketing expenditure is
incurred by the taxpayer for the promotion of a trade mark that is
owned by an associated enterprise and risks its own resources in these
activities, the taxpayer would be entitled to a commensurately higher
expected return than an agent (see paragraph 96 of TR 94/14 and
paragraph 1.25 of the 1995 OECD Report).

393. Under the terms of the agreement the reseller may have
exclusive rights to resell the goods. In this case the appropriate gross
margin may be influenced by such matters as:

(a) the extent of the geographical market and the existence
and relative competitiveness of possible substitute goods (
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i.e., do the goods sell themselves or is there a need to win
market share);

(b) the level of activity undertaken by the reseller. For
example, the reseller may commit large resources to
market the property or may realise a monopolistic turnover
without much effort;

(c) the risk associated with having only one source of supply
and being tied to the other enterprises product
development cycle, etc.

394. As explained in paragraphs 95 and 96 of TR 94/14, it may be
difficult to use the RP method to arrive at an arm's length
consideration where, before resale, the goods are further processed or
incorporated into a more complicated product so that their identity is
lost or transformed. The OECD also cites a similar example, '... where
components are joined together in finished or semi-finished goods.
Another example where the resale price margin requires particular
care is where the reseller contributes substantially to the creation or
maintenance of intangible property associated with the product (for
example, trademarks or tradenames) which are owned by an associated
enterprise. In such cases, the contribution of the goods originally
transferred to the value of the final product cannot be easily evaluated.'
In this regard, see paragraph 2.22 of the 1995 OECD Report. In cases
of this nature it may be more appropriate to supplement the RP
method by considering the results obtained from applying other
methods or consider using other methods such as the CP method
where there has been physical changes in the property and profit split
method where intangibles have been employed.

395. As aresult of an application of the RP method it may be
necessary to increase the taxpayer's assessable income . An example
of this would be where the taxpayer has a gross profit margin of 35%
calculated on the basis of:

Relevant gross profit x 100

Relevant sales 1.

The uncontrolled party has a profit margin of 70%. In the absence of a
satisfactory explanation, the uncontrolled party's profit margin (70%)
would then be applied to the taxpayer's sales figure in respect of the
impugned dealings. This will result in an arm's length gross profit for
the taxpayer in respect of its associated enterprise dealings. By
deducting this figure from the taxpayer's sales figure for the associated
enterprise dealings the arm's length purchase price for those dealings
is deduced.

396. In the cases where Division 13 is being applied it may be
necessary to apply the arm's length gross profit margin on the basis of
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each international agreement. However, paragraph 23(b) of the Acts
Interpretation Act 1901 could have the effect that this is not necessary
in cases where the relevant dealings are of a similar type that could be
treated as a basket of goods or services (see paragraphs 135 and 432 to
438 of TR 94/14). In relevant cases Division 13 determinations would
be prepared by the ATO relying on both bases so as to allow this issue
to be considered in the event of a dispute between the taxpayer and the
ATO proceeding to the Administrative Appeals Tribunal or a court.

397. A methodology which adopts a margin which is calculated as a
certain percentage of the resale price (for the purpose of determining
the appropriate transfer price), where the percentage chosen is not
benchmarked against comparable independent dealings is not a resale
price methodology.

398. In extreme cases such a methodology might be able to be used
for the purposes of subsection 136 AD(4) of the ITAA. Paragraphs
328 to 340 of TR 94/14 discuss the application of subsection
136AD(4). However, every effort should be made to use other
methods like profit methods or a mix of methods before resort is had
to such an approach.

399. Where such a methodology has to be used in cases where no
other approach is reasonably open, the fixed percentage should be
calculated to produce a result that fairly reflects the functions
performed, assets employed and risks undertaken, the intention always
being to reasonably approximate an appropriate return for the
economic value added in a way that is consistent as practicable with
the arm's length principle.

Examples of the application of the resale price method

400. The 1995 OECD Report provides the following examples to
illustrate the application of the RP method, including situations where
adjustments may need to be made to uncontrolled transactions to make
them comparable uncontrolled transactions:

'2.29 Assume that there are two distributors selling the same
product in the same market under the same brand name.
Distributor A offers a warranty; Distributor B offers none.
Distributor A is not including the warranty as part of a pricing
strategy and so sells its product at a higher price resulting in a
higher gross profit margin (if the cots of servicing the warranty
are not taken into account) than that of Distributor B, which sells
at a lower price. The two margins are not comparable until an
adjustment is made to account for that difference.

2.30 Assume that warranty is offered with respect to all
products so that the downstream price is uniform. Distributor C
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401.

performs the warranty function but is, in fact, compensated by
the supplier through a lower price. Distributor D does not
perform the warranty function which is performed by the
supplier (products are sent back to the factory). However,
Distributor D's supplier charges D a higher price that is charged
to Distributor C. If Distributor C accounts for the cost of
performing the warranty function as a cost of goods sold, then
the adjustment in the gross profit margins for the differences is
automatic. However, if the warranty expenses are accounted for
as operating expenses, there is a distortion in the margins which
must be corrected. The reasoning in this case would be that, if D
performed the warranty itself, its supplier would reduce the
transfer price, and therefore, D's gross profit margin would be
greater.

2.31 A company sells a product through independent
distributors in five countries in which it has no subsidiaries. The
distributors simply market the product and do not perform any
additional work. In one country, the company has set up a
subsidiary. Because this particular market is of strategic
importance, the company requires its subsidiary to sell only its
product and to perform technical applications for the customers.
Even if all other facts and circumstances are similar, if the
margins are derived from independent enterprises that do not
have exclusive sales arrangements or perform technical
applications like those undertaken by the subsidiary, it is
necessary to consider whether any adjustments must be made to
achieve comparability.'

To illustrate the basic concepts of the RP method a chart, with

supporting notes, is set out below.
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RESALE PRICE METHOD
In Relation To Associated Arm's Explanation
Enterprise's Dealings Length
Amount
SALES - To Uncontrolled Parties 1000 | Arm's Length Sales
PURCHASES - From Associated
Enterprises 600 | Amount determined by RP
Method
GROSS PROFIT 400 | Appropriate gross margin,

based on comparable analysis,
to cover selling, general and
administration expenses and in
light of the functions, assets
and risks make an appropriate

profit.
Selling, General and Admin, (SG
and A) Expenses
300 | (See note below)
Net operating Profit 100 | Appropriate Profit.

Formula: Selling Price less Appropriate Gross Margin = Arm's Length Purchase Price

1000 - 400 = 600

Key: To determine the appropriate gross margin so as to deduce the arm's length
purchase amount.

Note: If, by way of associated enterprise dealings, amounts are included in selling,
general and administration expenses the arm's length value of these amounts
will need to be determined prior to or in conjunction with the determination
of the gross profit. If these dealings are extensive or complex the resale price
method may not be the most appropriate method.

Cost plus (CP) methodology

402. Paragraphs 97, 98 and 363 to 365 of TR 94/14 contain a
description of the cost plus method and certain factors that can affect
its suitability and reliability. Paragraphs 2.32 to 2.48 of the 1995
OECD Report contain a similar discussion and provide some
examples of its operation.

403. In paragraph 2.32 of the 1995 OECD Report the cost plus
methodology is described in the following terms:
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'"The cost plus method begins with the costs incurred by the
supplier of property (including services) in a controlled
transaction for property transferred or services provided to a
related purchaser. An appropriate cost plus mark up is then
added to this cost, to make an appropriate profit in light of the
functions performed and the market conditions. What is arrived
at after adding the cost plus mark up to the above costs may be
regarded as an arm's length price of the original controlled
transaction. This method probably is most useful where semi-
finished goods are sold between related parties, related parties
have concluded joint facility agreements or long-term buy-and-
supply arrangements or where the controlled transaction is the
provision of services.'

A similar description is contained in paragraph 363 of TR 94/14.
404.
illustrates the CP methodology.

Cost Plus Method
A price ()
In relation to the controlled transactions
Sale price to associated enterprise
(Transfer Price)
(to be adjusted following ascertainment
of the cost plus mark up)
A net Appropriate profit A
having regard to functions,
profit assets and risks
Arm’s
Length
gross Gross
profit General, administrative I\'Ialg'n
and selling expenses (“the cost plus
mark up”)
* Indirect Costs
(ie an appropnate allocation
of general and adninistrative
expenses)
Cost of X mc‘(’ls“ff
producing Direct Costs I:he ueing
the goods Incurred with : goods
or services independent OF Services
yo
Direct Costs Incurred with associated enterprises
(the arm’s length value to be ascertained before
' the cost plus method can be applied)
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405. The CP method is based on the following equation:

Costs of Producing + Appropriate =  Arm's Length
the Goods or Services Mark-up Selling Price

406. As the relevant transaction is the taxpayer supplying goods or
services to an associated enterprise the object of the exercise is to
determine whether the sale price is an arm’s length price. As there are
two unknowns in the equation (i.e., the appropriate mark-up and the
selling price) the appropriate mark-up must be determined to enable
the arm's length selling price to be deduced.

Which costs should be used as a basis for the mark-up

407. As the mark-up is based on costs there is a need to establish
which costs will be taken into account when applying the mark-up.

408. The costs, in general, that need to be established for the CP
method will be the direct and indirect cost of production of the
relevant goods or services. The functional analysis completed on the
taxpayer will assist this determination. It is important to remember
that the costs are limited to those of the supplier of the goods or
services. Any transfer pricing examination should have regard to the
fact that the manipulation of the allocation of expenses could
inappropriately increase or decrease the production costs of the
taxpayer to which the cost plus margin is applied. These costs would
include: direct costs of producing the goods or services such as the
cost of raw materials or the salaries of skilled service staff; indirect
costs of production, which although closely related to the production
process may be common to several products or services (for example,
the costs of a repair department that services equipment used to
produce different products or deliver different services); and an
appropriate allocation of other general, and administrative expenses,
that can be related to the production activities the subject of the
application of the CP method.

409. This aggregation of direct and indirect cost is also known as
absorption costing. These calculations should generally be done on
the basis of historical cost (see paragraph 2.42 of the 1995 OECD
Report). Although there are some exceptions to this general principle
(for example the use of marginal costing to dispose of marginal
production discussed in paragraphs 2.42 and 2.44 of the 1995 OECD
Report), these exceptions are subject to strict controls. Consistent
with the OECD approach and having regard to generally accepted
accounting principles, as a general rule, the use of absorption costing
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will be required by the ATO where the cost plus method is used. The
very limited exceptions are where replacement cost and marginal cost
result in a more accurate measure of the appropriate profit margin. In
such cases the justification for the view that replacement or marginal
cost provide a higher integrity should be adequately and
contemporaneously documented.

410. Some taxpayers already use absorption costing for the purposes
of valuing trading stock on a 'cost' basis (Philip Morris Ltd v. FC of T
79 ATC 4352). Taxation Ruling IT 2350 provides some guidance in
relation to the use of absorption costing and in this respect would be
relevant for the purposes of the application of the CP methodology
(apart from the reference in paragraph 5 of that Ruling which indicates
that at that time direct costing was recognised for accounting purposes
- which is not the case now).

411. As historical costs such as materials, labour, depreciation, etc.,
may vary over a period it may be appropriate to average these costs
when determining the appropriate level of costs when applying the CP
method in relation to a limited period. Averaging may also be
appropriate when determining costs across product groups or when
applying the CP method in cases where grouping of dealings is needed
to properly assess comparability.

Acceptable basis for apportionment of indirect costs

412. In relation to the most appropriate bases for the allocation of
indirect costs, Kitto J in B P Refinery (Kwinana) Ltd v. FC of T
[1961] ALR 52 at 56;12 ATD 204 at 208, albeit in the context of
section 56, said:

'"The only admissible criticism (of the taxpayer's choice of
allocation of indirect costs), in my opinion, is that the method of
apportionment employed is not justified in the particular case by
sound accountancy principles.'

He went on to say (at 208):

'But it cannot be in accordance with s.56 that one should chase
the rainbow of absolute accuracy beyond the point at which the
practical accountant would stop. In my opinion it is at that point
that the requirement of the word "cost" is satisfied, so that the
question in each case is, what is the figure reached by the proper
application of the recognised principles of costing to the
particular circumstances.'

In our view, these statements are equally applicable to the allocation of
indirect costs in applying the cost plus method for the purposes of
Division 13 and the DTAs. The objective in allocating indirect costs
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is to determine the degree to which the indirect costs - which are a
reflection of the taxpayer's functions, assets and risks - have
contributed to the production of the goods or services being examined
in the transfer pricing review. The ATO will evaluate the taxpayers'
allocation of indirect costs against sound cost accountancy principles.

413. In this regard, where a taxpayer allocates indirect costs using
criteria that are key to the nature of the taxpayers' profit making
activity and which can fairly apportion the particular costs on the basis
of the extent of the activity subject to the transfer pricing examination
relative to the other purposes for which the costs were incurred, the
ATO will accept the allocation. The basis of allocation must,
however, make sense in the context of the particular case and cannot
produce significant distortions.

414. In cases where a taxpayer uses a formula to allocate indirect
expenses, ATO staff examining the allocation would need to establish
whether the formula has been consistently followed over a number of
years and whether there is any evidence of manipulation that produces
an inappropriate loading of expenses in Australia. Where different
types of indirect costs are being allocated it may be appropriate to use
different allocation criteria.

415. The functional analysis should assist in identifying the profit
drivers in a particular case and the development of allocation criteria
based on the key functions, assets and risks that have generated the
relevant profits.

416. Determination of the costs involved in the controlled transaction
(to which the arm's length gross margin will be applied) should in
many cases present few difficulties for taxpayers as the relevant costs
will generally be able to be equated to the calculation of cost of goods
sold used for the trading stock provisions of the ITAA or deductible
and non-deductible costs for service providers. Often the relevant
expenditure will have been incurred in Australia in dealings with
independent enterprises (for example, the cost of direct labour and
direct materials). However, care would need to be taken where the
Australian taxpayer is part of an integrated production process
involving a number of countries and the taxpayer has acquired partly
finished goods from a foreign associated enterprise. In such cases the
CP method would be more difficult to apply and its reliability would
need to be carefully checked.

417. However, there may be occasions where questions would arise
as to whether the costs incurred in relation to such acquisitions were at
arm's length. For example, where raw materials used in manufactured
or expert services used to provide other services are purchased from
associated enterprises. In these cases and before such costs were
incorporated into the value of costs for the purposes of the CP
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methodology, an analysis would need to be undertaken to ascertain
what an arm's length consideration for the associated enterprise
acquisitions would be.

418. The above the gross profit line costs will need to be apportioned
between the controlled dealings and the other business activities of the
taxpayer on an appropriate basis.

419. Many taxpayers also have dealings with associated enterprises
other than just in relation to the controlled transaction under review -
which may affect the above the gross profit line or below the gross
profit line costs of the controlled dealings. The nature of such
dealings and whether they are on an arm's length basis would be
relevant to determining comparability between the controlled dealings
and the uncontrolled dealings. An analysis of these other dealings
between associated enterprises would therefore be necessary.

Calculating the appropriate mark-up

420. The appropriate mark-up is the amount of the mark-up on the
relevant cost determined on the basis of an arm's length comparison.

421. The cost plus mark-up of the taxpayer in the dealings between
associated enterprises should ideally be established by reference to the
cost plus mark-up that the taxpayer earns in comparable uncontrolled
dealings. Where the taxpayer has no comparable uncontrolled
dealings, the cost plus mark-up may be able to be determined on the
basis of comparable dealings by independent enterprises that are
operating wholly independently. Functional analysis will assist this
process.

422. The appropriate mark-up should be measured at the gross profit
level. However, in some circumstances it may be more accurate to
consider some intermediate profit level in order to make comparisons
on a consistent basis (e.g., to adjust for accounting differences
between the taxpayer and the company being considered as a
comparable).

423. It is important to ensure that a comparable mark-up is applied to
a comparable cost basis. Distortions caused by different approaches to
business financing between the taxpayer and a company being
considered as a comparable would need to be removed (see paragraph
2.37 of the 1995 OECD Report). When applying the CP method,
financing expenses are often excluded from costs on the basis that the
funding of the business is not a material consideration in comparing
products, outputs or functions, and that they can in fact produce
distortions. Such an approach is akin to using an earnings before
interest and taxation (EBIT) analysis to measure performance.
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424. There will be other cases where the financing expenses are part
of the transfer pricing examination. One aspect of this might be a
consideration of whether all the arrangements between the associated
parties leave the taxpayer with sufficient working capital compared to
what arm's length parties would expect in those circumstances.
Flexible approaches will therefore need to be adopted depending on
the circumstances of the particular case.

425. An uncontrolled enterprise may not accept to pay a higher price
resulting from the inefficiency of the other party. On the other hand, if
the other party is more efficient than can be expected under normal
circumstances this other party should benefit from that advantage (see
paragraph 2.45 of the 1995 OECD Report and paragraph 486 below).
However, where company policies are determined or influenced by an
associated enterprise then these types of costs may need to be taken
into account when undertaking the comparable analysis. For example,
if it is corporate policy, for the benefit of any associated enterprises'
intangible assets, to seek accommodation, staffing levels, etc., that are
materially different to those levels required by comparable unrelated
parties, or reduce profit margins for market penetration or increased
market share, keep excessive stock levels or incurs excessive
marketing costs that materially differ from those policies of a
comparable enterprise then those costs may need to be taken into
account as they would relate to management decisions imposed on the
enterprise that may not have been accepted by an arm's length party.

426. A methodology which applies a fixed percentage mark-up to a
relevant cost base where that fixed percentage is not benchmarked
against comparable independent dealings is not a cost plus
methodology.

427. In extreme cases such a methodology might be able to be used
for the purposes of subsection 136 AD(4). Paragraphs 328 to 340 of
TR 94/14 discuss the application of subsection 136AD(4). However,
every effort should be made to use other methods - like profit methods
or a mix of methods - before resort is had to such an approach.

428. Where such a methodology has to be used, in cases where no
other approach is reasonably open, the fixed percentage should be
calculated to produce a result that fairly reflects the functions
performed, assets employed and risks undertaken, the intention always
being to reasonably approximate an appropriate return for the
economic value added in a way that is as consistent as practicable with
the arm's length principle.
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Other matters that might influence the appropriate mark-up

429. We agree with paragraph 2.36 of the 1995 OECD Report where
it is stated:

'"The cost plus method presents some difficulties in proper
application, particularly in the determination of costs. Although
it is true that an enterprise must cover its costs over a period of
time to remain in business, those costs may not be the
determinant of the appropriate profit in a specific case for any
one year. While in many cases companies are driven by
competition to scale down prices by reference to the cost of
creating the relevant goods or providing the relevant service,
there are other circumstances where there is no discernible link
between the level of costs incurred and a market price (e.g.,
where a valuable discovery has been made and the owner has
incurred only small research costs in making it).'

Another example would be where a taxpayer has to keep a smelter in
production rather than incur significant expenditure from a shutdown,
even though base metal prices have fallen significantly on world
markets.

430. Where valuable intangibles are involved in the transaction it
may be appropriate to supplement the cost plus methods by
considering the results obtained from applying other methods such as
the profit split method in order to ensure that the profit contribution of
the intangibles are properly reflected.

431. We agree with the statement in paragraph 2.38 of the 1995
OECD Report that differences in the level and types of operating
expenses and non-operating expenses (including financing) could
indicate functional differences or additional functions between the
taxpayer and the parties or dealings being compared that require
adjustments to achieve a valid comparison. We also agree, subject to
the earlier discussion in paragraph 419, that no adjustment to the gross
margin may be appropriate if the differences in expenses reflect
different degrees of efficiency.

432. Where, as a result of applying the CP method, an increase is
required in the mark-up used by the taxpayer in a particular income
year, for the purposes of adjusting the taxpayer's sales figure it will be
necessary to convert the percentage mark-up into a dollar figure on the
basis of the taxpayer's costs (adjusted as necessary for the purposes of
comparability). In making a determination in cases where Division 13
is being applied, the matters discussed in paragraph 393 above should
be borne in mind and a similar approach adopted.
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Examples of the application of the cost plus method

433. The 1995 OECD Report provides the following examples to
illustrate the application of the CP method, including situations where
adjustments may need to be made to uncontrolled transactions to make
them comparable uncontrolled transactions:

'2.46 A is a domestic manufacturer of timing mechanisms for
mass-market clocks. A sells this product to its foreign
subsidiary B. A earns a 5 percent gross profit mark-up with
respect to its manufacturing operation. X, Y and Z are
unrelated, domestic manufacturers of timing mechanisms for
mass- market watches. X, Y and Z sell to unrelated foreign
purchasers. X, Y and Z earn gross profit mark-ups with respect
to their manufacturing operations that range from 3 to 5 percent.
A accounts for supervisory, general and administrative costs as
operating expenses, and thus these costs are not reflected in cost
of goods sold. The gross profit mark-ups of X, Y and Z,
however, reflect supervisory, general and administrative costs as
part of costs of goods sold. Therefore, the gross profit mark-ups
of X, Y and Z must be adjusted to provide accounting
consistency.

2.47 Company C in country D is a 100% subsidiary of company
E, located in country F. In comparison with country F, wages
are very low in country D. At the expense and risk of company
E, television sets are assembled by company C. All the
necessary components, know how, etc., are provided by
company E. The purchase of the assembled product is
guaranteed by company E in case the television sets fail to meet
a certain quality standard. After the quality check the television-
sets are brought - at the expense and risk of company E - to
distribution centres company E has in several countries. The
function of Company C can be described as a purely cost
manufacturing function. The risks company C could bear are
eventual differences in the agreed quality and quantity. The
basis for applying the cost plus method will be formed by all the
costs connected to the assembling activities.

2.48 Company A of an MNE group agrees with company B of
the same MNE group to carry out contract research for company
B. All risks of a failure of the research are borne by company B.
This company also owns all the intangibles developed through
the research and therefore has also the profit chances resulting
from the research. This is a typical set-up for applying a cost
plus method. All costs for the research which the related parties
have agreed upon, have to be compensated. The additional cost
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plus may reflect how innovative and complex the research
carried out is.'

434. To illustrate the basic concepts of the CP method a chart, with
supporting notes, is set out below.

COST PLUS METHOD
In Relation To Associated Arm's Explanation
Enterprise's Dealings Length
Amount

SALES - To Associated

Enterprises 1000 | Amount determined by CP
Method

Cost of Production (Goods &

Services)

- Direct Costs Arm's Length Costs (See Note

- Indirect Costs 600 below)

Gross Profit 400 | Appropriate mark-up, based on

comparable analysis, to cover
general, selling and
administration expenses and in
light of the functions assets and
risks make an appropriate profit

Selling, General and Admin.,

(SG and A) Expenses 300 | (See note below)

Net operating Profit 100 | Appropriate Profit.

Formula: Costs of Goods/Services plus Appropriate Gross Mark-up = Selling Price
600 + 400 = 1000

Key: To determine the appropriate gross mark-up so as to deduce the arm's length
selling amount.

Note: If, by way of associated enterprise dealings, amounts are included in
production costs or SG & A expenses, the arm's length value of those
amounts will need to be determined prior to or in conjunction with the
determination of the gross profit. If these dealings are extensive or complex
the cost plus method may not be the most appropriate method.
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Profit methods

435. Sometimes it is not possible or practical to use traditional
transactional methods (traditional methods). Such situations may arise
where:

(a) there are insufficient reliable data to analyse comparability
so as to determine an arm's length outcome other than
through a profit split or a profit comparison at the net
profit level;

(b) the traditional methodologies are unable to establish an
arm's length consideration because, for example, the
product or service in question is unique or contains out-of-
the-ordinary intangibles; or

(c) while theoretically sound, the traditional methods are not
practicable because of the complexity of the business
situation or the extent and diversity of the taxpayer's cross-
border dealings with associated enterprises. These cases
present some significant difficulty in following traditional
methods such that due administration of the law is
seriously jeopardised beyond what a reasonable person
would accept, and it is not merely a matter of convenience
that supports a different approach. It would be expected
that consideration would be given to the use of traditional
methods on a basket approach and profit methods would
be applied only where traditional methods are unreliable
because they are not conceptually applicable or practicable
in the particular case, or because there is insufficient
reliable data to apply them.

In these situations it may be more appropriate to consider the use of
profit methods.

436. Global industries, such as the finance, communications,
transport, pharmaceutical, chemical, motor vehicle and computer
industries are based on highly sophisticated technology, involve
valuable production, distribution or marketing intangibles and are
generally vertically and horizontally integrated. The global networks
in such industries are complex, have their own unique structures, and
their products are also often unique and contain valuable intangibles
(which may have been supplied by a number of the associated
enterprises). Where this is the case the use of traditional methods is
limited as reliable comparable data is not readily available.

437. Also, in the Australian economy certain industries are dominated
by MNEs to the point where the parties operate in niches and the
material differences between the mainstream market and the niches do
not make adjustments to achieve comparability feasible.
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438. There is also the problem that in many cases there is a variety of
transactions (transfers of tangible and intangible goods and services)
back and forth between the associated enterprises - some of which
may involve overlaps and there may be no comparables for the
combination of transactions. In these cases profit methods may be a
more reliable way to set or review the transfer pricing used in the
dealings between the associated enterprises or to check findings made
using traditional methods where there is doubt about the reliability of
the data used.

Descriptions of the types of profit methods

439. Where, for whatever reason, and after taking account of the
guidelines in this Ruling on selection of methods, it is not possible or
practicable to use the traditional methods of CUP method, RP or CP
methods, the application of profit methods may be considered. In this
regard, see the discussion starting at paragraph 3.5 of the 1995 OECD
Report. The type of profit method used will depend on the facts and
circumstances. These profit methods include:

(a) the profit split methods; and

(b) the profit comparison method (referred to by the OECD as
the 'transactional net margin method' in the 1995 OECD
Report).

440. One of the main differences between the profit split and the
profit comparison method is that the former is applied to all the
relevant associated enterprises whereas the latter is applied to only one
of the associated enterprises. A one-sided analysis potentially can
attribute to one member of an MNE group a level of profit that
implicitly leaves other members of the group with implausibly low or
high profit levels. However, this is also a risk with the RP and CP
methods, which are also one-sided analyses. Care needs to be taken to
ensure in so far as practicable that the result produced by the one-sided
application of any method makes commercial sense in the
circumstances of the case.

441. The OECD has provided considerable guidance on the use of
these methods in paragraphs 3.1 to 3.57 of the 1995 OECD Report.

442. We agree with the OECD preference for traditional methods
over profit methods. Concerns that profit methods need to be applied
with caution and the difficulties that are encountered in their
application are explained in detail (see paragraphs 3.8, 3.9, 3.17, 3.22,
3.24,3.29, 3.32, 3.38, 3.39 and 3.49 of the 1995 OECD Report). We
agree that profit methods should be applied in 'cases of last resort', to
be used where '... there is insufficient data on uncontrolled transactions
... or where such data is considered unreliable, or due to the nature of
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the business situation' (paragraph 3.50 of the 1995 OECD Report and
compare paragraph 435 above).

443. However, as with other approaches, there can be a need in some
situations for an aggregation of dealings in order to obtain a reliable
answer. In discussing profit methods and other less direct
approximations of arm's length outcomes it is our view that there is a
need in some cases to use profit methods so that the arm's length
principle can be implemented as closely as practicable. Not to seek
some means of testing taxpayers' dealings with associated enterprises
and to devise some solution for transfer pricing problems would
undermine the arm's length principle.

444. While it is possible to apply a profit method in respect of a
single transaction, these methods are generally applied in respect of a
group or a 'basket' of transactions or on an aggregated basis.
Paragraphs 305 to 307 above, paragraphs 135 and 432 to 438 of TR
94/14 and paragraph 1.42 of the 1995 OECD Report set out the
various ways that transactions may be combined for purposes of
analysis. The important principles in this regard are:

(1)  to the extent transactions can be disaggregated without
going to unreasonable lengths, then they should be
analysed at the lower level;

(1)) where transactions need to be analysed on a combined
basis care should be taken to ensure that the profits, the
subject of the transfer pricing examination, are limited to
the profits that arise from controlled transactions. It would
generally be inappropriate to apply a profit method on a
'whole of entity' basis unless all of the taxpayer's activities
involved associates and, if a profit comparison is being
used, the different types of controlled dealings can be
approximately compared on a consistent basis with a
similar basket of uncontrolled dealings by an independent
enterprise operating wholly independently (see paragraphs
135 and 432 to 438 of TR 94/14). It needs to be
remembered, though, that the Commissioner is entitled to
estimate the arm's length consideration in respect of
international agreements if there is insufficient information
to determine the arm's length amount.

Profit split methods

445. The profit split method first identifies the combined profit or
loss from the dealings between the associated enterprises. It then
splits those profits or losses between the associated enterprises on an
economically valid basis that approximates the division of profits that
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would have been anticipated and reflected in an agreement made at
arm's length. The combined profit may be the total profit from the
transactions or a residual profit intended to represent the profit that
cannot readily be assigned to one of the parties, such as the profit
arising from high value, sometimes unique, intangibles. The
contribution to each enterprise is based upon a functional analysis and
valued to the extent possible by any available external market data. In
this regard, see paragraph 43 above.

446. The diagram on the following page broadly illustrates the profit
split method.
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447. The profit split method can be best demonstrated by the
following simple example:

A and B are related parties. A manufactures goods and sells them to B
who re-sells (wholesales) them to unrelated parties.

(A) Manufacturer (B) Reseller
Sales to Reseller 100 | Sales to Customers 150
Less: Less
Direct materials Purchases from the
Labour and oncost 60 manufacturer (A)
Indirect costs Indirect costs 100
Gross Profit 40 || Gross Profit 50
Selling and other
costs 20
Administration and 30 | Administration and 10 30
other costs other costs
Net Profit 10 | Net Profit 20

448. For the purpose of the example traditional methods will not be
used. Some reasons why this might happen would be different
accounting treatments that cannot be sufficiently identified in terms of
particular costs to enable adjustments for comparisons on a consistent
basis, or the transfer pricing issue relates to a number of 'below the
gross profit line' items which may have overlaps. In applying the
profit split methods the object is to determine if the split of the
combined profit from the dealings between associated enterprises is
arm's length in light of the functions performed, assets used and risks
assumed by the respective parties from the point of starting the related
party manufacture to the sale to an arm's length party. The split as
originally disclosed is 20/10 in favour to the reseller. However, if the
goods require a relatively small amount of marketing because of a
high value intangible embedded in the product which causes buyers to
seek them out and demand exceeds supply, the manufacturer’s 1/3
share may not be sufficient reward for its value added. Conversely, if
the product is 'yesterday's technology' and an arm's length party would
have usually discontinued stocking the item then the reseller's 2/3
share may not be sufficient. If the stock is unsaleable but the taxpayer
has been required by its parent to buy the stock, the purchase price
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should be reduced to nil. Where the stock can be sold at a much
reduced price, but with considerable effort, the purchase price should
be reduced to a level that would allow a reasonable return for the
marketing and distribution effort and holding costs.

449. To determine if the split is arm's length an assessment has to be
made on an economically valid basis that approximates the division of
profits that would have been anticipated and reflected in an agreement
made at arm's length. There is no one method to undertake this
assessment as each case has to be decided on the data available and the
facts and circumstances of that case.

450. The following factors need to be taken into account in
undertaking a profit split:

(a) The relevant dealings

(1)  There is a need to determine if the profit split is to be
undertaken on a particular product line, a basketing
of products or where appropriate on the basis of the
strict guidelines above, a whole of entity basis all of
which will include a consideration of any intangible
assets as well as financial assets (whether shown on
the balance sheet or not). In all cases an allocation
of general administration and similar costs to the
relevant dealings will be required.

(1)) Where the taxpayer has dealings with more than one
associated enterprise, care will be needed to identify
the profits applicable to each party. Using the above
example, if the reseller was supplied goods from two
related manufacturers from different tax jurisdictions
any profit split would need to identify the value
added in each jurisdiction and the appropriate share
of profit for each.

(b) Consolidation of accounts

So that the combined profit can be determined, the
accounts of the parties need to be put on a common basis
as to accounting practice and currency and then
consolidated. Once the split has been determined the
accounts can then be rewritten on a separate entity basis,
taking account of the relevant requirements in the
taxpayer's home jurisdiction.

451. A possible difficulty in attempting to undertake a profit split is
obtaining the required information from foreign enterprises or tax
administrations so that the combined profit can be determined.
Nevertheless, reasonable attempts should be made to obtain the
relevant information because there is more certainty that an arm's
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length share of profits has been reached when the economic
contribution by all parties profit share has been examined than would
be the case if a one-sided profit comparison was used.

Splitting profits using projected profits v actual profits

452. There is a need to establish whether to apply the profit split to
the projected or actual profits. The determining basis should be made
as follows:

(a) Projected profits

Where a taxpayer uses a profit split to establish (as
opposed to 'review') transfer pricing for controlled
transaction, this would necessarily be done on the basis of
the projected profits because the actual profits would not
be know at the time. This would produce a fractional
allocation which would then be applied as the actual profit
derived. However, if there are variances between
projected and actual profits arm's length parties would
make appropriate adjustments when reviewing their profit
split projections for future years. In some cases, for
example where the joint activity involves an intangible and
the value is unclear, arm's length joint ventures might
include a review clause in their agreement that would
operate to review the profit split in the event of a major
change in actual profit experience relative to their
projections (see paragraphs 3.11 - 3.12 and 3.25 of the
1995 OECD Report).

(b)  Actual profits

Where prices have been set using a basis other than a
profit split (as will almost always be the case) any
evaluation would be undertaken on the actual profits
achieved by the application of the other basis using the
same information that was available at the time of the
price setting thus avoiding the use of hindsight (see
paragraph 3.14 of the 1995 OECD Report).

The application of the profit split methods

453. There are a number of approaches for estimating the division of
profits, based either on projected or actual profits, as may be
appropriate. The contribution analysis and the residual analysis are by
far the most frequently used and are not mutually exclusive.
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Dividing the profits using a contribution analysis

454. Under a contribution analysis, the combined profits, which are
the total profits from the controlled dealings under examination, are
divided between the associated enterprises based upon the relative
value of the functions performed by each of the associated enterprises
participating in the controlled dealings, supplemented as much as
possible by external market data that indicate how independent
enterprises would have divided profits in similar circumstances. In
cases where the relative value of the contributions can be measured
directly, it may not be necessary to estimate the actual market value of
each participant's contributions (paragraph 3.16 of the 1995 OECD
Report).

455. It may be difficult to determine the relative value of the
contribution that each of the related participants makes to the
controlled transactions, and the approach will often depend on the
facts and circumstances of each case. The determination might be
made by comparing the nature and degree of each party's contribution
of differing types (for example, provision of services, development
expenses incurred, capital invested) and assigning a percentage based
upon the relative comparison and external market data (paragraph 3.18
of the 1995 OECD Report).

456. In the above example, the $30 combined profit on a contribution
analysis would be split between A and B based on the their
contribution to the total assets employed (including non financial
assets), functions undertaken and the risked assumed to achieve that
combined profit. The value of their contribution would be determined,
where possible, by external market data, i.e., from comparable
uncontrolled enterprises performing comparable functions and
operating wholly independently.

Dividing the profits using a residual analysis

457. A residual analysis divides the combined profit from the
controlled transactions under examination in two stages:

(a) First, each participant is allocated sufficient profit to
provide it with a basic return appropriate for the type of
transactions in which it is engaged. Ordinarily, this basic
return would be determined by reference to the market
returns achieved for similar types of transactions by
independent enterprises. Thus, the basic return would
generally not account for the return that would be
generated by any unique and valuable assets possessed by
the participants.
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(b)  Secondly, any residual profit or loss remaining after the
first stage division would be allocated among the parties
based on an analysis of the facts and circumstances that
might indicate how this residual would have been divided
between independent enterprises. Indicators of the parties'
contributions of intangible property and relative
bargaining positions could be particularly useful in this
context.

458. The following example illustrates how a residual profit split is
calculated:

Foreign Co manufactures goods which it sells to its associated
enterprise, Aust Co, which re-sells the goods to unrelated parties. The
total combined profit from the operations is $1000, Aust Co is
rewarded $150 for the marketing, distribution and other functions
undertaken (based upon an analysis of typical returns for that type of
business activity) while the Foreign Co is rewarded $250 (based upon
an analysis of returns for similar manufacturing functions).

The remaining profit of $600 is then allocated on the basis of the
contribution of each of the enterprises to the value of the intangible,
say 10% (being $60) to Aust Co and, say, 90% being $540 to Foreign
Co.

Profits

Aust Co Foreign Co  Total Profits
A, F & R* 150 250 400
Intangibles 60 (10%) 540 (90%) 600
Total 10 790 1000

* basic tangible assets, functions and risks.

While there is usually agreement on the concept of the methodology
when allocating profits, enterprises often fail to use the same logic
where an overall loss has been incurred.

In the following example where the total loss from operations is $500,
Aust Co is still rewarded $150 for the marketing, distribution and
other functions undertaken while Foreign Co is still rewarded $250 for
the manufacturing function undertaken.

The residual loss of $900 is then allocated on the basis of the
contribution of each of the enterprises to the value of the intangible,
say, 10% being $90 to Aust Co and, say, 90% being $810 to the
Foreign Co.
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Losses

Aust Co Foreign Co Total Loss
A, F & R* 150 250 400
Intangibles 90 (10%) 810 (90%) 800
Total 60 560 500

459. Referring to the earlier example in paragraph 447, it appears at
first glance that the amount of combined profit to be split is $30 (the
$10 of manufacturer's profit plus the $20 of reseller's profit). This
assumes there are no other transfer pricing issues other than the
appropriate profit split. However, the basic return on an arm's length
basis could result in either a different split of the $30, or one party
making a loss and the other making more than $30. If the combined
basic return is less than $30 this may indicate that there are intangible
assets which are adding value to the goods. However, other factors
like corporate strategies, management efficiency and financials would
need to be reviewed before firming up on this view. If the combined
basic return is more than $30 it would indicate that either the
intangible assets (or perhaps liabilities) are the source of the loss or
that other factors like financials, management strategies and
efficiencies need to be reconsidered.

460. There is no one basis of determining the basic return or a
division of the residual profits. The most appropriate basis should, as
closely as is possible, split the profits on a basis that would have been
realised had the parties been independent enterprises operating at arm's
length. The model to have in mind here is a joint venture between
independent parties operating wholly independently in the way they
seek to protect and enhance their own economic interests. The
following may serve as a guide to undertake the residual profit split:

(a) One approach to a residual analysis would seek to replicate
the outcome of bargaining between independent
enterprises in an open market. In this context, the basic
return provided to each participant would correspond to
the lowest price an independent seller reasonably would
accept in the circumstances and the highest price that the
buyer would be reasonably willing to pay (see paragraph
66 to 68 of TR 94/14). Any discrepancy between these
two figures could result in the residual profit over which
independent enterprises would bargain. The residual
analysis therefore could divide this pool of profit based on
an analysis of any factors relevant to the associated
enterprises that would indicate how independent
enterprises might have split the difference between the
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seller's minimum price and the buyer's maximum price
(paragraph 3.21 of the 1995 OECD Report);

(b) In some cases an analysis could be performed, perhaps as
part of a residual profit split or as a method of splitting
profits in its own right, by taking into account the
discounted cash flow to the parties to the controlled
transactions over the anticipated life of the business. This
may be an effective method where a start-up is involved,
cash flow projections were carried out as part of assessing
the viability of the project, and capital investment and
sales could be estimated with a reasonable degree of
certainty. However, the reliability of such an approach
will depend on the use of an appropriate discount rate,
which should be based on market benchmarks (see
paragraph 3.22 of the 1995 OECD Report);

(c) The development expenditures incurred to create the
factors which gave rise to the residual may also provide an
indication of the relative contributions of the enterprises
and may in some cases be an appropriate basis for
allocating the residual. When adopting this basis for a
profit split regard should be had to those matters discussed
in paragraph 450 above.

Other approaches to dividing the profits

461. Another approach is to split the combined profit so that each of
the associated enterprises participating in the controlled transactions
earns the same rate of return on the capital it employs in that
transaction. This method assumes that each participant's capital
investment in the transaction is subject to a similar level of risk, so
that one might expect the participants to earn similar rates of return if
they were operating in the open market. It also assumes that return on
financial capital is a relevant measure for each enterprise (paragraph
3.24 of the 1995 OECD Report).

462. Another possibility is to determine the profit split based on the
division of profits that actually results from comparable transactions
among independent enterprises. In most cases where the CUP, RP and
CP methods would not be used, it will be difficult to find independent
enterprises engaged in transactions that are sufficiently comparable to
use this approach as the primary method (see paragraph 3.25 of the
1995 OECD Report).
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It may be possible to use a formula to split profits from global trading

463. Formulary approaches are often appropriate for splitting profits
from global trading. They can also be used reasonably reliably for
allocating some types of head office expenses to associates, provided
the principles in paragraphs 412 to 419 above are followed. The ATO
will not prevent the use of a formulary approach in establishing arm's
length outcomes, particularly where it is not possible or practicable to
allocate an arm's length profit or to ascertain an arm's length price in
accordance with other methods endorsed by the OECD. Reserving the
option to use a formulary approach in appropriate cases on the basis of
their facts and circumstances is consistent with the operation of
subsection 136AD(4) of the ITAA.

464. Where an MNE is engaged in a global trading activity in
financial products through various markets around the world,
sometimes on a twenty-four hour basis, there are some unique
problems associated with the allocation of income and expenses
amongst the contributing members - especially where the same pool of
trading assets is used.

465. In some cases, the members have a fully integrated computerised
trading network containing the various files (collectively known as a
'book') which is used to transact the deals. The authority to trade in
this stock of financial instruments may move from one centre to the
next as markets open and close, the authority continually being passed
around the world to maximise the trading on the book. A deal may be
opened in New York, continued in Sydney and Singapore and closed
in London. During this time, the members of the multinational group
who are dealing on the relevant book are taking orders from their
clients at any time during the day, conducting trades for clients (from
anywhere in the world) when their market is open, subject to the
financial limits imposed on the dealers individually in relation the
exposure they can take by setting an overall limit on risks and
collectively by the multinational group - and perhaps regulators. Other
functions would typically include overall strategic management, back
office support like accounting, legal documentation and computer
support, and sales and marketing.

466. In these circumstances, finding suitable comparables for the
trading are not of real concern. The relevant financial markets would
most likely provide the necessary arm's length considerations for the
transactions entered into by each participant in the global trading of
the multinational group. The real problem lies in how to allocate the
income and expenses on an arm's length basis. For example, and as
explained above, a deal may be opened in New York, continued in
Sydney and Singapore and closed in London. By closing the deal in
London, the group member in London will crystallise all the profit or
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loss. Yet, the profit or loss crystallised in London might effectively be
attributable to all multinational group participants in the global
trading. Generally speaking though the group member in London
should not recognise all the profit or loss in London because in the
great generality of cases dealers will all have a certain level of skills in
predicting markets, taking positions and hedging risks, there will be a
level of prudential control and the activity by its nature contains an
element of speculation. But more importantly, it is the fact that the
profits arise largely from the integration of trading, hedging and
marketing that force the conclusion that it is not the place where the
profit or loss crystallises that is the determining factor in allocation.
This integration is also a reason why dealers' salaries/bonuses are not a
sufficient basis in themselves for allocating profit.

467. Primarily, the allocation of profit or loss is to be determined in
accordance with the economic benefit each group member has
contributed to the overall result from participating in the global
trading. To determine the level of benefit, it would be necessary to
complete a functional analysis establishing who does what and where,
and then to allocate the income and expenses on some formula based
on a suitable weighting of the assets, functions and risks of each
contributing member (participant). The large volume of global trading
may also prohibit anything other than a profit allocation on the basis of
aggregating all trading transactions in financial instruments.

468. Where possible, the weighting should be based on some form of
external market data. The outcome sought should be directed to
reflecting what independent enterprises would have done if they were
confronted with the similar allocation problem in comparable
circumstances. Differences in functions, assets and risks in different
cases should be reflected in the allocation of profit.

469. A common form of global trading - perhaps the most common -
is where the trading in a specific product is centralised in a particular
jurisdiction. The decision on where to locate that book would be
driven by commercial considerations like customer location,
availability of trading skills and depth of market. There may be
limited authority to trade outside the jurisdiction, but the main activity
in other jurisdictions would be sales and marketing. It is also possible
for back-office support to be located outside the 'book's' jurisdiction.
This particular form of global trading does not necessarily require a
profit split methodology - the argument for which is stronger where
there is a very high level of integration - and it may be possible to use
traditional methods.
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The profit comparison method (referred to by the OECD as the
'"Transactional net margin method’)

470. Profit comparisons at the net margin level are an extension of
the RP and CP methods. The profit comparison method examines the
net profit margin, rather than the gross profit margin (or at some
margin in between), relative to an appropriate base (e.g., costs, sales,
assets), that an enterprise realises from a controlled transaction or from
transactions that it is appropriate to combine in accordance with the
principles referred to in paragraphs 309 to 314 above, paragraphs 135
and 432 to 438 of TR 94/14 and paragraph 1.42 of the 1995 OECD
Report.

471. As such, when applying the profit comparison method, care is
needed to have regard to the previously discussed requirements for the
application of the RP and CP methods and the principles regarding
comparability.

472. The following diagrams broadly illustrate the profit comparison
method.

Profit comparison method
applied on a net resale price basis
A price ($)

In relation to the controlled transactions

Resale price
(ie proceeds of sales)
(price sold to independent customers))

‘ net Arm’s Length (“the net resale
profit Net Margin price margin”)
gross
profit General, administrative
and selling expenses
- appropriate share thereof
A ‘ (amount to be
adjusted following
ascertainment of
the net resale
price margin)
Cost of Cost of purchases
purchases from assaciated
enterprise
(Transfer price)
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Profit comparison method
applied on a net cost plus basis

A price (8)

In relation to the controlled transactions

Sale price to associated enterprise

(Transfer Price)
(to be adjusted following ascertainment
of the net cost plus mark up)
A net Arm’s Length (“the net cost
prefit Net Margin plus mark up”)
grosﬁs‘ General, administrative
pro and selling expenses
- appropriate share thereof
Indirect Costs
Cost of Cost of
producing Direct Costs producing
the goods Incurred with the goods
or services independent or services
enterprises
Direct Costs Incurred with associated enterprises
(the arm’s length value to be ascertained before
' the net cost plus PCM can be applied)

473. Data to apply the profit comparison method and to determine the
appropriate net margin will be obtained from the functional analysis of
the taxpayer and the comparable enterprises. This method requires the
taxpayer (or the ATO) to compare the net margins obtained in its
controlled dealings against either:

(a) the net margins of the taxpayer's uncontrolled transactions
in comparable circumstances; or

(b) the net margins earned in comparable, uncontrolled
transactions by an independent enterprise.

474. Tt is important to ensure the profit comparison is confined to the
net profit from cross-border dealings with associated enterprises. The
OECD has termed the profit comparison method the 'transactional ' net
margin method to emphasise the need to confine the analysis to a
particular transaction or transactions, viz, those between associated
enterprises. However, this terminology by the OECD does not
preclude the application of the profit comparison method on the basis
of an aggregation of transactions where appropriate, though the
reliability of such an approach relative to the application of the CUP,
RP and CP methods on a similar basis, would need to be rechecked
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and the most reliable method used (see paragraph 3.50 of the 1995
OECD Report).

The reasons the profit comparison method is required

475. As mentioned above, when applying the RP and CP methods the
appropriate profit margin is usually measured at the gross profit level.
However, in some circumstances it may be more accurate to undertake
the comparability analysis at the net profit level. One of the possible
difficulties in transfer pricing analysis is the lack of adequate reliable
data. If detailed comparable data is unavailable or there are
accounting differences, that cannot be reliably adjusted to allow
comparisons at the gross profit level, or the transfer pricing issues
arise in respect of items below the gross profit line, comparisons at
levels other than net profit may produce an incorrect outcome. For
example, if selling, general and administrative costs that are treated as
part of costs of goods sold for an independent enterprises cannot be
identified so as to adjust the gross margin in a reliable application of
cost plus, it may be necessary to examine net margins in the absence
of more reliable comparisons.

476. The net margins also may be more tolerant to some functional
differences between the controlled and uncontrolled transactions than
gross profit margins. Differences in the functions performed between
enterprises are often reflected in variations in operating expenses.
Consequently, enterprises may have a wide range of gross profit
margins but still earn broadly similar levels of net profits. It is
therefore important when applying the profit comparison method to
carefully consider the functional analysis of the taxpayers and the
entities being considered as possible comparables and to make
adjustments whenever practicable to increase the degree of
comparability, having regard to the previous discussion of the factors
that could impact on comparability.

477. While the RP and CP methods are each based on a single ratio,
there are several ratios that could be of assistance in applying the
profit comparison method. The relative usefulness of the various
ratios will depend on the facts of each case and the extent of reliable
data available. For example, the rate of return on capital employed
will be of greater importance if the taxpayer is operating in a capital-
intensive industry. It would often be appropriate to have regard to
more than one ratio in checking the reliability of the taxpayer's
approach to determining transfer pricing. Return on assets could
present particular problems when used in isolation (see paragraph 487
below).



Draft Taxation Ruling

TR 95/D22

page 134 of 184 FOI status: draft only - for comment

478. An EBIT analysis can be helpful in the context of profit
comparisons - bearing in mind the need to focus only on the relevant
cross-border dealings between associated enterprises and to apply the
EBIT approach consistently to the taxpayer and the other enterprises
being considered as possible comparables.

479. Another possibility is the ratio of operating profit to sales, but
the safeguards in relation to comparability that are needed when
operating expenses are being considered should be carefully followed.

480. The ratio of gross profit to operating expenses (often referred to
as a Berry ratio) can also be helpful in applying the profit comparison
method, though care would be needed to ensure that comparisons
between the taxpayer and other enterprises are limited to other
enterprises that have a high degree of functional similarity.

481. It would also be essential to be aware of the possible distorting
effects of methods of business financing, business strategies and the
relative efficiency of managers when doing EBIT and Berry and
operating profit to sales ratios.

482. It needs to be borne in mind that the application of these various
ratios in appropriate cases will indicate potential transfer pricing risks
at a primary level. However, further detailed analysis will be needed
to identify particular transfer pricing problems. Any comparability
analysis will need to have regard to the potential difficulties presented
by a consideration of operating expenses (see paragraphs 476, 479 and
480 above).

483. The four step process set out below will assist an understanding
of the taxpayer's business and help identify the key profit drivers and
the aspects of the case which might present transfer pricing problems.
This information will in turn assist the selection and application of a
methodology. In particular, it will assist in determining the
applicability and reliability of the various ratios in the circumstances
of the taxpayer's case.

484. Possible distortions through economic, market, business or
product cycles would also need to be considered. The use of data
covering a number of years will increase the reliability of profit
comparison (see paragraphs 46 - 47 above).

Application of the profit comparison method

485. As mentioned in the discussion on the RP and CP methods, a
comparison at net profit level can sometimes be needed, but care is
required when dealing with operating and financial expenses that
relate to such things as marketing strategies, the management
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efficiencies, accounting policies (e.g., different depreciation methods)
and business financing alternatives.

486. An uncontrolled enterprise may not accept to pay a higher price
resulting from the inefficiency of the other party. On the other hand, if
the other party is more efficient than can be expected under normal
circumstances, the other party should benefit from that advantage.
However, where company policies are determined or influenced by an
associated enterprise then the costs impacted by these policies would
need to be carefully considered when undertaking the comparability
analysis for the reasons mentioned in the discussion on the RP and CP
methods.

487. Various factors will have a potential impact on the reliability of
the profit comparison method and the comparability analysis should
carefully address them. For example, these factors would include how
well the value of assets employed in the calculations is measured. In
each case it is essential to determine the extent to which the value of
the intangible property is not captured in the books of the enterprise.
This as an important issue in analysing functions, assets and risks.

The books may show assets at historical cost or as capitalised
expenditure - which can be markedly different from their real value.
Goodwill derived from product or service quality or from research and
development, or from skills in distribution or the creation of marketing
intangibles will often create value that is not shown on the balance
sheet. These can be masked by bad management or poor financials.
Some insights might be gained from market capitalisation and
earnings history (e.g., earings per share). It is important that all these
aspects be considered when doing the functional analysis as a good
understanding can be developed of the taxpayer's strengths and
weaknesses in terms of the profit drivers and features likely to reduce
profitability. The factors affecting whether specific costs should be
passed through, marked up, or excluded entirely from the calculation
will be better understood if this approach is followed and when those
factors are then taken into account the profit comparison should
produce closer comparables than profit comparisons that ignore these
issues.

488. The application of the profit comparison method requires a
careful analysis of the taxpayer's operating expenses. These expenses
reflect the taxpayer's functions, assets and risks and give insight into
the possible distorting effects of methods of business financing and
management approaches in relation to the net profit. These concerns
are largely avoided with the RP and CP methods because they focus
on the gross margin. However, where for the reasons outlined the RP
and CP methods cannot be used, the more closely operating expenses,
market and business factors can be analysed and compared the more
reliable the profit comparison method. Of course care would also be
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needed to ensure that expenses above the gross profit line, market and
business factors are also properly considered (see also paragraphs 3.35
- 3.36 of the 1995 OECD Report).

489. To illustrate the basic concepts of the profit comparison methods
two charts (one applied on the net resale price basis and the other on
the net cost plus basis), with supporting notes, are set out below:
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PROFIT COMPARISON (PC) METHOD
APPLIED ON A NET RESALE PRICE BASIS

In Relation To Associated Arm's Explanation
Enterprise Dealings - Length
Amount
SALES - To Uncontrolled Party 1000 | Arm's length Sales
PURCHASES - From Associated Amount determined by PC
Enterprises 600 Method
GROSS PROFIT 400
Selling, General and Admin., (SG Amount determined by PC
and A) Expenses 300 Method if expenses from
———— | associated enterprise
dealings are included in SG
and A
Net operating Profit 100 | Appropriate net margin in

light of the functions assets
and risks based on the
analysis of comparables.

Formula:

(1) Ifno expenses from Associated Enterprise dealing included in SG and A

Arm's length Sales less (Appropriate net margin plus SG and A) = Purchase Price

1000 - ( 100

+

300) = 600

(2) If expenses from Associated Enterprise dealings included in SG and A

Sales less Appropriate net margin = Arm's length (Purchase price and SG and

1000 - 100

A expenses)

600 + 300

Key: To determine the appropriate net margin so as to deduce the arm's length

amounts for all associated enterprise dealings.

Note: This method would be used where there is insufficient reliable data or the
complexities of real life business put practical difficulties in the way of the

application of traditional transaction methods.



Draft Taxation Ruling

TR 95/D22

page 138 of 184 FOI status: draft only - for comment

PROFIT COMPARISON (PC) METHOD
APPLIED ON A NET COST PLUS BASIS

In Relation To Associated Arm's Explanation
Enterprise Dealings - Length
Amount
SALES - To Associated Enterprise 1000 | Amount determined by PC
Method

Cost of Production (Goods &
Service)

- Direct Costs

- Indirect Costs 600 [ Amount determined by PC
Method if costs from
associated enterprise
dealings are included in
costs of production

GROSS PROFIT 400

Selling, General and Admin., (SG

and A) Expenses 300 | Amount determined by PC

Method if expenses from
associated enterprise
dealings are included in SG
and A

Net operating Profit 100 | Appropriate net margin in
light of the functions assets
and risks based on the
analysis of comparables.

Formula: (1) If by way of associated enterprise dealings, amounts are
included in sales, cost of production and SG & A)

Appropriate net margin = Selling price less (Costs of Production + SG &A)
100 = 1000 - (600 + 300)

(2)  Ifassociated enterprise dealings are confined to Sales
Cost of production plus SG & A plus Appropriate net margin = sales
600 + 300 + 100 = 1000

Key: To determine the appropriate net margin so as to deduce the arm's length
amount for all associated enterprise dealing.

Note: This method would be used where there is insufficient reliable data or the
complexities of real-life business puts practical difficulties in the way of the
application of traditional transaction methods.
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There is a need to find an answer for all transfer pricing problems

490. Where there is a special relationship between the associated
enterprises that produces unique dealings, there may not be sufficient
data or comparable dealings to apply CUP, RP, CP or the profit
methods. In such cases their use should be reconsidered on the basis
of possibly:

(a) sufficiently broadening the comparability criteria to allow
a comparison of the relevant dealings; and

(b) sufficiently relaxing the normal conditions imposed in
applying traditional and profit methods to allow the
broadened comparability to be applied.

491. This situation may come about where all the comparable
enterprises in an industry are associated enterprises or where an
associated enterprises have an industry monopoly. Where this is the
case the appropriate arm's length comparison may be with enterprises
in another industry segment or group of segments. However, great
care is needed to ensure that the industry segments or groups of
segments being compared are sufficiently similar, especially in
relation to levels of profitability as well as functions performed (see
paragraph 3.34 of the 1995 OECD Report).

492. Where the comparability criteria need to be broadened there may
be a need to consider the dealings on a basketing, aggregated basis or,
in extreme cases on a whole of entity basis. However, the relative
reliability of such an approach will need to be considered against the
reliability of the applying the CUP, RP or CP method on an
aggregated basis - if it is possible to use the traditional methods that
way.

493. If the extended application of the traditional and profit methods
cannot provide an answer it may be necessary to consider:

(a) amixture of the above methods; or
(b) some other method or mixture of methods;

that is likely to lead to a result that is consistent as practicable with the
arm's length principle (see paragraph 367 of TR 94/14). Where
taxpayers find themselves in this category they should give serious
consideration to an advanced pricing arrangement ("APA").

494. The 1979 OECD Report ('Transfer Pricing and Multinational
Enterprises, Report of the OECD Committee on Fiscal Affairs', 1979)
discusses some other methodological approaches. Some enterprises
have adopted these approaches and in some circumstances they may
remain appropriate even though they have not been discussed in the
same terms in the 1995 revision of the Report. In considering other
approaches the 1979 OECD Report noted:
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'70. Cases will often occur where there is no satisfactory
evidence of comparable uncontrolled prices and where it may
also be difficult to apply either the resale price method or the
cost plus method. In such instances, it may be necessary to
adopt other reasonable approaches for arriving at an arm's length
price. It may also be necessary to have recourse to additional
calculations and computations to cross check a price derived
according to one or other of the methods previously described.
Some other methods used in practice are discussed in the
following paragraphs, though the list is by no means exhaustive.
They all need to be used with care.

Comparable profits

71. Tax authorities may find some help in a comparison of an
enterprise's overall performance with that of other similar
enterprises in the same of similar circumstances. Levels of
profit in an industry may for example conform to a pattern and
an exception to the pattern might indicate that profits were being
shifted by artificial transfer prices. But comparisons of this sort
would need to be made with care. It does not necessarily follow
that exceptional profits are artificial. Moreover there are many
ways of looking at the profit situation of an enterprise -
analysing for example what relation the profit bears to total
receipts from sales, or to the operating expenses incurred, and a
method which is appropriate for one company may not be
appropriate for another. It may be helpful nevertheless to make
comparisons of this sort in relation to the gross profits to sales of
particular products or groups of products but even so the results
of the comparison could normally be regarded only as pointers
to further investigation.

73. By a somewhat similar process the reasonableness of
transfer prices may perhaps be assessed by comparing the yield
or return on capital invested in the relevant associated
enterprises with the yield or return on the capital invested in
enterprises carrying on similar activities and requiring the same
kind of capital investment. This too presents difficulties. One
problem is that the financial structuring of the relevant entities
would need to be essentially similar if this comparison was to be
useful and if the structure was not essentially similar (because
for example of the different impact of obligations to pay interest)
then difficult adjustments would have to be made to calculations
in order to ensure comparability.
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Net yield expectations

74. A further approach might be to look at the yield on the
capital involved, for example, to assume in the case of
transactions between a parent and a subsidiary company that the
subsidiary's arm's length profit would be related in some way to
the return which would be expected from investing the relevant
capital in other ways. But this too is an arbitrary assumption:
the profit made by a comparable independent concern would not
necessarily bear any particular relationship to the return on
investment in other ways. Although therefore such an approach
may have some value in indicating a reasonable range of
possible margins the concept of a "normal return" on capital is
too imprecise to be likely to be useful in isolation.'

495. The OECD's qualifications on the reliability of these approaches
is noted. They are also repeated in the 1995 revision in the discussion
of profit methods. Nevertheless, we recognise that they have on
occasions been used by enterprises and they may have a role in
assisting the establishing of an approximation of an arm's length
consideration in some cases. In this regard, it needs to be remembered
that all of Australia's DTAs would, on the wording of various
Associated Enterprises Articles, allow methods that may not be
permissible under the wording of the Associated Enterprises Article
(Article 9) of the OECD Model Tax Convention (see paragraphs 18 to
28 above). It also needs to be remembered that subsection 136AD(4)
which is preserved by all of Australia's DTAs, also applies in
appropriate cases where Australia does not have a DTA - and in DTA
cases outside the scope of the relevant Associated Enterprises Article.
However, as stated in paragraphs 9 to 11 above, the choice and
application of non-traditional or profit methods are limited to the
statutory purpose of achieving an arm's length outcome.

The comparable profits method (CPM) contained in US Treasury
regulations

496. CPM is a form of profit comparison which was included in the
final regulations issued by the US Treasury Department in July 1994
to cover section 482 of the Internal Revenue Code. It reflects an
assessment of the total returns on the business activities achieved by
broadly similar but uncontrolled taxpayers.

497. There has been international debate about CPM including
argument that it does not satisfy the arm's length principle. The
method is not directly discussed in the OECD's 1995 Report.
However, the earlier proposed US 482 Regulations were considered
and commented upon in 1993 in a Task Force Report of the OECD
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which contributed to the increased flexibility now found in the current
US Regulations.

498. The US CPM is a regulated process for developing an answer
claimed as being arm's length. Because it relies upon data being used
in a specified manner, it may not necessarily be flexible enough to
deliver the best approximation of an arm's length result in the
particular circumstances of a case. The reservations already discussed
about the use of profit methods should also be noted when considering
the use of the US CPM.

499. However, CPM can be distinguished from non arm's length
methods which use administrative formulae, because it involves an
examination of the financial performance, functional characteristics
and industry grouping of the enterprise to benchmarks set by other
enterprises on the basis of comparability.

500. What constitutes a broadly similar enterprise is an important
consideration when using the method. Also, if data from other
countries is used, the application of the US CPM may not properly
reflect the circumstances of the market in which the enterprise is
operating. Data that is not comparable can lead to inappropriate
results.

501. Where the taxpayer in complying with the requirement of IRS
Code 1.482-5(b)(3) develops an arm's length range in line with the IRS
Code 1.482-1(e)(2) B and C, the excision of the upper and lower
quartiles from the sample used to calculate the comparable profit tends
to produce average outcomes. For some enterprises that are leaders in
their industry segment, this method may produce figures which are not
an accurate reflection of an arm's length outcome. For example, an
analysis of the functions, assets and risks of a successful enterprise
may suggest that its financial results should be above the industry
average, even though its reported results are below the industry
average. By only using the inter quartile results under CPM, the
method may not enable comparisons with similarly successful
enterprises that are consistent with the market success, functions,
assets and risks of the enterprise being examined. Similar distortions
could result in cases of less than average performance.

502. CPM calculations can undervalue certain types of functions and
overvalue others where there is a high degree of sensitivity in the
results to the data elements that have been selected. For example, an
enterprise may undertake complex manufacturing functions which
embody significant intangibles. A comparable rate of return that is
based exclusively on the results of contract manufacturers may
significantly undervalue the return that would be expected from a
complex manufacturing operation. Similarly, an enterprise may
undertake significant value added activities through its marketing and
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distribution functions. However, if the method results in a comparison
only with high volume/low margin distributors, the value added of the
enterprise through its marketing and distribution function may not be
properly rewarded. Nevertheless, difficulties associated with
questions of comparability are not confined to CPM.

503. The need for the development of an approach such as CPM
highlights the obstacle that insufficient reliable data can present for
decision makers in this area. In this context, CPM, or a substantially
similar approach, may provide some help in very extreme cases where
more reliable data is not able to be examined or does not exist.

504. In earlier discussion about the arm's length principle it was noted
that an enterprise may need to establish an approximation of what is
arm's length even in cases where close comparables do not exist or the
dealings are not of a type that arm's length enterprises would conduct.
Because CPM, or approaches based on similar profit comparison
techniques, can use external data which is available, there is a role for
this type of analysis. It is also recognised that enterprises which fall
within the jurisdiction of the US Regulations need to comply both with
the US laws that have been enacted and the Australia/USA Double
Tax Convention and competent authority processes should be used in
appropriate cases to ensure the closest practicable approximation of an
arm's length result and the lowest risk of double taxation.

NON ARM'S LENGTH METHODOLOGIES
Global formulary apportionment

505. Global formulary apportionment is a method that has sometimes
been suggested as an alternative to the arm's length principle as a
means of determining the proper allocation of profits across competing
national tax jurisdictions.

506. Paragraphs 3.59 - 3.60 of the 1995 OECD Report make the
following comments:

'A global formulary apportionment method would allocate the
global profits of an MNE group on a consolidated basis among
the associated enterprises in different countries on the basis of a
predetermined and mechanistic formula. There would be three
essential components to applying a global formulary
apportionment method: determining the unit to be taxed, i.e.,
which of the subsidiaries and branches of a MNE group should
comprise the global taxable entity; accurately determining the
global profits; and establishing the formula to be used to
allocate the global profits of the unit. The formula would most
likely be based on some combination of costs, assets, payroll,
and sales.
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'Global formulary apportionment methods should not be
confused with the transactional profit methods [which equate to
profit splits and the profit comparison method in the case of
Australia] ... The former methods would use a formula that is
predetermined for all taxpayers to allocate profits whereas
transactional profit methods compare, on a case by case basis,
the profits of one or more associated enterprises with the profit
experience that comparable independent enterprises would have
sought to achieve in comparable circumstances. Global
formulary apportionment methods also should not be confused
with the selected application of a formula developed by both tax
administrations in co-operation with a taxpayer or MNE group
after careful analysis of the particular facts and circumstances,
such as might be used in a mutual agreement procedure, advance
transfer pricing agreement (sic), or other bilateral or multilateral
determinations. Such a formula is derived from the particular
facts and circumstances of the taxpayer and thus avoids the
globally pre-determined and mechanistic nature of global
formulary apportionment methods.'

507. The OECD member countries, including Australia, do not
consider global formulary apportionment to be an acceptable
alternative to the arm's length principle for a number of reasons. A
principal reason is that global formulary apportionment can depart
from the territorial connection that underpins the concept of source
and may also raise issues about the timing of derivation. Equally
important is the concern that predetermined formulae that are
mechanistically applied do not have regard to the facts and
circumstances and merits of the particular case - the result being that
in many cases they result in either overtaxation or undertaxation.
They also depend on a very high degree of international co-operation
and co-ordination. The capacity for multinational groups to
manipulate the formula and the inability of most formulae to capture
the particular circumstances of individual enterprises, their risks,
geographical differences and differences in company efficiencies are
serious drawbacks with this method. Also, currency exchange rate
movements and inconsistent accounting standards between countries
could lead to perverse profit allocations. Dispute over the
acceptability and use of particular formulae which have different bases
may mean that the expected benefits of no double taxation and lower
compliance costs may not be realised.

508. In some cases, a formula developed by both tax authorities in co-
operation with a specific enterprise after careful analysis of the
particular facts and circumstances, such as might be used in an
Advance Pricing Arrangement, would be appropriate to determine a
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fair allocation of revenue to the countries involved. However, these
formulas are not instances of global formulary apportionment.

THE PRACTICAL APPLICATION OF THE ARM'S LENGTH PRINCIPLE -
THE FOUR STEPS

509. The arm's length principle, the question of comparability and the
appropriate methodological approach can be incorporated into a
structured approach for setting and reviewing the outcomes of
international dealings between associated enterprises.

510. This part links the discussion on the application of the arm's
length principle, the question of comparability and the selection of the
most appropriate method with a four step process by which a taxpayer,
its advisers or the ATO can address conformity with the arm's length
principle. When used by taxpayers, this process can assist the
development of the reasoning and documentation needed to support
their evaluation.

511. A taxpayer may wish to adopt this approach in several
situations. First, by adopting a particular methodology, the taxpayer
may be able to set the terms and condition for their dealings with
associated enterprises at the time they were contemplating or entering
the arrangements. Secondly, where other approaches for arriving at a
consideration were used for management purposes, these may need to
be reviewed at the time tax returns are being prepared and adjusted, if
necessary, to the arm's length consideration for tax purposes. Finally,
the taxpayer may wish to satisfy themselves, or be asked by the ATO
to demonstrate, that the commercial practices or other approaches used
in the international dealings between associated enterprises achieve an
outcome consistent with the arm's length principle.

512. Documentation will be especially important for tax purposes
where the enterprise is experiencing a regular turnover of key staff
who can explain the dealings, or where the enterprise adopts strategies
that have a measurable effect on the arm's length outcome (e.g.,
particular pricing strategies) or where those strategies have not
previously been documented.

513. In suggesting an approach, four points need to be made:

(a) The four step process and the data collection and analysis
outlined in this part are neither mandatory nor prescriptive
approaches. The processes adopted for the review need to
be tailored to the facts of the case.

(b) The approach outlined below assumes that the nature of
the international dealings is fairly extensive and
necessitates a thorough analysis. For many enterprises
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(©)

(d)

which have relatively simple and/or low value
international dealings with associated enterprises the
extent of data collection and analysis may be minimal. For
example, an enterprise may have an overseas subsidiary
which conducts extensive business operations and deals in
a wide range of goods and services. However, dealings
between associated enterprises may be limited to the
provision, by the parent, of a long term loan secured by the
assets of the subsidiary. In these circumstances, the
detailed issues and analysis contemplated in the following
part will be largely irrelevant. Similarly, if a taxpayer has
extensive dealings with associated enterprises but also has
extensive dealings of the same kind and in similar
circumstances with uncontrolled enterprises operating
independently, a more limited analysis is sufficient.

It may be possible in some cases to adopt either a
methodology or a specific price that has been developed
and applied by a MNE on a global basis after some
confirmatory analysis or consideration of its suitability and
reliability in relation to the Australian enterprise.
However, the data used to support the methodology will
need to be carefully considered in terms of its relevance
and reliability for Australian market conditions.

From the perspective of an enterprise that is seeking to set,
review or justify the terms and conditions of its
international related-party dealings, the analysis outlined
in this part complements the documentation created by
enterprises in the normal course of their business dealings.
It needs to be remembered that associated enterprises will
in many situations need to show that their association has
not inappropriately impacted on the nature or terms of
their dealings. Given the absence of the economic tension
that exists between independent enterprises dealing wholly
independently with each other, associated enterprises will
often have to do analyses and keep records to show the
arm's length nature of their dealings in circumstances
where independent enterprises operating wholly
independently could merely rely on their normal business
records. This additional requirement cannot be removed
without sacrificing the integrity of the arm's length
principle and the underlying policy of the transfer pricing
rules in Division 13 and Australia's DT As.
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The Four Step Process

The following chart is an illustration of the four step process for setting or

reviewing transfer prices between associated enterprises. If this process
is properly undertaken the taxpayer should have a lower risk of audit

adjustment or penalty.

Step 1. Understand the cross-border dealings between associated
enterprises in the context of the taxpayers business.

Iden ify cross-border dealings with associated
enterprises and collect or maintain relevant
documentation/data to explain the nature of
those dealings in the context of the taxpayer's
business. For example:

* business lines and the size, scope, value and
type of dealings;

* nature of he industry;

* nature of he competition it experiences, and

* business strategies and processes.

* nature and extent of the dealings with associates

Undertake a preliminary functional analysis of the
functions undertaken, risks assumed and the
assets employed to assist in understanding the
business and selecting and applying a
methodology.

- L

Step 2. Select the methodology or methodologies.

Broadly identify any comparable uncontrolied
dealings. Assess the reliability of data on

comparable dealings or comparable enterprises.

Determine the most appropriate methodology
or methodologies based on the facts and
circumstances of the par icular case. Ensure
that sufficient documentation and data is
available to support its applica ion.

- =

Step 3. Apply the methodology or methodologies.

It may be necessary to review
earlier steps if the approach
initially adopted is unsuitable
or produces an outcome that
does not reflect commercial
or economic reality.
Document each step.

functional analysis of the taxpayer and of any
comparables.

enable comparability to be properly assessed.

Use the detailed data to extend and improve the

Refine, examine and organise the data so as to

To improve comparability it may be necessary to:

* extend the analysis over a number of years
* adjust the data to account for material
differences in comparability.
* apply several methods.
Data points or a range of results may emerge.

e N

for material changes.

Step 4. Determine the arm's length outcome and implement
support processes. Install review process to ensure adjustment

Decide on the arm's leng h outcome.
Record practical considerations such as:

* any judgments made;

* how data points or ranges were interpreted; or
* how results from different me hods were used.

If the data used to establish he outcome
changes then process and methodology should
be reviewed.

Put system in place to support chosen method
with a review mechanism to ensure adjustment

if material changes occur.
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Step 1 understand the cross-border dealings between associated
enterprises in the context of the business

514. The taxpayer or ATO staff will need to understand the nature
and extent of the dealings between the taxpayer and associated
enterprises in the context of the taxpayer's business. It is important to
be able to explain how the international related-party dealings of the
enterprise are undertaken, the purpose or object of the dealings, what
the taxpayer obtains from its participation in them and their
significance to the taxpayer's overall business activities and those of
the multinational group.

515. The insight developed in this first stage will assist in
determining the extent of any functional analysis that might be needed
and in doing the analysis of comparability that is central to any
application of the arm's length principle.

516. The size, scope, type and value of the taxpayer's international
dealings with associated enterprises will need to be documented and
the records available in Australia. Some of this information may be in
marketing or cost accounting areas of the business. Much of this
information will be available from the financial records of the
enterprise, or be recorded in the business records of the enterprise.
The enterprise is already obliged to collate some information of this
type in order to complete the Overseas Transaction Information
section of Schedule 25A which forms part of the income tax return. In
many cases more detailed information will need to be sought to more
thoroughly identify aspects of the property involved, the nature of the
dealings and which part of the taxpayer's organisation conducts those
dealings.

517. Ttis useful to also identify relevant arm's length dealings of the
taxpayer because it might be possible to use them as comparable
uncontrolled dealings. Its dealings with associated and uncontrolled
enterprises may be sufficiently similar in nature, frequency and size as
to demonstrate readily that the dealings with associated enterprises are
producing an arm's length outcome. Establishing the arm’s length
consideration in this situation should be relatively straightforward
where the enterprise does not distinguish between these types of
dealings in its internal processes, including in the allocation of costs.

518. The following two examples demonstrate how different
approaches would be necessary in determining the arm's length
outcome, depending on the degrees of complexity of the relevant
businesses and the availability (or absence) of data on comparability.

519. Company 1 is an Australian company which has two markets of
similar size and characteristics in the USA. It sells its finished goods
to a subsidiary in San Francisco and significant quantities of the same
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goods to an unrelated distributor in Los Angeles on the same terms
and conditions. The arm's length distributor performs essentially the
same functions as the subsidiary. There are no other features that
might affect comparability. Establishing the arm's length
consideration in this situation should be relatively simple because
there are arm's length sales of an identical product under the same
terms and conditions in comparable circumstances. It should be noted
that a limited form of functional analysis would be needed to ensure
that the internal comparable was truly comparable in all material
respects.

520. Company 2 has an exclusive agreement to import and distribute
finished goods obtained from associated enterprises. The company
also manufactures finished goods which incorporate components
supplied by an associated enterprise, and it exports some of its own
manufactured components and finished goods exclusively to other
associated enterprises analyses and data collection will generally be
necessary for each of those business lines to establish the arm's length
outcomes. Depending upon the availability of reliable data on
comparable dealings, one result may be the application of different
methodologies to each of the business lines to determine the arm's
length consideration.

521. Many enterprises undertake a range of business activities or have
a range of business lines. The key characteristics of these activities or
business lines will need to be identified to enable the most appropriate
method to be adopted in each case. Some of this information should
be recorded in the management records of the enterprise, or would be
known to the senior operational staff. The manner of collection and
assembly of this information will vary. However, it could be expected
that the use of most approaches in cases involving significant cross-
border dealings with associated enterprises will require this
information to be collated in a form that enables the preparation of a
functional analysis.

Engquiries should identify the extent of associated enterprise
dealings, processes and sources of information

522. The extent of the dealings between associated enterprises will
need to be identified. Any documentation relevant to these dealings
should be identified and the terms of any undocumented agreements
should be established from the business records and the conduct of the
parties. In some cases the actual dealings can be different from the
contracted terms. This can happen where the dealings extend over a
long period and the parties modify their responsibilities but do not
reflect these changes in the formal agreement. It would be important
to determine the reasons why the original agreement was varied and
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whether the changes favour one or both parties and are in accordance
with the reasons for the changes. A position that accurately reflects
the facts and circumstances of the dealings will need to be established.

523. When examining the dealings it is also relevant to establish what
systems, methods and procedures the taxpayer adopts for establishing
the terms and conditions of dealings and whether they are applied
uniformly in every case. Knowledge of how the dealings are
conducted and the internal controls surrounding them can assist in
gauging the likelihood that past dealings have been conducted in
accordance with the arm's length principle.

524. Enquiries into these processes should also reveal the extent and
nature of the plans, performance reports, statistics, etc., produced by
the taxpayer. It may also be necessary to examine a range of other
material such as strategy documents or marketing plans, forecasts,
costings, bids, capital expenditure requests and budgets. This helps
develop an understanding of the business and the context in which the
dealings are conducted. It also establishes the scope and depth of
material upon which later analysis can draw.

525. Some enterprises may find that documents (such as annual
return filings, prospectus, etc.) lodged with corporate regulatory
authorities are a useful source of information. For example, the level
of disclosure required in the USA by corporate regulators and taxation
authorities may mean that, in some cases, useful descriptions and
summaries of the information discussed in this part may be readily
available in an authoritative and useful form.

The formal organisational and capital structure may need to be
reviewed

526. The formal organisational and capital structure of the enterprises
that are parties to the dealings may also need to be reviewed. The
corporate structure of the group would usually be established for both
the formal lines of ownership, control, reporting and authority as well
as the pattern of dealings between associated enterprises and how
management performance is rewarded. Within particular enterprises
in the group it may be necessary to review the organisational structure
and decision making systems and processes. Frequently this
information is formally recorded by Human Resource managers.
Examining these aspects can give an insight into the nature and
purpose of the dealings between the taxpayer and other group
companies and may indicate non-arm's length features of the
relationships.

527. The staff of the enterprises obviously will have the most detailed
knowledge about the business and its operations. It may be useful to
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obtain information from a range of key managerial and supervisory
staff to assist in obtaining an accurate perspective of the functions,
assets, risks and operational aspects of the business. These staff will
generally be able to provide or prepare information that will help
identify those factors that are affecting organisational performance (for
better or worse) and whether these influence the dealings between the
associated enterprises in a way that is inconsistent with the arm's
length principle.

International dealings should reflect the conditions affecting the
industry and the position of the enterprises within that industry

528. It is also important to understand the nature of the industry and
the markets within which the enterprise is conducting its business; the
nature of competition experienced in its business dealings; and any
broader economic and other factors affecting the taxpayer’s business.
This knowledge can assist in the preparation of a functional analysis
and in determining comparability. For example, the pricing structures
and profitability of enterprises in the Australian pharmaceutical
industry are affected by the Pharmaceutical Benefits Scheme. The
effect of the government regulation on the profitability of enterprises
in the industry would need to be taken into account in any analysis of
comparability.

529. There is an expectation that the outcome from international
dealings will reflect the conditions affecting the industry and the
position of the enterprises within that industry. Changes in an industry
should not be ignored. In general, in an arm's length situation it would
be unlikely for one party to the dealings to be able to maintain its
profitability regardless of changes in the industry, or the position of
the enterprises within that industry, or the effect of government
regulation on that industry. The effects of government policies are
also discussed at paragraphs 1.55 - 1.56 of the 1995 OECD Report and
at paragraphs 70 and 319 of TR 94/14.

530. There have been circumstances where parent companies have
entered into dealings with their subsidiaries that protect the parent's
profit margin but have caused the subsidiaries to bear the full financial
effects of changed industry or market conditions. For example, there
are enterprises engaged in the importation of products from related
parties for wholesaling and distribution through a third party reseller
network. It is important for these wholesalers to maintain the financial
viability of their reseller networks. Where this happens, the
wholesaler is forced to bear the cost of developing and maintaining the
reseller network, but the end result is that the wholesaling subsidiary is
relegated to accepting a residual profit margin or a loss. In similar
circumstances, an arm's length party might seek to renegotiate the
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terms of their arrangements. In these circumstances there are serious
risks that the arm's length principle has not been complied with since
the primary role of the subsidiary has become one of selling its
parent's products and promoting its parent's brand name rather than
making a profit in its own right. An independent enterprise operating
wholly independently would seek to maximise the economic return
from its functions, assets and risks. Overall, the wholesaling,
marketing and distribution function is important to the MNE group
and is often the source of its competitive advantage. This function
should be rewarded on an arm's length basis.

531. The impact of general economic factors on individual enterprise
performance may also need to be explained. For instance, the
financial performance of enterprises in some industries is affected by
the general level of economic activity to a greater extent than others.
Some industries are less affected by general economic conditions and
are strongly influenced by the nature of competition or technological
change. The conclusions drawn from this information can influence
the extent to which historical data on the group is relevant and may
affect the selection of data.

532. The effect of general economic factors, such as economic cycles,
may mean that in order to evaluate or establish compliance with the
arm's length principle it will be necessary to examine data for a
number of years. It may be useful to collect data, where it is available,
that reflects an entire business cycle. The length of the business cycle
will of course be affected by conditions pertaining in the industry,
such as the pace of technological change, and broader economic
conditions.

Artificial transfers of risk should be identified

533. The analysis of the functions, assets and risks of the associated
enterprises engaged in the international dealings can take account of
specific factors affecting the industry. However, care needs to be
taken to identify and compensate for those decisions which artificially
transfer risks between the related parties.

534. The following example shows how an obsolescence risk can be
transferred from the parent to the subsidiary. The market for the
product is characterised by significant changes in product technology
which results in the build up of excess stock of products embodying
outdated technology in the inventories of the parent enterprise. The
product has become less competitive in the retail market. Associated
distributors of these products are directed by the parent to take part of
this excess inventory at the usual inter-company price and on the same
payment terms. Because of the need to offer discounts in order to sell
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the stock, the dealings erode the subsidiary's profitability. In an arm's
length situation, the distributor may choose not to purchase the
product, or may attempt to negotiate changes in the terms of the
purchases including volumes, price, rebates, etc., in order to protect its
own profitability.

535. Where comparability is difficult to assess or can only be
approximated, it may be important to consider wider issues
surrounding the dealings. This may include examining the
circumstances surrounding the decision to enter into the dealings or, in
some cases, how the property was dealt with in subsequent dealings.
For example, the right to exploit property protected by copyright may
be assigned to a related foreign enterprise. If there were subsequent
reassignments to other associated enterprises in third countries,
(perhaps in a treaty shopping arrangement) prior to ultimate licensing
to a third party, it may be relevant to examine these subsequent
dealings in the course of establishing an arm's length consideration
that has regard to the value of the intangible. This may include an
examination of the consideration that each received, the functions they
performed, the risks they undertook and the assets they employed.

The taxpayer's business strategies can influence the calculation of
an arm's length consideration

536. An evaluation of the strategies of the taxpayer will also generally
be necessary. The marketing and pricing strategies, the existence of
relevant policies such as the provision of cross subsidies to parts of the
business as well as any broader corporate objectives may need to be
examined in order to understand the business context in which the
enterprise operates. Information on the business strategies can assist
in establishing the selection of methodologies and may be very
important when addressing questions associated with comparability.

537. For example, the information on business strategies can
demonstrate whether the enterprise is engaged in market penetration
activities. It can also assist in establishing the relative importance of
marketing and distribution strategies compared with research and
development activities, new product technology or specialised
services.

538. Non-arm's length dealings may arise from a specific policy
decision or a series of decisions of the board or senior management.
For example, a subsidiary may have undertaken market development
activities at its own expense and risk, and enhanced the value of a
brand name owned by an associate which had no value prior to the
market development activities of the enterprise. Senior management
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of the subsidiary may then agree to the payment of a royalty or
management fee to a related foreign enterprise.

539. The payment of the royalty or management fee may significantly
erode the profitability of the subsidiary. In evaluating whether the
consideration conforms with the arm's length principle, it would be
relevant to examine the decision making process of senior
management or the board in arriving at the decision to agree to pay
these fees and also incur market development expenses. It may be
necessary to consider evidence as to whether the parties considered
options realistically available to the enterprise. For example, in some
situations it would be reasonable to conclude that an arm's length party
would want its market development expenditure taken into account in
the valuation of any royalty or by way of a reduced price for trading
stock purchased from the owner of the brand name, and the
consideration should be set accordingly.

The financial performance of the entities may need to be examined

540. Information on financial performance may be particularly
important at a later stage if the methodology requires comparisons of
the enterprise's performance over the relevant years or compared with
other enterprises. The key ratios and statistics may vary depending
upon the nature of the business being conducted. Usually, an
application of methods (other than CUP) will require a comparison of
the level of enterprise profit arising from dealings between associated
enterprises with that achieved in its arm's length dealings or with the
level of profit achieved by an uncontrolled enterprise.

541. This comparison is usually made in the form of some type of
suitable accounting or statistical ratio analysis which will provide a
basis to make the comparison. Such ratio analysis may include:

(a) ratio of gross profit to operating expenses;
(b) ratio of operating profit to sales; and
(c) ratio of gross income / revenue to operating expenses.

542. What ratios, either from those mentioned above or others, are
most appropriate needs to be established on the facts available. The
use of ratios is discussed in relation to the profit comparison method at
paragraphs 477 to 482 above.

543. Trends would include general factors affecting the performance
of an enterprise on a macro level, such as economic conditions as well
as any significant features of the particular market or market segment
within which an enterprise operates. Relevant trends at the enterprise
level may include trends in gearing, dividend rate, non-performing
assets and stock levels, as well as in other key financial ratios.
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544. When considering trends as part of the ATO's overall approach,
it would seem that those elements or factors which have a quantifiable
impact on an enterprise's profit performance over time, or could
reasonably have had an impact on pricing policy at the relevant time,
should be taken into account. Projected trends and potential profit
outcomes may be crucial in situations such as APA's and in those
circumstances where taxpayers set the consideration on their dealings
by reference to a profit split.

A useful guide to the types of issues and facts that could be relevant

545. A number of commentators have found difficulty in identifying
the type of information that may be relevant to understanding an
enterprise, its structure and business. A useful guide to the issues that
might need to be taken into account is included in the Appendix to
Statement of Auditing Practice AUP 34, 'Knowledge of the Client's
Business', which was prepared by the Auditing Standards Board of the
Australian Accounting Research Foundation.

546. An extract from the Statement of Auditing Practice AUP 34 is
reproduced as Appendix 1 to this Ruling (see paragraph 593 below).

547. Statement of Auditing Practice AUP 34 was not created for the
purposes of resolving practical problems surrounding arm's length
methods. Its purpose is to illustrate the knowledge that an auditor
needs to conduct an effective audit of financial reports. However, it
also provides a useful guide to any person seeking to understand the
business of an enterprise and the factors that determine its competitive
advantage.

Preparing an analysis of functions, assets and risks

548. In order to now select the most appropriate methodology or
methodologies to use, the taxpayer may need to arrange the
information that has been collected on its cross-border dealings with
associated enterprises into an analysis of:

(a) the functions undertaken by each of the associated
enterprises (including their nature and frequency);

(b) the risks each of the parties assumed; and

(c) the assets (both tangible and intangible) used by each of
the parties and the nature and extent of that use.

549. This is sometimes referred to as a functional analysis. Some
form of functional analysis will be necessary regardless of the
methodology that has been selected.
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550. The functional analysis can assist in identifying issues associated
with comparability in the selection of a methodology. An example of
how this preliminary analysis assists is shown on the following page.
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In this diagram a simplistic functional analysis has been presented as a diagram to show how a preliminary analysis can assist in the

selection of an appropriate methodology. ( Details of risks assumed, assets utilised and sources of comparable data have not been
shown to help clarity )

Functions of Australian enterprise

Functions applicable to domestic and Functions applicable to Australian
international sales third party sales P
D % ‘
VDOM‘ESTIC :
Product develop- .~ SALES TO
m:r:li:;aonfdt(r’:’dr:r_ Material Manufactur- Storage/ Markefing Selling and Warmanty Q UNRELATED
marks purchasing ng dispatch distribution ENTERPRISES
and names AN

International sales
to an associated
enterprise

Functions of related enterprise

Marketing Selling and w . SALES IN FOREIGN
distribution arranty ﬁglRJSEEIETDO
ENTERPRISES

Sales made in foreign country

Whatissues can be identified as a result of this simplified analysis ?

« Third party sales are made in two different markets. However, their use in calculating the intercompany price would be limited because,
compared to the intercompany sales they, occur at a different level in the market.

« The primary functions which cost plus or resale minus margins would need to reward have been identified. Refinement and development may
assist with evaluating any comparables depending upon available data.

« The functions of both the entities have been broadly identified.
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551. At its broadest level, such an analysis would result in the
identification of categories such as manufacturing, wholesaling,
financial services, mining, etc. However, such a broad description
will not generally be sufficient. For some enterprises that are engaged
in a number of business activities the range of functional areas that
need to be analysed may be quite numerous.

552. It is essential to establish accurately the nature of the dealings of
the enterprise. Some of the categories used in the industrial
classification systems may not accurately reflect the actual activities
undertaken by each enterprise. For example, an enterprise may be
classified in the wholesaling industry even though its main business
activities are more in the nature of a trading company or trade
facilitator.

553. There are often significant differences between the nature of
dealings of enterprises within the same industry. For example, some
enterprises in the wholesaling industry may take title to goods and
assume full commercial risks. Other wholesalers may take title in
back-to-back transactions or may not take title to goods. These
differences will need to be taken into account when comparable data
based on these industrial classifications is used.

554. For each of the main business activities of the enterprise, a
detailed listing of the functions, assets and risks should be compiled.
Such lists could be compiled for individual transactions, product or
service lines, or for the enterprise as a whole. The analysis of
function, assets and risks would be useful in:

(a) determining the availability of comparables in relation to
prices or functions;

(b) assessing the degree of comparability with the functions,
assets and risks in respect of the taxpayer's uncontrolled
transactions or with those undertaken by other enterprises
being considered as possible comparables;

(c) assessing the relative weighting of the functions, assets
and risks of each of the associated enterprises that are a
party to the cross-border dealings in cases where an
apportionment methodology, such as a profit split, is
needed.

555. The compilation of such lists of functions, assets and risks,
however detailed, does not in itself indicate which of the functions are
the most significant, or economically the most important to the value
added created by the business activities of the enterprise. A critical
part of the analysis is to ascertain which are the most economically
important functions, assets and risks and how these might be reflected
in terms of an arm's length price, margin or profit on the dealings.
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556. A more colloquial approach would be to consider some direct
questions of the following type:

(a) what do you do?

(b) what assistance do you receive and what transfers have
been made to and from the enterprise?

(c) how does this enterprise add value?
(d) why is this enterprise successful?
(e) are there any unique factors in your success?

(f) what examples are there of cases where the
strategies/success factors did/did not work?

557. Tt is generally not necessary to value each of the functions, assets
and risks. The purpose of the examination is to understand the
qualitative nature of the functions, assets and risks so that a
comparison can be made with other enterprises that have similar
functions, assets and risks. The allocation of actual income to assets
may be far too difficult a task, and is likely to lead to undue
complexities in the analysis. The value of some assets are not easily
measured, notably intangible assets. In fact, if taken to extreme levels
it could lead to an examination that becomes absurd. Many factors
will simply be assessed as part of the business risks and comparisons
made at that level. It needs to be remembered that the various
methodologies work on the basis that the analysis is capable of being
able to produce a quantifiable result. This can mean that it is
necessary for some factors that cannot be quantified to be taken into
account in some indirect way. For many cases, particularly where the
international related-party dealings are relatively straightforward, it is
desirable to avoid overly complex analyses.

558. The functional analysis will be developed and extended in Step
3 depending upon the methodology that is selected in Step 2. At that
stage it is possible that the type of analysis that has been undertaken
on some or all of the dealings between associated enterprises may be
undertaken using the available information on uncontrolled dealings.
This will allow comparisons to be drawn between the two different
types of dealings.

Step 2 selection of the methodology or methodologies

559. Step 2 mostly requires the compilation and assessment of data to
be used and in the selection of a methodology for establishing
acceptable standards of comparability or in determining the
appropriate allocation of profits or income between the associated
enterprises.
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560. At this stage it is also important to ascertain the extent of
reliable uncontrolled data that is available to help determine an arm's
length outcome. The nature of the available data, especially the
amount of detail on prices and functions and its reliability, will be very
important factors in the selection and future application of a
methodology. The types of data that might be sought will vary from
case to case. For example, it could mean investigating the availability
of open market prices and terms for comparable transactions in
particular types of commodities. However, in other cases it may mean
enquiring into the availability of information about the gross or net
profit margins or business risks of enterprises that may be comparable.

561. In Step 2 the reliability of the available material should be
carefully evaluated to ensure it is capable of being used in practical
manner. In Step 3 it will actually be used to extend and refine the
functional analysis by making comparisons between the relevant
dealings of the associated enterprises and those of the uncontrolled
enterprises.

The selective acquisition of further data to clarify the important
value adding activities of the taxpayers

562. The information initially collected may include data that enable
the calculation of gross profit ratios or ratio of gross income to
operating expenses, or it may include market share data, etc. This
might be sufficient to identify whether the taxpayer's case raises
transfer pricing issues, and perhaps whether issues arise in relation to
items above or below the gross profit line. However, in order to
evaluate the proper return for the economically significant functions,
assets and risks, other data may need to be collected to identify
problem areas more clearly.

563. The data to be collected may be important in evaluating the role
of intangible assets used in the business. For example, the
distribution/reseller network utilised by an importer may be essential
in creating and realising the value from a particular product. If the
particular methodology being considered necessitates an evaluation of
the proper return on such intangible assets, then the nature of the data
to be collected will be different from that needed to do a comparison
of financial ratios.

564. The collection of further data should be done on a selective basis
to identify the important value adding activities of the enterprise and
to get a good sense of their relevant importance to the taxpayer's
income earning activities. This will facilitate comparisons with arm's
length parties or to evaluate the appropriateness of profit splits. It is
also important to assess the reliability of the data and to ensure that it



Draft Taxation Ruling

TR 95/D22

FOI status: draft only - for comment page 161 of 184

is sufficient to allow the practical application of the methodology
selected.

Fundamental questions to address when selecting a methodology

565. Based on the type of information and documentation available,
the taxpayer and/or the ATO need to decide which of the arm's length
methodologies is the most appropriate for its business. Further, it will
be important to be able to show how the application of the selected
methodology or methodologies is able to quantify an arm's length
outcome for the taxpayer's cross-border dealings with associated
enterprises.

566. The information obtained from Step 1 can assist with the:

(a) determination of comparability when transactional
methodologies are appropriate; and/or

(b) determination of comparability between enterprises when
methodologies using profit comparison are appropriate;
and/or

(c) allocation of the consideration between the enterprises
when a profit split or other apportionment methodology is
appropriate.

567. In some cases the taxpayer or the ATO may select more than one
appropriate methodology in order to either encompass the full range of
its international dealings with associated enterprises or to obtain
greater certainty that the primary method selected in fact produces
reliable arm's length results.

568. In some circumstances it may be possible to apply a particular
method to only part of the relevant dealings of a taxpayer. In this
situation care will be needed to ensure the methodology is being
legitimately applied. Sometimes an enterprise can have a mix of
methods successfully applied to its dealings. However,
'cherrypicking', the selective application of a methodology to a limited
range of dealings, can produce commercially absurd outcomes. In
some situation it may be necessary ultimately to select a different
method (or mix of methods) in preference because it has a wider
application and produces a closer approximation of an arm's length
result for all of the international dealings with associated enterprises.
For example, it may be possible to determine an arm's length
consideration for some of the taxpayer's dealings with associated
enterprises by using an analysis of uncontrolled dealings of third
parties. However, an application of this methodology to only some of
those products or services may produce a commercially unrealistic
outcome due to the existence of other dealings with associated
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enterprises for which an arm's length consideration cannot easily be
determined. This may be due to the uniqueness of the products or
services or the presence of intangibles. Where this occurs it could
raise a serious question as to whether the initial analysis in fact
produced an accurate comparable. To gain assurance that the arm's
length principle is consistently applied across all the relevant
international dealings between associated enterprises it may be more
appropriate in these circumstances to apply a different methodology
(or mix of methods) to the relevant part or the whole entity rather than
adjusting the price or profit margin on only some of the enterprise's
products or services.

Step 3 application of the methodology or methodologies

569. By the completion of Step 2, the taxpayer will have documented
and examined the international dealings between the associated
enterprises, collected relevant internal and external data, and
undertaken a preliminary functional analysis of the enterprise or
enterprises engaged in the international dealings, or of the
comparables. Based on this information the taxpayer would have
selected a methodology or methodologies most appropriate to the facts
and circumstances of the dealings.

570. In Step 3 the taxpayer or the ATO will need to apply the chosen
methodology using the information that has now been identified. This
should be done in a way that tests the appropriateness of the selected
methodology or methodologies and confirms its suitability. If this
cannot be confirmed the taxpayer or the ATO will need to consider
other methodologies, either alone or as a support for the method(s)
initially selected.

571. For example, if the taxpayer have selected a methodology that
involves the use of data derived using comparable uncontrolled
transactions, then an analysis might need to be prepared to
demonstrate how these transactions are comparable to the transactions
the taxpayer has with associated enterprises. This might involve a
discussion of the comparability in terms of the functions, assets, risks
of the entities undertaking the comparable uncontrolled transactions,
the comparability of the contractual arrangements, and the similarities
of the market and economic conditions. If the taxpayer has selected a
profit split methodology, then the functional analysis should be used to
demonstrate the relative economic and other contributions of the
parties to the dealings.
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Different methodologies use functional analysis in different ways

572. The chart on the following page shows how the functional
analysis may be used differently depending upon the methodology that
is used.
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A functional analysis is used differently with each methodology.

Are accurate comparables available,

either
from internal or external sources?
Yes
N No
. L . o
Can transactional comparability be established on Can comparability be obtained with increased No
price, gross margin or net margin ? — aggregation of dealings?
Yes - -
Can matter be resolved using profit
split methods?
What functional analysis compares, when using the following
methods.
1. Comparable Uncontrolled Price Method. The functional analysis Yes
compares third party dealings to the dealings between the associated Yes
enterprises in terms of the product characteristics, and the market No
characteristics. The existence of special conditions* may need to be A - X
considered. Profit Split Method. Functional
analysis is directed at identifying
2. Resale Price Method. The functional analysis compares the dealings and establishing the relative
between associated enterprises to third party dealings in terms of the . . .
functions performed (taking into account assets and risks assumed) and |mporta|_'10e of the contributions of
the margins obtained. Product similarity should be considered and also the the parties. v
existence of any special conditions*.
3. Cost Plus Method. The functional analysis compares the dealings Other approaches used. Use and
between associated enterprises to the third party dealings in terms of the scopeof any functional analysis to
likely type of costs incurred and the margins to be obtained in the light of v be determined on the facts.
the functions performed and the market conditions. The existence of

special conditions* may need to be considered. Use a similar appproach to
4. Profit Comparison Method. The functional analysis compares the < | the transactional methods
functions (taking into account the assts used and risks assumed) in but the functional analysis
associated enterprise dealings with third party dealings and the net has a broader focus.
margins that are obtained. Industry and product similarity should be
considered as well as the existence of special conditions*.

*Special conditions would include factors bearing on
comparability such as the economic circumstances and
the business strategies that have been adopted.
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573. The preliminary functional analysis that was prepared to select a
methodology can now be extended. If a comparability methodology
involving external benchmarking with independent enterprises is
being used, the functional analysis assists in determining the
comparability of the dealings or the enterprise with uncontrolled
dealings undertaken by the independent parties. It is not necessary to
value the functions, assets and risks of each of the enterprises since the
main intention is to establish the degree of comparability. However, it
is essential to ensure that where there are differences in the
significance of the functions, assets and risks to each of the businesses
that these differences are taken into account.

574. For example, two enterprises may appear to be comparable when
a listing of the functions, assets and risks is compiled. Both
enterprises may undertake product innovation activities and marketing
and distribution activities. For one of the enterprises product
innovation activities may be more critical for maintaining the
competitive position of the business, while for the other company
marketing and distribution activities may be more important. While
the broad functions of the enterprises may appear to be similar, in fact
the economic importance of some of the functions may differ
substantially. This needs to be taken into account when an analysis of
comparability is undertaken.

575. 1If an apportionment methodology, such as a profit split, is being
used, it is also not essential to value each of the functions, assets and
risks. The intention of an apportionment methodology is to establish
the relative importance of the functions, assets and risks of the parties
to the international dealings so that an arm's length apportionment of
the consideration in the dealings (such as a profit split) can be
undertaken.

576. Some of the functions, assets and risks may be shared between
associated enterprises engaged in the international dealings. For
example, research and development may be undertaken by both parties
in a cost contribution basis. It will be necessary to recognise that the
return to the research and development activity is not the sole property
of one of the parties, and will need to be split in accordance with the
relative contributions of each of the parties.

577. The functional analysis can be performed with varying levels of
detail and can serve a variety of purposes. The analysis may be
applied on a product or divisional basis for individual transactions, or
it could be applied up to a corporate group basis. The scope of the
analysis will be determined by the nature, value and complexity of the
matters covered by international dealings and the nature of taxpayer's
business activities, including the strategies which the enterprise
pursues and the features of its products or services. It is difficult to set
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out guidelines here that are suitable for every possible type of
enterprise. However, as has been noted, the material that is produced
can be of assistance to an enterprise in developing documentation to
support its views.

578. 1t is often important in evaluating the relative significance of the
functions to analyse the staffing of the enterprise. Experienced and
highly trained staff may be an important intangible asset of the
company, and these staff may be undertaking essential functions
which are generating considerable value added. Data on staff levels,
experience, educational qualifications, remuneration, performance
evaluation and duties may be collected, and information obtained from
key operational staff will often be required. The type of staff and their
duties and skills may also be a reliable guide to the nature and type of
the activities that the taxpayer undertakes.

579. Considerable data may have been collected by the taxpayer or its
advisers from both internal and external sources. This data may
extend over a number of years. The data would need to be organised
in such a way as to demonstrate, for example, how economic and
business cycles have impacted on the business in the past. However,
some of this data may involve projections of profit splits or outcomes
from dealings. This data would need to be gathered and organised in
such a way as to demonstrate how the projections are consistent with
what an arm's length party might obtain.

The organisation and refinement of data

580. Some of the data may need to be refined or adjusted to improve
comparability. This may be particularly important in those cases
where the enterprise is engaged in strategies (special conditions)
which affect the arm's length consideration. Some of the data may be
incomplete, and some of the data may be irrelevant to determining an
arm's length outcome. It is possible that further more detailed data
may need to be collected at this stage to supplement the functional
analysis. In practice, there may be gaps in the available data which
necessitate further enquiries of the type already conducted. It is
possible that in some circumstances the practical implementation of
the methodology may prove to be highly problematical. In this
situation the selection of the particular methodology may need to be
reconsidered and its reliability considered against the reliability of
other methods that could be applied on the available data.

581. The taxpayer may also find it useful to attempt to check the
results from one methodological approach against the results of
another methodology if sufficient reliable data is available. For
example, depending upon the reliability achieved, the outcome from a
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cost plus methodology may need to be checked against the results
from a profit split or a method which uses profit comparisons.

582. Clearly the extent of analysis at this stage will vary depending
on a range of factors, such as data availability, the extent and level of
the international dealings and their importance to the enterprise's
business. The methodology selected must be capable of practical
application and must produce a result that is a reasonable
approximation of what would result if the dealings were undertaken on
an arm's length basis.

583. At this point, the data may suggest that there is a range of
possible arm's length outcomes that might be benchmarks for the
dealings. If this is the case, the taxpayer or its advisers will need to
evaluate and refine the data to create an appropriate range that it
believes reflects the range of outcomes that might reasonably be
expected to occur if the dealings were undertaken on an arm's length
basis.

Step 4 arriving at the arm's length consideration and introducing
processes to support the chosen method(s)

584. The taxpayer will be required to demonstrate how the
methodology used actually produces an arm's length outcome for the
dealings between the associates. That is, the enterprise will be
required to show how the data has been used in the application of the
chosen methodology to determine the arm’s length result. When this
step is completed, there should be sufficient documentation and
reasoning to explain how the outcome is consistent with what arm's
length parties would have achieved.

585. In this step, the taxpayer will need to apply the data to the actual
dealings to demonstrate how the outcomes conforms to the arm's
length principle. This would be the way the ATO would check the
taxpayer's dealings. How well this application can be done of course
is highly dependent on the availability of relevant data, its reliability
and the available documentation, either internal or external. If data
availability is a problem, arguments will need to be developed to
support the results achieved from the analysis, and a more indirect
measurement methodology possibly may be needed.

The application of the methodology will always require the exercise
of judgment

586. The process to date can deliver to the taxpayer an objective,
documented and considered review of the available material and
possible choices for arriving at an arm's length outcome. The
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determination of the arm's length consideration can now be made.
This may be reasonably straightforward where the methodology has
produced a high level of comparability - though judgment is still
required -or it may require a greater degree of judgment where there is
a range of results or a choice of answers is needed. The earlier
discussion on the nature of the arm's length principle highlighted some
of the practical problems in its application which may now be evident.
Nevertheless, the evidencing of the imprecision involved in the
application of the arm's length principle should assist in reducing the
risk of a taxpayer's adopting a non-arm's length consideration in its
international dealings.

Taxpayers need to institute systems and processes to support their
chosen methodologies

587. The ongoing reliability of a taxpayer's transfer pricing method(s)
will depend on whether the necessary systems and procedures are put
in place to collect the relevant data and ensure the proper analysis for
tax purposes.

The selection or application of the methodology needs review if there
is a material change in the factors that were used to establish the
methodology or the arm's length result or it produces a
commercially unrealistic result

588. Where a methodology is being used on a continuing basis, the
choice of methodology that has been made and the data that are used
to establish the consideration need to remain valid. The methodology
and the data can become outdated and unreliable if there are material
changes in the business or if the data available to apply the
methodology change. For example, data on comparable dealings may
cease to be available or better sources of data may be found.

589. The process of selection and application of a methodology is a
dynamic exercise. How long a process or a method arising from the
process remains appropriate before it ceases to give an accurate
outcome will depend upon the nature and extent of the changes that
occur to the factors that were initially taken into account.

590. To ensure that the processes, methods and data used continue to
be appropriate, the taxpayer should incorporate reviews of these
matters into its internal procedures. Factors which may influence such
areview are discussed in more detail in TR 95/D23.

591. Even where a methodology is first selected and applied, the
results should be checked to ensure that they are commercially
realistic having regard to the taxpayer's facts and circumstances.
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Where there is some doubt about the reliability of the outcome the
earlier steps in the four step process should be revisited and the results
checked against other approaches/indicators that may be available. It
will be necessary to consider the relative reliability of another
methodology using the known information. If this is not possible or
practicable, the taxpayer should consider an APA with the ATO.
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593. Appendix 1

Appendix to Statement of Auditing Practice AUP
34 Knowledge of the Entity - Matters to Consider

The Appendix to Statement of Auditing Practice AUP
34 is reproduced below with the consent of the
Australian Society of Certified Practising Accountants
and The Institute of Chartered Accountants in
Australia, joint owners/licensees of copyright in the
statements.

Knowledge of the Entity - Matters to Consider

This list is provided for illustrative purposes only and
covers a broad range of matters applicable to many
engagements, however, not all matters will be relevant
to every engagement and the listing is not necessarily
complete.

General economic factors

(a) general level of economic activity (for example, recession,
growth),;

(b) interest rates and availability of financing;
(c) inflation, currency revaluation;
(d)  government policies:

(i)  monetary;

(ii)  fiscal;

(iii) taxation - corporate and other financial incentives (for
example, government aid programs);

(e)  foreign currency rates and controls.
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The industry - important conditions affecting the entity

(a) Cyclical or seasonal activity,

(b)  Changes in product technology;,

(c)  Business risk (for example high technology, high fashion, ease
of entry for competition),

(d) Declining or expanding operations;

(e)  Adverse conditions (for example declining demand, excess
capacity, serious price competition),;

(f) Key ratios and operating statistics,

(g) Specific accounting practices and problems;

(h)  Environmental requirements and problems;

(i)  Regulatory framework;

()  Energy supply and cost;

(k)  Specific or unique practices (for example relating to labour
contracts, finance methods, accounting methods).

The entity

Management and ownership - important characteristics:

(a) Corporate structure - private, public, government (including any
recent or planned changes);

(b)  Beneficial owners and related parties (for example, local,
foreign, business reputation and experience);

(c) Dominance by one individual,;

(d) Capital structure (including any recent or planned changes),

(e)  Organisational structure;

(f) Management objectives, philosophy, strategic plans;

(g) Acquisitions, mergers or disposals of business activities
(planned or recently executed),

(h)  Source and methods of financing (current, historical),

(i)  Board of directors:

(i)  composition;
(ii)  business reputation and experience of individuals;

(iii) independence from and control over operating
management;

(iv) frequency of meetings,
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(v)  existence of audit committee and if so, scope of activities,

(vi) existence of policy on corporate conduct;

(vii) changes in professional advisers (for example, outside
legal counsel),

(i)  Operating management:
(i)  experience and reputation;
(i)  turnover;

(iii) key financial personnel and their status in the
organisation, staffing of accounting department,

(iv) incentive or bonus plans as part of remuneration (for
example, based on profit),

(v)  uses of forecasts and budgets;

(vi) pressures on management (for example, overextended,
support for share price, unreasonable deadlines for
announcing results;

(vii) management information systems;
(k)  Internal audit function (existence, quality),

()  Attitude to internal control structure.

The entity's business - products, markets, suppliers, expenses,
operations

(a) Nature of business(es) (for example, manufacturer, wholesaler,

financial services, import/export);
(b)  Location of production facilities, warehouses, offices;

(c) Employment (for example, by location, supply, wage levels,
union contracts, superannuation commitments, government
regulations);

(d)  Products or services and markets (for example, major customers

and contracts, terms of payment, profit margins, market share,
competitors, exports, pricing policies, reputation of products,
warranties, order book, trends, marketing strategy and
objectives, manufacturing processes),

(e) Important suppliers of goods and services (for example
long-term contracts, stability of supply, terms of payment,
imports, methods of delivery such as 'just in time');

(f)  Inventories (for example, locations, quantities),

(¢) Franchises, licences, patents,
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(h)  Important expense categories;
(i)  Research and development;

(j)  Foreign currency assets, liabilities and transactions by currency
hedging;

(k) Legislation and regulation that significantly affect the entity (for
example, environmental);

(1)  Use of information technology and plans to change,

(m) Debt structure, including covenants and restrictions.

Financial performance - factors concerning the entity's financial
condition and profitability

(a) Key ratios and operating statistics,

(b) Trends.

Reporting environment - external influences which affect
management in the preparation of the financial report

(a) Legislation,

(b)  Regulatory environment and requirements;

(c) Taxation;

(d) Measurement and disclosure issues peculiar to the entity,
(e)  Audit reporting requirements;

(f)  Users of the financial report.
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594. Appendix 2

Flexible Profit Split Methodology

The aim of a profit split is to allocate the combined profit from
international dealings between related parties in a manner which
reflects the arm's length principle. The ratio of any split should be
determined after considering the contribution by each party to the
combined profit, taking into account the functions performed, assets
used and risks assumed by each.

However, the reality of modern business is that companies,
particularly in high technology industries, are affected by changing
markets and this results in changing contributions of parties to the
combined profit. As a consequence, patterns of profitability will often
vary from year to year.

Arm's length parties, faced with the prospect of changing contributions
of functions, assets and risks in their dealings, would normally seek to
renegotiate the terms of any agreement to reflect those changes.
Likewise, profit splits for related party dealings should change to
reflect the differing contributions by the parties.

An international agreement between related parties which attempts to
obtain an arm's length result through the use of a profit split will face
the prospect of regularly reviewing the profit split to take into account
changing market conditions (and changing contributions of functions,
assets and risks). However, it may be possible to construct a profit
split mechanism, which is based on specific assumptions and
parameters, to reflect changes in markets and patterns of profitability
so that it automatically adjusts the profit split between the parties to
reflect an arm's length result.

This concept is best explained by an example and the following
examines a flexible profit split based on a contribution analysis.
However, it is equally possible to apply the concept to a residual profit
split.

Background to example

The example considers the situation of a non-resident manufacturer of
high technology equipment and its wholly owned Australian
subsidiary which imports and distributes its products. The example is
viewed from the aspect of the Australian company and looks to
allocate that portion of the total combined profit that represents an
arm's length return for the Australian operations. Combined profit for
the multinational enterprise in this example is considered to be the
profit arising from the commencement of the manufacturing process
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by the foreign manufacturer until the finished product is sold to an
arm's length party by the Australian distributor.

Profits within supply/distribution channels are not constant over time.
The roles of supplier and distributor change, reflecting the current
stage in evolution of the industry, the market strategies adopted and
the impact of new technology. It is therefore necessary to establish
indicators of the market environment which reflect the evolutionary
stage of the market and the impact of innovative technology. These
factors are instrumental in determining the relative contribution of the
channel participants.

Two factors capture the dynamics and uncertainty in channel
contribution. The first is market growth rate which is a direct
reflection of the stage of industry evolution and the second is
combined gross margin which is a concept related to trade margin, but
in this instance is defined as the difference between production cost
and distributor sale price.

As competition intensifies it can be expected that combined gross
margin will come under increasing pressure. Technological
innovation that moves the enterprise to a new growth phase should
widen combined margins and lift sales growth. These two variables
then serve as indicators, reflecting the stage of industry evolution and
intensity of competition. Both factors are important in determining the
relative power and thus contribution of the distributor and the
manufacturer in a distribution channel.

A profit split model is contained at Table A and it identifies four
scenarios which set out a pattern of high technology industry
evolution. The next step is to determine the profit split for each
scenario and this depends on the functions undertaken, assets used and
risks assumed by each party.

A low profit split to the distributor would arise when risk and/or
expertise and innovation are of little or no importance to the
distributor and where the distributor had no significant interest in any
intangible asset arising from the long term, but unrewarded, market
development or other expenditure. This situation is reflected in Phase
B of the profit split matrix.

A high profit split to the distributor would be justified where the
distributor carried a wide range of commercial risks and/or was
responsible for a highly creative and successful innovation in
marketing and /or had contributed significantly over time to the
development of relevant marketing intangibles. This situation is
reflected in Phase D of the profit split matrix.

Phases A and C of the profit split matrix represent situations between
the above cases, where the contributions to total functions, assets and
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risks for the channel are more evenly divided between the
manufacturer and distributor, and this results in a mid range profit split
to the distributor.

To practically implement the flexible profit split, it is necessary to
determine benchmark rates for both combined margin and sales
growth to ascertain parameters for the various phases. Actual profit
split rates for each phase will also need to be determined and these
should reflect contributions by each party to combined profits for each
phase.

It is then a matter of ascertaining from the results for any particular
period as to which phase of the matrix is appropriate and the resulting
profit split.

Example

Foreignco is a non-resident manufacturer of high technology
equipment and Ausco is its wholly owned Australian subsidiary which
imports and distributes Foreignco's products. In implementing a
transfer pricing policy for the products, Foreignco and Ausco have
determined that the only feasible method to ascertain an arm's length
result for their dealings is by using a profit split based on a
contribution analysis.

Foreignco and Ausco use the profit split matrix at Table 1 to construct
their own model, and determine that the parameters should reflect the
following:

(1) combined gross margin of 30% of sales represents the
norm and margins above 30% represent an increase in
combined gross margin while margins below 30%
represent a decrease in combined gross margin; and

(2)  Ausco normally achieves an annual increase in sales of
20% and increases above 20% represent high sales growth
while increases below 20% represent low sales growth.

Foreignco and Ausco also calculate that an arm's length result for each
of the four phases is obtained for Ausco by using the following profit
split rates:

Phase A 33%
Phase B 25%
Phase C 33%
Phase D 50%.
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These rates are based on benchmark information the company was
able to obtain and its experience and knowledge of conditions and
practices in the industry.

The above parameters are then implemented into the model to create
the flexible profit split matrix at Table 2.

For the first year, a combined gross margin of 27% was achieved and
Ausco achieved sales growth of 23%. This placed Ausco in Phase C
of the matrix, resulting in a split of combined profits of 67% to
Foreignco and 33% to Ausco.

In the second year, a combined gross margin of 18% was achieved and
Ausco achieved sales growth of 14%. This placed Ausco in Phase D
of the matrix, resulting in a split of combined profits of 50% to
Foreignco and 50% to Ausco.

The model may continue to be used by Foreignco and Ausco, subject
to any changes to the parameters used that are necessary achieve an
arm's length result.
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TABLE 1 FLEXIBLE PROFIT SPLIT MATRIX

Low Growth High Growth
Increasing gross Phase A Phase B
margin Slow, steady acceptance of | Rapid acceptance of
innovative technology. innovative technology.
Emphasis on simple order
taking.
Mid-range profit split to L.O Wer range profit split to
o distributor.
distributor.
Decreasing gross | Phase D Phase C
margin Technology less successful or [ Technology accepted widely
rapidly matched; intense but requires strong service
competition; segmentation support; emphasis on brand
essential of target marketing; | marketing; distributor plays
heavy marketing emphasis; essential role in value
dominant distributor adding.
function.

Higher range profit split to

distributor. Mid-range profit split to

distributor.
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TABLE 2 FLEXIBLE PROFIT SPLIT MATRIX FOR AUSCO

Low Growth

High Growth

Increasing gross
margin

Gross margin in
excess of 30%

Phase A

Slow, steady acceptance of
innovative technology.

339% profit split to Ausco.

Phase B

Rapid acceptance of
innovative technology.

Emphasis on simple order
taking.

25% profit split to Ausco.

Decreasing gross
margin

Gross margin
below 30%

Phase D

Technology less successful or
rapidly matched; intense
competition; segmentation
essential of target marketing;
heavy marketing emphasis;
dominant distributor function.

50% profit split to Ausco.

Phase C

Technology accepted
widely but requires strong
service support; emphasis
on brand marketing;
distributor plays essential
role in value adding.

339% profit split to Ausco.

Your comments

595. If you wish to comment on this Draft Ruling, please send your
comments by Friday 22 December 1995 to:

Contact Officer:
Telephone:
Facsimile:

Address:

Keith Johnson
(02) 374 5094
(02) 374 5986

Australian Taxation Office

P O Box 9990

Chatswood NSW 2057
Attention: Mr Keith Johnson
International Tax Division.
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596. Wherever possible, comments should include a reference to the
specific paragraph to which the comments relate. Comments intended
to express an alternative view to that expressed in the Draft Ruling
should also include the reasoning upon which such view was formed -
to enable the matter to be considered in detail.

Commissioner of Taxation
29 September 1995
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