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Draft Taxation Ruling

Income tax: international transfer pricing -
practical issues associated with setting,
reviewing and documenting transfer pricing -
application of Division 13 of Part III
(international profit shifting) and Australia's
comprehensive double taxation agreements

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 person/arrangement

1. This Ruling provides guidelines on the application of certain
concepts outlined in Taxation Ruling TR 94/14 (Income tax:
application of Division 13 of Part Il (international profit shifting))
and in Australia's comprehensive double tax agreements (‘Australia's
DTAs'") which have been included as schedules to the International
Tax Agreements Act 1953 relating to international transfer pricing. It
does not deal with matters explained in detail in TR 94/14 and in TR
92/11.

2. This Ruling is divided into two parts. Part 1 focuses principally
on:

(a) reasons why taxpayers should keep contemporaneous
documentation showing that prices used in their
international dealings with associated enterprises are
arm's length for tax purposes;

(b) the documentation issues that arise for taxpayers in
selecting and applying the most appropriate transfer
pricing methodology for ascertaining the arm's length
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consideration of their international dealings with
associated enterprises for tax purposes;

(©) how the Australian Taxation Office ('ATQO') reviews
any processes implemented by taxpayers and the
resulting transfer prices to check compliance with the
arm's length principle; and

(d) access to information by the ATO and taxpayers.

3. Part 2 discusses a number of specific topics in international
transfer pricing which may present difficulties for taxpayers and the
ATO alike. These are as follows:

(a) considerations when sustained losses are being
incurred;

(b) market penetration strategies;

(©) marginal costing;

(d) the use and relevance of global price lists;
(e) set-off arrangements; and

) safe harbours.

4.  This Ruling should be read having regard to the principles in TR
95/D22 (Income tax: using arm's length transfer pricing
methodologies in international dealings between associated
enterprises).

5. This Ruling is generally stated in relation to dealings between
separate legal entities, with a particular focus on dealings between
companies. Certain documentation issues which arise in dealings
between different parts of the same legal entity (e.g., the allocation of
income and expenses for permanent establishments) are not
specifically dealt with in this Ruling and reference should be made in
this regard to TR 95/D11 (Income tax: application of Division 13 of
Part 111 (international profit shifting) - basic concepts underlying the
operation of Division 13 for permanent establishments and
circumstances in which subsection 136AE(4) will be applied).
However, more general issues such as statutory requirements to keep
documentation, documenting the selection and application of
particular arm's length methodologies, and the description of a four
step process for setting transfer prices addressed in this Ruling also
have application to dealings between different parts of the same legal
entity.

6.  While the main focus of the Ruling is in respect of companies,
the same principles apply where individuals, partnerships and trusts
engage in dealings with separate legal entities.
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7.  Where the word 'associate' or the expression 'associated
enterprises' have been used in the Ruling, this has been done for ease
of explanation and should not be interpreted as implying that Division
13 of Part III of the Income Tax Assessment Act 1936 ('Division 13")
cannot be applied unless companies are associated in some way, or
that these terms in some way limit the operation of the Associated
Enterprises Articles of Australia's DTAs (also see paragraphs 273 -
302 of TR 94/14).

8.  Similarly the expressions 'dealings' and 'goods or services' have
been selected to encompass all of the notions of trade, investment,
finance and exchange to which the arm's length provisions of the tax
laws refer. This includes the reference in the Associated Enterprises
Articles of Australia's DTAs to the conditions that operate between the
two enterprises in their commercial or financial relations, and also the
concept contained in Division 13 of property supplied or acquired
under an international agreement (paragraphs 214 - 272 of TR 94/14).

9.  The term 'international profit shifting' is used in its broadest
sense to cover arrangements that have the effect of denying Australia
its fair share of tax (also see paragraph 154 of TR 94/14).

10. A glossary of terms commonly used in this Ruling is provided at
paragraphs 588 - 617.

11. In providing these guidelines, there is no intention of laying
down any conditions to restrict officers in the exercise of any
discretion. Each case must be decided on its merits.

Date of effect

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

Ruling

PART ONE

Introduction

13. Taxpayers should assess their need to keep documentation to
show compliance with the arm's length principle in relation to their
international dealings with associated enterprises on the same prudent
business management principles that would govern the process of
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evaluating a business decision of a similar level of complexity and
importance (paragraphs 154 and 294).

14. Application of prudent business management principles will
require the taxpayer to prepare or refer to written materials that could
serve as documentation of the efforts undertaken to comply with the
arm's length principle, including the information on which the transfer
pricing was based, the factors taken into account, and the method
selected (paragraphs 156 and 294).

15. The arm's length principle imposes requirements on associated
enterprises that would not be required of independent enterprises
dealing at arm's length. Some documents that might reasonably be
used or relied upon in determining arm's length transfer pricing for tax
purposes may be of the type that would not have been prepared or
obtained other than for tax purposes, including the obtaining of
documents from foreign associated enterprises (paragraphs 155 and
288).

16. The keeping of sufficient and relevant contemporaneous
documentation will assist taxpayers in lodging correct tax returns
(paragraph 156).

Reasons for keeping documentation

17. Taxpayers should create and keep contemporaneous
documentation recording the application of the arm's length principle
in setting the prices or the terms of their international dealings with
associated enterprises for tax purposes because:

(a) there are statutory requirements to keep documentation
(paragraphs 162 to 175);

(b) higher penalties may apply where taxpayers have not
taken reasonable care or do not have a reasonably
arguable position (paragraphs 176 to 184);

(©) the burden of proof rests with taxpayers in the event of
disputation (paragraphs 185 to 190); and

(d) commercial reasons compel the maintenance of
documentation (paragraphs 191 to 199).

Statutory requirements to keep documentation

18. Division 13 and Australia's DTAs together with the record
keeping requirements of section 262A of the Income Tax Assessment
Act 1936 ('the ITAA') and the associated penalty provisions contained
in section 225 of the ITAA are seen as a legislative code which
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imposes an indirect obligation on taxpayers to give consideration to
the arm's length principle in setting transfer prices in their
international dealings with associated enterprises and to adequately
document that consideration (paragraphs 162, 168, 170, 173 and
200).

19. Section 262A imposes obligations on taxpayers to retain records
created in the process of setting and reviewing transfer prices
(paragraph 168).

20. In determining the amount of costs for the purpose of applying
the cost plus method or the relevant expenses incurred for the purpose
of applying a profit split or profit comparison method, section 262A
would require documenting the basis of the calculation used to explain
the figure for costs or the relevant expenses for the profit split methods
(paragraph 168).

21. In determining the combined profit for the purposes of applying
a profit split method or the net profit for the purposes of applying a
profit comparison method, an explanation of the basis used for
determining the relevant revenue and expenditure items leading to the
amounts for combined profit or net profit would need to be recorded
and kept (paragraph 169).

22. Subsection 262A(2) requires taxpayers, when allocating indirect
costs between controlled transactions and other transactions entered
into by the taxpayer for the purpose of applying an arm's length
methodology, to keep documents explaining the allocation basis used
(paragraph 169).

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

23. A taxpayer which has engaged in international transactions with
an associated enterprise during a year of income is required to
complete a Schedule 25A pursuant to Regulation 15 of the Income
Tax Regulations and lodge it with its income tax return. The
information required to be provided in the Schedule 25A, from the
1995 year of income onwards, also imposes obligations on a taxpayer
to consider whether the outcomes of its dealings with associated
enterprises have been reported on an arm's length basis for tax
purposes (paragraphs 174 and 175).

Higher penalties may apply where taxpayers have not taken
reasonable care or do not have a reasonably arguable position

24. The existence of adequate documentation would be an important
indicator of reasonable care on the part of a taxpayer and would be a
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mitigating circumstance when considering what (if any) level of
penalty should be imposed in the event of a transfer pricing
adjustment. Conversely, the lack of adequate documentation will be
taken by the ATO as demonstrating an absence of reasonable care and
in some cases may lead to the conclusion that the taxpayer was
reckless for the purposes of section 226H of the ITAA (paragraph
176).

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

25. In order to discharge the burden of proof under sections 14ZZK
and 14ZZ0 of the Taxation Administration Act 1953 the taxpayer
needs to show not only that the Commissioner's assessment was made
on a wrong basis but also to show what correction should be made to
make it right or more nearly right (paragraphs 187 and 188).

Commercial reasons compelling the maintenance of documentation

26. Where taxpayers have kept adequate documentation and
voluntarily produce such documents to the ATO to enable an informed
decision to be made on the taxpayer's processes and procedures, the
likelihood of extensive enquiries and adjustments by the ATO will be
diminished (paragraph 192).

27. A lack of sufficient and relevant contemporaneous
documentation will, in the first instance, increase the risk of an ATO
audit and, in the second instance, increase the risk of a transfer pricing
adjustment and the risk of culpability penalties being imposed
(paragraph 194).

28. It will be more difficult for taxpayers to convince the ATO that
their associated enterprise dealings were priced on an arm's length
basis where after the event analyses are relied upon. The ATO will
regard contemporaneous documentation as more reliable than a
subsequent review (paragraph 199).
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The need to keep 'contemporaneous documentation' for
international transfer pricing between associated enterprises

29. 'Contemporaneous documentation' means books, records,
studies, analyses, conclusions and other written material, existing or
brought into existence at the time the taxpayer was developing or
implementing any arrangement, that might raise transfer pricing issues
and which record the information relevant to transfer pricing decisions
(paragraph 203).

30. Itis expected that taxpayers will have carried out an analysis in
accordance with the arm's length principle at the time of setting their
prices or engaging in dealings that raise transfer pricing issues. Where
transactions with associated enterprises have not been conducted on an
arm's length basis, it is expected that consideration would be given to
the appropriate prices for income tax purposes at the time the dealing
is being contemplated or at the time the transaction is entered into and
that the necessary documentation is created at this time also
(paragraph 205 and 206).

31. In most cases relevant documentation will not need to be
produced to the ATO until the time of a transfer pricing review.
Where information is required from taxpayers at the time of lodgment
of tax returns in relation to international dealings with associated
enterprises, this will be restricted to the minimum necessary to make a
reasonable assessment of which taxpayers ought to be the subject of
further examination (paragraphs 209 and 210).

How the ATO reviews the processes used by taxpayers for setting
and reviewing transfer prices

32. The initial stage of an ATO transfer pricing review concentrates
on an appraisal of a taxpayer's processes and documentation in order
to determine the level of risk to the revenue. In certain cases this will
proceed to the next stage where an audit of the taxpayer's pricing
outcomes will be undertaken with the real prospect of a transfer
pricing adjustment being made by the ATO in cases of understatement
of tax (paragraphs 212 to 214).

The risk of a transfer pricing audit

33.  ATO resources on transfer pricing cases will be allocated on the
basis of the perceived risk of taxpayer non-compliance with the arm's
length principle. Taxpayers are generally grouped by the ATO
according to a number of broad risk categories. Taxpayers should
assess their needs and consider the level of certainty they wish to
achieve having regard to the impact of international dealings with
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associated enterprises on their overall business and other relevant
factors. This assessment will determine the level of risk to which the
taxpayer is prepared to be exposed (paragraphs 225 to 238).

Documenting a process for setting international transfer prices

34. Taxpayers who have developed and implemented a thorough
process for setting their transfer prices between associated enterprises
are less likely to find themselves exposed to transfer pricing
adjustments. The standard of an enterprise's pricing policies and
processes is relevant in three ways. First, it is relevant to the decision
as to whether an ATO review proceeds beyond an examination of
process. Second, it is relevant to the size of any adjustment to the
consideration or profit returned if such an adjustment is found to be
necessary. Third, it is relevant to the imposition and size of any
penalty (paragraphs 240 to 242).

Step 1:  understand the cross-border dealings between associated
enterprises in the context of the business

35. This requires the adequate documentation of the analysis
undertaken to obtain a broad understanding of the enterprise and the
business it conducts. Adequate documentation of the preliminary
steps taken to analyse the functions undertaken, assets utilised and
risks borne by the business in relation to the controlled dealings
should also be prepared during this step. This step requires the
adequate documentation of the functional analysis of the enterprise,
which is mainly carried out at this time. This analysis should be
retained by the taxpayer indefinitely (paragraphs 244 to 256).

36. A detailed analysis may not be required in every case and needs
may vary subject to the complexity and importance of the associated
enterprise dealings involved. These factors will determine what is
adequate documentation in the facts and circumstances of each case
(paragraphs 257 to 262).

Step 2:  selection of the methodology or methodologies

37. Documentation of the process of selecting the appropriate
pricing methodology or methodologies and the rejection of other
pricing methodologies is required in this step. Documentation of the
preliminary identification and analysis of comparable data should also
be prepared or acquired in this step (paragraphs 263 to 265).
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Step 3:  application of the methodology or methodologies

38. This step requires the adequate documentation of the process
used to identify, analyse and apply comparable data which is
predominantly undertaken during this step. Any documentation
created or acquired in supplementing and extending the functional
analysis in order to ensure proper application of the pricing
methodology or methodologies is also included in this step. In the
case where application of the assessment of comparability suggests
that there is a range of arm's length outcomes, documentation detailing
all of the outcomes in the range and the most appropriate point in the
range selected by the enterprise is required (paragraphs 266 to 268).

Step 4:  determine the arm's length consideration and review the
process if factors change

39. Documentation outlining the application of the company's
functional analysis and comparability study to the determination of the
pricing outcome, is relevant in this step, which is the conclusion of the
processes of analysis and documentation outlined in earlier steps. If
data is available, a review of the pricing outcome to ensure that it is
commercially realistic should be undertaken and documented.
Documentation outlining the performance reports generated by the
enterprise which may be used to verify the arm's length outcome of the
pricing system will be of great assistance (paragraphs 269 to 271).

40. The process of selecting and applying an arm's length
methodology does not end with determination of an arm's length
consideration for the relevant controlled transactions but must, as
appropriate, include ongoing monitoring by the taxpayer of its process
for setting arm's length transfer pricing. Taxpayers should document
their monitoring process and its outcomes (paragraph 273).

41. A detailed review should be undertaken where there has been a
significant change in factors important to the conduct of an enterprise's
business or a shift in the critical assumptions which form the basis for
selection and application of the methodology and appropriate
adjustments should be made to its process as a result of such a review.
The initiation, conduct and outcome of the review must be adequately
documented (paragraph 274).

42. It is not accepted that a taxpayer's process in selecting and
applying a methodology or methodologies does not have to be
monitored or reviewed once it is implemented (paragraphs 272 to
276).
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Revisions or renegotiations of existing arrangements often raise
special documentation issues

43. Where taxpayers revise or renegotiate existing dealings with
associated enterprises documentation should be created and retained to
detail and support:

(a) the terms of the new agreement;

(b) the changed circumstances which have led to the need
for the revision or renegotiation;

(©) the analysis undertaken to support the revised transfer
price or terms of the arrangement including adequate
detail of external benchmarking undertaken and the
pricing methodology used;

(d) the basis on which it is considered that the approach
taken is consistent with what arm's length parties would
have done in the same or similar circumstances

(paragraphs 281 and 282).

Does the taxpayer properly implement its own process in setting
prices and conditions for cross-border transactions?

44. Contemporaneously documented processes would have little
impact on a taxpayer's level of risk if they have not been properly
implemented by the taxpayer. In this regard, as part of the ATO's risk
assessment analysis of a taxpayer, we will be seeking to test any
process established by the enterprise in order to be satisfied that the
process has been properly implemented. Proper implementation by a
taxpayer of its process for the setting of its transfer prices with
associated enterprises for tax purposes would require that the ATO be
able to establish amongst other things that:

(a) the taxpayer has relied on the outcomes generated by
application of its process for the purposes of lodging a
correct tax return;

(b) the taxpayer has applied its process to all its associated
enterprise dealings; and

(©) the taxpayer has undertaken reviews of its process when
these are needed and made appropriate changes as
necessary to its process

(paragraphs 283 and 284).

45. Where processes have not been properly implemented, this will
be a significant factor in the ATO decision to proceed beyond a review
of the taxpayer's processes (paragraph 285).
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Is documentation adequate to support a correct selection and
application of transfer pricing methodologies?

46. The obligations imposed on taxpayers by the law to comply with
the arm's length principle in relation to their international dealings
with associated enterprises mean that records over and above those
kept by the taxpayers in the ordinary course of business will ordinarily
need to be created or obtained in order to satisfy these obligations.
However, the ATO will limit additional documentation requirements
to the minimum necessary to ensure compliance with the arm's length
principle. It is not accepted that documentation to support a correct
selection and application of transfer pricing methodologies is limited
to documents created by the taxpayer in the ordinary course of
business (paragraphs 287 to 291).

47. Documentation to support a correct selection and application of
transfer pricing methodologies in relation to international dealings
between associated enterprises falls into five broad categories:

(a) documents created by the taxpayer in the ordinary
course of transacting its business;

(b) documentation created or obtained to support a study of
the enterprise's significant business functions, business
strategies, the assets utilised in pursuit of that business
and the risks associated with the business activity;

(©) documentation created or acquired to support an
analysis of methodologies available in a particular case
and their relative worth, the process of selection or
rejection of one or more methodologies and the
rationale for that selection or rejection;

(d) documentation created or acquired to support the
application of the methodology to specific or
generalised dealings as they occur and a reasonable
sample checking of results; and

(e) documentation created or acquired in the course of any
review of the taxpayer's process for setting transfer
prices in relation to international dealings between
associated enterprises

(paragraphs 286 and 297).

48. Where taxpayers have not adequately documented the types of
comparability factors which influence pricing and profits in their
particular markets, the ATO will have to undertake an analysis of the
factors which influence prices and profit outcomes in the market in
which the enterprise is operating and form its own view as to what an
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arm's length party might reasonably have been expected to have paid
or received in respect of the relevant dealings (paragraph 298).

Documentation relevant to the application of particular pricing
methodologies

Documentation relevant to applying a Comparable Uncontrolled
Price methodology

49. A Comparable Uncontrolled Price ('CUP') methodology bases its
comparison directly on price and requires that goods or services
transferred be comparable in both controlled and uncontrolled dealings
and that the dealings being compared should have occurred in
comparable circumstances. Taxpayers should document the basis for
comparison including physical features of the property and other
features impacting on comparability. The identification of any
differences that may have a material effect on price and quantification
of the adjustments made in respect of these differences should be
documented. This will be the case whether the CUPs used are in
relation to the taxpayer's dealings with independent enterprises
(internal CUPs) or in relation to dealings between two independent
enterprises (external CUPs) (paragraphs 304 to 311).

50. The proper application of the CUP method requires an analysis
of the functions performed by the parties being compared and this
analysis should be adequately documented. The extent of the analysis
will depend on the relative importance, nature and complexity of the
dealings, its associated terms and conditions and whether the taxpayer
has internal comparables (paragraph 312).

51. The ATO accepts that there will be relatively rare occasions
where it will be sufficient for taxpayers to document the application of
pricing policies rather than each individual transaction. In such a case
the taxpayer would need to document that

(a) the competitor's products were comparable and/or that
differences which could materially affect price were
adjusted for; and

(b) the conditions affecting the dealings, including
contractual terms, market and other key factors were
comparable or material differences, that have a material
effect on price, were identified and adjusted for

(paragraphs 312 to 314).
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Documentation relevant to applying a resale price methodology

52. The resale price ('RP') method focuses on functional
comparability rather than product comparability as is the case with the
CUP method. The RP method therefore relies heavily on a
comparison of functions performed by the enterprise and the
comparable parties (either internal or external comparison). Adequate
documentation of the functional analysis of the enterprise and the
comparability analysis is therefore most important to the application of
this method (paragraph 316).

53. This method also relies heavily on comparison of the gross
margin achieved by the enterprise from associated enterprise dealings
with gross margins from uncontrolled dealings. It is therefore most
important to document any adjustments made to the uncontrolled
margin to improve comparability. The decision making process used
in arriving at the selection of the method should also be documented
(paragraphs 316 to 325).

54. Differences in accounting treatment which have an effect on the
gross profit (or other profit level) to be used as the basis of
comparison between the taxpayer and any potential benchmarks, need
to be reconciled and the basis of such reconciliation adequately
documented (paragraph 321).

55.  Where it is not possible, in applying the RP method, to find
independent enterprises selling comparable property in a comparable
market, the process of selecting the general type of product or
broadening further into other product types should be documented. In
particular, taxpayers need to concentrate their documentation on the
process undertaken to ensure that there is functional comparability
and, where differences occur, make quantifiable adjustments
(paragraph 321).

56. In cases where a taxpayer has adopted a methodology which
adopts a margin which is calculated as a certain percentage of resale
price where the percentage chosen is not benchmarked against external
comparables, that is, in cases where no other approach is reasonably
open, the taxpayer should document:

(a) the rationale for the selection of this methodology
including reasons for its use in preference to arm's
length methodologies; and

(b) how the fixed percentage has been calculated to
produce a result that fairly reflects the functions
performed, assets employed and risks undertaken

(paragraphs 323 and 324).



Draft Taxation Ruling

TR 95/D23

page 14 of 163 FOI status: draft only - for comment

Documentation relevant to applying a cost plus methodology

57. The cost plus ('CP') method also focuses on functional
comparability and so, as with RP method, the adequate documentation
of the analysis of functions, assets and risks of the enterprise and the
comparable parties is of prime importance. The method also focuses
on the enterprise's costs and so adequate documentation of the
components of the cost base should be available. This cost base will
normally include a proportion of indirect costs and the calculations

and method of apportionment of those costs should be documented. In
most cases this documentation will be created in the ordinary course of
business (paragraphs 325 to 327).

58. Below the line costs will need to be apportioned between the
controlled transactions and the other business enterprises of the
taxpayer on an appropriate basis and the basis of such allocation
should be adequately documented and retained (paragraph 330).

59. The method also relies on comparison of gross margins by the
enterprise from associated enterprise dealings with gross margins from
comparable uncontrolled dealings. Any adjustments made to the
uncontrolled margin to improve comparability should be adequately
documented (paragraphs 326 to 332).

60. In cases where a taxpayer has used a methodology which applies
a fixed percentage mark-up to a relevant cost base where the
percentage mark-up is not benchmarked against external comparables,
that is, in cases where no other approach is reasonably open, the
taxpayer should:

(a) document the rationale for the selection of this
methodology including reasons for its use in preference
to other arm's length methodologies; and

(b) document how the fixed percentage has been 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)

(paragraphs 333 and 334).

Documentation relevant to applying a profit split methodology

61. In applying a profit split adequate documentation would be
required in relation to a number of issues including:

(a) reasons why the taxpayer is applying a profit method,
which is accepted by the ATO as a method of last
resort, instead of a traditional transactional method;
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(b) the level at which the profit split is being undertaken,
for example on a transactional or an aggregated
dealings basis;

(©) how the combined profit was calculated, including the
basis used to allocate the indirect costs and the relevant
general administrative and selling expenses of each of
the associated enterprises;

(d) whether the profit to be split is net or gross profit;

(e) the effects on the calculation of the profits to the split
attributable to differences in accounting treatment of
profit between jurisdictions or to the effects of currency
need to be identified, reconciled and the profit to be
split equalised as between the taxing jurisdictions
involved;

)} the functional analysis undertaken in respect of all
parties to the dealings, including the identification of
significant economic contributions to the combined
profit; and

(2) in the case where the combined profit to be split is a
projected profit, the basis used for such projection and
details of its estimation would be required

(paragraphs 335 - 345).

62. In cases where a profit split using a contribution analysis is
undertaken the basis for any allocations of value to any features which
contribute to the combined profit to be split would need to be
adequately documented as would the basis for any external
benchmarking used (paragraph 346).

63. In cases where a profit split using a residual profit basis is used
the identification and ascribing of value to the basic functions and the
allocation of profit to each of the enterprises would need to be
adequately documented and any external benchmarking detailed. The
basis of attribution of economic value to the elements of the dealing
giving rise to the residual profit should also be adequately documented
(paragraphs 347 to 350).

Documentation relevant to applying a profit comparison
methodology

64. In applying a profit comparison methodology ('"PCM'), adequate
documentation would be required in relation to:
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(2)

(b)

(©)

(d)

(e)

®

(2

(h)

(1)

reasons why the taxpayer is applying a profit method,
which is accepted by the ATO as a method of last
resort, instead of a traditional transactional method;

identification of the aggregated method being applied,
in particular the ratio or ratios being used. This should
include reasons why the particular ratios used were
selected and why other ratios were discarded. Similar
documentation should be provided in respect of any
other ratios used to check the reliability of the primary
approach;

the process used to identify, analyse and apply
comparable uncontrolled data and any adjustments
made to the uncontrolled data to improve
comparability;

ensuring appropriate accounting and measurement
consistency exists in relation to the application of the
selected ratio for the taxpayer and any comparable
independent enterprises;

any multi-year data of both the taxpayer and any
comparable independent enterprise(s) used in the
analysis;

the process used to isolate the comparison to the
taxpayer's cross-border dealings with associated
enterprises;

in cases where the application of ratio analysis resulted
in the creation of a range of arm's length outcomes,
details of all points in the range and the taxpayer's
process in selecting the most appropriate outcome in
the range;

how the relevant amount for costs was ascertained in
cases where PCM is used on a net cost plus basis; and

calculations and supporting reasoning used to apportion
indirect costs in relation to the controlled transactions
in cases where PCM is applied on a net cost plus basis

(paragraphs 351 to 365).

Does the application of the methodology give a commercially
realistic outcome?

65. A decision on whether to proceed to a full review of pricing
outcomes will be made by the ATO taking into account all relevant
circumstances. One relevant circumstance in this regard would be
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whether the outcome of the taxpayer's pricing process yields a
commercially realistic result. In this regard, taxpayers should expect
that the outcomes of their pricing policies are likely to be subject to
some checking by the ATO at an early stage in any review
(paragraph 366).

66. Where a taxpayer has well documented processes in place for
determination of its transfer prices with associated enterprises for tax
purposes and yet consistently returns losses or profits significantly
below industry averages over time, it may be expected that the ATO
will c