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ABSTRACT 

Transfer pricing is one of the most important yet controversial aspects of international tax in the 

last decade. South Africa is one of the few African countries which has set out regulations to 

deal with this issue yet undoubtedly the scope of application of these transfer pricing regulations 

is unsatisfactory especially in the age of globalization and the rise of multinational corporations 

which are driving this globalisation. 

The legislation set out in section 3 I of the Income Tax Act number 58 of 1962 lacks clarity and 

precision like the legislation set out in more advanced jurisdictions such as the United Kingdom 

and the United States of America. South Africa has not yet developed transfer pricing safeguards 

such as precise legislation on penalties, advanced pricing agreements, cost sharing agreements 

and transfer pricing regulations in the face of a recession. 

In essence this study seeks to establish how far transfer pricing legislation in South Africa has 

keep abreast with international standards put forth by other jurisdictions. 
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1. INTRODUCTION TO THE STUDY 

As Marx and Engels observed, nearly 160 years ago, capital is always in, 

"need of a constantly expanding market for its products, chases the bourgeoisie over the 

whole surface of the globe. It must nestle everywhere, sel/le everywhere, and establish 
• h " I connectwns everyw ere. 

I. I Definition of transfer pricing 

To fully understand the nature of this study it is imperative to first define the meaning of transfer 

pricing. The definition of "transfer price" in business economics reads, 

"The amount charged by one segment of an organization for a product or service that it supplies 

to another segment of the same organization." 2 

Which means that the term 'transfer pricing' is used to describe arrangements involving the 

transfer of goods or services, at an artificial price, in order to transfer income or expenses from 

one enterprise to an associated enterprise in a different tax jurisdiction. 3 Therefore it is a process 

by which related entities set prices at which they transfer goods or services among one another 

on an international scale.
4 

Transfer pricing allows global companies to set their transfer prices to 

position themselves optimally with regard to the tax regime in each country where they operate.; 

Transfer pricing is a strategy to maximize profits, minimize taxes, maintain goal congruence, 

and/or evaluate managerial performance. These transfers are between domestic entities or 

involve cross-border transactions. The international transfer pricing activities are the ones which 

1 
Marx and Engels, 'The Communisl manifes/o'.Available at 

http:i/www.internationalvicwpoim.org/spip.php9 article 1557 [accessed on 11 May 2009]. 1992, p. 6 
2 

C. Homgren and G. Sundem, 'Introduction to Management Accounting', Prentice Hall International Inc. 9th 

edition p 336. 
3 

K. Huxham and P. Haupt, 'Noles on S0111h African Income Tax· 24ed (2005) 346. 
4 

2 Second Interim Report of The Commission of Inquiry into Certain Structures of South Africa 
Thin Capila/isalion Rules 1995 at paragraph 1.3b. 
5 

K. Thersby 'Transfer pricing attack: Motor industry under spotlight', Moneyweb 's Tax break, December 2006 p2. 
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are potentially cross-border income shifting and tax reallocation to the multinational 

corporation's (MNC's) advantage. 6 

MNCs may choose to exploit differences in tax policies, transfer pricing regulations, import 

duties, withholding taxes, currency risks, and profit repatriation restrictions. This exploitation 

enables them to shift profits from subsidiaries between tax jurisdictions to maximize global 

profit and minimize taxes. The end result is that some countries are deprived of proper tax 

revenues. 7 Tax jurisdictions accept methods for transfer pricing which are generally based on 

the arm's length principle. 

1.2 Background 

Awareness on transfer pncmg really began when the United States and United Kingdom 

introduced specific transfer pricing provisions with an international focus during the First World 

War. These anti-tax avoidance provisions where intended to deter companies from shifting 

profits to associated companies overseas through under or over pricing of cross-border 

transactions. 8 The companies which were mainly targeted by these provisions are now called 

Multi-national enterprise groups (MNE). These multi-national enterprise groups are defined as a 

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

company which is part of this group is called a multinational enterprise (MNE).9 

Since a multinational enterprise conducts business and has an economic presence in more than 

one legal jurisdiction therefore absent legal and tax considerations, territorial borders should not 

in themselves constitute barriers to the operations of the multinational group - despite the fact 

that, each of the associated enterprises of the multinational may be a legally distinct company in 

the jurisdictions in which it operates. The multinational maximises worldwide profits by freely 

disseminating the sources of competitive advantage to members of the multinational group. Any 

6 
S Borkowski, 'Transfer pricing concerns of developing and developed countries', The International Journal of 

Accounting Vol. 32, No. 3 p322 (1997). 
7 S Borkowski [note 6] p322 
8 Ad Hoc Group of Experts on International Cooperation in Tax Matters Tenth meeting Geneva, 
'Transfer Pricing History C State of the Art C' Perspectives p5. 
9 

OECD Transfer pricing guidelines for Multinational Enterprises and Tax Administration at Glossary. 
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prohibitions to the effective exploitation of such competitive advantages would undermine the 

very rationale of the global operations ofa multinational enterprise. 10 

The term MNE not only covers corporate giants such as IBM, Microsoft or Shell but also 

smaller companies with subsidiaries or permanent establishments (PE) in countries other than 

that where the parent company/head office is located. 11 Transfer pricing provides opportunities 

for MNEs to shift profits from a high taxing country to a country with a low corporate tax rate or 

with tax incentives for certain activities. Prior to 1979 administrative and legal guidance on the 

application of provisions relating to transfer pricing was scarcely available. The US Treasury in 

1968 issued regulations for specific types of inter-company transactions which had a great 

influence on the discussions in the Organisation for Economic and Co-operation development 

(OECD) on transfer pricing. 12 This organisation has been at the forefront of issuing material on 

how to tackle the issue of transfer pricing. 

In the seventies, the member states of the OECD decided to produce guidelines for transfer 

pricing to be administered in their various tax legislations. This was motivated by an increase in 

the number of MNEs and the increase of transactions within MNEs. Secondly these guidelines 

would help minimise double taxation of the MNE's within these jurisdictions. 

It has become important to tax these multinational enterprises because of the technological 

advancements in communications which allow flexibility in these MNEs shifting activities 

internationally. These advancements encouraged a unified global approach to eradicate 

difficulties that have arisen in applying some of the fundamental tax concepts, currently used in 

different tax jurisdictions. 13 

10 
Michael Macdonald, OTA papers Income shiflingfrom transfer pricing.further evidence from tax return data 

July 2008 p6 .Available at http://www.ustreas.gov/offices/tax-policy/librarv/0TAtech02.pdf [accessed on 9 
September 2009]. 
11 

Ad Hoc Group of Experts on International Cooperation in Tax Matters Tenth meeting Geneva, 
'Tram/er Pricing History C State of the Ari C' Perspec/ives p5. 
12 

Ad Hoc Group of Experts on International Cooperation in Tax Matters Tenth meeting Geneva, [note 11] p7. 
13 

Bernard du Plessis and Michelle Yiljoen, 'Taxalion of e-commerce: Income Tax.' chap 8 at 231. 
Available at h11p://www.cyberlawsa.eo.za/cyberlaw/cybertext/chapter8.htm 
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1.3 Statement of the problem 

The transfer pricing area of taxation has globally become a major source of income for tax 

authorities and the accompanying penalties and interest are onerous. The role of multi-national 

enterprises (MNEs) in world trade has increased dramatically over the last twenty years. It has 

led to increasingly complex tax issues for both tax administrations and MNEs themselves. There 

needs to be a greater focus on transfer pricing because the risk of revenue losses in these areas 

increased dramatically since the effects of the global financial crisis started hitting home. 14 

Transfer pricing is still a relatively new concept in South Africa it is clear that transfer pricing is 

not an exact science and that it is very specific to individual companies. There were problems 

with dealing with issues pertaining to transfer pricing within the South African Revenue Services 

(SARS). These problems range from lack of skills, a lack of experience, a lack of knowledge to 

simply not understanding certain issues of transfer pricing and not being able to come up with a 

definite solutions. 15 

The possibilities of 'transfer pricing' are increasingly being shaped by the emergence of 

microstates which are commonly known as offshore financial centres or tax havens considered to 

be ·'the cornerstone of the process of globalization". These microstates use their sovereign 

legislative powers to enact secrecy, light regulation, low or even no tax and persuade companies 

to set-up skeletal administrative structures to operate their transactions which results in them 

easily creating new assets and intellectual property. Nearly half of all world trade appears to 

pass through offshore financial centres, even though these jurisdictions account for only about 3 

per cent of global gross domestic product (GDP). 16 It is of no surprise that South African trade 

may pass through these tax havens stripping the country of the much needed revenue from tax. 

The problem which this study seeks to address is the limited nature of South Africa's transfer 

pricing legislation which may be exposing South Africa to lose of tax revenue to other tax 

jurisdictions. 

"TAXtalk January/February 2009 
" D Erasmus 'Transfer pricing: What is SARS take on it and what should you be doing 7 ' TAX talk p 14 
16 P Sikka and C Haslam 'transfer pricing and its role in tax avoidance AND flight of capital: Some theory and some 
evidence, University of Essex p 8. 
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1.4 Objectives of study 

In light of the statement of the problem, the goal of this paper is to look in depth at South 

Africa's approach to transfer pricing laying out the current legislation on the issue. The extent 

South Africa has effectively applied its legislation which encompasses the OECD guidelines in 

transfer pricing will be examined. So ultimately the research paper will; 

(a) Examine South Africa's current approach to transfer pricing. South Africa is not a member 

state of the OECD 

(b) Examine the United Kingdom' approach to transfer pricing since they are a member state 

of the OECD. 

(c) Examine the United States approach to transfer pricing. They did not adopt the OECD 

approach and have their own regulations. 

(d) Lastly a comparison between South Africa and these two countries will be made to see 

what South Africa can adopt to improve its regulation on transfer pricing. 

I .5 Reason for study 

Developing and recent market economy countries (like South Africa) are new to international 

transfer pricing issues, are increasingly at risk of losing revenue because of these transactions. 17 

In an international study, focusing on international tax and transfer pricing issues, carried out in 

over 800 international businesses in 2003, sixty-eight percent of all survey respondents said that 

transfer pricing was the biggest tax issue they faced. 18 Noting that this was the situation about 

seven years ago, it is probable that since world trade and globalisation have increased transfer 

pricing is even a bigger issue under more scrutiny by relevant tax authorities. Now transfer 

pricing has become a key site for social conflict as it plays a major role in relocating corporate 

profits, facilitating tax avoidance and flight of capital. 19 The economic consequences of transfer 

pricing manipulations to relocate profits are significant and can be minimized through the 

17 
S Borkowski, 'Transfer pricing concerns of developing and developed countries', The International Journal of 

Accounting Vol. 32, No. 3 p321/322 (1997). 
18 Maja Zaman 'Transfer pricing in multinational companies·. Available at 
http://cconpapers.repec.org/article/zagzirebs/ [accessed on IO April 2009] 
19 

P Sikka and C Haslam 'transfer pricing and its role in tax avoidance and flight of capital: Some theory, and some 
evidence University of Essex p7 
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establishment and enforcement of adequate transfer pncmg policies and measures. Transfer 

pricing manoeuvres may result in distorted competitiveness among companies and to an undue 

reduction of the tax revenue in one country with a corresponding undue tax basis increase in 

another. Formerly, some developing countries avoided transfer pricing controls for fear of 

discouraging foreign investment. This may still be the case in some developing countries 

desperately that need foreign investments to drive their economies. This was combined with a 

lack of administrative experience in the implementation of transfer pricing. Transfer pricing 

regulations are critical for developing countries to compete in the current economic 
• 20 environment. 

Transfer prices are important to MNC's because they affect calculations of divisional, segmental, 

product and global profits. The reported profits are significant to stock markets because they 

affect earnings, dividends, share prices and return on capital. Lastly, transfer prices are 

important to different countries because they affect the taxes that can be levied upon corporate 

profits to finance public goods.2' 

1.6 Significance of study 

South Africa is not yet a member state of the OECD regime on transfer pricing, though it has 

adopted the guidelines to set own its own rules on transfer pricing. This paper seeks to explore 

how far South Africa has gone in establishing transfer pricing rules on comparison to the United 

Kingdom which is far more advanced in transfer pricing and the United States which has set out 

its own laws. This paper will compare and recommend transfer pricing differences from these 

two states which may aid South Africa to improve its current transfer pricing regime. 

More effective legislation must be put in place by South Africa to include anti-income shifting 

clauses and arm's length concepts, safe harbour rules (in taxation these are, guidelines provided 

by the SARS for certain transactions, indicating specific parameters a taxpayer can observe to 

20 S BorkO\vski, 'Transfer pricing concerns of developing and developed countries', The International Journal of 
Accounting Vol. 32, No. 3 p321/322 (1997). 
"P Sikka and C Haslam 'transfer pricing and its role in tax avoidance and flight of capital: Some theory and some 
evidence University of Essex p8. 
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ensure favourable tax treatment or to avoid an unfavourable one. An example is a list of 

parameters that, if followed, will assure Sale and Leaseback treatment to certain transactions22
), 

and the provision for advance pricing agreements. This will safeguard the country from unfair 

transfer pricing arrangements. 23 Transactions must be subject to more disclosure to SARS. This 

will ensure transparency of transfer pricing agreements. 

I 
I It is a fact ,that many developing countries, including South Africa are poorly equipped and tax 

authorities have relatively little capacity to scrutinize the complex tax structures and 

I agreements. 24 This has made it significant for more research from other jurisdictions and 

I 
I 
I 
I 
I 
I 
I 
I 

literature to be written on transfer pricing to try and help explore and understand this confusing 

aspect of international tax law. 

Due to the economic growth experience by South Africa over the last decade, some domestic 

companies have become multinationals and foreign companies have either set up businesses in 

South Africa or operate joint ventures with local companies. it is estimated that the combined 

sales of top 200 corporations(some of which have business interests in South Africa) are bigger 

than the combined economies of all countries less the biggest ten economies of the world .. 

Multinational corporations dominate virtually every sector of the economy and account for some 

twenty seven and a half percent (27.5%) of world economic activity. 25 It is needless to say that if 

South Africa does not adequately pay attention to transfer pricing policies it will lose a lot of 

revenue to lower tax jurisdictions. 

1. 7 Outline of study 

This dissertation is made up of four chapters. Chapter one is the introduction and overall 

explanation of the topic. Chapter two analyses the South African legislative and practical 

approach to transfer pricing laying out its weaknesses and strengths. Chapter three deals with the 

I United Kingdoms approach to transfer pricing. It will be in detail since they have a more 

I 
I 
I 
I 
I 

22 
Business dictionary. Available at http://www.answers.com/topic/safe-harbor-rule [accessed on 11 February 2010]. 

23 
S Borkowski, "Transfer pricing concerns of developing and developed countries', The International Journal of 

Accounting Vol. 32, No. 3 p321/322 (1997). 
"P Sikka and C Haslam 'transfer pricing and its role in tax avoidance and flight of capital: Some theory and some 
evidence University of Essex p 9. 
"P Sikka [note 24] p 9. 
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advanced transfer pricing structure and are governed by the OECD guidelines on transfer pricing 

which South Africa has incorporated into its tax system. Chapter four will look at the United 

States transfer pricing structure. This will be significant because they have developed their own 

guidelines some of which South Africa may adopt. Chapter five concludes the study and makes 

recommendations were necessary. 

1.8 Methodology 

This research is desktop based. The sources used are primary materials which include domestic 

and foreign legislation, International conventions and guidelines and practice notes. Secondary 

sources used are books, journals and relevant tax issues and newspaper reports. The internet was 

extensively used as it provided information on the foreign jurisdictions as this information was 

not available in the books found in the University of Cape Town Library. 

8 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

2 CHAPTER TWO: TRANSFER PRICING IN SOUTH AFRICA 

This chapter deals with the South African approach to transfer pricing. It will establish how the 

law has developed and South Africa's current position. The will be a brief history on the transfer 

pricing laws. The chapter will look at the South African Revenue Services approach, practice 

note no 7 which has adopted the OECD guidelines in transfer pricing. In essence, SARS 

approach to the arm's length principle will be discussed. 

2.1 Transfer pricing legislation in South Africa 

Initially, transfer pricing in South Africa was regulated by Article 9 of the OECD Model Tax 

convention Treaty. Though South Africa is not a member state of the OECD it placed reliance on 

the OECD transfer pricing rules. Exchange control protected the control and regulation of 

transfer prices. The source of income was a determining factor in the levying of taxes. 26 The 

provisions under the original s 31 of the Income Tax Act 58 of I 962 ('the Act') which has now 

been revised also played a role. However with effect from 19 July 1995, the revised section 31 

was introduced in the income Tax Act 58 of 1962. Customs duties were also used to some extent 

in resolving transfer pricing problems in conjunction with the unrevised provisions of section 31 

of the Income Tax Act. These regulatory channels were found to be inadequate. This section 31 

specifically dealt with transfer pricing. After the recommendations of the Katz Commission: 

First and Second Interim Reports of the inquiry into certain aspects of the Tax Structure of South 

Africa (I 995) the revised provisions of section 3 I were introduced. 27 

The Commission of Inquiry in Certain Aspects of the Tax Structure of South Africa ("The Katz 

Commission") in its first interim report highlighted that there was a lack of protection against the 

abuse of transfer prices.
28 

The Katz Commission noted that the South African tax system needed 

stricter legislation to protect itself against excessive price manipulation between related parties. 29 

26 SARS Practice Note No. 7 1999 paragraph 2.5. 
27 

A. Onsando 'The OECD Tram/er pricing guidelines: An analysis of their application in the South Africa legal 
regime'. Available at http://lawspacc2.lib.uct.ae.za/dspaee/handle/2165/367'?mode~full [accessed on 2 May 2009]p 
37]. 
28 M Mako la, 'Tram/er Pricing in South Africa· (2003) at 3. 
29 

Second Interim Report of the Commission of Inquiry into certain aspects of the Tax Structure of South Africa 
paragraph 14.6.24. 
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I approaches which were developed by the different tax systems in the world which the South 
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African Legislative had a choice to implement in order to counteract transfer pricing: 

a) The first approach is implemented in the United States. It constitutes a stringent legislative 

approach coupled with formal, detailed and binding regulations as to what constitute acceptable 
• • JO pncmg, 

b) A second approach, which is similar to the German approach, also with legislative teeth, does 

not have formal regulations, but does have detailed guidelines as to acceptable pricing.JI 

c) The third approach has anti-transfer pricing legislation, but relies on arm's length concepts to 

dictate acceptable pricing practices. This is adopted from the United Kingdom and other 

countries which rely strongly on OECD guidelines such as Japan and Australia.32 

d) the fourth approach does not have any specific transfer pricing legislation and relies on 

normal, general anti-avoidance provisions and tax law to combat transfer pricing, such as in the 

Netherlands. JJ 

The Katz Commission recommended that the third approach, which adopted the arm's length 

principle as contained in the OECD guidelines, be implemented in South Africa. South Africa 

went on to adopt the OECD guidelines in transfer pricing in the practice note no. 7 of 1999. 

Before the transfer pricing provision, section 31 the legislation used other provisions in the act to 

deal with transfer pricing transactions. If profits and expenditure were grossly excessive they 

were reviewed and adjusted in terms of the general deduction formula or in terms of section 

I 03(1) of the Act for general anti avoidance. In instances where property was disposed of for a 

consideration not constituting an arm's length amount, would be deemed to be a donation in 

terms of section 58 of the Act. As a result it the donation would be subject to donations tax.34 

Though these measures were put in place they were found to be inadequate. 

2.1.1 Legislative Position before the revised section 31 of 1995 

'
0 

T Lord '!rans/er pricing in Soulh African Income Tax law'. Available at 
hup://lawspacc2.lib.uct.ac.za/dspace/handle/2165/320 [accessed on 6 July 2009] p 11 
31 T Lord[note 30] p 11 
32 T Lord[note 30] p 11 
"T Lord[note 30]p 11 
34 

8 Lynette Olivier and Michael Honiball, lniernational Tax: A Soulh African Perspeclive 3ed 
(2005) 400. 
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Section 3 I of the Income tax Act 58 of 1962, before it was revised, in 1995, dealt with the 

transfer pricing provisions. In its application, this section dealt with the purchase and sale of 

commodities where one of the related enterprises was a foreign enterprise resident in a country 

which South Africa had concluded a Double Tax Agreement (DTA). 35 

The section provided that the commissioner could determine the taxable income of the South 

African importer or exporter as if the commodity had been purchased or sold at a price 

determined in accordance with the associated enterprises article of the relevant DTA.36 This 

allowed South Africa the right to use the arm's length principle to determine the price of the 

commodity sold between enterprises governed by the OTA with South Africa as a contracting 

I party. 

I Section 31 made it possible for the general deduction formula or the terms of the general anti 

avoidance Section I 03 (I) of the Income Tax Act to apply where expenditure incurred for the 

I commodity was grossly excessive.37 Section 31 was applicable subject to section I 03(1) of the 

Act. 

I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
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2.1.2 Legislative Position after the revised section 31 of 1995 

The revised section 31 ( 1) was enacted to amend the loopholes of the original section 31. The 

essence of this section is to put in place anti-avoidance measures to safeguard South African 

taxable profit which has been lost to other jurisdictions. The artificial removal of taxable profits 

occurs when MNEs overstate certain deductions allowable in the determination of taxable 

income or understate the amount which is received by or accrues to them. 38 

The new section 31 (I) makes reference to terminology that is relevant to its application. The 

relevant words include: goods, services, international agreement, permanent establishment, 

connected person, controlled transaction and uncontrolled transaction. Section3 l (2) specifically 

"Original s 31 (a) Income Tax Act 58 of 1962. 
36 

Danziger E, 'ln1erna1ional Income Tax, 1he Soulh African Perspeclive '( 1991) paragraph 19.10 I. 
37 

Originals 31 (a) Income Tax Act 58 of 1962. 
38 

DJM Clegg' Deemed Source and Transfer Pricing' Sept 1997 The Tax Payer at 163-4 
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contains transfer pricing rules and regulations that apply to associated enterprises which engage 

in cross-border transactions. This section is used to regulate the pricing of goods and services in 

circumstances where an international agreement between connected persons takes place.39 

Though the provisions of section 31 are wide in application, the fundamental aspect of section 31 

is that it empowers the Commissioner to adjust the non arm's length consideration of 

international agreements between connected persons. The commissioner can adjust the prices of 

goods and services according to what is deemed a fair price. 

The adjustment is made where the selected price by the connected persons is either greater or 

less than the price selected between independent parties dealing on an arm's length. The adjusted 

price is then used in the determination of the taxable income of either of the parties to the 

transaction.40 

2.1.3 Transfer pricing definitions and terminology in the Income Tax Act 58 of 
1962 

It is imperative that that certain phrases and words in the Act41 are defined to have a clear 

understanding of the concept of transfer pricing. Section I and section 31 (I) of the Act contain 

the following definitions: 

(a) Goods 

These goods are defined to include any corporeal moveable thing, fixed property and any real 

right in such thing or fixed property. 

(b) Services 

The term 'services' has a broad definition, it includes anything done or to be done, including the 

following: 

39 
A. Onsando 'The OECD Transfer pricing guidelines: An analysis of their application in the South Africa legal 

regime' .Available at http://lawspace2.lib.uct.ac.za/dspace/handle/2 I 65/367?mode~full [accessed on 2 May 2009] p 
40. 
40 SARS Practice Note No 7 paragraph 4.4. 
41 Income Tax Act no. 58 of I 952. 
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• the granting, assignment, cession or surrender of any right, benefit or privilege; 

• the making available of any facility or advantage; 

• the performance of any works; 

• an agreement of insurance; and 

• the conferring of rights to incorporeal property 

This definition of services includes in terms of subsection (c), the granting of financial including 

a loan, advance or debt, and the provision of any security or guarantee. This provision has made 

it possible for may be taxed on a passive investment income arising from a controlled foreign 

entity (CFE) in terms of section 9D of the Act.42 Deemed interest stemming from t application of 

provisions relating to interest free loans are also subject to tax under this definition of services.43 

(c) Permanent establishment 

Section I of the Act sets out that permanent establishment should be defined with reference to 

the definition contained in article 5 of the OECD Model Tax Convention Treaty. In the 

convention permanent establishment is described as 'a fixed place of business through which the 

business of an enterprise is wholly or partly carried on'. The business profits are taxable where 

the fixed place of business is based. 

( d) Connected person 

Section I widely defines the term 'connected person' in relation to; natural persons; 

• trusts 

• partnerships 

• companies 

• close corporations 

I Section 3 I (2) is only applicable if the acquirer and the supplier of goods or services are 

connected persons in relation to one another.44 

I 
I 
I 
I 
I 

42 Income Tax Act no.58 of 1952. 
43 E Roper, 'Soulh African transfer pricing explored'. Available at 
http://butterworths.uct.ac.za/nxt/gateway.dll/7b/9d/49/iaa/tknklaccessed on 8/April 20091. 
"Lynette Olivier and Michael Honiball International Tax: A South African Perspective 3ed (2005) 404. 
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2.1.4 Transfer pricing definitions and terminology in the SARS Practice 
Note no. 7 of 1999 

(a) OECD Guidelines 

The Organisation for Economic Co-operation and Development (OECD) guidelines are define in 

the Practice Note no. 7 of l 999 ('the practice note') as the ones set out in OECD Report on 

Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations published in 

July l 995 and supplemented with additional chapters and revisions to the contents thereof. 45 

(b) Transfer prices 

The practice note defines the term transfer pricing as the process by which entities set the prices 

at which they transfer goods or services between each other.46 

(c) Controlled transaction 

Controlled transaction is distinguished as a transaction m terms of which the ownership or 

control relationship is able to influence the transfer price set. With regard to section 3 l, a 

controlled transaction will be any transaction between connected persons, as defined in section I 

of the Income Tax Act.47 

(d) Uncontrolled transaction 

Uncontrolled transaction in contrast is defined as a transaction which is concluded at arm's 

length between enterprises that are not connected persons in relation to each other. Uncontrolled 

transactions form the standard against which a multinational's transfer pricing is appraised in 

deciding whether its prices are arm's length or not.48 

(e) Managed or controlled 

The concept of 'managed or controlled' in the practice note is used a wide sense. It is also used 

numerously in other sections of the Income Tax Act. The practice note establishes that, in order 

45 SARS Practice Note No. 7 Paragraph 1.2.4. 
46 

SARS Practice Note No. 7 Paragraph 1.2.5. 
"SARS Practice Note No. 7 Paragraph 1.2.1. 
48 SARS Practice Note No. 7 Paragraph 1.2.2. 
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to determine the place where an entity is managed or controlled, consideration will be given to 

the business activities of the entity and business activities of connected persons, as well as the 

degree of independence under which the entity operates. SARS perception is that the control of 

an entity is to be found at the meeting place of the people who take precedence over and control 

direction of the entity's trade.49 

(I) Multinational 

The term 'multinational' is refers to any group of connected persons with members or business 

activities in more than one country. In addition the term 'member' refers to component parts 

(including natural persons) of that multinational, each having a separate legal existence.so 

2.2 The arm's length principle 

In 1995, when the South African economy was opened up to trade , and the partial relaxation of 

exchange controls was introduced, section 31 of the Income tax Act was amended to allow for 

amendments in pricing where the prices are not on an arm's length basis. This amendment 

applied to goods and services and financial assistance. This was the introduction of the arm's 

length principle in South African transfer pricing legislation. The OECD international guidelines 

set a basis in paragraph I of Article 9 of the OECD Model Tax Convention Treaty for the arm's 

length principle which South Africa has adopted. This Convention is the framework for bilateral 

treaties between OECD countries and many non OECD governments like South Africa_si 

" SA RS Practice Note No. 7 Paragraph I .1.3. 
'
0 

SARS Practice Note No. 7 Paragraph 1.2.3. 
51 

John Neighbour 'Transfer pricing: Keeping it at arm's length.' Available at 
hup::/oecduhscn'er.org/m:wslfullston1.phplaid/670/7i·ans('er pricing: Keeping ii al arms length.html [Accessed 9 
December 2009]. 
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The Australian government's guide on applying the arms length principle has defined the 

concept as, 

" ... the [arm's length principle] principle that uses the behaviour of independent parties as a 

guide or benchmark to determine how income and expenses are allocated in international 

dealings between related parties. It involves comparing what a business has done and what a 

truly independent party would have done in the same or similar circumstances."52 

This definition in essence means prices set for transactions between group entities should for tax 

purposes be derived from prices which would have been applied by unconnected parties in 

comparable transactions under similar conditions in the open market. 53 It is therefore based on a 

sound economic principle, namely that the competitive market is the best way to allocate 

resources and rewards of risks. 54 

Distinct transfer pricing provisions with an international focus on the application of the arm's 

length principle were first introduced during World War I in the United Kingdom and the United 

States. These anti-tax avoidance provisions were aimed at deterring companies from shifting 

profits to associated companies overseas through under or over pricing of cross-border 

transactions. 55 

The arm's length principle is based on the concept of equal treatment or the neutrality principle. 

This means shareholders with a controlling interest in a company are placed in a similar position 

as other shareholders and controlled taxpayers are placed on par with uncontrolled taxpayers 

through application of the arm's length principle which neutralises the advantage of the former. 56 

This means that the arm's length principle is an international tax practice that has become the 

international norm for assigning transfer prices, since it purports to place business entities on the 

same economic footing, with no competitive advantage to commonly controlled firms, and no 

52 
International Transfer pricing: Applying the arm's length principle, Australian Taxation Office [2005) page 3. 

53 
Ad Hoc Group of Experts on International Cooperation in Tax Matters Tenth meeting Geneva, 'Transfer Pricing 

History C State of the Art C' Perspectives p4. 
54 

Maxi Steyn, 'Foreign branch operations in a global environmem: a south African income tax perspective (part 2) 
South African business review 2003 vol. 7 (2) p 62. 
55 

Ad Hoc Group of Experts on International Cooperation in Tax Matters Tenth meeting Geneva [note 53) p4 
56 

Ad Hoc Group of Experts on International Cooperation in Tax Matters Tenth meeting Geneva [note 53) p4 
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incentive to alter the ownership structure according to tax liability51 this avoids the creation of 

tax advantages or disadvantages that would otherwise distort the relative competitive positions of 

enterprises, regardless of entity type. As a result in removing these tax considerations from 

economic decisions, the arm's length principle promotes the growth of international trade and 

investment. 58 

Countries do not want their tax bases to suffer because of transfer pricing this is why they rely on 

I the OECD guidelines on the arm's length principle. The guidelines assist corporations to avoid 

double taxation, they help tax administrations to receive a fair share of the tax base from 

I 
I 

multinational enterprises. However abuse of transfer pricing may be a significant problem for 

developing countries such as South Africa, as MNE's might take advantage of it to get round 

exchange controls and to repatriate profits in a tax free form. The OECD guidelines provide 

technical assistance to these countries to help them implement and administer transfer pricing 

I rules in a generally standard way, while taking into consideration each country's particular 

situation. 59 

I 
I 
I 
I 
I 
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Section 31 (2) of the income tax act sets out the requirements on how the arm's length principle is 

to be adopted in South African law. It should be charged on cross border transactions between 

connected persons, one of whom must be a South African resident or be a permanent 

establishment of a non-resident in South Africa. The relevant factor is that there should be a 

controlled transaction between these types of parties.60 

Section 31 (2) establishes that where there is sale of products through an international agreement 

and the supplier and acquirer are connected persons if SARS suspects the price is not at arm's 

length (market value) then they may adjust the price to an arm's length price in calculating the 

taxable income of either party. 

57
Maxi Steyn 'Foreign branch operations in a global environment: a south African income tax perspective (part 2) 

South African business review 2003 vol. 7 (2) p 59 
58 Maxi Steyn [note 57] p59 
59 

John Neighbour 'Transfer pricing: Keeping it at arm's length.' Available at 
hi Ip :II oecdobserver. orglnewslful lslory.phpl aid/6701Tramfer _yricing: _ Keeping_il _al_ arms _le 

ng1h.h1m/ [Accessed 9 December 2009] 
60 

E Roper, 'South African transfer pricing explored'. Available at 
h!!Jl://bunerworths.uct.ac.za/nxt/gatewav.dll/7b/9d/49/iaa/tknk [accessed on 8/April 2009) 
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In Practice Note 7,61 the arm's length principle is described as being the overriding principle that 

transactions between connected parties are to be conducted at a value having the substantive 

financial characteristics of a transaction between independent parties, where each party will 

strive to get the utmost benefit from the transaction. 62 The arm's length principle therefore entails 

finding a comparable transaction between independent parties (an uncontrolled transaction), 

which should be used as a benchmark against which to appraise the multinational's prices (the 

controlled transaction). 63
. 

The main issue to be resolved when dealing with cross border transactions involving transfer 

pricing is how a multinational should determine what price would have been charged for the 

transaction if it was subject to market forces between unconnected parties. The solution which is 

provided by the arm's length principle is that a comparative transaction between unconnected 

parties should be used as a yardstick against which to assess the multinational's prices. This has 

been clearly stated in the SARS practice not no. 7 of 1999 it states, 

• ... !he problem lo be resolved is how a mul!inalional should de/ermine whal price would have 
arisen ifiransac/ions between ifs members were subjec/ lo markelforces. The solulion advanced 
by the arm's lenglh principle is that a comparable transaction between independent parties (an 
uncon/rolled transaction) should be used as a benchmark against which to appraise the 
multinational 's prices (the controlled transaction). Any difference between the two transactions 
can then be iden/ifled and adjusted. An arm's length price Iha! will reflect the economic 
conlribulions made by the parties lo the lransaction can be determined for the controlled 

· ,64 lransaclwn. 

So despite the fact that neither Section 31 nor the tax treaties entered into by South Africa 

prescribe any particular methodology for determining an arm's length consideration, Practice 

Note 7 states that the most appropriate method in any given case would be the method that 

produces the highest degree of comparability65
. 

61 SARS Practice note no.7 of 1999. 
62 Maxi Steyn 'Foreign branch operations in a global environment: a south African income tar perspective (part 2) 
South African business review 2003 vol.7 (2) p63. 
63 SARS Practice note no.7 of 1999. 
"'SARS Practice Note no.7 of 1999 paragraph 7.3. 
65 SARS Practice Note no.7 1999: paragraph 8.1.4. 
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Though the arm's length principle is the international standard used for transactions involving 

transfer pricing it's not without criticism. It seems the trend towards greater globalisation, 

integration and specialisation increasingly results in situations where the arm's length standard 

proves to be challenging since the opinion is taken that the arm's length standard does not reflect 

the economical reality of the globally integrated multinational 66 A complication associated with 

the application of the principle is that it is based on the separate entity approach, whereas 

multinationals are often integrated enterprises. It is through this integration that economies of 

scale are achieved in logistics, brand development, risk management and technology, and these 

measures of integration cannot be duplicated in the context of arm's length independent 

transactions, conducted by two non-integrated businesses performing the same or similar 

functions and selling the same or similar products.67 Therefore applying the arm's length 

principle by dividing a multinational into separate parts generally produces a range of ambiguity, 

depending on the magnitude of the economies of integration and the relative profitability of the 

parties68 

Another difficulty that may affect the effective application of the arm's length principle arises 

from situations in which multinationals deal in transactions that independent parties would not 

pursue, for instance maintaining a new associated company at a loss to create market share, or 

transferring valuable technology to an associated enterprise for no consideration. These 

transactional relationships among associated enterprises may differ in important and fundamental 

ways from potentially comparable transactions between unrelated parties. This idea renders the 

search for comparable transactions among unrelated parties rather unsuccessful, since 

appropriate adjustments may not be possible in specific contexts, thereby calling into question 

the strict observance of the arm's length principle. 69 

Despite these shortcomings of the arm's length principle it has been established that if taxpayers 

do not apply it they may expose themselves to unnecessary risks of double taxation, as well as 

66 Borkowski, S.C • Electronic commerce, transnational taxation and transfer pricing: issues and practices', 
International Tax Journal, I: 36 2002. 
07 Maxi Steyn I Foreign branch operations in a global environment: a south African income tar perspective (part 2) 
South Afi"ican business review 2003 vol. 7 (2) p63 
68 Miesel, V .H., Higinbotham, H.H. & Yi, • International transfer pricing: practical solutions/or inter-company 
pricing', International Tax Journal I: 22. C. W. 2002 p 63. 
69 Miesel, V.1-1 [note 68] p 63. 
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potential conflict with tax authorities, when a transfer pricing approach that is inconsistent with 

this standard is followed. 70 

The OECD Transfer pricing guidelines give guidance on the application of the arm's length 

principle. The factors to be considered are: 

• Comparability analysis 

• Recognition of actual transaction 

• Separate and combined transactions 

• The Arm's length range 

• Multiple year data 

• Losses 

• Government policies 

• Intentional set-offs 

• customs valuations 

I 2.3 Methods of transfer pricing according to Practice note no. 7 of 1999 

I We have to turn to the methods set out in the practice note because the Act does not give any 

enlightenment on the issue. 

I 
I 
I 
I 
I 
I 
I 
I 
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The practice note enumerates five standard transfer pricing methods: 

• The Comparable Uncontrolled Price (CUP) method 

• The Resale Price (RP) method 

• The Cost Price (CP) Method 

• The Transactional Net Margin (TNM) method 

• The Profit Split (PS) method. 

In terms of section 31, the methods do not have a particular hierarchy in terms of importance or 

use. SARS does not have a preference in application of these methods but will use the one 

70 Maxi Steyn 'Foreign branch operations in a global environment: a South African income tax perspective (part 2) 
South African business review 2003 vol. 7 (2) p64. 
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which yields the most reliable results with the least adjustments required. 71 The application of a 

particular method will depend on different factors, for instance, 

• Quality of available data. 

• The taxpayer's particular circumstances. 

• Number of adjustments required and the reliability thereof. 

• Commercial and economic reality underlying a particular transaction.72 

2.3.1 Explanation of methods 

(a) The Comparable Uncontrolled Price 

'A transfer pricing method that compares the pnce for property or services transferred in a 

controlled transaction to the price charged for property or services transferred in a comparable 

uncontrolled transaction in comparable circumstances'. 73 

In practice, however, the comparability of goods or services is made difficult due to small 

changes in trading circumstances that can significantly impact the price.74 Practice Note no. 7 

states that the CUP method should be used over other transfer pricing methods if comparable 

uncontrolled transactions can be obtained. 75 

(b) The Resale price method 

'A transfer pricing rnethod based on the price at which a product that has been purchased from 

an associated enterprise is resold to an independent enterprise. The resale price is reduced by the 

resale price margin. What is left after subtracting the resale price margin can be regarded, after 

adjustment for other costs associated with the purchase of the product, as an arm's length price 

of the original of the transfer property between the associated enterprises.' 76 

'For the RP rnethod the comparability of the functions performed by the connected and the 

independent entities is more important than that of the product comparability. The reason for this 

71 E Roper, ·South African transfer pricing explored'. Available at 
hllp: '/buuerworths.uct.ac .za/nxt/gateway.dl l/7b/9d/49/iaa/tknk? [ accessed on 8/ April 2009]. 
72 E Roper [note 71]. 
73 OECD Transfer pricing guidelines for multinational Enterprises and tax administration ( 1995-2000) at glossary 
74 T Lord 'Tramfer pricing in South African Income Tax law' available at 
hllp:l'lawspace? .lib.uct.ac.za/dspace/handle/2165/320 [accessed on 6 July 2009]p 19. 
75 T Lord [note 74] p 20. 
76 OECD Transfer pricing guidelines for multinational Enterprises and tax administration ( 1995-2000) at glossary 
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is that differences in products are more likely to have an affect on prices than on profit margins. 

The RP method is therefore preferred to the CUP method in situations where controlled and 

uncontrolled transactions are comparable in all aspects other than the product itself.' 77 

(c) The Cost Price Method 

'A transfer pricing method using the costs incurred by the supplier of property (or services) in a 

controlled transaction. An appropriate cost plus mark-up is added t this cost, to make an 

appropriate profit in light of the function performed(taking into account assets used and risks 

assumed) and the market conditions. What is arrived at after adding the cost plus mark up to the 

above costs may be regarded as an arm's length price of the original controlled transaction.' 78 

The application of this method may cause certain difficulties in practice .Firstly, it is difficult to 

determine the costs to use as the effectiveness of companies varies, resulting in some incurring 

lower costs than others. 79 Secondly, to stay in line with accounting principles the same type of 

costs need to be compared, which may result in the need to make appropriate adjustments.80 

Thirdly, segregated product data is often required in respect of the uncontrolled enterprises that 

are being used as comparison, this data is not always available. 81 

( d) The Transactional Net Margin method 

A transactional profit method that examines the net profit margin relative to an appropriate 

base( e.g. costs, sales and assets) that a taxpayer realizes from a controlled transaction. ' 82 

This method is seen as the combination of the resale price method and the cost price method 

because it also makes use of comparable companies to determine an appropriate margin to 

apply. 83 A further resemblance with the RP and CP methods is that the TNMM concentrates on 

the functions performed by an enterprise, but however comparing net profit as opposed to gross 

profit. 84 However traditional transaction methods are seen as more reliable than the TNMM 

77 T Lord 'Transfer pricing in South African Income Tax law· accessed at 
l11tp://lawspace2.lib.uct.ac.za/dspace/handle/2 I 65/320 on 6 July 2009] p 20. 
78 OECD Transfer pricing guidelines for multinational Enterprises and tax administration ( 1995-2000) at glossary 
79 T Lord [note 77] p 22 
80 T Lord [ note 77] p 20 
81 SARS' Practice Note No 7 op cit note 16 paragraph 9.6.3 
"OECD Transfer pricing guidelines for multinational Enterprises and tax administration (1995-2000) at glossary 
" T Lord [ note 77] p 25 
84 SARS' Practice Note No 7 op cit note 16 paragraph 9. 7.2. 
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because the TNMM is susceptible to the differences in cost structures of comparable enterprises 

because of the inclusion of operating expenses, also the TNMM requires structural similarity 

between the associated enterprise and the independent enterprise being compared, when in fact 

firn1s are structurally unique in practice. 85 

(c) The Profit Split method 

• A transactional profit method that identifies the combined profit to be split for the associated 

enterprises from a controlled transaction and then splits those profits between the associated 

enterprises based upon an economically valid basis that approximate the division of profits that 

would have been anticipated and reflected in an agreement made arm's length.' 86 

Two methods are used in determining the arm's length principle under the RP method. These 

methods are 

• Residual Profit Split Analysis 

This method involves two stages. First of all, each enterprise is allocated a basic return that is 

determined with reference to comparable transactions, in terms of functions and risks, of 

independent enterprises. The second stage involves the allocation of the remaining residual profit 

amongst the enterprises in an approach that would have been adopted by independent enterprises. 

Contributions by the enterprises to the residual profit are often subjectively measured due to the 

lack of an external standard when the transactions entered into between the enterprises are 

unique. 87This approach makes us question the reliability of this method to determine an arm's 

length price. 

• Contribution Analysis 

This approach is valuable when the transaction is between large integrated multinationals that 

function under economies of scale. This is because independent enterprises are not always able 

to save costs in the same way large integrated multinationals can and therefore it may be hard for 

85 T Lord 'Transfer pricing in South African Income Tax law' accessed at 
h11p: 1:lawspacc2.lib.uct.ac.za/dspace/handle/2 I 65/320 on 6 July 2009] p 25. 
86 OECD Transfer pricing guidelines for multinational Enterprises and tax administration (1995-2000) at glossary 
87 SARS' l'ractice Note No 7 op cit note 16 paragraph 9.8.2 

23 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

such multinationals to find an uncontrolled comparable transaction 111 order to determine a 

reliable arm's length transfer price. 88 

The combined operating profit of the two enterprises is divided amongst the enterprises with 

reference to the value of the functions each one has performed, taking into account assets used 

and risks assumed. 89 

The OECD guidelines point out that none of the proposed methods is suitable in every possible 

situation therefore circumstances of each case will determine the applicability of any other 

method.90 It seems the guidelines imply that MNEs have the freedom to apply methods not 

described in the OECD guidelines when establishing transfer prices. Regardless of this, the 

OECD guidelines caution that prices derived by methods not described by the OECD must 

satisfy the arm's length principle with the taxpayer having to provide documentation establishing 

how its transfer prices were established.91 

It is inadequate that Section 31(2) which deals with the arm's length principle does not provide 

any guidelines in terms of how to objectively determine an arm's length price. Though The 

SARS' Practice Note No 7 sets out a range of international methods for determining an arm's 

length price, they are of little value since SARS' Practice Notes and Interpretation Notes do not 

normally constitute law, this leaves the Commissioner with no option but to look at the facts of 

each case to be able determine whether an arm's length transfer price has been achieved. The 

commissioner has to consider the fact that an arm's length price does not necessarily constitute a 

single price, but a range of prices. 

2.4 Documentation 

Practice note no. 7 of 1999 is the South African legislation which spelt out the documentation 

requirements for enterprises dealing with transfer pricing. However, prior to 2004, companies 

88 SARS' Practice Note No 7 op cit note 16 paragraph 9.8.2. 
89 OECD Tram/er Pricing Guidelines (1997) 20 111-6. 
90 OECD Transfer pricing Guidelines ( 1997) chap I par 1.68. 
91 OECD Transfer Pricing Guidelines ( 1997) chap II par 1.68. 
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were not accountable through documentation to prove that they adhered to transfer pricing rules. 

The legislature was not clear on this issue of documentation. In 2004, SARS introduced a new 

transfer pricing policy disclosure requirements to deal with the uncertainty.92 

The guidelines on documentation preparation set out in the practice note93 are adopted from 

chapter five of the OECD guidelines on transfer pricing. 94 The guidelines in paragraph 10.3 of 

the practice note are a comprehensive guide which set out the factors that should be considered 

by tax payers in determining the appropriate level of documentation for their specific 

circumstances. It should be borne in mind that transfer pricing documentation and reporting can 

be expensive and time consuming for the tax payer mainly because the documentation firstly 

indicates prima facie compliance to tax authorities, and also discharge the taxpayer's burden of 

proof in litigation circumstances.9
; 

Section 31 of the Income Tax Act96 does mention anything transfer pricing documentation, 

However sections74, 74A, 748, 74C, 740 and 75 of the Act are the only legislation giving 

SARS access to a company's transfer pricing information and documentation. And section 69 of 

the Act may also be used to assist the Commissioner.97 The Practice note specifies that it is not 

mandatory for companies to prepare and maintain transfer pricing documentation.98 
. None the 

less a taxpayer should be aware that a request for documentation in terms of section 65 of the 

income Tax Act is a mandatory statutory requirement. 

There is an addendum to Practice note no. I99 which SARS issued in 2005. The addendum 

stipulates that it is not a statutory requirement for taxpayers to prepare transfer pricing policy 

documentation, but that it is advisable for them to do so in order to minimise the risks associated 

92 M Honiball, 'Transfer pricing: A criminal offence' 2004 Finance Week 41 at 41. 
93 Practice note 7 of I 999. 
94 SARS' Practice Note No 7 op cit note 16 paragraph 10.3.1; Ernest Mazansky 'Transfer pricing documentation 
requirements clarified' (2005) 238 Tax Breaks News/el/er 7 at 7. 
95 A Onsando, 'The OECD Transfer pricing guidelines: An analysis of their application in the South Africa legal 
regime'. Available at http:1/lawspace2.lib.uct.ac.7.a/dspace/handle/O I 65/367?mode-full [accessed on 2 May 2009] 
p40 
96 Income Tax Act of 1956 
97 SARS' Practice Note No 7 op cit note 16 paragraph I 0. I. I. 
98 SARS' Practice Noie No 7 op cit note 16 paragraph 10.2.1; 
99 Practice note no. 7 of I 999 
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with a lack of documentation. 100 If the taxpayer does not submit documentation and SARS 

requests information, the taxpayer should submit a response within 30 days. So in essence the 

taxpayers are not required by law to prepare policy documentation, however they are under 

obligation to furnish SARS with policy documentation it, with their annual tax return, should 

they indicate in the tax return that such documentation exists. 101 

2.4.1 SARS' Documentation requirements 

When a taxpayer presents transfer pricing documents, SARS requires information regarding the 

identification of comparable international transactions, copies of the relevant agreements, 

descriptions of their nature, and the terms of the transactions and prices of the transactions. 102 

The transfer pricing method used to arrive at the nature and terms of the transaction should be 

presented, together with proof that alternatives were considered. Incorporated should be the 

reasons why a specific method was used and explanations why the method provides an arm's 

length result. SARS will have good reason to assess the taxpayers transfer pricing in detail if the 

taxpayer fails to deliver the required documents. 103 

Other important requirements include the details of international transactions by group 

companies for the previous five years and the debtor repayment policies for both connected 

parties and outsiders must be included. 104 The taxpayer must include an analysis of turnover and 

gross profits; details of management fees, license fees and royalty agreements. It is imperative to 

include financial information of controlled foreign entities and details of foreign dividends. 

2.4.2 Documentation in relation to subsidiaries in tax havens 

'°0 Billy Joubert 'Do you need a Transfer Pricing Policy Document?' Available at 
hllJJ.''. 1nrn·.deloifle.ccnn/d11:.:pres.\· release/0, /0!4,sid%153D23596%2526cid%253D/35642,0 [accessed on 6 July 
2009] 
'
0

' B. Joubert [note I 00]. 
'°' A. Onsando 'The OECD Transfer pricing guidelines: An analysis of their application in the South Africa legal 
regime' available al http://lawspace2.lib.uc1.ac.za/dspace/handle/2 l65/367?mode-full [accessed on 2 May 2009] 
p70 
103 SARS Praclice Nole No. 7 par I 0.2.2 
'
04 A. Onsando 'The OECD Transfer pricing guidelines: An analysis of their application in the South Africa legal 

regime'. Available at http://lawspace2.lib.uct.ac.za/dspace/hand1e/2165/367?mode=full [accessed on 2 May 2009] 
p70 
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SARS pays particular attention to transactions involving subsidiaries based in tax havens. 105 

In particular they seek to establish whether subsidiaries have permanent establishments in the 

countries where they are incorporated, permanent establishments in countries where they are 

managed and controlled and in countries where the day to day decisions are made. SARS will 

investigate how many employees they have, and whether the subsidiaries act as agents as 

opposed to operating for their own profit. 106 Attention will be paid to gross margins of the sales 

including details of contracts, connections with multinational enterprises, financial statements for 

the last 5 years and management autonomy. This is to establish whether the subsidiaries are truly 

independent operating entities or merely MNC's shells for manipulating funds. 107 

Other details investigated by SARS to establish the true nature of the subsidiary is the physical 

addresses, descriptions of premises and copies of rental agreements. for SARS to prove that the 

employees genuinely live in the tax havens they work or whether they are South African 

residents who work in the tax havens for short periods to create the impression that the 

subsidiaries are genuine operating entities, SARS will investigate the issues such as floor plans, 

staffing and floor space and whether the employment is full time or not and the degree of 

autonomy the employee. 108 

2.4.3 Documentation in relation to foreign branches in tax havens 

SARS is more particular on foreign branches in tax havens compared to subsidiaries. 109 SARS 

will look into details of their location and how head office expenses are allocated to them. This 

105 SARS Practice Note No. 7 paragraph 12.6 
10

' A. Onsando 'The OECD Transfer pricing guidelines: An analysis of their application in the South Africa legal 
regime'. Available at http://lawspuce2.lib.uct.ac.za/dspace/hand1e/2165/367°mode=full [accessed on 2 May 2009] 

Po;\ransfer pricing: the next SARS target' July 2002. Available at 
www.dencysreitz.eo.za/ncwsli1em/tra11sfer_pricing_the_nex1_sars_target,44.html - 14k- [accessed 12 January 
2010] 
'°' Transfer pricing: the next SARS target [note 107]. 
109 Transfer pricing: the next SARS target' July 2002. Available at 
www.deneysreitz.eo.za/news/item/transfer_pricing_the_next_sars_target,44.html - 14k- [accessed 12 January 
2010] 
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information enables SARS to identify the use of common commercial transactions and the 

internal administrative arrangements engaged in transfer pricing. 110 

2.4.4 Tax returns documentation and disclosure and the relation to transfer 

Pricing 

The Commissioner is allowed by section 65 of the Income tax Act to request the taxpayer to 

submit any information necessary for an assessment of tax due. According to the 2001 income 

tax return form IT 14 read in conjunction with the SARS accompanying brochure IT 148, SARS 

requires the taxpayer to disclose of the following information in respect of any cross-border 

transactions with connected parties: 

• names of the contracting parties and relationship with the company 

• details of the basis for determining the prices used 

• details of the prices which would have been used had the transaction been between 

I independent parties dealing a arm's length 
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• copies of the agreement between the contracting parties 

• a copy of the transfer pricing policy document when SARS specifically requested it to 

do so. 111 

Companies are now required to attach a transfer pricing policy document to a company's tax 

return form. In part 15 of the 2004 IT 14 form the company is required to furnish the 

information stipulated in the accompanying brochure. The public officer of the company 1s 

required to make a declaration that all information is attached to the tax return form. 112 

It is not specified in the IT 148 what is meant by a transfer pricing policy document or what the 

transfer pricing policy document should contain113_ This flaw in the law is problematic for the 

110 A Onsando 'The OECD Transfer pricing guidelines: An analysis of their application in the Sou1h Africa legal 
regime'. Available at h1tp://lawspacc2.lib.uc1.ac.za/dspace/handle/2165/367°mode=full [accessed on 2 May 2009] 
p72 
111 A Onsando [nole 11 OJ p73 
111 A Onsando [note I 10] p73 
113 For detail see SARS Practice Note No. 7 paragraph I 0 
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taxpayer since they are not aware of what is required from them as a result some taxpayers may 

argue that in such circumstances they may not have to provide this information. 

A clear example of this problem is set out in in Medi tor Capital Management Ltd v Feighan 

(HM!T) [2004} STC (SCD) 27 3. 1141n this case Medi tor Capital Management (MCM) a UK 

Subsidiary of it holding company resident in Bermuda provided its holding company services. 

'MCM did not give the revenue authority contemporaneous documentation to support the 

transfer pricing of the services. MCM however, provided a wealth of information on its profits 

and risk as well as contractual evidence. However, the evidence given was not factual. The 

relevant revenue authority asked for the nature of activities in Bermuda, role and number of 

employees and interest in the funds under management. MCM did not meet these demands. 

MCM aimed as a taxpayer to assert its right to limit the revenue authority investigation. MCM 

argued that the Bermuda activities were irrelevant to MCM liability to tax. The Special 

Commissioner of the revenue authority argued that the provision of services by one party to 

another is not at arms length if the other party has no use for the services. The Special 

I Commissioner's view was that an analysis of the functions of the service provider alone would 

not be sufficient. MCM argued in the alternative that the information on the activities in the 
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Bermuda Holding company was irrelevant, and that the information request was unreasonable. 

Furthermore, MCM argued that some of the documents requested were not in its power or 

possession. The court ruled in favour of the revenue authority and found that if something might 

be relevant to the tax liability the revenue authority is entitled to ask for it. The court further held 

that MCM did not provide contemporaneous documentation that is important for a functional and 

industry analysis. On the issue that the information requested was wide, unreasonable and 

irrelevant, the court found that the taxpayer had to provide proper factual evidence to 

demonstrate that it had no power to produce the documents.' 115 

11
.i Roxanna Nyiri, 'Examining Inter-company Cross border Transactions' Available at 

hups:/'www.saicaxo.za/documents/SAIC A_ Transfer _Pricing_Prcsentation.pdr [accessed 12 January 20 IO] 
115 

A. Onsando 'The OECD Transfer pricing guidelines: An analysis of their application in the South Africa legal 
regime' .Available at h11p://lawspace2.lib.uct.ac.za/dspace/handle/2165/367?111odc=f ull [accessed on 2 May 2009] 
p73 
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Relying on this case, it shows that in essence the taxpayers should take note of the adequacy of 

the evidence that the OECD and revenue authority consider relevant if the taxpayer wants to 

avoid penalties. 

2.5 Penalties 

In South Africa general income tax penalties apply to transfer pricing cases. A taxpayer under 

Section 65 of the Income tax Act is required is prepare and maintain transfer pricing 

documentation. This documentation includes a transfer pricing policy document which is 

supposed to be submitted together with the corporate income tax return form (2004 IT 14 form). 

Section 75 and 76 of the Income tax Act set out the penalties for failure to adhere to these 

requirements. 

Section 75 (I) (b) (i) spells out a penalty of a fine or imprisonment for a period not exceeding 

24 months, where, a taxpayer without just cause shown by him, refuses or neglects to furnish, 

produce or make available any information or documents. Consequently the same will apply 

where, firstly the taxpayer fails to show in any return prepared or rendered by him on behalf of 

any other person any portion of the gross income received by or accrued to or in favour of such 

other person. 116 

According to section 75 (I) d, the taxpayer may be penalised where they fail to disclose to the 

commissioner when preparing or making such return, any facts which, if so disclosed would 

affect the commissioners decision. Section, 76 says in instances of non compliance; a taxpayer 

will pay an amount in addition to the tax that would have been charged as regards the taxpayer 

taxable income. This amount will be double the tax chargeable for that year of assessment if the 

taxpayer fails to submit a tax return. 117 The double amount would apply if the tax payer made an 

incorrect statement in any return. 118 The amount may also be in respect of the difference between 

the tax returned by him and the tax properly due if he omits income which should have been 

'" A. Onsando 'The OECD Transfer pricing guidelines: An analysis of their application in the South Africa legal 
regime' .A vailablc at h!!Q:lllawspacc2.lib.uct.ac.zaldspacc/handlc/2165/367?mode~full [accessed on 2 May 2009] 
p76 

17 Income Tax Act 58 of 1962 s 76 I (a) 
'" Income Tax Act 58 of 1962 s 76 I (b) 
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included. 1191n essence section 76 (I) (a) and (c) apply to any transfer pricing related to incorrect 

statement while section 76 (I) (a) seems to apply if a transfer pricing policy document is not 

attached to a tax return when submitting to SARS. The tax return can be viewed as not having 

been fully submitted. 120 

The taxpayer may also be faced with being penalised under indirect penalties. These can be 

described as the tax cost arising from the re-characterisation of income. 121 In South Africa the 

Secondary Tax on Companies (STC) payable when the adjusted amount becomes a deemed 

dividend is such an indirect penalty. 122 Section 64C of the Income Tax Act stipulates that certain 

amounts which are distributed in the wider sense are deemed to be dividends for STC purposes. 

According to section 64C (2) (e) an amount is deemed to have been distributed by a company to 

a recipient if; 

Iha! amount represents additional taxable income or reduced assessed loss of that company by 

virtue of any transaction with the shareholder or connected person in relation lo such a 

shareholder, the consideration of which is adjusted or any amount of interest, finance charge or 

olher consideration is disallowed as a deduction in accordance with the provisions of section 31; 

The definition of a recipient in section 64C (I) is wide and now matches the connected person 

requirement in section 31. 123 The definition includes any shareholder of a company or any 

connected person in relation to a share holder. This deeming provision is an indirect penalty that 

applies to both section 31 (2) and section 31 (3) thin capitalization allowances. There are no 

exclusions relevant to transfer pncmg deeming • • 124 prov1s1on. 

It is important to establish whether this deeming provision applies when the taxpayer voluntarily 

makes an adjustment in terms of section 31 (2). Section 64C (2) (e) stipulates that a deemed 

distribution of an amount which has been adjusted or disallowed in accordance with the 

119 Income Tax Act 58 of 1962 s 76 I (c) 
''° A Onsando 'The OECD Transfer pricing guidelines: An analysis of their application in the South Africa legal 
regirne'.Available al h11p://lawspace0 .1ib.uc\.ac.za/dspace/handle/2I65/367?mode~full [accessed on 2 May 2009] 
p77 
121 A Onsando [nole I20]p76 
122 A Onsando [note 120] p77 
'" A Onsando [note 120] p77 
I '4 - A Onsando [no1e 120] p77 
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provisions of section 31 which also provides for the adjustment or disallowance to be made by 

the commissioner. 115 SARS Practice Note No. 7 provides that the determination of the thin 

capitalization adjustment is made by the commissioner either on assessment or by notice prior to 

assessment. 116 It follows that the taxpayer may voluntarily make adjustments. What should be 

noted is that there is no similar provision relating to transfer pricing in SARS Practice Note No. 

Ultimately it seems that where the taxpayer has completed his return, having made the 

adjustment himself; section 31 cannot apply. 117 The section specifically provides that the 

adjustment or disallowance has to be made by the commissioner. 

However, where the taxpayer voluntarily gives SARS information which results in an adjustment 

on assessment, it is deemed that it is the commissioner who made the adjustment. 118 If the 

commissioner makes an adjustment as reflected in section 31 the adjusted amount will be 

deemed to have been distributed by a company to a recipient for purposes of section 64 C which 

deems certain amounts to be dividends for STC purposes. However, STC is only payable by 

residents and a CFC is, by definition, generally a non-resident and Section 9D (2A) provides that 

this is only for purposes of calculation of taxable income, which does not include STC. 119 

In relation to the timing of the determination of a transfer price, generally, the commissioner's 

discretion in terms of section 31 is exercised on assessment. 130 The date of assessment will as a 

result be dated when the deemed dividend accrues to the shareholder and consequently will be 

the date when the dividend cycle ends for STC calculation purposes. ll 1It is worth noting that 

although normal provisions for assessment and recovery of income tax apply to STC, there are 

no specific STC penalty provisions. 131 Lastly section 89bis and 89quat of the Act provide for 

125 A. Onsando 'The OECD Transfer pricing guidelines: An analysis of their application in the South Africa legal 
regime' .Available at http://lawspace2.lib.uct.ac.za/dspace/handle/2 I 65/367"mode~full accessed on 2 May 2009] 
p77 
126 A Onsando[note 125] p77 
127 A Onsando [notel25] p78 
128 A Onsando f note I 25] p78 
129 A Onsando [note I 25]p78 
no Meyerowitz, 'Meyerowitz on Income Tax '(2001/2002) paragraph. 13.33 
"' A Onsando [note 125]p78 
m A Onsando [note 125) p78 
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interest on the underpayment of tax. It follows that these sections will also apply if the 

underpay111ent of tax results fro111 non-compliance with section 31 of the Act. 133 

2.6 Advanced Pricing agreements 

The OECD defines an APA as follows: 

An advance pricing agreement ('APA') is an arrangement that determines, in advance of 

controlled transactions, an appropriate set of criteria (e.g. method, comparables and appropriate 

adjust111ents thereto, and critical assu111ptions as to future events) for the determination of the 

transfer pricing for those transactions over a fixed period of time. An APA is formally initiated 

by a taxpayer and requires negotiations between the taxpayer, one or more associated enterprises, 

and one or more tax administrations. 134 

Unfortunately, South African taxpayers do not have the option of agreeing m advance to an 

acceptable range of pricing with the SARS. 135 This is made clear in paragraph 16.2 of the SARS' 

Practice Note No 7, which states that 'the APA process will not in the foreseeable future be made 

available to South African taxpayers'. It is unfortunate that SARS does not give reasons to why 

advanced pricing agreements are not extended to South African taxpayers. These AP A are 

offered both in the United Kingdom and the United States. In the later chapters dealing with the 

UK and USA are clear explanation to the advantages and disadvantages of AP As will be made. 

133 A Onsando, The OECD Transfer pricing guidelines: An analysis of their application in the South Africa legal 
regime·. Available at http://lawspacc2.lib.uct.ac.za/dspace/handlc/2165/36?9mode~rull accessed on 2 May 2009] 
p77 
'" OECD 'Tran.1/er Pricing Guidelines· paragraph 4.124 
135 T Lord 'transfer pricing in South African Income Tax law' available at 
http:! lnwspace2.lib.uc1.ac.zaidspace/handle/2165/320 [accessed on 6 July 2009] p 46. 
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3. CHAPTER THREE: TRANSFER PRICING IN THE UNITED KINGDOM 

3.1 Introduction 

It is imperative to look at the United Kingdom's transfer pricing regime as a yardstick to see how 

South Africa can improve its own. This is because South Africa is fast becoming integrated into 

the global market through more MNCs investing in the country. Globalisation offers MNCs the 

opportunity to achieve economies of scale and explore new markets. It also increases the number 

of cross border flows, no less between affiliates within the same multinational enterprise as 

between unrelated enterprises_l36 As a result, governments like the ones in the United Kingdom 

have financial commitments and spending objectives which turn into pressure on the tax 

authorities. This pressure is passed onto taxpayers through increased complexity in tax 

regulatory and enforcement regimes, including in the field of transfer pricing. 137 For the United 

Kingdom retain as much revenue from these MNCs and curb transfer pricing they have set up a 

complex transfer pricing system. This chapter will explore the history of the UK transfer pricing, 

the cu1Tent law, documentation requirements and their approach to advanced pricing agreements. 

3.1.1 History of transfer pricing in the United Kingdom 

Previously in the United Kingdom without specific UK transfer pricing legislation, a UK entity 

could divert profits to connected entity in another country by manipulating the price paid for 

intra group sales or services. In 1951 the United Kingdom enacted transfer pricing rules. 138 

Throughout the years the rules evolved and a major change was made in 1998 when a new 

I Finance Act was introduced. This Act required UK entities including foreign controlled 
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companies bases in the United Kingdom to comply with new transfer pricing regulations 

introduced by this new legislation. The UK legislation (Section 770A and Schedule 28AA ICT A 

1988) applied from the commencement of UK Corporation Tax Self Assessment (CTSA) for 

companies that is for all accounting periods which ended on or after I July 1999 and years of 

136 M. Fieldman and A. Riordan, 'Transfer pricing Ioday (dis)hamony rules?' Available on 
\\'Ww.crai.com.bb 0 intl.com [accessed on 15 January2010] pl 
"' M. Fieldman and A. Riordan, 'Transfer pricing today (dis)hamony rules?' Available on 
www.crai.co111.bbgi111l.eom [accessed on 15 January 201 OJ p 1 
1311 HM Revenue and customs, 'HRMC approach to tram/er prices/or large businesses' Consultation Document 
June 2007 p6 
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assessment 1999/2000.therefore the effective date of these transfer pricing rules was 1 July 1999. 

The new legislation spelt out in the Finance Act of 1998 was structured in a way that explicitly 

identified it with Article 9 of the OECD Model Treaty and the OECD Transfer Pricing 

Guidelines. 139 

Subsequent to I April 2004, transactions between connected UK entities were not subject to the 

arm's length transfer pricing regulations, unless one of the entities carried on their business using 

an overseas branch. 140 Therefore transfer pricing had only been an issue for international trade. 141 

However from I April 2004 transfer pricing rules were extended to cover transaction between 

connected UK companies. The transfer pricing legislation adopted the arm's length principle 

which is the internationally accepted standard for setting transfer prices. This application of 

transfer pricing legislation to commonly controlled UK entities was largely attributable to EU 

regulations ensuring the UK transfer pricing legislation does not discriminate against other EU 

based entities. 142 The UK's tax legislation therefore imposes arm's length transfer pricing on 

transactions with connected overseas entities so as to protect their tax base. 143 With effect from 1 

April 2004, interest deductions on connected party borrowing and loan guarantees were 

incorporated within the UK transfer pricing legislation, this is to reduce the excessive use of debt 

finance between connected persons. 144 Also the relevant authority which deals with taxes in the 

UK which is Her Majesty Revenue and Customs (HMRC) required connected companies to 

consider the sale price of goods and services traded between them and to rest them for tax 

purposes to the price which would have been used on the open market. 145 

Since I April 2004, the UK transfer pricing system was as follows: 

139 Greenback Alan LLP 'Transfer pricing: transactions and connected Entities-An overview', March 2008, the 
DailyNNA UK 
140 Greenback Alan LLP [note 139] 
141 B. Lewis, 'Po1e111ially slicky lramfer', Charity Finance July 2005 p 24 available on 
http:!\rnw. ba1cswc I ls.co.uk/Fi Jes/ Articles/Potentially% 7 0Sticky%20Transfcrs.pdf [ accessed on 12 August 2009] 
"' Greenback [note 139] 
14

·' Greenback lnote 139J 
144 B. Lewis [note 14\J 
145 B. Lewis [note 141] 
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• only large UK entities are subject to full transfer pncmg on all connected party 

transactions, including those where the other party is a UK entity, and 146 

• most small and medium sized entities no longer have to apply UK transfer pncmg 

principles in dealings with connected overseas entities located in tax treaty countries. 147 

Small means organisations with less than fifty (50) employees and whose turnover and 

assets come to no more than ten (I 0) million pounds. Medium sized organisations are the 

ones with no more than 250 employees and whose turnover assets come to no more than 

fifty (50) million pounds. 148 

• The HRMC now allows a two year transitional relaxation of penalties associated with 

not producing evidence to demonstrate that the results are at arm's length. 149 

• Transfer pricing rules applied to parties where one party owns between 40-50 percent in 

the other party or voting power or share capital are under common control. 150 

• With respect to financing transactions, where the lender has acted together with 

shareholders to provide funding, the shareholders' stake can be attributed to the lender, 

meaning a financing transaction may be caught by the legislation where there is no or a 

very small direct relationship between the lender and the borrower. 151 

Despite this relief given to small and medium enterprises the HMRC has the right to withdraw 

the exemption from these enterprises, even retrospectively, where a significant amount of tax is 

at stake. 152 

The large UK entities which exceeded the small and medium sized criteria were required 

however to demonstrate that reasonable steps have been taken to apply the arm's length principle 

1
·" Greenback Alan LLP ·Transfer pricing: transactions and connected Entities-An overview', March 2008, the 
Daily NNA UK. 
147 Greenback Alan LLP[note 146] 
148 B. Lewis, "Potential()' sticky transfer', Charity Finance July 2005 p 24. Available on 
hnp: 11www.batcswclls.co.uk/Fi les/ Articles/Potentially%20Sticky%20Transfers.pdf [ accessed on 12 August 2009] 
1
•
19 HM Revenue and Customs, 'Compliance cost review: reform rules on transfer pricing and thin capitalisation 

(2004) • .Available on www.hmrc.gsi.gov.uk [accessed on 12 August 2009]. 
"

0 J Neighbour KPMG, 'Global transfer pricing review' (2009) pl40 
151 J Neighbour KPMG [note 150] pl40 
152 B. Lewis [note 148] 

36 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

as a matter of compliance with UK tax law, and must have satisfactory documentation justifying 

their transfer pricing policy. 153 

3.1.2 Recent developments and trends in the United Kingdom Transfer pricing 

In the last two years the United Kingdom has had some significant development in there transfer 

pricing regime. The HM Revenue and Customs (HMRC) have made a resolve to litigate were 

necessary, transfer pricing cases and to bring to bear specialist transfer pricing economics 

input. 154 At the begging of the year 2009, the United Kingdom HRMC established a business 

International Directorate to address international tax issues. This Directorate has assumed 

governance of the Transfer price group which was solely established to deal with this complex 

area of tax in the United Kingdom. 155 A separate specialist transfer pricing team exists to address 

issues involving thin capitalisation and financial services transfer pricing. 

HMRC is now implementing a new risk-based approach to transfer pricing enquiries, targeting 

high risk transactions and structures and aiming to complete transfer pricing enquiries within 18-

36 months depending with the complexities of the issue. 156 

3.2 Transfer pricing definitions and terminology in the United Kingdom legislation (Taxes 
Act 1988) 

To have a better understanding of the transfer pncmg regime m the United Kingdom it is 

essential to understand the legislative provisions surrounding UK transfer pricing. Transfer 

pricing regulations are set forth in sections 770-773 of the Income and Corporation taxes Act of 

I 988. 157 We will deal specifically with sections 92A-C which defines special terms such as 

associated enterprise and the computation of the arm's length principle in the UK transfer pricing 

regime. 

153 Greenback Alan LLP 'Transfer pricing: transactions and connected Entities-An overview', March 2008, the 
Daily NNA UK 
154 M Clayson & D BeeJon, • Recenl developmenls and trends in UK transfer Pricing'. Available al 
h11p://www.freshGclds.com/publ icationslpdfs/2009/aug09/ClaysonBceJon.pdf) p I 
'" M Clayson & D Beeton [note 154) p I 
156 J Neighbour KPMG, 'Global transfer pricing review' (2009) p140 
157 S. Borkowski, 'Transfer pricing of intangible property; Harmony and discord across five countries' International 
Journal of Accounting36 (200 I) p357 
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3.2.l Section 92 Computation of Income from an international transaction having regard 
to an arm's length price (ALP) 

Any income arising from an international transaction shall be computed having regard to the 

arms length price. This means that the allowance for any expense or interest arising from an 

international transaction shall also be determined having regard to the ALP. 158 

Section 92 (2) of the Taxes Act 159 which is a special provision relating to the avoidance of tax, 

stipulates that where in an international transaction, two or more associated enterprises enter into 

a mutual agreement or arrangement for the allocation or apportionment of, or any contribution to, 

any cost or expense incurred or to be incurred in connection with a benefit, service or facility 

provided or to be provided to any one or more of such enterprises, the cost or expense allocated 

or apportioned to, or, as the case may be, contributed by, any such enterprise shall be determined 

having regard to the arm's length price (ALP) of such benefit, service or facility, as the case may 

be. 160 Section 92(3) of the taxes Act 161 says the provisions of that section shall not apply in a 

case where the computation of income under sub-section (I) or the determination of the 

allowance for any expense or interest under that sub-section, or the determination of any cost or 

expense allocated or apportioned, or, as the case may be, contributed under sub-section (2), has 

the effect of reducing the income chargeable to tax or increasing the loss, as the case may be, 

computed on the basis of entries made in the books of account in respect of the PY in which the 

international transaction was entered into. 162 

3.2.2 Section 92A :Associated Enterprise 

In the United Kingdom Income tax Act of 2007 an associated enterprise means an enterprise; 

(a) Which participates, directly or indirectly, or through one or more intermediaries, in the 

management or control or capital of the other enterprise; 163 or 

(b) In respect of which one or more persons who participate, directly or indirectly, or through 

one or more intermediaries, in its management or control or capital, are the same persons 

158 Transfer pricing sections and rules: provisions under the Income Tax Act available at 
http:/twww.transferpricing.com/worldtranferpricing files/world filcs/britian/britian.htm [accessed on 9 November 
2009]. 
159 Income and Corporation taxes act of I 988 
160 Transfer pricing sections and rules [note 158]. 
161 Income and Corporation taxes act of 1988 
'"Transfer pricing sections and rules [note I 58]. 
163Transfer pricing sections and rules [note I 58]. 
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who participate, directly or indirectly, or through one or more intermediaries, 10 the 

management or control or capital of the other enterprise. 164 

There is an apt description of the circumstances when two enterprises will be considered 

associated. Firstly, two enterprises shall be deemed to be associated enterprises if, one enterprise 

holds, directly or indirectly, shares carrying not less than 26% of the voting power in the other 

enterprise; or any person or enterprise holds, directly or indirectly, shares carrying not less than 

26% of the voting power in each of such enterprises. Secondly if a loan advanced by one 

enterprise to the other enterprise constitutes not less than 51 % of the book value of the total 

assets of the other enterprise; or one enterprise guarantees not less than I 0% of the total 

borrowings of the other enterprise. If more than half of the board of directors or members of the 

governing board, or one or more executive directors or executive members of the governing 

board of one enterprise, are appointed by the other enterprise the two enterprises will be 

considered associated or if more than half of the directors or members of the governing board, or 

one or more of the executive directors or members of the governing board, of each of the two 

enterprises are appointed by the same person or persons. 165 

I I' the manufacture or processing of goods or articles or business carried out by one enterprise is 

wholly dependent on the use of know-how, patents, copyrights, trade-marks, licences, franchises 

or any other business or commercial rights of similar nature, or any data, documentation, 

drawing or specification relating to any patent, invention, model, design, secret formula or 

process, of which the other enterprise is the owner or in respect of which the other enterprise has 

e~clusive rights or 90% or more of the raw materials and consumables required for the 

manufacture or processing of goods or articles carried out by one enterprise, are supplied by the 

other enterprise, or by persons specified by the other enterprise, and the prices and other 

ic,.i Transfer pricing sections and rules: provisions under the Income Tax Act available at 
h!.!12:/1\vww.translt'mricing.com/worldtranferpricing files/world files/britian/britian.htm [accessed on 9 Noyember 
2009]. 
165 Transfer pricing sections and rules [note 164] 
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conditions relating to the supply are influenced by such other enterprise, the two enterprises shall 

be deemed to be associated. 166 

If the goods or articles manufactured or processed by one enterprise, are sold to the other 

enterprise or to persons specified by the other enterprise, and the prices and other conditions 

relating thereto are influenced by such other enterprise then the two enterprises shall be deemed 

to b associated. 167 

Enterprises are deemed to be associated where one enterprise is controlled by an individual, the 

other enterprise is also controlled by such individual or his relative or jointly by such individual 

and relative of such individual. Or where one enterprise is controlled by a HUF (Hindu 

undivided family) the other enterprise is controlled by a member of such HUF or by a relative of 

a member of such HUF or jointly by such member and his relative then the enterprises are 

deemed to be associated. For tax purposes a HUF can be defined as a family that consists of a 

common ancestor and all his lineal male descendants. This indicates that a person may be 

assessed in two different capacities; as an individual and his HUF. Finally where one enterprise 

is a firm, association of per.sons or body of individuals, the other enterprise holds not less than 

I 0% interest in such firm, association of persons or body of individuals or if there exists between 

the two enterprises, any relationship of mutual interest, as may be prescribed. 168 

3.2.3 Section 92C: Computation of Arm's length price. 

The arm's length price (ALP) in relation to an international transaction shall be determined by 

the transfer pricing methods set out in the OECD guidelines for transfer pricing. The most 

appropriate method should be used with regard to the nature of transaction or class of transaction 

or class of associated persons or functions performed by such persons. 169 These methods are 

• Comparable uncontrolled price method (CUPM) 

• Resale price method (RPM) 

166 Transfer pricing sections and rules: provisions under the Income Tax Act, available at 
ht1p::.1www.transl'erpricing.com/wor\dtranferpricing files/world files/britian/britian.htm {accessed on 9 November 
20091. 
167 Transfer pricing sections and rules [note 166]. 
1611 Transfer pricing sections and rules [note 166]. 
169Transfer pricing sections and rules [note 166]. 
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• Cost Plus Method (CPM) 

• Profit Split Method (PSM) 

• Transactional Net Margin Method (TNMM) 

These transfer pricing methods are the same as the ones adopted by South Africa based on the 

OECD's transfer pricing guidelines. 

So far the United Kingdom has not had traditional transfer pricing litigation, however there has 

been a significant transfer pricing decision decided in 2009 on the pricing methodologies and the 

first case concerned with the detailed transfer pricing code introduced as schedule 28AA of the 

Income and Corporate taxes Act 1988. 170 This decision was made in the landmark case of DSG 

retail limited v Revenue and customs Commission (2009TC00001) (the DSG case). 

3.2.4 New provisions set out in the Finance Act of 2001 which substituted section 92 

The Finance Act, 2001, has substituted the existing section 92 of the Income-tax Act by new 

sections 92 and 92A to 92F. These new provisions lay down that income arising from an 

international transaction between associated enterprises shall be computed having regard to the 

arm's length principle. 171 The term associated enterprise retains its definition in section 92A. 

Section 928 defines an international transaction between two or more associated enterprises. The 

provisions contained in section 92C provide for methods to determine the arm's length principle 

in relation to an international transaction, and the most appropriate method to be followed out of 

the specified methods. It should be noted that South Africa does not have legislation setting out 

the most appropriate transfer pricing method to use in certain tractions which would a better 

arm's length result. While the primary responsibility of determining and_applying an ALP is on 

the assessed enterprise, section 92C (3) empowers the accounting officer (AO) to determine the 

ALP and compute the total income of the enterprise accordingly. Section 92D provides for 

certain information and documents required to be maintained by persons entering into 

170 M Clayson & D Beeton, ' Recent developments and /rends in UK transfer Pricing'. Available at 
http://www.freshflclds.com/publications/pdfs/2009/aug09/Clayson Beeton.pdf] p I 
171 Transfer pricing sections and rules: provisions under the Income Tax Act available at 
http://www.transferpricing.com/worldtranferpricine. files/world files/britian/britian.htm [accessed on 9 November 
2009]. 
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international transactions, and section 92E provides for a report of an accountant to be furnished 

along with the return of income. 172 

3.3 The UK application of the arm's length principle. 

The UK's transfer pricing rules as already mentioned, are based on the internationally recognised 

"arm's length" principles promulgate by the OECD transfer pricing guidelines. The application 

of these transfer pricing rules in the United Kingdom can involve the exercise of judgement 

rather than the application of precise rules. 173 

The important features about the United Kingdom Transfer pricing rules are that; 

• 'They ensure fairness between taxpayers and help to achieve a fair division between 

countries of the tax base relating to corporate profits enabling international double 

taxation to be addressed'. 174 

• 'They help to protect the UK tax base by preventing the artificial diversion of profits; 

• they have the potential to impose a significant compliance burden on companies to 

demonstrate, by assembling evidence, that arm's length results have been used in the 

calculation of taxable profit'. 175 

• 'They can involve complex analysis and specialist knowledge which can make disputes 

difficult and lengthy to resolve'. 176 

• 'Where the nature of the issues merits it, Advance Pricing Agreements can be reached to 

deliver earlier and greater certainty'. 177 

172 Transfer pricing sections and rules: provisions under the Income Tax Act. Available at 
http://www.transl'erpricing.com/worldtranferpricing files/world flles/britian/britian.htm [accessed on 9 November 
20091. 
173 HM Revenue and customs, 'HRMC approach to transfer prices/or large businesses' Consultation Document 
June 2007 p6 
'" HM Revenue and customs [note 173] p6 
11

; HM Revenue and customs [note 173] p6 
116 HM Revenue and customs [note 173] p6 
111 HM Revenue and customs [note 173] p6 
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The UK law requires a company to ensure in its tax return that the results of relevant transactions 

are adjusted to arm's length results. An enterprise must have appropriate evidence to authenticate 

the figures it contains when making a tax return. The law does not require a company to provide 

the evidence to HMRC at the time the return is made. In the event that there is no enquiry made 

by the HMRC, then proof that the arm's length principle has been adhered to might never be 

established. 178 Evidence has to exist by the time the return is made in order to provide 

confidence that the return is correct. Having insufficient evidence may indicate negligence and 

attract a tax-geared penalty. 179 

In 2008 there has been a decision passed the British courts which directly deals with the 

application of the arm's length principle. This case involved the transfer pricing arrangements 

between a major UK retailer (Dixons) and the group captive insurer in the Isle of Man (DISL). 180 

The facts of the case are as follows; DISL bore most or rather all of the risk on extended 

warranties or service contracts purchased by customers. Despite the fact that all the details are 

not available, this was apparently a very profitable business. The insurance contracts regarding 

the insurance company, were sold to customers when they purchased electrical goods in the 

stores of the main UK trading company, DSG Retail limited (DSG). The issues in dispute were 

whether the arrangements between these companies were at arm's length and in the event that 

they were not could DSG, the UK retail company be charged t tax on imputed income. 181 The 

courts decided that the transfer pricing rules did not apply to the transactions between DSG, the 

retail company and DISL, the insurance company. The considered all the particular 

circumstances including absence of relevant comparables and the need to understand the overall 

contribution by both parties to the arrangement and not just review the transfer pricing from the 

aspect of one of the parties and the decided that a profit split approach was the most suitable one. 

3.4 Documentation in the United Kingdom 

Corporate entities which are subject to UK corporation tax on their profits, including a UK 

trading presence of a non-UK resident company, may be obliged to prepare and maintain 

178 HM Revenue and customs HRMC approach to transfer prices/or large businesses' Consultation Document 
June 2007 p6 
179 HM Revenue and customs [note l 78] p7 
150 High street panners Incorporated, 'Changing tax laws overseas; what you need to know·. Available at 
w,,-w. hsp.com l accessed on 13 January 201 O]. 
181 High street partners Incorporated [note 180). 
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documentation which sets out its transfer pricing policy and demonstrates its consistency with 

the arm's length principle. 182 The HM Revenue and customs (HRCM) have issued transfer 

pricing guidelines which set out the requirements which must be followed by large entities when 

maintain documentation supporting their inter-company pricing policies. 

The guidelines guidance particularly sate that the documentation should identify the following:-

• Relevant commercial or financial relations falling within the scope of the legislation. 183 

• The nature and terms (including prices) of relevant transactions. Transactions which are 

clearly one family e.g. regular purchases made by a distributor throughout a return period 

of the same or similar products for resale may be aggregated. 184 

• The method or methods by which the nature and terms of relevant transactions were 

carried out, including a study of comparables and any functional analysis undertaken. 185 

• How that method has resulted in arm's length terms, or where it has not, what 

computational adjustments are required and how they have been calculated. This will 

include an analysis of market data or other information on third party comparables. 186 

• The terms of relevant commercial arrangements with both third party and affiliated 

customers. These will include commercial agreements (e.g. service on distribution 

contracts, loan agreements) and any budgets, forecasts or other papers containing 

information relied on in arriving at arm's length terms, or in calculating any adjustment 

made in order to satisfy the requirements of the transfer pricing legislation. 187 

The UK legislation does not require a specific form in which transfer pricing evidence needs to 

be recorded. The enterprise can keep documentation containing evidence in any form it chooses. 

(This analysis draws a distinction between evidence and documentation; evidence refers to proof 

of a fact or to the strength and logic of an argument while documentation refers to the format and 

'" UHY Global transfer pricing guide 2009. Available 
h11p: ,../www.uhv.com/mcclia'PDFs/U 1-1 Y%20G lobal%20Transfero/o20Pricing%20Guide%202009 .pdf [accessed on 
I I December 2009] p I 03. 
183 HM Revenue and customs,' HRMC approach to tramfer prices for large businesses' Consultation Document 
June 2007 p7. 
'" HM Revenue and customs [note l 83]p7 
185 HM Revenue and customs[note 183] p7 
'"' HM Revenue and customs[note 183] p7 
187 HM Revenue and cusloms[note 183] p7 
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medium in which the evidence is contained.) 188 The main principle relevant to the cost to be 

incurred in assembling evidence and recording it in documentation is that it should be 

commensurate with the risk involved in arriving at the arm's length result. 189 Complex and high 

value transactions would generally require greater attention by the enterprise than simple and 

high volume ones. 

A UK enterprise should ensure proper care and setting in documenting transfer pricing. This will 

help avoiding penalties. Under the UK's CTSA legislation, UK entities must ensure that their 

Corporation Tax Return, Form CT600, reflects arm's length transfer pricing on transactions with 

non-resident connected entities. Where such transactions are not priced on an arm's length basis, 

an appropriate adjustment is required in arriving at the declared taxable profit. 

3.4.1 Deadline to prepare and submit documentation in the United Kingdom 

Documentation forms part of the company's records and should be ready before the filing of the 

company's tax return. Without the relevant documentation setting out the company's transfer 

pricing policy, the company will not be in a position to make a correct self assessment of its 

chargeable profits. 190 The HMRC may request documentation during enquiries into a filed tax 

return. However there is no statutory requirement to prepare and retain documentation to support 

the entries on a taxpayer's tax return, including transfer pricing documentation. 191 In the event 

that the HMRC requests documentation the company has a deadline of 30- 60 days to submit the 

relevant documents. This deadline may be extended where a company is a small or medium 

enterprise. 192 This is because, as already mentioned the legislation in 2004 exempted them from 

compliance with the transfer pricing regulations. If they have large profits which may be proof 

of transfer pricing, the HRMC may require them to adhere to the transfer pricing laws. 

'" HM Revenue and customs 'HRMC approach to transfer prices for large businesses' Consultation Document 
June 2007 p7. 
'" HM Revenue and customs[note 188] p7 
190UHY Global transfer pricing guide 2009. Available at 
h!!.p: 1\vww .uhv .com/media/PDFs/U H Y%20G lobal%20Transfer%20Pricing%20Guide%202009 .pdf [ accessed on 
I I December 2009] p I 03 
''" J Neighbour KPMG, 'Global transfer pricing review' (2009). Available at 
hup:/!kprnesk.\cc.chlc\bletch/526 \ 6e646f6d49563eb 14c l 6deda6e55f9bfl I 75e7acefeebe5e6408c23d8263/invitation 

insurance tinal 030209.pdf [accessed on 2 January 2010] p\40. 
192 UJ-IY Global transfer pricing guide 2009 [note 190] 
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If a company has not complied with its documentation requirements, HRMC can impose a 

penalty of 3000 pounds for each year of non-compliance. In addition, in the case of negligence, 

a tax geared penalty ofup to 1005 of any tax adjustment can be imposed. 193 

3.5 Advanced Pricing Agreements in the United Kingdom 

Advanced pricing agreements (AP As) are written agreements between a business and the Board 

of Inland Revenue which determine a method for resolving transfer pricing issues in advance of 

a tax return being made. When the terms of the agreement are adhered to, they provide assurance 

that the treatment in accordance with the agreement of those transfer pricing issues will be 

accepted by both the Revenue and the business for the period covered by the agreement. 194 

An APA may remain limited to a binding agreement between a UK business and the Inland 

Revenue in accordance with Section 85 of the Financial Act of 1999: this is referred to as a 

"unilateral APA". 195 However, a unilateral APA can only provide a partial resolution of cross­

border transfer pricing issues because, although it confirms the tax treatment in the UK, it does 

not determine how the issues are to be resolved in the other country involved. Consequently, it 

does not remove the risk of double taxation in relation to the transfer pricing issues it addresses. 

In order to remove the risk of double taxation in the case of cross-border transfer pricing issues 

where a Double Taxation Agreement exists between the UK and the other country containing a 

Mutual Agreement Procedure article, the Inland Revenue would have to reach agreement also 

with the tax administration of the other country: this is referred to as a "bilateral APA". 196 

An 1\dYance Pricing Agreement (APA) offers a means of securing tax authority approval of your 

1ra11skr rricing policies and methodologies in advance. An APA is a linancial advantage to a 

company because it can save money. boost cash llow and mitigate risks by meeting information 

I challenges up front. eliminating onerous and time-consuming documentation requirements later 
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193 Tenontax, 'Transfer pricing documentation requirements'. Available at 
http://www.1cnongroup.com/~/media/Files/tax/Transfer%20Pricing.ashx [accessed on 5 January 20 IO]. 
194 HM Revenue and Customs. Available at http://www.hmrc.gov.uk/international/technical3a.htm [accessed on 17 
January 20 I OJ. 
''" HM Revenue and Customs [note 194] 
196 HM Revenue and Customs [note 194] 
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on and obtaining agreement about the company's proceedings without concern about penalties or 

double taxation. 197 

The requirement in the United Kingdom for 'contemporaneous documentation' of a taxpayer's 

transfer pricing methodologies in order to avoid exposure to substantial penalties has led more 

taxpayers to consider entering into an Advance Pricing Agreement (APA) instead of using the 

documentation methods to clarify their transfer pricing issues. To these taxpayers, APAs 

represent an opportunity to remove the prospect of penalties and other areas of uncertainty 

related to transfer pricing enforcement usually through documentation requirements.' 98 

I In a nutshell APAs enable taxpayers to manage transfer pricing uncertainties and audit risks 

proactively. 199 For a better understanding of AP As a breakdown of the basic procedure of AP As 

I is a follows: 
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• A taxpayer proposes to one or more tax authorities its proposals for addressing the 

pricing of selected intra-group cross border transactions.200 

• The tax authority undertakes a review of the taxpayer's proposa!.201 

• The taxpayer and the tax authority negotiate an agreement in the case of unilateral AP As 

or the taxpayers authorities involved negotiate with each other (bilateral/multilateral 

APAs).202 

• Once the agreements are finalised the parties execute the AP A.203 

197 De\oilte . Available at http://www.deloitte.com/view/en US/us/Services/tax/Transfer-Pricing-Tax/ Advance­
Pricino-A oreemcnt-Tr,111s fer-Tax/index.htm [accessed on 17 January 20 IO]. 
198 M. Markham, • The advantages and disadvantages of using an advance pricing agreement: Lessons for the UK 
from rhe US and Ausrralian experience', lntenax: /nrernarional rax review 33.5 (2005): 214-229 available at 
http://works.bepress.com/michelle markham/3/ [accessed on 17 January 20 I OJ. 
199 KPMG Global transfer pricing services. Meeting of the minds-Resolving transfer pricing controversies, J Bajger,' 
·The Sequential APA strategy:" A roadmap for dealing with developing transfer pricing jurisdictions' available at 
http://\nn\'.kpnH,!.COm.hr/publicacoes/tax/Meeting Minds Transfer Pricing 5 Aug.pdf[accessed on 7 August 

2009. 
200 KPMG Global transfer pricing services [note 199] 
201 KPMG Global transfer pricing services [note 199] 
202 KPMG Global transfer pricing services [note 199] 
203 KPMG Global transfer pricing services [note 199] 
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APA procedures are similar in all jurisdictions but however a variation comes with the 

differences in levels of experience. The European Union (EU), which the United Kingdom is a 

part of, in 2007 issued new advanced pricing agreements guidelines are designed to avoid 

transfer pricing disputes and increase legal predictability. These guidelines explain how the EU 

states should conduct APA processes, provide APA information for taxpayers and describe how 

the specific problems should be resolved. These guidelines help avoid conflicts between the EU 

countries. 

3.5.1 Advantages of Advanced Pricing Agreements 

The Advanced Pricing Agreement between a company and tax authorities helps the company by 

reducing the uncertainty a company may face regarding its transfer pricing because the tax 

authority and the company would have agreed on what is expected from the company in setting 

out its transfer. The company which is the taxpayer is obtaining more certainty but is incurring 

substantial amounts of lost time for personnel and document creation, as well as the cost required 

to secure the APA. In some cases, the APA Office is stricter than what the regulations require. 204 

However, AP A taxpayers are generally less concerned with the transfer pricing methodology 

(TPM) used in the APA and its effects than avoiding uncertainty and the threat of double 

taxation.205 The key benefit of all this is the increased certainty that the agreed price will be 

respected by the taxing authority. In the case of a multilateral APA, both taxing authorities will 

h · 206 agree to respect t e pnce. 

Using APAs ensures an upfront acceptance of the MNC's version of the arm's length 

transaction. 207 APAs substantially reduce the possibility of future double taxation. MNCs can 

project future tax liabilities because APAs clarify the investment decisions regarding overseas 

transactions. With APAs the MNC can negotiate with the relevant tax authority before hand. 

With regard to multilateral and bilateral tax agreements, the MNC can be certain of tax treatment 

20
'
1 

Roberl Cole, "Fourteen Facts Offered to the Senale Finance Commiflee to Assist in Its Review oft he Advance 
Pricing AgreemenI Program,", Tax Management International Journal March, 2004 
205 Robert Cole [note 204] 
206 By Harden, J William and Timothy B, ·Advance Pricing Agreements: A Chance for Certainty /\midst Chaos. 

Part 2 • Strategic Finance Friday, October I 2004. Available at http://www.allbusiness.com/finance/3591902- l.html 
[ accessed on 17 January 20 I OJ. 
207 

Bulbul Sen, 'advance pricing mechanisms in transfer pricing; world experience and lessons from India·, 
September 9 2005. Microsoft power point presentation 

48 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

by the relevant tax authorities. 208 When it comes to judicial or administrative proceedings an 

MNC can expect more cooperative venture with regards to the system rather than an adversarial 

approach. The relevant revenue authority will benefit from AP As because they have insight into 

the structure, assets, functions and risks within a MNC and practical problems with the MNC 

establishing an arm's length approach. 209 

3.6 Transfer pricing penalties in the United Kingdom 

In the UK law here is no separate penalty for transfer pricing; the general rules about making an 

incorrect return apply. The general tax penalties and conditions apply for transfer pricing 

penalties. Under the general penalty regime for incorrect returns, a transfer pricing adjustment 

may lead to a penalty based on a percentage of potential tax lost, even if the result for the period 

is a loss.210 Penalties are up to 30 percent for a failure to take reasonable care, up to 70 percent 

for a deliberate under statement or over claim and up to a I 00 percent for a deliberate 

understatement aggravated by concealment. HMRC may apply lower percentage penalties where 

there is disclosure, the extent of mitigation depending whether disclosure is prompted or 

unprompted. 211 It should be noted that penalties can be for a number of reasons, one being 

cooperation with the HMRC.212 

3.7 United Kingdom's approach to transfer pricing during the current global 

economic recession 

The current global recession has made transfer pncmg even more significant for the 

multinational companies as they try and minimise their tax obligations by shifting profits to 

lower tax jurisdictions. Due to the recession which left the world in shock it is of essence to 

discuss how the United Kingdom has handled transfer pricing issues during this time to 

208 Bulbul Sen ·advance pricing mechanisms in transfer pricing; world experience and lessons from India·, 
September 9 2005. Microsoft power point presentation 
209 Bulbul Sen [note 208] 
210 J Neighbour KPMG, 'Global transfer pricing review' 
h11p://kpmgsk. lcc .ch/dbfetch/526 I 6e646f6d49563eb 14c I 6deda6e55f9bfl I 75e7aceleebe5e6408c23d8263/invitat ion 

insurance linal 030209.pdf accessed on 2 January 20 IO p 140. 
211 J Neighbour KPMG [note 210] 
212 J Neighbour KPMG [note 21 OJ 
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safeguard their tax base. 213 This analysis will help bring some light to the South African 

approach to transfer pricing. 

The change in the economic climate may have influenced changes in some of the MNC's 

business models. This may have forced the revisiting of advanced pricing agreements which 

were agreed in less tough times.214 As more jurisdictions, such as South Africa introduce transfer 

pricing compliance requirements and penalties, and those with existing requirements are 

enforcing them more aggressively, the potential for friction between the tax authorities and 

companies is high. The current recession has increases the potential dramatically and its effects 

will be felt for several years to come as taxpayers are asked to defend losses in tax returns that 

have still to be examined by tax authorities.215 Losses by companies are the key areas of risk the 

HMRC will analyse when carry out transfer pricing enquiry with regards to companies. The 

HMRC sees transfer pricing as the biggest tax risk area generally and is becoming more 

aggressive in its efforts to collect additional tax where it believes incorrect transfer pricing have 

been used. 216Particular risk areas identified in the tax bulletin 60 by the HMRC are,217 

• Profit margins in the UK are lower than in the group generally and there are reasons to 

believe that it should not be the case. 218 

• The UK company possesses the resources to generate high margin profit yet produces 

only a routine low margin profit. The Revenue will look for the presence of factors such 

as heavy investment, a highly skilled and remunerated technical or Research and 

development workforce and intangibles for example trading names, know-how ad 
219 patents. 

• Royalty or management fee payments that do not appear to make commercial sense and 

which substantially impact n the UK bottom line for example for a brand name unknown 

213 Tax Planning International Report, 'Transfer pricing in a Recession', BNA international INC, March 2009 p3 
214 Tax Planning International Report [note 213]. 
215 Member Firms of Grant Thornton International, 'International Comparisons- how taxpayers and tax authorities 
are responding. implications/or risk management', [Transfer pricing in a Recession] BNA international Inc., March 
2009 p 17 
216 Member Firms of Grant Thornton International [note 215] p 24. 
217 Member Firms of Grant Thornton International [note 215] p 23. 
118 Member Firms of Grant Thornton International [note 215] p 23. 
""Member Firms of Grant Thornton International [note 215] p 23. 
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to the United Kingdom, for technology to which significant value has been added by 

complex processes carried out in the UK, or for nebulous bundles of intangibles.220 

• Poor performance over a number of ears when there is no obvious prospect of super 

profits in later years to justify the risk of continuing losses.221 

• Any period in which changes in intra-group contractual arrangements purport to adjust 

the risk profile, and hence the reward, of the UK group, for example a distributor 

becomes a commission agent, a full manufacturer becomes a contract manufacturer, 

research and development activities that once generated royalties move to a contract 

basis, or cost sharing arrangements are introduced. 222 

The HM RC now allows a MNC experiencing persistent losses caused by the recession to 

approach it and negotiate advanced risk assessment discussions prior to its filing of tax returns. 

The 1-IMRC has been using the new transfer pricing risk assessment since July 2008, conducting 

pre-return discussions and risk assessments. The HMRC only opens transfer pricing enquiries 

I where there is a likelihood of restating a reasonable amount of tax. The advanced risk assessment 

negotiations can only be done by companies using the compliance risk assessment framework set 

I out by the HMRC. The companies will be required to show that their losses are not due to 

transfer pricing policies. The HMRC have a list of documents which they refer when examining 

I risk areas. These documents are; 

I 
I 
I 
I 
I 
I 
I 
I 
I 

• A review of any previous transfer pricing papers. 

• A detailed examination of six year' consolidated group accounts and of accounts of 

individual UK an appropriate UK entities. 

• Consideration of the group structure and identification of haven/shelter countries. 

• A review f industry trends, details of the company's place in the sector, and recent 

developments within the group. 

220 Member Firms of Grant Thornton International, 'International Comparisons- how taxpayers and tax authorities 
are responding, implications for risk management', [Transfer pricing in a Recession] BNA international Inc., March 
2009 p 23 
221 Member Firms of Grant Thornton International [note 220] p 23 
222 Member Firms of Grant Thornton International [note 220] p 23 
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• A review of databases for multiple year data and potential comparables. 

• A review of the company's returns in other jurisdictions. 

• Liaison with the Pay As You Earn (PA YE) office for details of highly paid staff. 

• Possibly liaison of corporation Inspectors with the customs and exercise officers. 223 

The HMRC also want proof that the company though is experiencing persistent losses they 

expect profits in the future, the company should ensure that they have the profit forecast when 

they engage n the dialogues with the HMRC. 

223 Member Firms of Grant Thornton International, 'International Comparisons- how taxpayers and tax authorities 
are responding, implications for risk management', [Transfer pricing in a Recession] BNA international Inc., March 
2009 p 23 
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4 CHAPTER FOUR: TRANSFER PRICING IN THE UNITED STATES OF 
AMERICA 

4.1 Introduction 

Transfer pricing is one of the highest priority issues for the tax authorities in the United States. 

The Internal Revenue Services (IRS) auditors are turning to transfer pricing enforcement as the 

foundation of their investigations of multinational enterprises (MNEs). In the United States there 

is a focus on the outbound transfer of intangibles with particular emphasis on cost sharing 

arrangements (these will be explained later on in the chapter). Intercompany services are also 

coming under scrutiny as a result of the new regulations published in 2006. 224 

The legislation dealing with transfer pricing in the USA is the Internal Revenue Code 482 (latest 

amendment effective for tax years beginning after 31 December 1986).225 

4.2 Legislature dealing with transfer pricing n the United States of America 

In 1968 the IRS issued its first set of Transfer pricing regulations. The regulations specified five 

types of intra-firm transactions; these were loans, rentals, or sales of intangible property and 

performance of various business services. 226 Over the period of I 986-1994, the US Treasury 

revised its corporate income tax legislation and regulations in the area of transfer pricing. This 

was in repose to the pressures of globalisation, heavy inward foreign direct (FD!) investment by 

MNC's in the USA. This resulted in the growing of international trade in services and 

intangibles. 227 It has been argued by scholars that when compared with other industrialized 

countries, the U.S. "subjects the foreign operations of its MNCs to the severest tax constraints 

and the heaviest tax burden," as well as with difficult administrative complexities. Section 482 of 

the Internal Revenue Code is a major component of this overall tax policy. A single paragraph 

long, it requires almost two hundred pages of interpretation. 228 The US seems to use this 

legislative approach to ensure strict compliance by MNCs to its transfer pricing policies. 

224 S. Foley, 'Transfer Pricing in the Americas', KPMG Global Transfer Pricing review, 2009 p6 
m Deloitte '2009 Strategy Matrix for global transfer pricing'. 
226 L. Eden, 'Ta.tes, transfer pricing, and the multinational enterprise·, available at 
bJ.!Q:iiwww.voxprof.com/eden/Publications/EDEN-OH I B-CHAPTER-12102552.pdf accessed on 5 Jan 20 IO at 
p604 
227 L. Eden [note 226] p592 
228 S Borkowski, Factors Affecting Transfer Pricing and Income Shifting (?}Between Canadian and US 
Transnational Cwporations,' ( 1997) International journal of Accounting p394 
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The relevant section in the US legislation dealing with transfer pricing is Section 482 of the IRS 

Tax Code. USA published the section 482 in I 994.229 Section 482 permits the IRS to adjust the 

income, deductions, credits, or allowances of commonly controlled taxpayers to prevent evasion 

of taxes or to clearly reflect their income. The regulations under section 482 generally provide 

that prices charged by one affiliate to another, in an intercompany transaction involving the 

transfer of goods, services, or intangibles, yield results that are consistent with the results that 

would have been realized if uncontrolled taxpayers had engaged in the same transaction under 

the same circumstances. In essence the section advocates for an arms' length approach to 

intercompany transactions. This section applies to both domestic and international 

transactions. 230 

Section482 provides two approaches to transfer pricing: 

• Dividing the total income from the transaction between related parties 

• Comparing controlled transactions with uncontrolled transactions 

Of the two methods set forth, these regulations prefer that transfer pricing be based on the 

comparison of transactions method rather than the division of income approach. 231 

Section 482, justifies the IRS, and the accompanying Regulation's necessity m preventing 

related taxpayers in different taxing jurisdictions from easily and artificially shifting items of 

income and expense between these different tax jurisdictions (with differing rates of tax). The 

intent of section 482 is to ensure that, from a United States tax perspective, an arm's-length price 

is charged in all related-party multi-jurisdictional transactions. 232 Before the section 428 

regulations came into effect, the IRS could challenge a taxpayer's transfer price as not arm's 

length, and the IRS could then assert a specific transfer price that it believed was arm's 

length. 233Now the IRS is allowed by section 482 extend to any case in which the taxable income 

of a controlled taxpayer is other than it would have been had the taxpayer, in the conduct of his 

affairs, been dealing at arm's length with an uncontrolled taxpayer.234 

229 L Eden, 'Taxes, transfer pricing, and the multinational enterprise', available at 
h11p:/!www.voxprof.co111/eden/Publicacions/EDEN-OH IB-CHAPTER-12102552.pdf accessed on 5 Jan 20 IO p604 
230 htt 12 :/ /www. usa-i 111 ernat ion a I-o ff shore-company-tax.com/trans fer pricing. asp 
231 R. Feinschreiner, 'Practical aspecJs of transfer pricing', June 2004 p3 
232 http://www.usa-intcrnational-offshore-company-tax.com/transfer pricing.asp 
233 R. Feinschreiner [note 231]. 
234 b.!!.R: ://www. usa-i nternat ion a I-o ffshore-com pany-tax .com/trans fer pricing.asp 
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Transactions between controlled taxpayers which may fall under section 482 include the 

I following: 
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• 'One entity makes a loan or advances to another entity and charges no interest or 

does not charge an arm's-length interest rate. ' 235 

• 'One entity performs services for another entity without charge or at a charge 

which does not reflect an arm's-length payment. ' 236 

• 'One entity leases property to another entity at a rental charge that is not an arm's­

length rental charge.' 237 

• 'One entity sells property to another entity at a sales price that is not an arm's­

length price.' 238 

• 'One entity leases intangible property to another entity for no royalty fee or a fee 

that is not an arms-length fee.' 239 

• 'One entity enters into a cost sharing arrangement with another entity to share 

costs to develop intangibles but all related costs are not shared.' 240 

A number of different methods are offered by the regulations. These methods are the same 

I methods set out in the OECD guidelines, the same used by both South Africa and the United 

Kingdom. These methods are: 

I 
I 
I 
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• Comparable Uncontrolled Price Method (also called the Comparable Uncontrolled 

Transaction Method for intangible transfers); 

• Comparable Profits Method; 

• Profit Split Method; 

• Resale Price Method; 

• Cost plus Method. 

235 http://www.usa-imernational-offshore-company-tax.com/transfer pricing.asp 
236 ]1Up://wv.,,w.usa-international-offshore-company-tax.com/transfer pricing.asp 
237 1 . • • I 1·1 / c •• 111p: 1:www.usa-mlt:rnat10na -ol s 10re-companv-1ax.com trans1er pncmg.asp 
238 I • • I r· h I r •• lllp:/lwww.usa-1111crnat1ona -o ts ore-companv-tax.com trans1er pncmg.asp 
239 http :/iwww. usa-i nt ernat ional-o ffshore-com pan v-tax .com/trans fer pricing.asp 
l40I' •• 11·1·1 / C •• 1ttp:1/www.usa-mtcrnat1ona -o s ,ore-company-tax.com trans1er pncmg.asp 
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The IRS introduced a new transfer pricing method in 2006. This is the Cost of Services plus 

method, it is defined in section l.482-9T Of the IRS transfer pricing regulations. It is useful 

when one entity provides essentially the same services to unrelated parties as it does to related 

ones. In such cases, the price charged to unrelated parties for those services can be used to value 

the same services when they are provided to related parties.241 Another new method was 

introduced in 2006; this is the gross services margin method. The official definition of gross 

services margin as it applies under United States transfer pricing rules can be found in propose 

Section 482-9T ( d) of the transfer pricing regulations. 

(di (iros.1· savices margin method--( 1 J In general. The gross Sl!l"Vices margill method evaluutes 
1-rhether the um0111u charged ill o controlled services transaction is arm '.1· length hv reference 10 
the gross profit morgin reali=ed in comporuhle uncontrolled transactions. This me1hod 
ordinurily is used ill cases where a controlled taxpayer performs services or./imctiolls in 
connection with ull Ullcontrolled transaction het1-1-·eell Cl member of the comrol!ed group and oil 
w1co1ltrolled tuxpuyer. This method may be used where a com rolled taxpayer renders services 
(age/11 services) to another member o{the controlled group ill connection with o 1ransC1ctio11 
hel\l'een 1ha1 other 111emher and an 1111control!ed taxpayer. This method also may he used in cases 
,rhere a controlled wxpaver contracts to provide services to an uncontrolled ta~paver 
(i111em1ediurvji111c1ion) alld another member oft he controlled group actually pe,.fimns a portion 
of the serrices provided 

It is a new method ror pricing services is similar to the resale price method for tangibk property. 

This method takes the same approach to valuing services as the resale price method takes to 

valuing tangible property. This method values services provided among related parties by 

reference to profit margins of comparable services being provided among unrelated parties. The 

method is ordinarily used in transactions involving three or more parties where two parties that 

are not related conduct a main transaction, but a third party that is related to one or them 

provides some or the services associated with the transaction. either on a contract or 

I I h . I . . ,;, supp crncnta as1s tot 1c 111a1n transaction.- -

finally, in 2006 the IRS issued final and temporary transfer pricing services regulations. These 

new regulations made significant changes to the proposed regulations issued in 2003, including 

the elimination or the heavily criticised Simplified-Cost Based Method. which was replaced in 

the new regulations by the Services Cost Method. According to the Treasury Department. the 

241 
h!!.r_rilwww .ustransfcrpricing.com/cornparable profits method.htm I 

242 b.!.!Jh,'.-'www.ustransferpricing.com/comparable protits method.html 
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Services Cost Method is intended to reduce complexity for valuing low-margin services. The 

Services Cost Method includes a sale-harbour rule for reducing services transaction valuations 

hy amoullls paid for support services that was not available in the Simplified-Cost Based 

l\kthod. which \\as roundly criticised and being too complicated by tax practitioners."3 

Section 482 requires that the "best method" be employed to determine arm's length pricing for 

each inter-company transaction. Among the factors to be taken into account in determining the 

best method is "the degree of comparability between the controlled transaction ( or taxpayer) and 

any uncontrolled comparable and the quality of the data and assumptions used in the analysis."244 

4.2.1 Recent developments on the legislature dealing with transfer pricing; 

Services And Intangible Property 

The USA has realised the importance of regulating transfer pricing of intangibles because of the 

growing world trade surrounding these types of goods. The Internal Revenue Services (IRS) has 

supplemented the original section 482 regulations on services and intangible property on several 

occasions. Treasury guidance on services and intangible property was amended and 

supplemented in 2004. The amended regulations provided updated guidance under section 482 

that replaced existing guidance under section l.482-2(b) relating to controlled services 

transactions and existing guidance under section l .482-4(f)(3) relating to the allocation of 

income attributable to intangible property. 245 

The Treasury U.S. Department and Internal Revenue Service in 2006. issued proposed and 

temporary regulations on the tax treatment of services transactions. including services 

transactions related to intangible property, under the related party transfer pricing rules. 246 The 

regulations were issued in temporary form with a delayed effective date for taxable years 

beginning after December 31. 2006. Controlled taxpayers may also elect 10 apply these 

temporary regulations to any taxable year beginning after September I 0, 2003. the date of' 

243 http://v,.:ww.ustransfcrpricing.com/comparable profits method.html 
244 http://www. usa-i ntcrnat ion a I-offshore-company-tax. com/trans fer pricing.asp 
245 

htLp ::'/www. usa-i me rnat ion a I-off shore-company-tax.com/trans fer pricing.asp 
246 W F Heinz 'IRS Issues new transfer pricing regulations for IP and services available at 
hnp://www.ustransferpricing.com/lP NewRegs Heinze TKHR.html [accessed on 20 January 2010]. 
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pub! ication of the 1003 proposed regulations. ' 47 The updated regulations of 2004 provided that 

the arm's length amount charged in a controlled services transaction must be determined by one 

of the transfer pricing methods such as the Profit Split Method or the Cost plus Method. These 

methods involve a comparison of the relative economic contributions made by each taxpayer to 

the venture, and a division of the returns from the venture according to the relative value of each 

party's contribution calculated on an arm's length basis. 248 

The guidance regarding transfer pricing methods provided for in the proposed regulations 

generally is consistent with the current regulatory guidance regarding the transfer pricing 

methods applicable to transfers of tangible or intangible property and is consistent with 

international standards set out by the OECD guidelines in this area. 249 

The new regulations provided a new cost based method of transfer pricing. It may be used to 

price low-margin controlled services transactions that meet certain quantitative and qualitative 

conditions and requirements. This simplified cost-based method generally requires a less 

vigorous analysis of services transactions within its scope than would be required under the other 

pricing methods. 250 The cost-based method is intended to preserve aspects of the current rules 

that provide appropriately reduced administrative and compliance burdens for low-margin 

services. It helps with bringing the current rules more into line with the arm's length principle 

and removes aspects of the current rules that have proved challenging. 

The new rules put forth guidance for transfers involving intangible property. The Treasury 

Department and the IRS believe that the transfer pricing rules should reach similar results in the 

case of economically similar transactions, regardless of the characterisation or structuring of 

such transactions. Thus, several provisions of the proposed regulations are intended to minimise 

or to eliminate the differences between the transfer pricing analysis of services transactions 

mW F Heinz 'IRS Issues new transfer pricing regulations for IP and services. Available at 
hup://www.ustransferpricing.com/lP NewRegs Heinze TKHR.html [accessed on 20 January 2010]. 
"'' Michelle Markham.' Transfer pricing of intangible assets in the US, the OECD and Australia: Are profit split 
methodologies the way forward? Law Review 8 2004 University Of Western Sydney [Available at 
http://cprinls.gut.cdu.au accessed on 11 January 20 IO] p8 
N

9 h!:!Q :/ 1 www. usa-i nternat ion a I-offshore-company-tax.corn/trans fer pricing.asp 
250 hu Q: '/www. usa- i nternat ion a 1-offshore-compan y-tax.com/trans fer pricing.asp 

58 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

related to intangibles and the analysis of transfers of intangible property. The new regulations 

stipulate that an arms length approach should be used with regard to intangible property. 251 

This essentially means the US favours a profit-based methods or cost based methods to be 

adopted by the taxpayer when dealing with intangible property. In practice, where inter-affiliate 

transactions involve intangibles, MNEs experience great difficulty in finding reliable data to 

analyse comparability, especially where non-routine intangibles are involved. Consequently, the 

US tax authorities and the OECD have all come to accept the need for profit methods, with 

varying degrees of enthusiasm, the OECD being less enthusiastic."' However a taxpayer is free 

to use any other transfer pricing method as long as it achieves the most appropriate arm's length 

price, relying on the best method principle applied in the USA. 

For purposes of section 482, the term "intangible" refers to any item included in one of six broad 

categories specified in the regulations, provided the item has substantial value independent of the 

services or any individual. 253 These categories of intangible property include: 

Patents, inventions, formulas, processes, designs, patterns or know how; Copyrights and literary, 

musical, or artistic compositions; Trademarks, trade names, or brand names; 

Franchises, licenses, or contracts; Methods, programs, systems, procedures, campaigns, surveys, 

studies, forecasts, estimates, customer lists, or technical data; and Any other similar item that 

derives its value from its intellectual content rather than its physical attributes.254 

4.3 The American Jobs Creation Act of 2004 

The American Jobs Creation Act of 2004 (the Act) included a new tax deduction, contained in 

Section 199 of the Tax Code, based on a percentage of the taxpayer's qualified production 

activities (QPAl), intended to replace the international export tax incentive schemes banned by 

251 http:! !www. usa-i nte rnat ion a I-offshore-company-tax.com/trans fer pricing.asp 
252 Michelle Markham,' Transfer pricing of intangible assets in the US, the OECD and Australia: Are profit split 
methodologies the way forward? Law Review 8 2004 University Of Western Sydney. Available at 
ht1n://epri111s.qu1.cdu.au [accessed on 11 January 20 I OJ p8. 
253 Depa11mcnI of Treasury, 'ReporJ to the congress on Earnings stripping, tram/er pricing and US income tax 
trearies' available at http:.'!www.ustreas.gov/offices/tax-policy/reports.shtml [accessed 5 Jan 2010] p33. 
254 Department of Treasury, 'Report to the congress on Earnings stripping, tram/er pricing and US income tax 
treaties' available at http://www.ustreas.gov/offices/tax-policv/repo11s.sh1m\ [accessed 5 Jan 20I0]p33. 
pg 33 
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the World Trade Organisation (WTO). The new deduction brings to light some transfer pricing 

issues. The deduction probably applies to both US and foreign-owned businesses operating in the 

USA. For transfer pricing purposes, the allocation of gross receipts between qualifying domestic 

production gross receipts (DPGR) and non-qualifying gross receipts is critical.255 

4.4 Arms length principle in relation to US transfer pricing 

To determine an arm's length price for commodities can sometimes be as simple as, determining 

a comparable pricing from non-related party transactions, however when dealing with 

proprietary goods and services or intangibles, arriving at an arm's length price can be much more 

complicated. US transfer pricing law requires that the best method rule to be used in determining 

which transfer pricing methodology is most appropriate for determining the arm's-length price of 

a given transaction. 256 The "best method rule" of transfer pricing requires that the method used to 

determine the transfer price be the one that offers the greatest precision in matching the price of 

an arm's-length transaction between unrelated parties. IRS regulations specify the best method 

for a given type oftransaction. 257 

4.5 The United States approach to Advanced pricing agreements 

The IRS offers an alternative for taxpayers. instead of waiting for their transfer pnc111g 

mdhodology to be accepted they can enter into an advanced pricing agreement with the Revenue 

Services. The IRS defines AP As as follows: 

The Advancr /'ricing Agreement (Al'A) Program is designed ro resolve acrual or porenrial 
/runs/er 11ricing dispute.,· in a principled, cooperative manner. as an alternative ro rhe rraditiunal 
udn·rsurial pmcess .. ·In APA is u hinding contract hetween the IRS and a tmpayer hy which !he 
/1/S ugffes nu! 11, seek a trans/i:r pricing adjustment under !RC§ 482fiir a covered /ransaction if' 
rhe I/IX/)((\'a files its wx re/urn ji,r a covered year consislent wirh !he agreed rransji:r pricing 
me1/wd .'.,,, 

255 h11p:l/www.usa-i111ernational-offshore-companv-ta.'(.COm/transfer pricing.asp 
rn, Arm's length principle, available at http://www.us1ransfemricing.com/arms length principle.html [accessed on 
25 January 2010]. 
257 Best Me1hod Rule, available at http://www.ustransferpricing.com/best method rule.html [accessed on 25 
January 2010]. 
258 Advance Pricing Agreements, available at http://www.us1ransfcrpricing.co111/APA.h1ml [accessed on 25 Jan 

20101. 
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These /\P/\s are not available for all transactions and do have up-front costs. The IRS uses an 

extensive process of fact-finding and negotiation that goes into the development ofan APA. 259 

4.6 Cost-Sharing Arrangements in the United States of America 

The cost sharing arrangements are a method by which related parties may cooperate to develop 

intangible property and attribute cost propo11ionately to anticipated benefits to be derived from 

that property. '°'1 The cost sharing arrangement is an approach used in the USA to minimise the 

risks associated with transfer pricing. Under a cost sharing arrangement, related parties agree to 

share the costs and risks of intangible development in proportion to their reasonable expectations 

of the extent to which they will relatively benefit from their separate exploitation of the 

developed intangibles. 261 Cost-sharing arrangements have been particularly popular among U.S. 

software developers with affiliated entities abroad. In some countries, as well as in the OECD 

guidelines, cost-sharing arrangements are referred to as cost-contribution arrangements. The IRS 

issued new proposed cost-sharing regulations in 2005. 

The primary tax advantage associated with cost-sharing agreements is that (estimated) market 

prices get replaced by incurred costs. 262 A clear example of this would be if a company consists 

of two divisions, a parent and its subsidiary, and that these two divisions construct a cost-sharing 

agreement. The parent then develops an intangible asset for instance a patent on some product 

that can be sold by both divisions. Given the cost-sharing agreement, the subsidiary must pay the 

parent a fraction of the cost of developing the patent, with the fraction determined by the patent's 

relative benefits to the parent and subsidiary. 263 On the contrary, if no cost-sharing agreement 

had been entered into, the subsidiary would have to make a royalty payment to the parent for 

each unit of the patented product the subsidiary sells, with the royalty equaling the estimated 

market value of the license to sell the patented product. Both the subsidiary's royalty payments 

259 Advanced Pricing Agreements, available at http://\vww.ustransferpricing.com/APA.html [accessed on 25 January 
2010. 
26° Cost-Sharing Arrangements, hnp://www.ustransfcrpricing.com/CSA.html [accessed on 25 January 20 IO]. 
2u I h up:/ /www. usa-i nternat ion a 1-o ffshore-com pany-tax .com/trans fer pricing.asp 
262 N. Mori, V. Starkov and Y. Saito, ·cost Sharing Agreements May Allow Multinational Companies 
To /leap the Benefits of Intangible Asset Investment' available at 
b.!!Jl:i/www.nera.com/imaee/PUB Cost Sharing Apr2009.pdf[accessed on 6 February 2010]. 
263 N. Mori, V. Starkov and Y. Saito, 'Cost Sharing Agreements May Allow Multinational Companies 
To Reap the Benefits of Intangible Asset Investment' available al 
hup:1.'www.ncra.com/image/PUB Cost Sharing Apr2009.pdf[accessed on 6 February 2010]. 
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to the parent (under the transfer pricing agreement) and the subsidiary's cost-sharing payment to 

the parent (under the cost-sharing agreement) constitute taxable income to the parent, and are tax 

deductible for the subsidiary. 264 So, if the parent operates in a higher tax jurisdiction than does 

the subsidiary, and the cost of developing the patent is less than the market-based royalty 

payments, the firm could reduce its worldwide tax liability by implementing a cost-sharing 

agreement instead of adopting royalty-based transfer prices. 265 

However cost sharing agreements do have their disadvantages. If the returns to developing the 

intangibles are uncertain and the market value of the intangibles turns out to be below their 

development costs then entering into a cost-sharing agreement is undesirable.266 Cost-sharing 

agreements also could be disadvantageous if most of a company's intangibles are developed by a 

subsidiary operating in a low tax jurisdiction. In that case, the US parent company would be 

required to make a payment to the subsidiary for the parent companies share of the cost of 

I intangibles developed by the subsidiary. 267 This is less satisfactory than using (typically higher) 

market-based transfer prices because in this case market-based transfer prices would have the 

I advantage of shifting more of the taxpayer's worldwide income to the subsidiary's lower tax 

jurisdiction than would a cost-sharing agreement. 268 
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4. 7 Penalties 

In the Us penalties for incorrect application of transfer-pricing regulations are severe, and the 

IRS has considerably stepped up its audit activity on transfer pricing, so that companies of all 

sizes need to take precautions, either by commissioning transfer-pricing reviews from external 

professionals, or by negotiating Advanced Pricing Agreements with the IRS.269 

Two types of penalties can be imposed on transfer pricing adjustments 

• Substantial valuation misstatement 

264 N. Mori, V. Starkov and Y. Saito, 'Cost Sharing Agreements May Allow Mu/Jinational Companies 
To Reap 1he Benefl1s of ln!angible Asse/ lnves/ment' available at 
http: ':'www.nera.com/ima!!e/PUB Cost Sharing Apr2009.pdf [accessed on 6 February 20 IO]. 
"'' N. Mori [note 264] 
266 N. Mori [note 264] 
267 N. Mori [note 264] 
268 N. Mori [note 264] 
269 www.ustransferpricing.com 
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• Gross valuation misstatement270 

The two penalties are of the same type but differ in magnitude. The substantial valuation 

misstatement penalty is 20 percent of the tax and the gross valuation misstatement penalty is 40 

percent of the tax. 

There are four types of transfer pricing penalties: 

• Transactional penalty: substantial valuation misstatement 

• Transactional penalty: gross valuation misstatement 

• Net 482 adjustment: substantial valuation misstatement 

I • Net 482 adjustment: gross valuation misstatement271 

I Transactional Penalty 

I A substantial valuation misstatement penalty applies to a taxpayer who uses unnecessarily high 

or low valuations. A gross valuation misstatement penalty applies to a taxpayer who uses more 

I extreme low valuations or more extreme high valuations. 272 This means if the valuation of any 

transfer price is two hundred percent (200%) greater or fifty percent (50%) or less of an arm's-

I length transfer price, then the penalty for exceeding the particular threshold are twenty 

percent(20%). If the valuation of any transfer price is four hundred percent (400%) greater or 
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twenty five percent (25%) or less of an arm's-length transfer price then the penalty for exceeding 

the particular threshold is forty percent (40%).273 

Net Adjustment Penalty 

The net adjustment penalty is based on "net Section 482 adjustments," which are the sum of all 

increases in taxable income less any decreases in taxable income. Increases are counted to 

determine the net adjustment if they result "from allocations under Section 482." Decreases are 

counted to determine the net adjustment if the decreases are attributable collateral adjustments. 

270 R. Feinschreiner, 'Practical aspects a/transfer pricing', June 2004 p5 [available at 
http:/lcu. wiley.corn/WilevCDA/WileyTitle/productCd-0471573604.descCd-tableOl'Contenis.himl accessed on 1 
February 20 I 0 
"'R. Feinschreiner, 'Practical aspects a/transfer pricing', June 2004p5 
272 R. Feinschreiner, 'Practical aspects of transfer pricing', June 2004 p6 
:m yy~_\,·.ustransi"crpricinLt.Com 
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Thus it is contemplated that positive adjustments will exceed negative adjustments by a wide 

margin. 274 This means if the valuation of any transfer price in relation to the net §482 adjustment 

for the particular taxable year exceeds the lesser of $5 million (at the time of writing) or 10% of 

the taxpayer's gross receipts, then the penalty for exceeding the particular threshold is 20%. if 

the net section 482 adjustment for the particular taxable year exceeds the lesser of $20 million (at 

the time of writing) or 20% of the taxpayer's gross receipts, then the penalty for exceeding the 

particular threshold is 40%.275 

More penalties are based on non submission or incorrect documentation. Transfer pncmg 

I reviews provide the documentation necessary to withstand IRS audits. In any case, most 

companies in the US with related-party transactions are required to compile "reasonable and 
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full" documentation of arm's-length pricing prior to filing annual returns. Failure to produce this 

documentation within 30 days of notice of audit places the company at risk for additional tax, 

interest and penalties on the adjustments identified. 276 

Moreover in cases where no transfer price was charged or where no transfer pricing report was 

prepared, then the 40% penalty will generally always apply. 277 

Although an advanced pricing agreements is the most secure way to avoid the burden of transfer 

pricing penalties, the process of agreeing an APA is complex and in itself expensive, so that 

smaller businesses cannot realistically imply APAs. The IRS has developed APA procedures 

tuned to the needs of small businesses, but costs can still be prohibitive in many cases. So in 

essence a transfer pricing review may in many cases be the more cost-effective option.278 

274 R. Feinschreiner, 'Practical aspects of transfer pricing', June 2004 p7 
275 w\vw.uslrnnsferpricing.com 
276 www.ustransferpricing.com 
277 www.ustrnnsfeq2ricing.com 
2711 www.ustransferpricing.com 
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5 CHAPTER FIVE: CONCLUSION AND RECOMMENDATIONS 

This chapter first sets out the flaws of South African transfer pricing regulations and tries to draw 

a comparison with transfer pricing in the UK and USA. Secondly, recommendations on possible 

improvements on transfer pricing issues will be set out 

5. I Shortcomings of Transfer Pricing in South Africa 

Transfer pricing is a new phenomenon in South Africa despite the fact that there has been some 

literature written on it. South Africa compared to countries like the United States of America and 

the United Kingdom, substantially lacks expertise on transfer pricing issues particularly in its 

application of some of the OECD guidelines as set out in practice note no.7 of 1999. 

5.1.1 Arm's length Principle versus actual legislation 

South African is in need of stricter legislation to protect itself against excessive pnce 

manipulations between related parties. For a long standing solution to the problem South Africa 

needs to adopt favourable practices from all over the world. In this paper, analysis was made of 

only two other countries in the world namely the United States and the United Kingdom. This 

does not mean that South Africa should narrow its search for a better transfer pricing approach to 

these two countries. South Africa should try and strike a balance between the strict approach of 

the USA and more interactive approach of the United Kingdom and various approaches of other 

countries that are developed in issues of transfer pricing. For instance the Katz commission 

recommended that South Africa adopt an approach which has anti-transfer pricing legislation, 

but relies on the arm's length concepts set out in the OECD guidelines as countries such as 

Australia, United Kingdom and Netherlands. The approach recommended by the Katz 

Commission may be criticised on the ground that the arm's length approach though 

recommended and widely used it does have its shortcomings. For instance it is based on a on the 

separate entity approach, whereas multinationals are often integrated enterprises. Therefore 

applying the ann' s length approach by separating the multinational into different entities may 

produce ambiguity on the actual operations of the multinational enterprise, this will depend on 
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the magnitude of the economies of integration and profitability. The United Kingdom has even 

moved away from an approach which is anti-transfer pricing legislation and has set out proper 

legislation to be followed by UK entities. This is a result of the lack of adequate safeguards to 

protect their tax base especially in the recent times of the recession. 

Therefore it is recommended that South Africa sets up draft clear legislation which adds onto 

section 31 of the Income Tax Act in addition to their adoption of the arm's length approach. 

Also it would be better if they move away from setting out requirements of transfer pricing in the 

Practice note no. 7 of 1999 because law under these practice notes is not binding. South Africa 

should now incorporate transfer pricing rules into the Income Tax Act because the Practice notes 

are not enforceable. For a proper implementation of transfer pricing regulations there should be 

adequate enforceable laws. 

5.1.2 Documentation 

In South Africa law according to the Practice note no. 7, it is not mandatory for companies to 

prepare and maintain documentation however the taxpayer under section 65 of the Income tax 

Act if the Commissioner requests for documentation it is mandatory for the taxpayer to produce 

it. Such an approach leads to confusion on what is expected from the taxpayer in terms of 

documentation. It is appreciated that preparing the documentation is time consuming for the 

taxpayer. Though the law seems to aid the taxpayer by not making it mandatory for companies to 

maintain documentation, it is ultimately not doing them any favours because in the event that the 

Commissioner requests the documentations and the taxpayer cannot comply, they are faced with 

the possibility of being penalized or even being tangled in court battles. South Africa can adopt 

the approach used in the United Kingdom where the Her Majesty Revenue and Customs 

(HMRC) have issued transfer pricing guidelines which set out documentation requirements 

which must be followed by large entities. The large entities need to support their inter-company 

pricing policies using the relevant documentation. They have not made this mandatory for 

smaller enterprises. This approach ensures that all large entities are accountable for their inter­

company transactions and it does not burden smaller companies which are not a major threat. 

These small companies do not need to be burdened by the expense of maintaining 
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documentation. South Africa can adopt this approach and require large entities to mandatorily 

maintain and produce documentation to SARS; this will help to safeguard the countries tax base. 

5.1.3 Advanced Pricing Agreements 

In South Africa there is no provision for advanced pricing agreements. In the practice note no. 7 

it even says this approach will not be adopted in the foreseeable future. This practice note came 

into effect in 1999, approximately ten years ago. The world has evolved since then and South 

Africa has seen immense economic growth since then. More multinational companies have 

invested in the country. To protect these investments, South Africa needs to find ways to protect 

the investors. Introducing advanced pricing agreements would be a start to this in relation to 

transfer pricing. This is because APAs give the taxpayer an advantage by allowing them resolve 

transfer pricing issues in advance of handing in their tax returns. Both the HRMC of the United 

Kingdom and the Internal Revenue Services of the USA offer this service to their taxpayers. The 

advantage of AP As is that the taxpayer can have earlier and greater certainty in regards to their 

inter-company transactions and their proposed transfer pricing methods. The tax authority in this 

instance SARS will benefit from this because they will have an insight into the structure, assets, 

functions and risks within a MNC and practical problems with the MNC establishing an arm's 

length approach. 

5.1.4 Cost sharing Agreements 

South Africa has not adopted this approach because it does not have clear legislation in on 

transfer pricing affecting intangible goods. The United States has advanced in its approach to 

intangible property because the impact which intangible property has had on this trade. The US 

has acknowledged that some of the most difficult transfer pricing issues have always been in the 

area of intangible property The tax treatment of intangible assets therefore warrants particular 

attention in the transfer pricing context. 279 

279 Michelle Markham,' Transfer pricing of intangible assets in the US, the OECD and Australia: Are profit split 
methodologies the way forward? Law Review 8 2004 University Of Western Sydney [Available at 
http://eprinrs.qut.edu.au accessed on 11 January 2010]. 
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They have even come up with new transfer pncmg methods, a cost based method which 

incorporates transfer pricing of intangibles. The USA has developed this approach because the 

inter-company pricing of intangibles is as important as tangible property. Multinational 

companies such as Microsoft deal in intangible property in the form of software and royalties. If 

there is inadequate legislation to deal with their kind of trade countries may lose significant tax 

profits. South Africa should closely look at these transfer pricing laws which deal with intangible 

goods and see how best to incorporate them into out transfer pricing laws. 

5.1.5 Application of transfer pricing methods 

According to the Practice note no. 7 a taxpayer can apply more than one transfer pricing method 

to convince the commissioner that prices are at arm's length. This approach is not idle because it 

is burdensome and may lead to confusion. The practice note acknowledges that under the OECD 

guidelines the taxpayer is not required to apply more than one transfer pricing method because it 

may be burdensome and inadequate. There should be clarity in the practice note that the 

commissioner should not require the application of more than one of the methods as a rule. 

To achieve a good result using the arm's length principle the taxpayer needs appropriately use the 

transfer pricing methods. South Africa uses the traditional methods yet lacks the application of the 

comparable uncontrolled transactions method. This leads in difficulty in its applicability and 

encourages the use of foreign com parables, which leads to further complications such as the ability to 

make adjustments to enhance comparability.,,, Comparable uncontrolled transactions are also 

difficult to find when trade is conducted electronically and therefore in certain situations transaction 

profit methods will be more suitable.280 

"
0 A. Onsando 'The OECD Transfer pricing guidelines: An analysis of their application in the South Africa legal 

regime' [available at hup://lawspace2.lib.uct.ac.za/dspace/handle/2165/367?mode~full accessed on 2 May 2009] 
p90. 
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5.1.6 Penalties 

In South Africa there are no specific provisions in the Income tax Act dealing with penalties in 

relation to transfer pricing, the general penalties in regard to gross misconduct of the taxpayer are the 

ones applied to transfer pricing. South Africa can adopt a strict approach to transfer pricing penalties 

like the USA in a bid to advance their transfer pricing policy and as a deterrent measure to companies 

which manipulate their transfer prices and cost the country tax revenue. Of course it is advisable that 

the penalties will be implemented in moderation to also protect investments by MNCs. South Africa 

can strive to have specific provisions which deal with transfer pricing to keep abreast with the 

developments of the rest of the world. These will be useful in a time of a recession like recently 

experience by the globe. These provisions will aid in protecting the tax revenue which is greatly 

needed by the country. 

5.1. 7 Is there need for a special committee dealing with transfer pricing issues? 

South Africa can adopt the approach used in the United Kingdom where the I-IMRC has recently 

established an international directorate which deals with international tax issues (including transfer 

pricing issues). This Directorate has assumed governance of the Transfer pricing group which was 

established t deal with this complex area of tax. South Africa needs to appreciate the need to have 

specialist expertise in the area of transfer pricing. If a special task force is set in place to deal with 

transfer pricing issues, then this area of international tax will be demystified in South African law. It 

will be a first step by SARS into closely assessing the transfer pricing ofMNCs. This committee will 

investigate on the adequacy of South African law on transfer pricing and will set out the necessary 

recommendations which are abreast with international standards. They can also deal with transfer 

pricing cases and enquiries by MNCs. They can work hand in hand with the parliament and the 

judiciary in establishing appropriate transfer pricing laws which benefit both the taxpayer and the 

revenue authority. 

69 



I 
I 
I 

5.2 CONCLUSION 

Transfer pricing is probably the most important tax issue in international tax according to the United 

I Nations.281 It is of no doubt that transfer pricing is certainly one of the most interesting tax issue of 

the 21st century. South Africa should keep abreast with the rest of the world in these issues because 

I South Africa is affected by the global economic growth which is driven by multinational 

corporations. Updating South African transfer pricing regulation will help SARS protect revenue 
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income being lost to low tax jurisdictions at the same time if multinationals are fully aware of these 

regulations they will be encouraged to invest in the country. 

281 M Markham. Transfer pricing ofiniangible assets in the US, the OECD and Australia: Are profit split 
111e1hodologies 1he way forward? Accessed from http://eprints.gut.edu.au on 2 February 20 I 0, University Of 
Western Sydney, School of Law 2004 
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