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CHAPTER ONE

Introduction

RAMSFER FRITING Is a central Ingredient Lo trade and commerce, to financ-
ing andycteunting. and (o law and economics. We have selected 15 countries
in Asin and the Pacilic where these transfer pricing components have grown in

Importanee,
We have divided the Asin-Pacific Transfer Pricing Howfbook into two parts: Part
One: Country-by-Country Analysis and Part Two: Advanced Applications—complex

iransfer pricing Issues.

PART ONE: COUNTRY-BY-COUNTRY ANALYSIS

For the convenlence of the reader, we provide alphabetical country-by-country analy-
slz. We examine these countries In the Asla-Pacilic region:

Australia
China
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Hong Kong
Imclia
Indonesia
Japuan
Korea
Malaysla
Mew Pealand
Philippines
Singapore
Sri Lanka
Talwan
Thatland
Vielnam

- PART TWO: ADVANCED APPLICATIONS

The Asta-Pacilfic Transfer Pricing Hondbook then examines iransler pricing Issues that
lake place across borders;

Hong Kong and Singapore

India and Hong Kong

Australia. Canada, Japan, and the Usiiod States
singapore and the Unied States

Japan and South Korea

China and Talwan

Malaysia and Singapore

» Hong Kong and Indi

Multinational insifiuiions play a major role In the transfer pricing context. These
organizations Include the Organlsation for Econemile Co-operation and Development
{OECD) and the Assoclation of Southeast Aslan Natlons {ASEAN), indluding ASEAN +
throe. At this time, the OECD has 34 members, only 4 of which are in the Asia-Pacific
region: Australia. Japan, New Zealand, and South Korea, Nevertheless, the broader Asia-
Paclfic proup of 15 countries, which are the sublect of this analysis, follow OECD prin-
ciples. Most of the nonmember couniries are already on track Lo become QECD members,

Today the ASEAN pact. Incdluding ASEAN + three, have moved slowly In address-
ing transfer pricing lssues, In pari. the ASEAN pact and ASEAN -+ three are reticent
because some members do not have thelr own transfer pricing regimes,

Each country stands on its own. despite the impact of the OECD. In particular,
these six developments are notable:

1. Japan took the lesd In prodit split technbgues. and the OECD Ioflows Uhese technkgues,
2. Ching and Vietnam address control lssues, which the QECT fabls lo address.
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. Alngapore k= applying important technbgues for the treatment of servlees o the
transfer pricing conlext.

. Heng Kong has developed anti-tax haven technbgues and pat these roles with its
transfer pricing guidelines.

. Imdlia 15 far ahead In case law developments, leaving the United States Belibnd.

. Australia Is far ahead In developing pre-audit techniques for midsize businesses,
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CHAPTER T

Australia’s Risk Assessment
Transfer Pricing Approach

HE AUSTRALALY GOVERMMENMT, through Iis Awstrallan Tox Office (ATO)L
Issued In Savch 2005 an international transfer pricing document entitled “A
Simplified Approach to Documentation and Risk Assessment for Small to Medium
Businesses.” As tax praciitioners working in the ficld of international iransfer pricing, it
Is pur position thal the ATO's document 1s neither simplified noc designed lor small and
miedium businesses, The ATO, in response 1o this comment, increasad the small business
threshold. Nevertheless, desplie these shortcomings, this document provides muliinational
taxpayers with a worthwhile dsk assessment approasch toward transfer pricing bsues.
The U5, taxpayer Iz cautloned that the ATO transfer pricing review and audit pro-
cess Involves two essentlally separate procedures:

1. The ATCO pervasively applies the transfer pricing review process, evaluating the
buziness and its transfer pricing activitles as an Intermediote awdit-related step.
Aany companies can fnd themselves as being on the ATO's waich list. but few
companies lace transfer pricing audiis.

. The ATO rarely audits business for transfer pricing kssues, which suggests that a
company ficing a transler pricing audit likely can be subject to transfer pricing
adjustments and penalties.

=
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- INTRODUCTORY ISSUES

The ATOFs transfer pricing simplified approach applies to busincsses with an annual
lurnover of less tham AS 100 million. which the ATO defines ax small 1o medivm
businesses, The threshold Is based on tlal ransactions. nod just on Interoatkonal
iransactions, Thus, a business having domestic Australian sales of ASS millon and
international sales of AS90 milllon would be within the conlines of the small- (o
medium-businesses parametlers. In contrasl, a business having domestic sabes of
AS100 million and international siles of AS5 million would be outside the confines
of these parameters. Earier we suggesied that the ATO would be well advised o base
the small- to medivm-businesses parameler on Inlernatlenal ransactions standing
alone. However, the ATO increased the paramcters in 2005, thus alleviating some of
the objections that we previously had made,

The ATO sverrides the AS 100 limitatlon for small o mediom businesses in twa

respects:

1. The enterprise |5 part of & muliinadonal group that 1s 1s@&on any stock exchange.
The term “any stock exchange” might possibly include stock exchanges oulside
Australia.

o Thee enterprise is part of a privale group with asy international subsidiary or other
offshore related parly that “has the resourges o deal with global transfer pricing
iszues, The ATO provides no guidance id access the parameters that would consti-
fute "having the resources.”

Bt

The small- o medium-businesses pulde seeks to explain:

o The transfer pricing revie Biocess

s The ATO's methodology\in selecting businesses for review

s The “simplified” treacfir pricing documentation that the ATO suggests businesses
malntialn

o A four-step process for setting up related party pricing and reviewing the transfer
pricing outcome

o The mechantsm under which the ATO scores the business reality of the business’s
profit and the quality of the company’s transfer pricing records o determine the
ATz Turther response

o The outcomes of the transfer pricing review or audit

TRANSFER PRICING REVIEWS

The ATO views the prices In the transfer pricing mechanlsm as reflecting a falr return
for activities carried out by or for an Australian business based on;

s What 15 done

= What assels are used
s Who bears the risk in carrying oul the aclivities
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ATVs alm s Lo assess (he gquality of the processes and documentation on hand and
with the commerclal realism of the outcomes of the buslness's dealing with related
parties, In this regand, the ATO wses economizs and data from public databases that
the business and its tax advisor can ascoess. Small to medium businesses do not have
i create documenis Im;.rnnd the minimum necessary Lo arrlve at an arm’s length out-
contie In Uhe combext of thelr business,

The ATO applies a scoring process o Lhe business, evaluating:

s The quality of the business's processes
» The quality of the business's records
s Commercial cutcome arlsing lrom related party cross-border transactbons

Alter the ATO undertakes the scoring process, It evaluates whether a transfer pric-
ing review shows that there Is a risk to the revenue assoclated with a business’s related
cross-border transaclions. The business may face an ATO auditl #§ibe risk oocurs.

- DOCUMENTATION REQUIREMENTS

The ATO expecis significantly kss transfer pricing Gocumentation for a small Lo
medlum business than fer a large business, The exwent of the documentation the ATO
requires Increases as the significance and complexity of the transactlons Increase, For
example, the ATO would expect a business ineing AS48 million in related parly cross-
border transactions to have more extensive documentation than a business having
ASE million in reloted party cross-bordir transactions,

Small businesses having relatively low levels of eross-border transactions need not
ereale documents beyond the ovsimum necessary 1o arrive al arm's length oulcomes
in the context of thelr business. A less detalled funcitonal analysls. coupled with an
azessmaenl of any externaldata avallable about price and/or pedormance, provides a
greater degree of cectalnty and a reduced risk of tax adjustments.

Business managers might want o consider the next issues regarding the docu-
mentation that would satisly the requirement that the taxpayer has applied the arm’s
length principle:

s[5 the cross-border trunsaction that deals with a related party significant in lerms
of dollar value compared with the turnover of the buginess?

w15 the cross-border dealing unusual, and ool part of similar activities, enabling a
group to be priced and tested o show that the laxpayer has generally taken these
Fsctors Into account?

= Should the ATO question the basis of the axpayer’s pricing against the profitabil-
ity of the business?

The ATO suggests that if the taxpayer were o respond alfirmalively 1o one
or more of the preceding Inguirkes, the taxpayer should take some action that is
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"reasonably balanced” against the cost of complying. The “reasomable balance™
criterion Is far from undversal, but Singapore also uses such a reasonable balance

approach.

- PREPARATION OF THE DOCUMENTATION FILE

The ATO uses the term "transfer pricing documentation” In a broad manner, Thus,
transfer pricing documentation includes more than transsction data and reguires the
taxpayer io undertake much of the transier pricing analysis a prior, even before seek-
Ing to undertake a transfer pricing analysis per se.

Transfer pricing documentation i3 more than recording and fling involoes.
Transler pricing documentation Involves creating records outside the everyday busl-
niess recond keeping that shows how the business deals with cross-border lransactions.
Transler pricing documentation requines:

o Writing down and describing how the business operzies—in other words, lume-
tomal analysls.

s Wriling down and describing how the buslk®ss sels iis prices In cross-border
transactions with related parties. The businy s should name the transfer pricing
methods it uses amd explain why il selécisd that method. Justifving its transfer
pricing approach using global Usts of solzted parties might not be sufficlent for the
business merely to justily its transfer pocing approach.

e Jusiifying that the transfer pricdased was an arm's length price, a price that Inde-
pendent parties would find Sppropriate. The taxpayer should undertake one of
iwo approaches to determing comparabilivy:

« Compare the price charged to the related party with the price charged (o unre-
lated parties {the comparable unconirolled price method), or

« Compare its proit outeome based on gross profit or on net profit before inter-
cst and tax with other companies in its industry. This comparison might be
gz simple as comparing the profit sutcome to public data on the ATO s Web
site or undertaking a more complex review i the business’s profitability s not
similar,

s The taxpaver should prepare a documentation file that would include the func-
tiomal analysls and include evidence of how the taxpayer delermines cross-border
pricing. The ATO expects the taxpayer o undertake ol least o basic benchmark-
Ing study o show broadly that the outcome of the business reflects arm's length
pricing.

s The laxpayer can lake advantage of its knowledge of s market and pricing, and
can take budpels and management tools Inlo accounl.

e The taxpayer can take advaniage of making both Independent and afliliated party
sales,
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The AT recopnlyes thal the laxpayver might fnd 10 difficull o gather external
information on prices or margins to support the business’s actlons, “This difficulty can
eceur because of the fellowing:

& The business might differ from other commpanies in Hs industry, or
» The business might have a unigque business operaling In Australia

The ATO alse recognlees that It might be difficult for the taxpaver (o oblaln pab-
licly avallable data as o bottom-line profits for similar compantes that are nat con-
irolled by related parties to compare net profit cutcome. The ATO wams, though, that
the presence of these adverse sltuatlons Is not an excuse for dolng nothing.

Al its option, the taxpayer can obtain data from commercial databases and tai-
lor these data 1o the company s documentation reporl. The taxpayer should welgh the
cosl of oblaining these data internally or using an external service provider against
the lkelibood of a iransfer pricing review and subsequent tax audivadjusiments,

The ATO encourages businesses (o keep the mest valuakie iransfer pricing docu-
mentation, which the ATO refers to as contemporancous Jorumentation. The ATO,
then, does nol specifically require the taxpayer o undstiake contemporaneous doou-
mentation. It defines “contemporansous documenis@ica ™ as the documentatlon that
existed al or before the Ume of preparing the besine=s’s Lax return for the given vear.
The taxpayer Is to use contemporaneous docnmentation to sl or review the outcome
of the company's related party cross-bordec cansaction pricing. The ATO expects the
taxpayer to prepare some documentation) specifically created 1o show the business
applied the arm'’s length principle.

According to the ATO, contemporaneous documentation i5 a selfcontained
repart with evidence attachmeiis that describe:

s The business sl

s The environment-oowlilch the business operates,

e The method the business vses (o sel or review related party pricing. Including
a discussion of why the businesses rejected acceptable methods for each type of
transaction.

e A comparability study that uses publicly avallable accounting data o indicate
a range of prices or profit that demonstrates or proves that the business was at
arm's length In iis dealing with unrelated partles. This comparability study should
Inchude the analysis of comparables (l.e.. independent company dala) that were
pocepled or rejected In the study and specily why the selected data are comparable
and reflect arm's length results when applied to the business,

The ATO will select certain cases for a {ransfer pricing review. In all such cases
that it selects, the ATO will undertake ts own benchmark review to gauge what out-
coame 1 thinks the busimess should reflect in its taxable income relative o te industry
it 1z engaged in. If the taxpayver Is subject to the simplified transfer pricing approach,
during the transfer pricing review, the ATO may discuss the use of benchmarking
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with the business and its sdvisors 1o lel them know whal 1o expect [n lesling the arm’s
length outcome of the prices the business uses in Its cross-border transactions,

The ATO provides an example of the pre-review process, Thus, in this example,
the AT might discuss how the business's low profit outcome, based on gross prodit or
nek pmﬂ't before interest and tax, compares with higher comparably broad Australian
Bureau of Statistics data profit outcomes. The ATO might also ask the business (o
explain how Itz related party dealings have Influenced this comparison and/or how
markel and other environmental issues are relevant, Such factors Include business
cyvcles, market competition, and forelgn exchange risks, This pre-review process IS
designed (o help businesses understand whal sction they need to take in luture years.

- APPLYING THE ARM'S LENGTH PRINCIPLE

The first step in applying the arm's lenglh princple Is to select anarm's length method
and test 1L The ATO recommends that small to medium busineses use a four-step pro-
cess lo demonsirate compliance with the arm's length principle” This lour-step process
Is nod appropriate for businesses that are part of large nuwitinational groups that can
avail themselves of mone resources,

Some businesses might have relatively simple’ cross-border transactions with
related parties. Other businesses mighl have Yow-valie cross-border Lransactions
with related partics. In these two sliuations My: ATO states that the extent of the data
collection and analysis and the contents giiie documentation might be minimal.

The ATO asks small (o medlum baainesses (o put 8 name to the transfer pricing
method 0 wuses, alithough the ATO scknowledges that some businesses of this siae
may find dolng so or testing the price burdensome. The Instructions to Schedule 25A
describe transler pricing methosis that might or might nod be considered arm's length,

- SIMPLIFIED APPROACH TO DOING A
BENCHMARKING STUDY

The ATO recognizes that the cost of doing the benchmarking analvsis and placing
it in the documentation file before lodging the company’s annual tax relurn may be
a materlal cost burden for small to medium businesses. As a result of Incurring this
burden, the management of the small o medium business incurs the risk of any sub-
sequient Tax Office adjustment as belng low, and procesds o rely on the companys
internal procedures and records only. A profitable business is unlikely to be prejudiced
by this approach, but loss businesses run higher risks if no actlon is taken.

The ATO expects that businesses having related cross-border fransactions that are
using documented business plans to, In fact, have documented these business plans.
The ATO expects businesses o have the resources o undertake a basic benchmark-
ing study, doing =0 by using Tax Office publicly avallable Information. The small o
medium business might not prepare & benchmarking study or might not place the
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e Price lisis

e Budgels

»  Correspondence

» Working papers

s Agreements with related parties

According to the ATO, what the business actually calls the pricing method 11 uses
is mot important. Mevertheless, the business must have some basis 1o show how it
sels prices. The business should reflect the price 1t uses and that the price reflects arm's
length prives used. for example, by Its competitors. The business s (o kRentlly whether
It competitors are part of a controlled group, as their prices may be influenced by thelr
transfer pricing policy: in such cases, prices might nol provide a reliable comparison.
Note that this consideration Impacts antitrust considerations and that the 1.5, tax
authorities typically avold this comparison ssue.

The business might know, for example. thal cost plus marsup s normal in 1is
indusiry, and it mighi be able 1o use thls ndustry “plus™ peresatage to set s prices
and test Its posithon, The business needs to make sure that the industry “plus” is based
on arm's length dealings and not on controlled party_dealings. The business might
hawe charged a related party the same or simillar poiec as it charged a third party for
same or simblar goods or seevices, The ATO calls s method the comparable uncon-
irolled price methoed, The Uniled States calls th'smethod the comparable uncontrolled
price method using an In-house comparable.

The business might have set s relatell party prices based on a business plan that
used sale prices from or fo related pasties that resull in a planned gross profit that is
sufficient to cover administrationcand selling costs, refurning fo the business a fair
net profit. Such a business showld prepare its documentation file to explain how it cal-
culated that profil. The busiaess necds 1o est whelher the “fair nel profit” reflects an
arm’s length result.

Step 3. The busip@<applles the most appropriate transfer pricing method, deter-
mines the army's length outcome, and documents the process. The business should add
1o the documentation file the actions it has taken (o test that the price it has set and
recorded reflects an arm's length outcome. For example. the business should reflect In
itz documentation fle whether it underiook a benchmarking study, This study might
be a general comparison of the business's profit result with the Tax Office for the Lype
of business the company carrics on. The business should reflect In s documentation
file o mvore detalled study conducted by an ouiside sdvisor using profit level indicators
it are acceptable arm’s length methods.

Step 4. The business implements support processes and review processes to ensure
adjusiment for material changes and 1o document these processes, The business shouwld
review the transaction pricing and the benchmarking study if there are any changes to:

s The nature of the transaction

& The partles o the transaction
s Economic condilbons
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The business should record the oulcome of these changes in [1s documentation file.

DECISION TREE

The beginning point for the decision iree is (o asceriain whether the business has inter-
nal or external data to compare prices or profits from related party transactions. The
ATO views internal data and external dala in the same manner., i1 the response
o the ingquiry is negative, the ATO would bave the business conslder olher approaches
that give comfon o Lhe profit outcome the business oblalned or the business can seek
an amendment to iis income tax returns o reflect an arm’s length result.

IM the business does have internal data or external data to compare prices or prof-
it= from related party transactlons, the next question Is whether it has evidence of a
commparable uncontrelled price. IW the response 1o (he comparable uncontrolled price
inquiry s afirmative. the final step s 1o ascertain whether the comparizon shows that
the buslness's pricing and profiis are scceplable.

A separate method applies if the business does have(nvernal data or external
data to compare prices or profits from related party transacions but no evidenoe of a
comparable uncontrolled price. When the busines: hinsno evidence of a comparable
uncopirolled price, the next question becomes wheier it has evidence of gross mar-
gins. Il the business does have evidence of gred marging, i is te use the resale prioe
mcthodd o the cost method using compara®ies using similar products tradied by Inde-
pendent companles having similar functivns, sssel boses. and risk profiles. IT the
business does not have evidence of grass margins, it s o apply the transactional net
margin method at the net margin {evei, using comparables for similar companies with
similar products or services, siraliar levels of assets used In thelr businesses, and siml-
lar risk profibes in the imdustiy

Internal evidence wight support the arm’s length nature of the pricing the
business uses with, sélaied partles. Neveriheless, prolil comparlsons might ¢ither
strengthen or weaken the case If the profit outcome of the business falls outside the
comparable profit range. The ATO points out that the ressons for this situation may
not relate only to transker pricing.

HOW THE ATO SCORES RISK

The ATO originally Introduced fve risk levels for scoring the quality of the transfer
pricing processes and for documentation of cross-border transactlons with relatesd par-
tes, Three of these five risk levels survive for small to medivm businesses, The ATO
recognizes that many small to medium businesses do not have the In-house resources
or cannot afford to engage external advisors to prepare the medium- to high-guality
documentation expected of large businesses. The ATO nonetheless encourages small
o medium businesses to aspire to g medium (o high quality of documentation. At the
same Ume, the ATO recognizes that In maest cases, the business would not be required
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o provide the same amount of documentation as would be required of lurge busi-
nesses, Accordingly, In developing a transfer pricing review, the quality of the pro-
cesses and documentation applicd to related pariy cross-bonder transactions generally
falls into one of these three levels:

» Low score, score 1. This score Increases the likelibood of an audit, However., the
business and s advisor cin cooperate by using the simplificd approach If the busl-
ness works with the ATO to provide an acceptable level of documentation and
explain the level of profiiability.

s Medium score, score 3. This approach also allows the business and iis advisors (o
work with the ATO te provide an acceptable level of documentation and explain
the level of profitability.

» Moedium to high score, score 4. The ATO generally accepts this approach. It
requires lHtke interaction with the ATO and provides a decreasing level of awdit.
Thiz score recognkzes the lmitatlons of obalning comparabis in the Australlan
market. The high-gquality level, level 5, is rarely obained i pcactice.

- 5CORING THE THREE LEVELS

The ATO uses a scoring system o evaluate@he laxpayer's activities, The ATO then
uzes this analysls fo ascerialn s response fo e laxpayer.

Score 1 Low Quality

» The business provides no aaisivals o describe the functbons. assets, and rizks of the
business, the markets 'n\which it operates, and the business strategles that busi-
PSS IMANDEEENT estio galn a commercial reduwrn.

s The business provides no documentation or insufficient documentation or pro-
cesses to ennble a check on the selectlon of its pricing method.

e The business does nel provide comparables.

= The busnes provides no documentation 1o allow a check en the application of
the pricing methods the business uses.

Score 3 Medivm Quality

» The business provides Inadequate analysis (o describe the unctions, assels, and
rizks of the business; the markets In which the business operates; and the business
strategles that business management uses (o galn a commerclal return,

s The business provides o selection of the transfer pricing method i uses, supported
by some contemporancous documentation.

s The business uses broad nexact comparables or comparables based on data from
external related comparables. For example, the business uses data used by an
overseas related party 1o Justily the pricing.
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s The business provides an application of the pricing methed, supporied by some
contemporancous documentation,

Score 4 Medinm to High Quality

s The business provides sound analysis (o describe the functions, assets, and risks
of the business: the markeis In which it operates: and the business sirategles that
husinmsmmmgmmnt Lses o gain a commercial refurn.,

s The business provides a selectlon of the transfer pricing method i uses, supported

by some contemporancous documentation.

The business uses comparables that are bazed on, and lmited 1o, adeguate dala

from Independent dealings. This rellabilily is mken into account in the chaolee of

romparables.

The business provides an application of the pricing method, fully supported by

contemporancous documentation.

SCORE GRAPH

The ATO provides a score graph o measure the risk ofedzansfer pricing audit. The ATO
seores the risk of o transfer pricing audit as being-@iry high. high. medium to high,
medlum, low to medium. or low. Then the ATO\vategorlzes the profit outcome of the
business as being within one of three calegeries:

s A A commerclally reallstic result
s B A less than commercially realisiic result
e C, Conslsienily provides losses

The ATO then seeks do categorize both the quallty of the documentation and the
aridit risk in this mannen

1. Regarding profit culeome A, the ATO categorizes scores In this manner:
« The commercially realistic resuli az applicable to the medium-risk score of 1.
low quality
» ‘The commercially realisilc result as applicable to the low- to mediume-risk score
of 3. medium quality
« The commerclally realistic resull as applicable to the low-rsk score of 4,
medium to high quality
2. Regarding profit oulcome B, the ATO calegortes scores in this manner:
s ‘The less than commerclally reallstle result as applicable o the high-risk score
of 1. low guality
« The less than commerclally realistic result as applicable to the medium- o
high-risk score of 3, medium quality
s The less than commerclally realistic result as applicable to the medium-risk
seore of 4, medium (o bigh quality
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3. Regarding profit ouleomse C, the ATO calegorkes scores In Lhis manner:

« The losses consistently returned result as applicable to the very-high-rizk score
of 1, low quality

« The losses consistently relurned result as applicable to the high-risk score of 3,
medium quantity

« The losses conskstently returned result as applicable io the medium- to high-
risk score of 4, medium to high quality

The ATO provides examples of its scoring system:

s A score of C1 shows the business had a high risk, indicating that a Tax Office audit
s possible. To avert an audit, the ATO would encourage the business o prepare and
maintain a documentation fike W al least the 3 quality level. The ATO would also
encourage the business (o examine s profit posiiion relative roavallable siatistical
data for benchmarking purposes. The ATO would offer the business an opporiunily
to enter Into an advance pricing agreement if the ATO cdmmences an awdit,

w A score of BS would indicate that the taxpayer baz saediam to high risk of an
pudit. The ATO would provide the business wiihssiatistical data benchmarking
information If the business has related party cross-border transactions that pres-
ent medium to high risk In the ATO sk _deview process. The ATO might under-
take “a cooperative discussion” with-Aw business, The ATO might place the
business onm a watch list to review He Sisiness's progress in demonstrating com-
plianee with the arm's length prigeipie: The audit may result if the business makes
liftle progress in fulure years.

o A score of A4 would sugges, that the business has made a big effort to manage
It related party cross-boadder transactions on an arm's kength basis, The resulis
would Indleate to the AT that 18 would require no awdlt actlon as o s ransfer

pricing issues,

- OUTCOME OF TRANSFER PRICING REVIEW OR AUDIT

The ATO might decide (o andil o business afier a transfer pricing review. If the ATO
decides to undertake such an audit, the business Is likely to foce tax adjustments and
penalties, Any such adjusiment ks subject Lo pormal Tax Oce review and legal review
and appeal processes, The adjustments might also be subject to discussions with
another revenue sdminkstration Involved In the mutual agreement procedure of the
relevant double tax agreement, The ATO, as part of the audit process, normally will
Issuie a position paper and give the business an opporfunity fo comment belore the
ATO assesses any adjusiments and enforces any resulting tax and penalties.

The ATO has Issued & flow chart that shows how 1 conducts iransier pricing
reviews and transfer pricing audits and how it undertakes other follow-up action spe-
cllically for small to medium businesses. The ATO will work with a business and lis
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HOW THE AUSTRALIAN TRANSFER PRICING AUDIT
PROCEDURE WORKS

The ATO reviews all of the business's related party transactions during a transfer pric-
ing audit. Then, using Internal economists, the ATD lorms a view of the business’s
arm’s lemgth outeome. The ATO then guesilons whether the outcome of the transfer
pricing awdit Is materlally diferent from that of the business,

IF the oramsfer pricing results are not materially diferent from that of the business
itsell, the ATO then works with the business and its agenis to pul the company on a walch
list. If the transfer pricing results are different from that of the business itself, the ATO
prepares a position paper and invites the business to respond to reevaluate the ATOs
position IF the difference 1s material. The ATO can reevaluate s postilon, working with
the business and |1 agents, and pulting them on a watch list or exonerating the busi-
mess, I the ATO determines that 1t should make am adjustment, the Commisstoner can
rely on a doeuble (ax agreement, F applicable, and the ATO can ke asscssment and
penalty actbon.

AUSTRALIA'S FOUR-5TEP PROCES= "OR BUSINESSES
Australla applics a four-step process for busineses:

1. Accurately characterize business deaiings between assoclated enterprizes in the
context of the taxpayer’s busiressand document thal charscterization.

2. Select the most appropriats transfer pricing methodolopy or methodologles, and
document that choice.

3. Apply the most appropriate transfer pricing method, determine the arm’s length
ouicome, and doctiment thal process.

4. Implement support processes, Including the installation of the review process (o

ensure adjustment for materlal changes. and document these processes,

Step 1 Involves the determination of the next points, which would accurately
characterize the business dealings:

o The business is (o identily the scope, bype, value, and lming of its international
transactions with asseclated enterprises In the contest of the taxpayer’s business.
Thiz identification may require an understanding of the context of the business's
dealings, including:

« Urganization, decision processes and systems, and incentive structures

« The conditions affecting the Industry, the nature of competition the business
experienced, and cconomic and regulatory faclors

» Business objectives, strateghes the business adopts. and finandal performance

« Intellectual assets the business uses, thelr contribution. ownership, and reward
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e The econemilcally important activitles undertaken by each of the wssoclaled
enterprises, the recourses the business uses, and the risks that the business
assumaed In each case

w The business is to identily the specific elements of the international dealings that it
1= to consbder.

s The business ks to prepare a preliminary functional analysis.

» The business is to explain the conditlons affecting the industry and the business
strategies avallable to ihe taxpayer as these conditlons affect functional analysis.

» A critleal part of this functlonal analysls 18 o ascertaln which of these functlons
gre the most economically important unctions, assets, and risks, and how these
functions. assets. and risks might be reflected by a comparable price, margin, or
profit on the dealings.

o The business is to determine IF I appropriately rewards Intangibles in light of con-
iribution and ownership.

» The business ks to document the process I adopiz,

Step 2 Involves the determination of these points, which should accurately select
the most appropriale transfer pricing methedology or mehsdologies:

e The business would identily the available dai®” that might establish an arm’s
length consideration for cach of its dealiigs ond for the dealings taken into
aecount in thelr entinety.

s The business would determine the toost appropriate methodolegy or methodoloe-
plez, based on the facts and crounctances of the particular case,

s The business is to document itz cholce of methodologies.

Step 3 invelves the decsmination of the next points, which would accurately
apply the most appropriatetransier pricing methodology or methodologies:

s The business should refine, examing, and organke dala pertaining (o comparable
dealings, or comparable enterprises, for each of the buginess"s dealings For the pur-
pose of enabling the business to properly assess comparability. To Improve compa-
rability, Il s necessary for the business to;
= Adjust the data to sccount for material differences in comparability
« Groupor aggregate data
« Extend its analysis over a number of vears

»  The business should develop data polnts and ascertaln whether a range of resulls
Appears.

e [0 might be necessary to broaden and refine the business's functional analysis,

s The business should underiake a comparability analysis,

» The business should establish a level of rellability that it can place on the answers
that It derives from the application of selected methods and its consequences.

s The business may need to apply several transfer pricing methods,

s The business ks to dechde on the arm's length oulcome.
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s The business ks o document practleal transfer pricing considerations, such ax:
= Assumpiions and judgmenis the business makes
« The Interprefation of data points or ranges
« How the business uses results from different methods

Step 4 Invalves the delermination of these polnts, which would accurately lmple-
menl SUppPort processes:

w The bussiness should mondior International dealings and thelr economic content
to identily any malerial changes as they ocour.

» The business should collect dota relevant to evaluating the Impact of these
changes based on an arm's length consideration.

» The business should review the process and the cholce of methodology if the data
that the business uses establish the outcome of Uhe change.

s The business should put a system In place (o support the ongoing application of
the chosen method in lulure vears.

s The business should establish a review mechanism(to ensure that. il mate-
rial changes occur, the comparability analysis or 18 nelthodology is adjusted as
appropriate.
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CHAPTER THREE

Profit Attribution for a
Dependent Agent’s Permanent
Establishment in Australia

HE AUSTRALMAN Tax Mice (ATO) lssued a gulde In Seplember 2005 that

explainz mow’ Ausiralia’s permanent establishment (PE] attribulion rules

apply to & PE activity that arlses through the activities of a third party (lLe..
through @ dependent agency PEL As a general matter, dependency agency status has
come to the fore In transfer pricing issues as India and other couniries scek (o take a
more siringenl approach in applying PE stalus, Much of the ATOs guidance titled
"Alirdbuling Profits to a Dependent Agent Permanent Establishment™ 5 relevant
Inslde and outside Australia.

Other countries in the reglon, Including New Yealand and Thalland in particular,
tend to rely on Australia transker pricing developments, The ATO puldished this guid-
ance in September 2005, We analyze these provisions here because the Organisation
for Economic Co-operation and Development (OBECD) addressed the same dependent
agency PE profit attribution lssues, and these OECD ssues impacied the PE approach
In 20140,
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PERMANENT ESTABLISHMENT CONCEPTS IN AUSTRALIA

Australia generally provides PPE rules in sections 136AE(4) through (7)) of Division 13 of
Prart 1T of the Income Tax Assessment Act of 1936 (ITAA) The Business Profits Article
in Australia’s double tax agreements determines PE status. Both the ITAA and the dou-
ble tax agreements determine dependent apency PE status. Conslder thess Do examples

1. Australia treats an agency that has the power o coniract on behall of the princi-
pal as a PE in certain circumstanees,!
2. Ausiralia treats a party that possesses goods on behalf of ancther as a PE*

Australia’s gulde to s dependent agency PE arses from a taxpaver enterprise that
lakes place through the activities of associaled enterprises. The gulde applies when
both partles are members of the same multinational enterprise.’ Ausiralla’s gulde, for
the most part, presupposes that a foreign parly has an Ausiralismactivity that might
or might not be a PE.

PROFIT ATTRIBUTION CONCEPTS {4 SUSTRALIA

The ATQ applies a two-step process In defermisling profit attribution Lo a PE, with both
lacels applylng transfer pricing principles

1. Underiake o functional analysis:This funclional analy=is altributes 1o the PE the
functions performed within tie\PE, the assets used In the PE, and the risks that
take place within the PE, The taxpayer is to determine its functions, assets, and
rizks as to the business Uit the taxpayer carries on through s PE.

2. Underiake a compssuvbilly anabysis. Unider this comparabllity analysis, the tax-
payer Is to determine an arm's length return for §is lunctions, assets, and risks,

Australia, then, requires the taxpayer in a PE situation to undertake a full-blown
transfer pricing analysls, including s unctions, asseis, and risks, and then underake
a comparability study. This two-step process applics to all PEs in Australia, including
all dependent agent PEs.

~ THE ATO'S OPERATIONAL APPROACH
The Australian approach delineates two types of laxpayer enterprises, as these enter-
prises have different functions, assets, and risks, and the inevitable ensuing taxable
profits:

1. The taxpayer's nonresident enterprise. or ForCo. ForCo earms laxable profits
through lis dependent agency PE
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business of selllng goodds and how much of s selling prodil are atieibutable to
its dependent agent PE

Muanulacturing Example

SubCo acts as contract manufaciurer (described as a toll manufecturer) on behall
of ForCo, The functbonal analysis in this instance delermines the extent Lo
which ForCo’s funcllons, assets, and risks apply to its business of manufaciur-
ing goods and to the magnitude of itls manulfsciuring profits that are atiribut-

able to Its dependent agent PE.

The AT provisions defineate the mature of the functions that are attributable 1o
dependent agent PE The functions so attributable are those performed by SubCo on
behalf of ForCo, These amounts Include these activitles compensated by the service fee
that SubCe receives from ForCo. These functions might give rise o assumption of risks
by ForCo as principal. I ForCo does in fact assumie these risks, e vsks are attributable
o the dependent agent PE of ForCo,

SubCo, while acting on behall of ForCo, might endioy third parties o perform
specilied functlons, In that event, these lunctions pro s irbutable (o the dependent
agent PE just as i1 the agent Hsell had performeed ithiz"ancilons. These functions might
give rise o assumplion of risks by ForCo g orinclpal. In that event. the risks
that ForCo assumes are attribuiable to the debendent agent PE.

The ATO provides guidance in delerimining the assels attribuiable (o the depen-
dent agent PE. The ForCo assets that areattributable to the dependemt agent PE are
aszels wsed in the functions performec by SubCo on behall of ForCo. Consider the next

siles agency example,

SubCo 15 performing sales agency activity on behall of ForCo. SubCo 15 responsible
for warehoustigaind managing a stock of product inveniory owned by
ForCo, dolngso for the purpose of filling customer orders. Such Inventory s
altributable to the dependent agent PE. According (o the ATCO, only the assels
of ForCo, nol the asseis of SubCo, can be atiributed to Fordo’s dependent
ageni PE,

The ATO provides thal the laxpayer can aliribule the assel o a PE thal is using
the asset. The attrbution of an asset o oa PE that s using the asset does not. In and of
Tzl resull in the PE attributing all of the predit declved from the use of the assel.

ForCo's dependent agent PE can use ForCo's assets, When that sliuatlon happens.
it s necessary that ForCo atiribute profits 1o the PE. ForCo is lo altribule profits 1o the
dependent agency PE based on functions performed and risks assumed by ForCo in cre-
ating, acguiring, or maintaining that asset. Step 2 in this analvsis provides the basis for
which the taxpayer is to award functions and risks to the PE in attributing profits. The
laxpayer might, depending on its parteulsr droumstaness. atiribute profits @ the PE
or o ansther ForCo activity. Conslder this manufaciuring activily example,
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SubCo performs contract manufacture (olling ) activitles on behall of ForCo. The
funcitbons and rsks invelved In research and design create ForCo's product
intangibles. ForCo uses these product intangibles in the contract manufaciare
activity. Those product intangibles are outside of the dependent agent activ-
ity. ForCo is to reward that portion attributable to these lunctions and risks in
attributing profit to the PE.

According to the ATO, lunctlonal analysks assesses the relative economic slgnifl-
cance of vardous functions (Le., the asseis are risks that are relevant to the business
activity involving the dependent agent PE). The AT recognizes that it is particularly
important for the taxpayer (o determine the functions that invelve assuming and
managing the significant risks of that business. The extent 1o which the dependent
agenl PE performs these functbons 15 equivalent to thie extent 1o which SubCo under-
takes these functions on behall of ForCo. The extent of the above-mentioned activities
determines the amount of profit as a reward for lunctions, asset@and risks atbribug-
athle 1o the PE.

~ COMPARATIVE AMALYSIS FOR THE
PERMANENT ESTABLISHMENT

According to the ATO. the taxpayer Is todetermine a PE for its functions, assets, and

risks by following the guidelines for arm’s length pricing in associated enterprise
cases.t

= The taxpayer, In applylig the ATO's approach, is to use an economic medel of the
PE 1o select the mostappropriate “separate enlerprise charscterization,” such as
that of a distributas. =gent, or service provider.

s The taxpaver is ioen o apply the “most appropriate” arm's length pricing method
(Le.. comparable uncontrolled price. cost plus, resale price, profil split. or ransac-
thomel net margin method [TNMM]) (o determine the arm’s length compensatlon
for the PE based on that characterlzation,

s This process requires the taxpaver o apply a comparabilily analvsis, using the
muost relioble available data as to arm's lenpth comparables.

The ATO recognizes that it is important for the taxpayer o recognizse the differ-
ences In functlons, assets, and risks, and henece profits. between the PE and SubCo In
using an arm's length pricing method to atiribuie profil 1o a dependent agent PE.

Sublo: The ATO presupposes that SubCo is rewarded for its functions, assels, and
risks s belng a service provider.

ForCo: The PE is rewanrdied for its lunctions, assetz, and risks of ForCo as being an
entrepreneur or principal in regard 1o SubCo agency activity.
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Data that concern wnconirolled comparables as o markel rates of commisshon
for sales agents are relevant to defermining an arm’s lengih commission for SubCo,
However, data concerning unconirolled comparables as fo market rates of commis-
sion for sabes agents are not directly relevant to determining an arm'’s kength atiribu-
tion of prodit to & dependent agent PE.

The ATO recognizes that it 1s esential for the taxpayer o use an arm's length
compensation for SubCo In applving cerlain arm’s lengih pricing methods 10 deter-
mine the arm’s length profit for ForCo's dependent agent PE. The AT views the arm's
length compensation as a service fee, ForCo's serviee fee o SabCo 15 ForCo's expense
that is attributable to s dependent agent FE.

The ATO recognizes that the cost plus method or the TNMM might be a rell-
able method Lo determine an arm's length profit for the PE Such a taxpayer s to
benchmark a gross markup on costs or a net markup on costs. In that event. the
amount of Lhese costs, Including the service fee o SubCo, must demonsirably be
arm's length.

The ATO believes that the transfer pricing method that zaost likely will give the
taxpayer the best estimate of an arm’s length profit for thd dependent agent PE in a
particular case will depend on these inpuls:

s The outcome of the Tunctlonal analysis
e The comparables avallable
o Taxpayer data avallable for the comparastlity analysis

The ATO reasons that an arm's leagih profit for the dependent agent PE provides
the best estimate for transfer pricing purposes for three reasons:

1. In many cases. the taxpayer might find 1t dificult toe obiain uneonirolled data that
enable the taxpayvertodlrectly benchmark an arm’s kength retum for the fumc-
tions, assels, and rukys of the dependent agent PE.

+ Each dependent agent PE s unigue, The function and risk profile of the dependent
pgent PE commonly is not similar to the function and risk profile of any available
uncontrolled comparables. This example lllustrates the uniqueness of the depen-
dent agent PE: The sales agency arrangement creales a dependent agent PE. In
this sliuation. the dependent agent PE iyplcally will not have luncilons, assels.
or risks that are comparable (o elther a Tull-risk buy-sell disiributor or o a selllng
agent.

3. It might also be difficull for the taxpayer Lo make reasonably sccurate compara-
bility adjustments that would have permitted the taxpayer to use potentlal com-
parables 1o reliably estimate an arm's length compensation for the dependent
agent PE,

| ]

Having determined that an arm’s lengih profii for the dependent agent PE iypl-
cally provides the best estimate for transfer pricing purposes, the ATO suggests that
the comparable uncontrolled price (CUP}, resile price, cost plus method, or THNMM ks
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nel the most appropriate method. In thatl situation, s necessary for e laxpayer o
resort (o an indirect transfer pricing method, such as a profit split method, to estimate
the arm’s kength result for the PE Nevertheless, the ATO suggests that the taxpayer
consider the application of a traditional transfer pricing methoed (CUP, resale, or cost
plus) before resorting to the use of a transactional profit method.

APPLICATION OF THE RESALE PRICE METHOD

The ATO sugpesis that one possible approach in determining the profit of a depen-
dent agent PE In the sales agency ammangement process Is to characterlze the
dependent agency PE as reseller of the goods. The taxpayer would then apply a resale
price method to the transaction. This allocation process would allocate the profit as I

s Forlo sold the goods (o a dependent agent PE,
s The dependent agent PE resold the goods to the customer.,

The ATOexplains the three-step profit aliribulion prociss

1. Ascertain the price (o ullimate customer.

2. Determine the arm's length transfer price Bevveen ForCo and the PE

3. The difference betwieen the amountssgyclied In step 1 and step 2 15 gross profit
aitributable to the PE.

The taxpayer would then benchmark an arm's length gross sales margin using
comparables having unctions, sssets. and risks that are similar to those of the depen-
dent agent PE. The resulling iransfer price would therefore exclude, from the amount
attrbuted o the dependest agent PE. any ooz and profit attrlbatable o the ForCo activ-
ftdes related (o the coss bl goods sold, other than costs aliributable (o the PE. Such
exchuded costs incluae purchasing, manufaciurng. andfor selling activities under-
taken by other parts of ForCo—ForCof HO).

APPLICATION OF THE COST PLUS METHOD

The taxpayer might be able to use 8 cost plus methad 1o determine the profit that is
sltribulable to dependent agent PE. The AT s approsch is Lo benchmark a markup
on the cost of the agent’s services. The extent of the markup, then, would depend on
the taxpayer’s particular circumstances.

Under the application of the cost plus method, the bevel of profit that is attributable
1o the dependent agent PE [ the level of profit that ForCo. as an Independent party,
would expect o make. Such amount ks over and above s cosis related to the acilvity
that SubCo performs on behall of ForCo. Such amounts. then. include service fee pay-
mients to the agent.
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~ USING A TRANSACTIONAL NET MARGIN METHOD

In some cases. [t might be more appropriate for the mxpayver to use the TNMM in
attributing profits to a dependent agent PE. The taxpayer, then, uses the TNMM by
benchmarking a net margin based on resale price: allernatively. the laxpayer can use
the TNAMM by benchmarking a net margin based on cost. The selection of the TRNMM
woild depend on the avallability of comparables data. The laxpayer’s concern should
be the lack of data regarding comparables necded 1o rellably apply the resale price
miethod or the cost plus method.

USING A PROFIT SPLIT METHOD

In some cases, it might be more appropriate for the taxpayer 1o use a profil split
meihod in atirbutling profits (o a dependent agent PE. The taxpador can apply a profit
split method by:

s Determining ForCo's profit from Its business operatibng Involving the agency
activity
e Splitiing ForCo's profit between the dependent dzent PE and ForCol i)

The taxpayer, in undertaking the profisgil method, would split the profit based
on the relative valise of the contributions of dependent agency PE on one hand, and
the contributions of ForCo{HO). on the'other hand. The taxpayer would fake into
account these profit contributions for this profit split purpese as determined by the
Tanclbonal analysis, step 1 in atisibuting profits (o a dependent ageni PE,

The ATO then significantly adds to the complexity of the profit split process. man-
dating that the taxpavervalise these contributions using external market data 1o the
extent possible, In reality, the taxpayer is likely to find that the external data do not
exist. or, if the externad data do exist, the taxpayer will have to make an extraordinary
level of external data assumptlons (o assess profitability. Notwithstanding its external
data profit split requirement, the ATO recognizes that the taxpayer may have dilliculty
I rellably determining ForCo's aciual profit from s business operatlons Invelving the
same activity. This profit analysls Is lkely 1o require the taxpayver o apportlon reve-
nues and expenses between those operations and rom ForCo's other operations, For
example. ForCo might have profits from both manufacturing and the sale of products,
but the agency activity relates only Lo the sales activitles.

The ATO specifies that ForCo’s relevant profit must reflect an arm's length
amount. This arm's length standard means that when ForCo Includes iransac-
tions with Its assocloles, such as with SubCo, ForCo must establish that Iis profit
outcome with these transactions Is an arm's length amount.

The ATO recognizes that it may dilficalt for the taxpayer to rellably value con-
tributions when it is not possible for the taxpayer to obtain external market data to

Comyrighted Material



Copyrighted Material

34 B Profit Antribation for a Dependent Agent’s Permanent Establishmant

TOLL MANUFACTURERS

The ATO addresses profit split method analysis in the context of foll manufacturing
{contract manufacturing). One approach might be for the taxpayer undertaking the
profit split to atirbute profits o a dependent agent PE using a two-sfep process:

1. The taxpayer uses full-risk manufacturing comparables to benchmark a combined
result for SubCo and the dependent agent PE.

2. Having benchmarked a combined result for SubCo and the dependent agent PE,
the taxpayer then deducts a benchmarked result for SubCo. using toll manufc-
turer comparables, (o get an arm’s length resuli for the dependent agent PE

The ATO then eluckdates an altermative profit split approach in the con-
iract manufaciurer sliuatlon, Under thiz alternative approach, the taxpaver can
determine a combined result for SubCo and the PE by benchmething using contrict
manufaciurer comparables rather than full-risk manufactitcer comparables. The
laxpayer can apply the conlract manufscturer comparabl=s il SubCo and the PE
are together considered o have lunctlons, assets, and-oi<kl comparable (o those of a
contracl manufaciurer.

However, the ATO lmiis the use of the comparable contract manulacturer
approach. The ATO points out that a contractmanufaciurer commonly holds Inven-
tory and that the inventory-owning reliteashlp largely explains the difference
between the reiumn of the contract manuiaciurer and the toll manulfacturer. The
ATO concludes that the alternative Sontract manufacturer s unlikely to be used if
the inventory and risk are not atteibatable to the PE. The ATO similarly concludes that
lanctbons, assels, and risks othed than related 1o Inventory are likely Lo account for sig-
niflcant profit atiributable woihe PE,

According to the AT the laxpayer can use the comparable contract manulsc-
turer approach as &releble measure only if SubCo and the dependent agent PE were
together considered to have stmilar functions, assets, and risks to selected compara-
bles. The taxpayer Is unable to use the comparable contract manufacturer approach
withoul adjustment or modification where significant functions, assels, and risks are
attributable o ForCo(HO)

The ATO suggests two ways In which the taxpayer can modify or adjust the con-
iract manufaciurer analysis:

1. The taxpayer can adjust the results of the comparables to account for a return for
the fonctions, assels, and risks attributable 1o ForCofHO) and the adjusted resulis
that the taxpayer used 1o benchmark a relurn for SubCo and the dependent
agent PE

. The taxpayer can use unadjusted results of the comparables to benchmark the
combined result for SubCo and the dependent agent PE and ForCo{HO). The data
under review are more than SubCo and the independent agent PE.

Bk
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The ATO provides an example under which the taxpayer applies and modilies the
contract manufaciure dteaton o benchmark the combined result for Sublo and
ihe dependent agent PE and ForColHO), The taxpayer would apply the next four steps,
assuming it were to adopt the combined approach as to toll manufacturing arrangement;

1. The taxpayer would benchmark an arm's length combined result for ForCo(HO)
plus dependent agent PE plus SubCo. The taxpayer, In arriving at this benchmark,
would use elther full-dsk manufacturer comparables or contract manufacturer
comparables, as appropriate,

2. The tnxpayer would benchmark an arm’s kength result for SubCo standing alone.
The taxpayer. In making this analysls for SubCo, would use toll manufacturer
comparables.

3. The taxpayer would deduet the results from step 2 from the results In step 1. The
purpose of this subtraction s (o arrive at an arm's lenglh result for ForCo (both
the HO segment and the dependent agent PE segment),

4. The taxpayer would use the "mos! reliable basis” to split fieresults of step 3. The
goatl of this profit split is to give an arm's length result fopthe dependent agent PE
standing abone,

The ATO lurther explains the purpose of asermining the arm’s length relurn
for the combined functbons, assets, and risks & VorCo(H0OY and the dependent agent
PE, the results of step 3: The taxpayer wsesshe arm's length return for the combined
functions, assels, and risks of ForColHO sind the dependent agent PE as a proxy for
ForCo's actual prodit from iis manufacturing operations involving the agency activity.
Thus. the taxpayer overcomes any practical problems in this defermination.

In essence, the taxpayerapeties o residual profit analysis, The taxpayer must split
ithiz residual profil in some way between ForCol{ HO) and the dependent agent PE. This
restdual profil analysls rqulices the mxpayver (o value relative contributhns and pres-
ents Lhe same difficulties W braditlonal profit split approach.

- FOUR EXAMPLES

The ATO provides four examples under which the taxpayer undertakes (1) a function
analysis and then (2} a comparabllity analysis in the process of atirthuting proflis (o
a dependent agent PE. Examples 1 and 2 (lustrate the ATO's approach 1o aliribuling
profit to a dependent agent PE arlsing from g sales agency arrangement. Examples 3
and 4 llustrate the ATO's approach in a boll manufaciuring situation.

The ATO examples are, by deslgn, Intentionally Baited o highly simplified fuct
patlerns and analysls so that the reader can more readily understand the approach
taken, The ATO recognizes that moest siivations may be significantly more complex
and difficult o deal with in practice. This complexity should not alter the principles
that underlie the attribution process.
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Adding to this analysis, the dependent agent PE of ForCo causes the dependent agent
PE of Forlo fo assume functions that ln part were ascribed to SubCo in Table 2, These
functions are; product orderng, marketing: sales foree, marketing: advertising strategy,
warchousing; inventory management, defivery; shipping, debt management, and collec-
tions: and after-sales support. The categorization of assels and risks remains the same,
notwithstanding the Bt that the data then reflect the dependent agent of ForCo,

Table 3 allocates the functions between SubCo and ForCo PE. ForCo PE Is charged
with the cosiz of the commission, advertising, bad debis, and stock losses, SubCo s
charged with sales and marketing. delivery. alter-market support, and debt collection
and management.

After the taxpayer and/or the ATO analyxe the functions, assets, and risks, the
taxpayer andfor the ATO s to undertake o comparability analysis as step 2 of the pro-
cess of attributing profits to a dependent agent PE

Example 1: Sales Agency Arrangement, Step 2 Comparability Analysis
The ATO requires the taxpayer to undertake a comparability-amilysis;

1. Beck internal (in-house} comparables. In Example (0, WBere are no internal compa-
rables because SubCo acts exclusively as an agiod for FoerCo,

2. Seck external comparables, o directly benetviark an arm’s length compensation
or margin for the dependent agent PE foriis-particular functions, assets, and risks.
Here such external comparable a8 a whos does nol exlsi.

3. Seck g comparable for Sublo’s dependent agency services standing alone. This
comparable Is sald to exist In Example 1. Under the hypothetical, Independent sell-
ing agents in Countey A establsi that the 515 million commission amount is an
arm 'z length amount foe SebCo's Independent agency servioes.

MNow we turn to the sk analysis Impacting the lull-risk marketers and disiribu-
flors of compuler products in Country A. determined on a combined basis. The hypo-
thetical data as to these comparables reflects companies with similar functions, assets,
and risks comparcd with SubCo and the dependent agent PE, determined on a come-
bined basis. The data reflects a 3 percent return on sales (51 00,000,006 at the eam-
Ings before Interest and taxes (EBIT) level, or return on sales of 53 milllon. Later we
need te divide the division of Income between SubCo and the dependent agent PE.

The lirst step In the process Is o ascerlain whether the taxpayer has a direct
benchmark to determine the compensation of the dependent apent PIL Based on the
data that the taxpayer oblains—data that are typical in atiributing profits to a depen-
dent agent PE—and given the outcome of the lunclional analysis and the available
comparable data, It Is unlikely that the taxpayer can use an arm’s length pricing
miethod s a direct benchmark reganrding compensalion of Lhe dependent agent PE.

Alter the taxpayer determines that it has no direct benchmark regarding compen-
satlon of the dependent agent PE, the ATO suggesis that the taxpayer apply the profit
split method.
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The ATO would have the taxpaver apply an arm's length peicing method i the
laxpayer could rellably use this method o directly benchmark the compensatlon
of the dependent agent PE. However, the ATO also recognizes thal the laxpayer §s
unlikely to apply such an arm’s length pricing method to benchmark the compensa-
tion of the dependent agent PE, given the outcome of the functional analysis and the
avallable comparables data. The ATO suggests. then. that given the lack of a taxpay-
er’s abllity Lo apply such an arm's length pricing method 1o benchmark the compensa-
tien of the dependent agent PE, the taxpayer should then resort to a profit split transfer
pricing method.

ForCo might be able to determine its operating margin on a reliable basis for iis
siles operations that Involve SubCo. In the event that ForCo In fact can do so, the
functional analy=is would then indicate that the whole of that profit is propedy atirib-
utable to the dependent agent PE. In the event that ForCo can determine s operating
margin on a rellable basis for its sales operalions thal Invelve SubCo, the funclional
analyslz would then Indicate that there s no contributlon for SorColHO) for such
profil. The taxpayer is likely (o find that it may be dilficult te-spply thiz profit under
the profit split method.

The ATO suggests that, aflter the axpayer cannolsuccessfully apply the profit
split method, It might not be possible for the tarwayver o select anodher transfer
pricing method. In the evenl thal the taxpayver cainol select anolher transfer pric-
Ing method, the ATO suggesis thal the taxpEyer apply a formulary appreach lo
the BBEIT amount. Returning o the basieSxample 1 siivatlon. the data for inde-
pendent full-risk marketers of compete products in Country A having similar
lunciions, asseis, and risks of SubCeand the dependent agent PE, on a combined
basis of 3 percent return on sales 2t the EBIT level, ForCo derives S100 millien [n
zales income.

The comblned arm’s length EBIT amount as o dependent agent PE and SubCo
I8 3 percent of %100 milliioe o 53 million. SubCo has an arm’s kength commission
of 515 million and ipsurs Gperating expenses of £13 milllon (salkes and marketing of
S6 milllon; warchousing and inventory management of 52 million; delivery of 82
million; after-sales support of 52 million; and data collection and management of
51 million), keaving SubCo with a net profit of $2 million of the §100 milltlon. The final
siep Lo determine the EBIT of the dependent agent PE is 1o sublract the arm’s length
EBIT of SubCo (52 million) from the comblned arm's length ERIT of the dependent
apent PE and SubCo (%3 millken). which leaves 51 millkon for the arm's length EBIT of
the dependent agent PE

The situation could have involved a conversion of SubCo rom a full-risk marketer
or distributor Into a selling apent. This converslon could take place as part of a sup-
ply chain restrocturing. for example, Such a restructuring would not have caused any
change in the overall profit on which the multinational enterprise s subject (o ax in
Country A. The conversion of SubCo from a full-risk marketer or distributor Into & sell-
Ing ageni would reduce the taxable profit of SubCo, However, the conversion ol SubCo
Trovm & full-risk marketer or distribulor into a selling agent would create a taxable profit
in the PE of ForCo corresponding to that reduction as to SubCo. The ATO supgests that
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the twxpayer could justify the conversion of the profil from SubCo o the profit of the
PE of ForCo because the lack of lunctlons, assets, and risks aitributable (o ForColHOY)
would Indicate that SubCo’s conversion was nol accompanled by any changes on the
ground in Country A.

Example 2: Sales Agency Arrangement

Example 2 shows the effect that dilferent contractual arrangements belweesn ForCo
and SubCo would have on the profit of the dependent agent PE. The underlying lacls
In Example 2 are the same as in Example 1. The taxpayer recelves and expends these
amounis In connection with the products in Country A

ForCo derives sales Income of 5 100 million in sales Income and manufactures the
products at a cost of $60 million,

ForCo Incurs costs of $25.5 milllon related wo sale of products. including these spe-
cllic expendiiures:

Commission of 6.5 million pald to SubCao

Advertising costsof 512 million paid 1o SubCo

Bad debi loases of 2 milllon for ForCo's hao2ling of all debd management and
collections from a central locatlon

Inventory stock losses of 51 million ko Gamages caused by the warehousing of
the goomds by SubCo

Payments of 54 milllon made to adhird-party relght forwarder that ForCo
employs for inventory wianagement and delivery

Payment of 52 million pdid o a third-party contractor that FerCo employs lor
technical servicesw! products

Debt collection and recelvables management of $1 million

In addition o thooteceding revenues, costs, and expenses for ForCo, SubCo Incurs
operating expenses of 56 million. These agency activities are for sales and marketing.
including the costs of SubCo's siles foroe,

Step 115w undertake a lunctional analysls in atiributing the unctiens, assels,
and risks o the PE. Based on the preceding set of facts, the ATO would atiribute
the significant functions. assets, and rizks to FerColHO). to SubCo, and to ForCo's
dependent agent PE. The ATO would employ two steps to attribute the sipnificant
functlons, assets, and risks to ForCo{HO), to SubCo, and to ForCo’s dependent agent
PE. The first step in the attribution process would be Lo allocale the funclions, assels,
amd risks between ForCo and SubCo, lgnoring the dependent agent PE at this siep
in the analysis. The second siep in the atiribution process would be o allocale the
Tuncilons, assels. and risks between ForCo and SubCo by adding ForCo's dependent
agent PE.

The first step In the analyiical process reveals thai, as to functions, the product
ordering functien and the marketing sales force function are attributable to SubCo

Comyrighted Material



Copyrighted Material

40 B Profit Attributicn for 2 Dependent Agent’s Permangnt Establishmant

while the muarketing advertlsing sirategy, the warehouse Inventory management
functlon, the delivery shipping funcilon, the debl management and collection func-
tion, and the after-sales support services function are attributable to ForCo, All of the
assels are attributed to ForCo: inventory; property, plant. and equipment for distribu-
tion: and receivables, All of the risks are attributed to ForCo: Inventory risk, credit risk,
and forelgn exchange risk.

The second step In the analytcal process causes a partlal shifting of the product
ordering function and the shifling of the marketing sales [oree functlon from SubCo
to ForCo PE. The remaining funciions. asseis, and risks that were atiributable (o
ForCoin the first instance are now attributable o ForCoHO).

The third step in the analytical process s to quantify the cost llems among
ForCo{H(), SubCo, and ForCo PE Based on the sel of facts. the 56.5 million inter-
company commission from ForCol PE) to SubCo is attributable to ForCo{HO); SubCo’s
56 mibllion for sales and marketing Is attribuiable to SubCo, The other costs of $2.2 mil-
liom are atiributable to ForColHOE advertising of 512 milllon, bag debis of 52 million,
Inventory stock losses of 51 million, warchousing InventlorySnanagement delivery
services of 54 million, technical support services of %2 millida,s and debt collection and
management services of 51 million.

Example 2: Comparability Analysis

The next step In Example 2 15 1o undertake @ camparability analysis. The facts as (o
the comparability analysis in thiz instanss pertain to the avallability of uncontrolled
comparables, which are generally the sane as in Example 1. However, in this instance
the combined functions, assets. and¢%s of SubCo and the dependent agent PE are not
similar o these of independent futlsisk managers or distributars,

Undber the Gels and dreunietances of Example 2, the transfer pricing method most
likely to provide the best estiate of the arm’s length profit of the dependent agent PE
may be a form of the costplus method., given the outcome of the Tunctlonal analysis
and the avallable comparable data. The ATO poinis out that the lunciional and risk
profile of the Independent agent PE Is little diffzrent from that of the agent. SubCo,
Accordingly. and under those drcumstances, the most reliable method is (o mark up
ForCo's costs of the agency activities,

Example 1 used the profit split method, based on EBIT activity. Example 2 Is a
sltuation in which the profit split method would not be the most appropriate transfer
pricing method. The dependent agent PE and agent together do ool have the func-
tional profile that is comparable to a full buy-=ell distributor. The ATO concluded that
it does pot seem possible for the taxpayer to make sulliclently accuraie adjustmenis to
reliably use the profit =split method. The ATO reached this conclusion given the num-
ber and slze of the comparabllity adjustments that the taxpayer would have to make
o ofstain an appropriate resull for the dependent agent PE, beginning with distribu-
tor resulls.

The ATO acknowledges that it might be possible for the taxpayer o estimale an
appropriate markup on cost for the dependent agent PE The taxpayer could achleve
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this resull by wslng the same comparables data that determined an arm’s length com-
misslon for the agent. The taxpayer could apply this comparable result if the taxpayer
used o THNMM to benchmark the commission,

The ATO provides an example of the “comparable result” technigue. Assume, in
thiz Instance, the taxpayer benchmarked the $6.5 milllon commission lee I:|:|.I aply-
Ing a TNMM for llmited-risk service providers. Then assume that the rate of relurm on
cost was 8 percent. Under this method and data, the arm’s length profit for the depen-
dent agent PE would be B percent. The arm's length profit for the dependent agent PE
would be B pereent of 6.5 million. or approximately 53000000,

Example 3: Toll Manufacturing Arrangement

Toll manufacturer Sublo manulaciures computer products in Country A for ForCo,
Forlo then sells the computer products in Country A, SubCo pedforms all the activity
related to manufacturing the products in Country A. There Is a cantract or toll agree-
ment between ForCo and SubCo, The agreement bedween ForCoand SubCo provides
that SubCo acts of behalf of ForCo In performing the manulfacuring activitles of these
products In Country A, In refurn for SubCo acting on(Bchall of ForCoe In perform-
ing the manufacturing activitles in Country A, Forfe pays SubCo a processing fee,
which the ATO describes az Sublo’s agency services:

Example 3: Facts

The ATO visualizes that the production process itself contalns more than 15 separate
production lunclions. This delineativny s important, as the AT process necessitales a
more extensive Involvement thas-do the tax authoritles in other taxing jursdictions.
The next step, then, in attributing profits (o a dependent agent PE is (o examine the -
lowing significant functions and risks pertaining o the toll manufacturing agreement.
based on these facls:

o ForCo has master agreements with materials suppliers. These masier agreemenis
specily the terms of the material supplier agreements. Including quantities and
pricing.

o Forlo negotiates these malerials supplier contracts,

w  ForCo pays lor material that materals supplicrs supplied under the agreements.

» Sublo requisitions the malerials supplied under these materlals supplier con-
tracts, ordering these materdals when needed to meet s production schedules.

s Forl'o provides Sublo with a demand plan regarding product scheduling. This
demand plan detalls ForCo's requirements as to the quantities and timing of the
proghucts to be delivered Lo Sublo,

»  SubCo uses itz demand plan to determine its dally production schedule,

s SubCo performs the manufacturing processing functon on behall of ForCo.

w  Forlo Iz responsible for providing SubCo with the intangibles, designs, and specifi-
cations needed Lo manufacture the product.
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Example 3: Functions

The next step In the analysis I o ascertain the functions, assets, and risks o
ForColHOY, SubCo, and ForCo's dependent agent PE. The taxpayer (and the ATO) apply
this analysls In two sieps:

1. The taxpayer (and the ATO) lgnore the presence of the dependent agent PE and
allocate amounts between the princlpal and agent entitles, ForCo and SubCo.

2. The taxpayer {and the ATO) add to the allocatlons the dependent agent PE of
ForCio,

Thiz analysis excludes the analysis of the functions, assels, and risks relating to
product distribution and markeling because the toll manufacturng armangement
relates only Lo product manufacture.

We look atl ForCo and Sublo standing alone as to lunctions, assels, and risks.
ForCo underfook the funcllons pertaining to raw materlals plrchasing. B&D, pro-
duction scheduling, and quality control. SubCo undertook-thl: manufacturing and
wiarchousing functions, As to the assets, ForCo had the igceniory and the intangibles.
Sublo had the property, plant, and equipment pertatnitg to manufsciuring. As Lo
the risks, ForCo had all risks. including Inventory risks. product llability and warranty
risks. and forelgn exchange risks,

ForCo originally had all risks, includingSaventory risks, prodioct labilty and
warranty risks, and foreign exchange risks) Aller the diviston of the risks between
ForColHOY and PorColPE), ForColHO has the foreign exchange risk: PorCo{PE) has
the inventory risk and the product Bability and warranty risks.

After dividing up ForCo's asséis between ForCofHO) and ForCo(PE), ForCol PE) has
the inventory amd the intangbles, SubCo has the properly. plant. and egquipment for
manufaciuring,

Dividing up Forlo’sdnactions between ForCofHO) and ForCo{PE), SubCo has the
manufacturing funcilons and the warehousing functions, but ForCo also has the same
lanclions. ForCol{HO) has these lunctions: raw material parchasing, R&ED, production
schedullng. and quality control.

The ATO attributed the cost ilems in this way:

o To PorColPE): the 514 millibon processing fee pald to SubCos the ATO attributed
none of this processing amount to ForCod HOJ,

s To ForCol HO): the $100million BE&ED expense; the ATO atiributed none of the B&D
cxpense Lo ForCof PE).

o To ForCofPE): the 530 million raw material expenditure; the ATO attribuled none
of the raw matertal expenditure to ForCo HO).

w To ForCol{PE): the 53 million product Bability and warranty clalms costs: the ATO
attributed no product and lability and warranty costs to ForCo{HO),

« To ForColHOE 51 milleon In purchasing and production  scheduling
department costs; the ATO attributed no purchasing and production scheduling
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department costs o ForCo{PEL The ATO's own schedule (Table B erroneously
reflects the purchasing and production scheduling depariment cosis as belng part
of the product lability and warranty claims cosi,

s To PorCol PE): $1 million inventory stock loss cost; the ATO attributed none of the
Inventory stock loss cost o ForCo{HO).

s To SubCo: the entlre 51 3 million manufacturing cost

step 2 In Example 3 provides for a comparabllity analysls as to ForCo and SubCo,
Here there are no Intermal comparables as SubCo acts exclusively on behall of ForCa,
There are no external comparables that would benchmark an arm's length compen-
satlon or margin regarding the functions, assets, and risks of the dependent agent
PE. There is. however, an external comparable, independent toll manufaciurers in
Country A, to cstablish the $14 milllon arm'’s length fee for SubCo’s processing ser-
vices. There are sufliclent data for independent contract manufacturers of computer
products in Country A, These data establish that SubCo and thedependent agent PE
combined. as (o funciions, assels, and risks, have a 10 percenionel relurn on cosis.
However, it is not possible to rellably determine ForCo's opelasing profit for the manu-
lacturing operations involving SubCo.

The ATO concludes that it s possible (o relloliy-ase an arm'’s length pricing
metbiod to directly benchmark the compensatbon tothe dependent agent PE, given the
outcome of the functlonal analysts and the avallable daia for the comparabllity analy-
sis. This resull suggests a necd on the part et the axpayer and the ATO (o nesort o a
profit split transfer pricing method. Howdor; it is not possible for the taxpayer and the
ATO 1o apply the profit splil method using ForCo's aclual operating profit resulis.
The ATO suggests that the taxpayes opply a transfer pricing profit split alternative.

Under the ATO alternative transfer pricing method, the taxpayer would determine
the combined arm’s length\relurn of cosis, taking info account ForCo's dependent
ageEnt PE and SubCo., Thi amsount 13 approximately 55 million, 10 percent of 548 mil-
liom in consolldated oasis Then the taxpayer would sublract the arm's length profil for
SubCo, the processing foe of 514 milllon less the operating expenses of 513 million, a
net amount of 51 million. The net amount and arm’s length profit of ForCo's depen-
dent agent PE 1s $4 million—the %5 million for ForCo's dependent agent PE and SubCo
on & combined basis less the 51 million amount for SubCo,

Example 4: Toll Manufacturing Arrangement

Example 4 Illustrates that different contraciual arrangemenis between ForCo and
SubCo impagt the profil of the dependent agent PE. The facis in Example 4 are the

same as in Example 3 excepl:

s While ForCo had complete control of the raw material purchasing unction in
Example 3. in Example 4. SubCo s agreements with materials suppliers. These
agreements specify terms. Including quantities and pricing. SubCo negotlates
these raw material purchasing lunctions and pays for all material supplied wnder
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these contracts. However, ForCo relmburses SubCo lor these raw malerial pur-
chasing costs,

While ForCo had provided SubCo with a demand plan for production scheduling
In Example 3, in Example 4. SubCo uses the international enterprise’s iniranet
systems Lo ascertain the required quantities and product to be delivered and to
determine its production schedule.

The manufacturing functions are identical In Example 3 and Example 4. SubCo
performs the processing lunction on behall of ForCo.

Example 3 had provided that the multinational enterprise s quallty conirol
standards on a global basis, with ForCo requiring that SubCo's pricduction con-
form to these global basis quality standards. In contrast, Example 4 provides that,
although the multinational enterprise sets global quality control standards, SubCo
hias the responsibility to ensure that s production confomms to these standards.
The warehousing lunclions are identical in Example 3 and Example 4. SubCo
holds the inlshed goods awalting ForCo's delivery and shipment,

In boih Example 3 and Example 4, when i comes o Invonlory ownership and
risk, SubCo has no ownership or risk in raw matertalsl b1 work-in-process, or In
finished goods inventories,

Example 3 and Example 4 provide that ForCo ewoe/all Intangible property fghis
for the products being manufactured. Such rigbis Include patented designs, pro-
cesses, know-how, brand names, trademadks, and loges, Example 3 provides that
ForCo create trake Intangibles internebydarongh R& D outsidée of Country A, In
contrast, in Example 4, ForCo licensSs (e product intangibles for SubCo's use.

For both Example 3 and Example 4, SubCo owns or leases all property. plant, and
equipment that it uses for marefaciuring ForCo's products,

For bath Example 3 and Example 4. as to product liability and warranty risk,
ForCo has sole lability for product defects and customer warranty claims, ForCo
agrees o Indemnife SunCo For any losses or damages,

For both Exampl> 3 dnd Example 4, ForCo bears any forelgn exchange risk
regarding amounis payable for raw materials,

For both Example 3 and Example 4, ForCo derives 3100 million in sales income
and Incurs todal distribution and marketing costs of $ 30 million.

For both Example 3 and Example 4, ForCo incurs costs of 559 million related 1o the
manufciure of the products, but the componenis of this 539 milllen amownt dil-
fer from each other. ForCo pald SubCo a 514 milllon provessing fee In Example 3
and 515 milllon in Example 4.

In Exumple 3, ForCo had a $10 million B&D allocation for developing product
Intangibles; In Example 4, ForCo incurred 510 milllon In rovalties for licensing
intangibles.

In Example 3, ForCo paid 530 milllon in intangibles for raw materials; in Example 4.
ForCo pald % 30 millon to relmburse SubCo lor raw material costs.

For both Example 3 and Example 4, ForCo Incurred 53 millllon In product labil-
Iy and warranty costs and incurred 51 milllen n Inventory stock losses coused
by Sublo’s damage to components and finished preducts during warehousing.
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Example § reflected a 51 milllon expendilure lo operate the raw material pur-
chasing and production scheduling depariment. Example 4 had no comparable
expenditure,

s In Example 3, SubCo Incurred operating expenses of 513 million for its toll man-
ulaciuring operations. In Example 4, SubCo incurred operating expenses of 514
million for s toll manufacturing sctivitles, other than costs reimbursed by ForCo
a5 above. These amounts Indude the 31 milllen For purchasing and production
scheduling departments,

Example 4: Functional Analysis

The ATO atiributes functions, assets, and risks to ForCo(HO), SubCo, and ForCo's
dependent agent PE by first allocating funclions, assels, and risks (o the principal and
agent activities, ForCo and SubCo, Ignoring the functlons, assets, and risks perlaln-
ing e the Independent agent PE. Then the ATO attributes lanctions, asseis. and risks
to the independent agent PE.

Viewlng functions, assets, amnd risks to Forlo and to Sa0C, SubCo Incurs all of
the functions: raw material purchasing, manufacturing, greduction scheduling. gual-
ity control, and warchousing. As to assets, the Inventory and intangibles belong to
ForCo while the property., plant, and equipment e sranufacturing belong o SubCo,
All of the risks belong o ForCo: Inventory risk. predact labllity and warranty risk. and
forelgn exchange risk.

DiMerent results apply when we fakz0nio account the dependent agent PE, All
functions are split between SubCo and ForCo: raw materisl purchasing, manufactur-
Ing. preduction scheduling, qualityeontrol, and warehousing. Regarding assets, the
inventory and intangibles belong i ForCo(PER the property, plant, and equipment for
manufaciuring belong to SubCa, All of the risks belong to ForCo{PE): Inventory risk,
product Hablity and warrzaty risk, and lorelgn exchange risk.

The ATO would atfrihute these cost items based on the facts specified In Example 4:

s 515 million processing fee—ForCof PE)

s 510 milllon royaltics—ForCol PE)

s 530 million raw materials—ForCo{PLE)

s 53 milllon product Bability and warranty—SubCo

e 31 milllon purchasing and prometion scheduling departments—FerColHO)
s 51 million Inventory stock loses—ForColPE)

s 513 million manufacturing—3SubCo

Example 4: Comparability Analysis

The ATO ascertained the next facts reparding ForCo, SubCo, and uncontrolled com-
parables, There are no Internal comparabdes in this situatlon, as SubCo acted exclu-
slvely on behall of ForCo and s other afliliates, There are no external comparables to

benchmark an arm’s length compensation or margin for pariicular combination of
functions, assets, and risks of the dependent agent PE Independent toll manufacturers
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APA PROCESSING TIMES

The ATO moves rapidly compared with most other tax offices in formulating APAs.
Thus. the ATO expects to complete an APA within 12 months after the taxpayer lles
the application. The ATO expects the laxpayer o cooperale with the ATO and to pro-
vide the ATO with Umely, detalled, and accurate Information. The completion of the
APA process within 1.2 months depends on:

s Avallability of information

s Amount of cooperation among the AT, the taxpayer, and the forelgn tax author-
ity, assuming the APA 15 a bilateral APA

s The APA’s avallable resources to undertake the APA process

Australian APAs completed In 2007-2008 ook, on average, 11 months to pro-
ez, determined from the Inception or fillng of the APA (o the finaltzation of the APA.
The processing time during the prior year, 20062007, was ¥ 2 months. The average
time to complete the APA depends on whether the APA wasunilateral or bilateral:

=

Umilaieral hiwieral
2006-2007 % menthy N~ 17 months

2007 =MK% & o che 16 monihs

The processing tme to complete e APA In Australia s much less than the pro-
cessing Ume n the United States, Thedlsparly in processing (imes between couniries
applies 1o both unilateral APA= nd bilateral APAs, The median provessing times in
Australla were similar to the average processing tmes.

In 2007=-2008, on average, the taxpayver’s renewal APA application took the
same time to process 55 would a new APA application. In contrast. in 2006=2007, a
renewil APA applicaion took 307% less time than a new application look.

An APA application In 2007-2008 Invelving a small and midsize taxpayer took
aboul 6% less Ume than o lorge axpayer APA application ook, In contrasl. an APA
application in 2006-2007 for a small and midskze taxpayer took about 45% less time
than for a large taxpsayer application,

The ATO permits a small to midsize taxpayer o enter into an APA application
process when the ATO underiakes transfer pricing review and/or transfer pricing
audit, Small and midsize APA applications were often prompied by the compliance
activity on the part of the ATO. These small and midsize APA applications were wsu-
ally unilateral. The ATO's knowledge of the business helped to improve processing
times for these cases,

APA processing Lime for bilateral applications increased over the six vears begin-
ning in 2002-2003 from 13 to 23 months in 2004-2005 and then decreased to 16
mionths i 20072008, The processing time for unilateral applications ranged from 3
o 12 months, Australia had one multlateral APA application.
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According to the ATO, unllaleral APA applicatlons are more common. [L alirl-
butes this high percentage to;

s A unbgue Joint venture arrangement In which bllateral APAs were nol appropriale
» Small to midsize businesses. which could not justify the costs of submitting a bilat-
eral APA application

- UNILATERAL AND BILATERAL APAS

Australla compleled blilateral APA appllications with four countries in 200720005
Canada, Japan. New Yealand, and the Unlted States, As tax praciliboners conversani
with developments in the area, we anticipate that Australla will seen be developing
bilateral APA applications with Singapore.

The number of total APAs in Ausiralin increased from 20 or fewer APAS per year
In the pre-2000, 2000, and 2000 period to 38 In 2003, 27 In 2098, 31 in 2007, and
48 I 2008, Bilateral and multlateral APAs have never rdachied 20 of Australia’s
iotal APAs, In fact, there were just 4 bilateral and muliilaigral APA= In 2000, These
data reflect program life, Including renewals.

- THE ATO'S APA WORK IN PROTLSS

The ATO divides In APA work In process(nity these calegories:

Al Jame #0, 24T AR [ue 500, 2008

[ M1 5 lage \Y 18 19
Preiling stage 1 20
Filed and bn prdass 41 i
Imcludes blaieral AlMAs 18 13

APA ISSUES AND METHODS

The ATO calegories APAs by lype of activity during the 2007 =200 yeur:

Typeof Dealing Primnary Activiiies Al Activiiies
Tangibde Property 1 1k
[ntangibde Property i 5
Servioes 9 18
Tkl completed 44

several APAs cover mone than one type of activity. For example. an APA might
cover the selling of tanglble property and the recelving of management services. The
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ATO lists the primary activity first and totals all covered activities In the right-hand
column, The broad categories encompass these activitles:

» Sales and purchases of goods, made by marketers, distributors, and manulaciurers
e Sales of commodities and sales of semicompleted goods

s Licensing of intellectual property

# Services, Including linanclal services and research and development

s Management services and other suppor! services

The APA process in Australia involves the selection of primary transfer pricing
methods. As In previous years, taxpayers and the ATO primarily use the transac.
tional net margin method (TNAM), Taxpayers in Australia have ready acoess to inde-
pendent comparable data In Australia and elsewhere 1o show that thelr related party
dealings achleve am arm's length outcome, The tested party might be in Australia or
elsewhere, depending on the fcts of the case, The taxpayer can 5020 use the TNMM o
establish routine returns in a residual profit split

Pritaary Metlsmls

THMM—Refuarn on Asets N
THMM—Sales 14
THMM—Costserry 4
Methad

Prokit Split 3
Comparable\nrondrolied price 7
Cost Plas 2
Taytal 4%

The taxpayer should note that Australla’s primary methods do not include the
resabe method,
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CHAPRFER"RIVE,

China Implements Transfer
Pricing Procedures

HE CHIMESE Jax authorities have Iimplemented transfer pricing regulatlons,

These reas@r pricing provislons came Infe force in January 1, 2008, but the

tax authoviles postponed the contemporanecus documeniation requirements
until December 31, 2008,

OVERVIEW

The tax practitboner should be aware of three specilic facels of the Chinese transfer
pricing regulations in partcular:

1. The Chinese tax authoritles cast “sssociated enterprises™ in a broad nel. As a
resull, the lax authorities in odber countries might nel view these associated par-
tes, and relationships among these pariles, as constitullng control. Nevertheless,
the Chinese tax authoritbes swoubld treat these associated partbes B8 constileting

assoclabed enterprises and therefore as constliuting control, The reader should
examine Arthcle 9 In particular,
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