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Overview of Australia’s transfer
pricing regime and the mining sector
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OVERVIEW OF AUSTRALIA’S TRANSFER PRICING REGIME AND THE MINING SECTOR

Like many other countries, Australia has a set of income
taxation rules designed to counter the under payment of
income tax. It does so by requiring business to adhere to
price-related party international dealings, by benchmarking
the price against similar dealings between independent
parties (Arm’s Length Price).
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Where pricing between international related parties is not
in accordance with the Arm’s Length Price, determined in
accordance with an appropriate methodology as set out
in Taxation Ruling TR 97/20, the Commissioner of Taxation
(Commissioner) may make adjustments increasing tax
payable and impose significant penalties as a result of an
audit or transfer pricing review.
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Applying the Arm’s Length Methodology in
Taxation Ruling TR 97/20

i ARG B 2Y PR ERA AR

Taxation Ruling TR 97/20 describes a four-step approach to
applying the arm'’s length principle as follows:
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(i) (Functional Analysis) Identify and characterise the
international related party dealings by identifying
economically significant functions, assets used and risks;
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(i) (Selecta methodology) Based on the functional analysis,
identify which of the accepted methods is the most
appropriate for each dealing. The methods are divided
into two groups, the traditional methods (being the
comparable uncontrolled price method, the resale
price method and the cost plus method) and the profit
methods (which include the profit split method and the
transaction net margin method);
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(iii) (Application) Apply the selected methodology to the
dealings;
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(iv) (Support and Review) Implement support processes and
documentation of the application of the methodologies.
Implement on-going monitoring of international related
party dealings.
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In a recent speech to the Australian Mining and Energy
Conference, the Commissioner has identified transfer

pricing issues as part of a targeted review of multinationals,
particularly resources companies, who have subsidiaries

in Australia. The review will involve sending formal
questionnaires and audits as part of the most significant
enforcement action taken by the Australian Taxation Office in
over a decade.
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Businesses may reduce the risk of an audit by maintaining
documentation created at the time the arrangements are
entered into, which explains how an Arm’s Length Price was
determined. The Commissioner has released Taxation Ruling
TR 98/11 (available at www.ato.gov.au) explaining how to
prepare adequate documentation.
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Businesses may also enter into advanced agreements called
APA's with the Commissioner on how to price international
related party dealings.
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Key transfer pricing risks for resource and
extraction businesses operating in Australia
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For foreign controlled extraction and resource businesses,
the Commissioner’s attention is likely to be focussed on the
following potential transfer pricing risks:

(i) (Sale of raw materials at a discount) the purchase of
minerals by a foreign related party at a discount to market
value.
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(i) (Intereston related party debt) foreign controlled
Australian entities restructuring related party debts
resulting in an increase to interest costs in excess of Arm’s
Length Prices.
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(iii) (Service charges) entry into service agreements by
foreign controlled Australian entities where the service
charges are in excess of Arm’s Length Prices. Typical
service charges in the extractive resources industry that
may be the subject of scrutiny by the Commissioner
include:
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(A) management services;

(B) information technology and other support services;

(C) distribution and marketing costs; and

(D) costs related to consulting engineers and other
experts used in the Australian business’s operations.

(iv) (Financial transactions) entry into derivatives or similar
arrangements with related party counterparties on other
than arm’s length terms.
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(v) (Royalty charges) entry into royalty agreements, for
example for the use of technology, by foreign controlled
Australian entities where the royalty charges are in excess
of Arm’s Length Prices.

TR -
-

(vi) (Payments for use of plant) entry into agreements for the
sale or lease of equipment with charges in excess of Arm’s
Length Prices.
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Further information
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Please contact Minter Ellison if you would like any further
information in relation to these issues.
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