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SUMMARY 

Transfer pricing manipulation is a worldwide problem which results in a massive loss of 

revenue which is meant to finance government socio-economic programmes. South 

Africa is not immune to this problem. South Africa is losing billions of Rands in tax 

revenue due to this scourge.  

This research is an attempt to find ways and means which can be employed to combat or 

control the problem. In order to find the envisaged solutions, this research investigates 

the causes of the problem by analysing the weaknesses and the strong points of the 

arm’s length principle which is the basis of transfer pricing practice in South Africa and 

elsewhere.  

The research also investigates and analyses the corporate reasons for Multinational 

Enterprises (MNEs) to engage in transfer pricing with a view to demonstrating that 

transfer pricing is a neutral tax avoidance concept if it is applied for genuine business 

considerations. 

The investigation also entails analysing the legal framework of transfer pricing in South 

Africa which is embodied in section 31 of the Income Tax Act 58 of 1962. The research 

analyses the efficacy of section 31 in dealing with the sophisticated transfer pricing 

manipulation schemes. In addition, an extensive reference to the Organisation for 

Economic Co-operation and Development (OECD) Transfer Pricing Guidelines is made 

as South Africa relies heavily on the guidelines.  

A comparative analysis of selected topics is also conducted with the United States (US) 

and India with a view to drawing lessons from those jurisdictions. Based on the outcome 

of the analysis and the lessons drawn from the comparative analysis, findings are 

presented followed by legislative proposals or recommendations which will help to 

eradicate the problem. It is hoped that implementation of the recommendations taking 

into account the socio-economic conditions of South Africa will help to deal with the 

problem. 
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CHAPTER 1 

INTRODUCTORY CHAPTER 

 

1.1  Background: The Transfer Pricing Concept 

Transfer pricing is the setting of the price for goods and services sold between 

controlled legal entities within an enterprise.1 For example, if a subsidiary company 

sells goods to a parent company, the cost of those goods paid by the parent to the 

subsidiary is the transfer price.2 A transfer price is different from ‘a market price 

which is the price set in the marketplace for the transfer of goods and services 

between unrelated persons.3 Transfer pricing is a major issue as it is estimated that 

60 per cent of all international trade consists of transfers between connected 

persons.4 Transfer pricing cannot take place between independent parties because 

independent parties are generally presumed to transact using open market terms 

and conditions.5 A transfer price may be recorded as revenue by one member of a 

Multinational Enterprises (MNE) group and recorded as a cost by the other member 

in the transaction.6   

                                                            
1
 BJ Arnold & MJ McIntyre International Tax Primer 2 ed (2002) at 55. See also W Schon & KA 

Konrad Fundamentals of International Transfer Pricing In Law and Economics (2011) at 47; WM 
Abdallah Critical Concerns in Transfer Pricing and Practice (2004) at 23; M Markham The Transfer 
Pricing of Intangibles (2005) at 10; WA Raabe, GE Whittenburg, DL Sanders & RB Sawyers Federal 
Tax Research 9 ed (2012) at 330; P Daniel, M Keen & C McPherson Taxation of Petroleum and 
Minerals: Principles, Problems and Practice (2010) at 389. 
2
 A Miller & L Oats Principle of International Taxation (2006) at 205. See also JJ Cordes, RD Ebel & 

JG Gravelle The Encyclopaedia of Taxation and Tax Policy (2005) at 154; M Ehrhardt & E Brigham 
Corporate Finance: A Focused Approach (2009) at 612; W Anson & D Suchy Fundamentals of 
Intellectual Property Evaluation: A Primer for Identifying and Determining Value (2005) at 180; AJ 
Easson Tax Incentives for Foreign Direct Investment (2004) at 43; RA Ajani, K Cool, GJ Goddard & D 
Khambata International Business Theory and Practice 2 ed (2006) at 252. 
3
 Arnold & McIntyre International Tax Primer at 55. See also South African Revenue Services (SARS) 

‘Practice Note No 7: Determination of Taxable Income of Certain Persons from International Taxation 
(Section 31 of the Income Tax Act 58 of 1962)’ (6 August 1999) at 5; BB Greaves Free Market 
Economics: A Syllabus (2007) at 52; JT Knoedler & RE Prasch Thorstein Veblen and the Revival of 
the Free Market Capitalism (2007) at 98. 
4
 FDS Choi & GK Meek International Accounting 5

 
ed (2005) at 472. See also M Lang, P Melz, E 

Kristofferson & T Ecker Value Added Tax and Direct Taxation: Similarities and Differences (2009) at 
837. 
5
 Arnold & McIntyre International Tax Primer at 55. See also SARS ‘Practice Note No 7’ at 5; JE 

Fishman, SP Pratt & MJ Morrison Standards of Value: Theory and Applications 2 ed (2013) at 22. 
6
 Choi & Meek International Accounting at 472. See also J Morrison Business Ethics: New Challenges 

in a Globalised World (2015) at 173. 
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The setting of transfer pricing is done using the arm’s length principle (fully 

discussed in Chapter 2). The arm’s length principle is the standard which is used to 

determine whether the transfer prices between connected parties are similar to those 

charged for transactions concluded between independent persons.7 The arm’s 

length principle requires that prices charged between related parties should be 

equivalent to those which would have been charged between independent parties for 

the same transaction.8 An arm’s length price is determined by applying transfer 

pricing methods, which are used to compare prices between transactions conducted 

by controlled and uncontrolled parties.9 Where related parties fail to transact at arm’s 

length, the Commissioner of the South African Revenue Services (hereinafter 

Commissioner of SARS) is empowered by section 31 of the Income Tax Act 58 of 

1962 (herein referred to as the SA Income Tax Act) to adjust the price to the one 

which would have been charged if the transaction was concluded between 

independent parties dealing at arm’s length.10  

1.1.1 Example of a Transfer Pricing Transaction 

Transfer pricing can be illustrated in the following example. Assume that there is a 

company called World Inc., which produces a type of food in Africa, then processes it 

and sells the finished product in the United States (US). World Inc. does this via 

three subsidiaries: Africa Inc. (in Africa), Haven Inc. (in a tax haven, with zero taxes) 

and America Inc. (in the US). Africa Inc. sells the produce to Haven Inc. at an 

artificially low price, resulting in Africa Inc. having artificially low profits and 

consequently an artificially low tax bill in Africa. Haven Inc. then sells the product to 

                                                            
7
 IBFD International Tax Glossary 6

th
 ed (2005) at 23. P Adam Managing Internationalisation (2015) at 

218; D Campbell International Taxation of Low-Tax Transactions (2009) – High Tax Jurisdictions 
(2009) at ixxxiv; I Richelle, W Schon & E Traversa State Aid Law and Business Taxation (2016) at 
149. 
8
 C Rolfe International Transfer Pricing (1993) at xvii; H Abrams & RL Doernberg Essentials of United 

States Taxation (1999) at 150; W Kersten Global Logistics Management: Sustainability, Quality, Risks 
(2008) at 6; O Shenkar, Y Luo & T Chi International Business 3 ed (2014) at 426; A Thorson A Legal 
Guide to Doing Business in the Asia Pacific (2010) at 464; RHC Luga Assessment and Recovery of 
Tax Incentives in the EU and the WTO: A View on State Aid, Trade Subsidies and Direct Taxation 
(2003) at 112-113. 
9
 Organisation for Economic Co-operation and Development (OECD) Transfer Pricing Guidelines for 

Multinational Enterprises and Tax Administrations (2017) at 33. 
10

 Section 31 which is based on the arm’s length principle was introduced into the Act with effect from 
19 July 1995 to combat transfer pricing practices which may have adverse tax implications for the 
South African fiscus. This section consists of a combination of transfer pricing and thin capitalisation 
provisions. An in-depth analysis of this section is undertaken in Chapter 6. 
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America Inc. at a very high price, almost as high as the final retail price at which 

America Inc. sells the processed product. As a result, America Inc. also has 

artificially low profitability and an artificially low tax bill in America. By contrast, 

however, Haven Inc. has bought at a very low price, and sold at a very high price, 

artificially creating very high profits. However, it is located in a tax haven, so it pays 

no taxes on those profits. The end result is that World Inc. has shifted its profits 

artificially out of both Africa and the US, and into a tax haven. As a result, taxable 

income has been artificially shifted from both African and US tax authorities and has 

been converted into higher profits for the multinational. This simple example shows 

how transfer pricing can be used to shift profits to low tax jurisdiction and, 

consequently, the importance of effective transfer pricing regulation. 

 

1.2  Historical Overview of Transfer Pricing Regulation 

Transfer pricing is as old as cross-border trade itself but in this research, this 

concept will be studied from the period around 1917 as it is believed that is the time 

when some of the modern-day concepts were conceived. It is difficult to give a 

general overview of the history of transfer pricing because each and every country 

has its own diverse experiences. The historical overview in this research will only be 

limited to the countries which are analysed in this research. The transfer pricing 

history of these countries will be discussed in greater detail in the country-specific 

chapters. However, a brief historical overview of transfer pricing rules in the 

countries selected for this research will now follow. 

It is said that transfer pricing practice regulations were first codified by the US 

through the War Revenue Act of 1917.11 Through this Act, the Inland Revenue 

Service (IRS) was given the authority to consolidate and verify whether or not the 

accounts of related trades or businesses were made at market prices. In the 1920’s 

the IRS commissioner gained the power to adjust accounts of related parties if he 

was of the view that tax was being avoided. In 1935, the arm’s length principle was 

                                                            
11

 AM Heimert & M Johnson Guide to International Transfer Pricing: Law, Tax Planning and 
Compliance Strategies (2010) at 5; T Althunayan Dealing with the Fragmented International Legal 
Environment: WTO, International Tax and Internal Tax Regulations (2010) at 116. For an alternative 
view on the origins of transfer pricing rules, see J Henshall Global Transfer Pricing: Principles and 
Practice 2 ed (2013) at 3, where it is contended that ‘it is wrong to say that transfer prices originated in 
the USA’. Henshall argues that transfer pricing rules were first tried in the UK in the case Stanley v 
The Gramophone and Typewriter Ltd [1908] 2 KB 89 CA. 
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introduced in the US transfer rules for the first time.12 In 1968, the US government 

adopted and codified the arm’s length pricing methods.13 In 1954, section 482 of the 

Internal Revenue Code (IRC) was enacted and was amended in 1986.14  

 

Elsewhere, developments in transfer pricing were starting to gain momentum. In 

1979 and 1984, respectively, the Organisation for Economic Co-operation and 

Development (OECD) reports on transfer pricing and MNEs were published.15 In 

1995, the first OECD transfer pricing guidelines were published.16 In 1995, South 

Africa introduced transfer pricing legislation in terms of section 31 of the SA Income 

Tax Act and the South African Revenue Service (SARS) ‘Practice Note No 7’ was 

published in 1999.17 Over the years, the South African transfer pricing and tax 

avoidance rules have gone through various amendments to conform to the ever-

changing dynamics of the transfer pricing practice.  

 

The Transfer Pricing Regulations (TPR) in India were introduced through the 

Finance Act of 2001,18 and this culminated in the strengthening of the then existing 

                                                            
12

 K Vogel & P Kirchhoff International and Comparative Taxation: Essays in Honour of Klaus Vogel 
(2002) at 51. 
13

 L Eden Taxing Multinationals: Transfer Pricing and Corporate Income Taxation in North America 
(1998) at 51; BJ Arnold & MJ McIntyre International Tax Primer 2 ed (2002) at 58. 
14

 AR Belkaoui Advanced Management Accounting (2001) at 291. Section 482 of the IRC allows the 
IRS to allocate assets, income, deductions, between different branches of the same company or 
between different companies controlled by the same interests. That is, the IRS may treat these 
branches or companies as one branch or one company for tax purposes. This section also exists to 
reduce tax evasion by preventing a company from hiding its taxable income in a subsidiary or a 
separate company. An in-depth analysis of this section is undertaken in Chapter 7. For a further 
reading of objectives of s 482 see also JG Gravelle The Economic Effects of Taxing Capital Income 
(1994) at 281 and RW Blasi US Master Bank Tax Guide (2009) at 416. 
15

 OECD Transfer Pricing and Multinational Enterprises Report of the OECD Committee on Fiscal 
Affairs (1979) at 12. 
16

 M Helminen EU Tax Law: Direct Taxation (2011) at 261; OECD Meeting of the OECD Council at 
Ministerial Level 2002: Key Information (2002) at 53; A Bakker & S Kloosterhof Tax Risk 
Management: From Risk to Opportunity (2010) at 153; J Wittendorf Transfer Pricing and the Arm’s 
Length Principle in International Tax Law Vol 35 (2010) at 107; M Bungenberg, C Herrman, M 
Krajewski & JP Terhechte European Yearbook of International Economic Law (2016) at 15; BD 
Lepard Customary International Law: A New Theory with Practical Applications (2010) at 293; ZD 
Altman Dispute Resolution under Tax Treaties (2005) at 65.  
17

 SARS Practice Note 7 at B Croome, AW Oguttu, E Muller, T Legwaila, M Kolitz, RC Williams & C 
Louw Tax Law: An Introduction (2013) at 539; A Bakker & B Obuoforibo Transfer Pricing and 
Customs Valuation (2009) at 225; R Maelah Sustaining Competitiveness in a Liberalised Economy: 
The Role of Accounting (2009) at 232. 
18

 J Paul International Marketing: Texts and Cases (2008) at 239; Bakker & Levey Transfer Pricing 
and Dispute Resolution at 366; BN Patel India and International Law Vol 2 (2008) at 326; U Dhar New 
Age Marketing: Emerging Realities (2008) at 231; M Lang, P Pistone, J Schuch, C Staringer, A Stork 
& M Zagler Tax Treaties: Building Bridges between Law and Economics (2010) at 539. 

https://financial-dictionary.thefreedictionary.com/U.S.+Tax+Code
https://financial-dictionary.thefreedictionary.com/IRS
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section 92 by the introduction of new subsections 92A to 92F in the Indian Income 

Tax Act (herein referred to as the Indian Income Tax Act) and relevant rules 10A to 

10E in the Income Tax Rules of 1961. As already mentioned, detailed discussions of 

the history of these countries’ transfer pricing rules will be conducted in the relevant 

chapters. 

1.3  Transfer Pricing Manipulation 

Transfer pricing as a business concept is not illegal, it is actually one of the vehicles 

used by associated enterprises to trade with each. Transfer pricing itself is neutral 

(neither bad nor good) until the setting of the prices contribute to avoidance of tax. In 

other words, transfer pricing becomes problematic when it is used to derive 

unwarranted tax benefits which were not envisaged by the legislature. When this 

happens, it becomes manipulation, which is not acceptable. Transfer pricing 

manipulation, also known as transfer mispricing refers to trade between related 

parties at prices meant to manipulate the markets or to fleece tax authorities of the 

much-needed tax revenue.19 The setting of prices in this manner does not conform to 

the requirements of arm’s length principle (fully discussed in chapter 2 below). 

Although transfer pricing manipulation is not necessarily illegal according to the 

prevailing legal provisions in South Africa, but may result in loss of revenue and as 

already alluded to, point to non-compliance with the arm’s length principle.20 Transfer 

pricing manipulation, unlike legit transfer pricing can be used to strategically set 

transfer prices above or below opportunity cost so as to pay little or no tax all.21 

When little or no tax is paid when it is supposed to be paid, lines are blurred between 

permissible and impermissible transfer pricing practices.22 

                                                            
19

 WM Abdallah Critical Concerns in Transfer Pricing and Practice (2004) at 23; L Eden Taxing 
Multinationals: Transfer Pricing and Corporate Income Taxation in North America (1998) at 308; J Li & 
A Paisey International Transfer Pricing in Asia Pacific: Perspective on Trade between Australia, New 
Zealand and China (2005) at xxviii. 
20

 L Eden Taxing Multinationals: Transfer Pricing and Income Taxation in North America (1998) at 20. 
‘The Internalization Benefits of Transfer Price Manipulation’ George Bush School of Government and 
Public Service (2003) at 4; P Spencer Property Tax Planning 13 ed (2013) at 45.  
21

 KA Reinert & RS Rajan Encyclopaedia of the World Economy Vol 1 (2009) at 1132; T Pogge & K 
Mehta Global Tax Fairness (2016) at 157; MN Javanovic The Economics of European Integration: 
Limits and Prospects (2005) at 296; S Brakman & H Garretsen Foreign Direct Investment and the 
Multinational Enterprise (2008) at 117; ST Cavusgil, G Night & JR Riesenberger International 
Business: The New Realities (2015) at 537; GG Schulze The Political Economy of Capital Controls 
(2000) at 143. 
22

 H Compton King Trends and the Future of Public Policy (2006) at 196; PLL Mo Tax Avoidance and 
Anti Avoidance Measures in Major Developing Economies (2003) at 94; W Jia Chinese Foreign 
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Through transfer pricing manipulation, it is easy for an MNE to transfer its before-tax 

profits from a high tax jurisdiction to a low tax jurisdiction. As already alluded to, 

transfer pricing is not problematic if the prices between connected parties are set at 

arm’s length.23 The problem arises when the prices are set in ways that confer an 

unwarranted tax benefit to the taxpayer. The fundamental problem lies in the fact 

that the law as it stands in South Africa does not consider transfer pricing 

manipulation as a crime, hence the South African tax legislation does not have any 

penalty provisions when a taxpayer does not comply with the arm’s length principle. 

It would be slightly easier to control transfer pricing manipulation using the principles 

of criminal law if the law classified transfer it as criminal. 

1.4  Thin Capitalisation  

When analysing the efficacy of transfer pricing rules, it is important to also refer to 

thin capitalisation rules. Thin capitalisation refers to the situation in which a company 

is financed through a relatively high level of debt compared to equity.24 The reason 

for the connection between these two concepts is that the setting of prices between 

related parties does not only affect prices set for the exchange of goods and services 

but also affect the financing of transactions between cross-border related parties. In 

South Africa Cross-border financing is regulated by thin capitalisation rules 

contained in section 31(4) of the South African Income Tax Act.25 It is imperative to 

mention that financing between connected parties is also prone to manipulation. A 

company is said to be thinly capitalised when its capital is made up of a much 

greater proportion of debt than equity.26 Debt and equity capital or financing attract 

                                                                                                                                                                                         
Investment Laws and Policies: Evolution and Transformation (1994) at 97; G Dukes, J Braithwaite & 
JP Moloney Pharmaceuticals, Corporate Crime and Public Health (2014) at 315; SO Oloruntuba & T 
Falola The Palgrave Handbook of African Politics, Governance and Development (2017) at 625. 
23

 L Eden Taxing Multinationals: Transfer Pricing and Income Taxation in North America (1998) at 20; 
A Alkhafaji Competitive Global Management: Principles and Strategies (1995) at 45; D Hansen & M 
Mowen Cost Management: Accounting and Control 5 ed (2006) at 461. 
24

 L Olivier & M Honiball International Tax: South African Perspective 5 ed (2011) at 649; A Miller & L 
Oats Principle of International Taxation at 205. 
25

 Transfer pricing rules and thin capitalisation rules are usually contained in the same provision. In 
South Africa, for instance both these rules are contained in s 31 of the Income Tax Act. 
26

 AN Birts Balance Sheet Structures (2001) at 84; MA Cameira Legal Studies: Portuguese 
Perspective 2 ed (20015) para 1.3.5; PWC Mergers and Acquisitions: A Global Tax Guide (2006) at 
269; R Williams Unjust Enrichment and Public Law: A Comparative Study of England, France and the 
EU (2010) at xvi; CHJI Panayi Advanced Issues in International and European Tax Law (2015) at 
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different tax consequences. Financing a company by means of equity normally 

results in a distribution of profits to the shareholder through dividends, but only after 

taxing such profits in the hands of the subsidiary. Pre-tax profits can be manipulated 

to avoid payment of dividend tax. Debt financing, in turn, results in a payment of 

interest to the financiers but such payments generally reduces the taxable profits of 

the subsidiary because the interest is not treated as profit which can be subjected to 

tax. Thin capitalisation rules ensure that financial assistance between connected 

parties meets the arm’s length standard.27 The concept of thin capitalisation was first 

dealt with in the 1979 OECD Report. It was later incorporated into the 1987 OECD 

Thin Capitalisation Report.28 Thin capitalisation rules, as set out in paragraph 49 of 

the 1987 OECD Thin Capitalisation Report, formed the basis for the new 

interpretation of article 9(1) of the Model Tax Convention on Income and on Capital: 

 

Article 9(1) allows the tax authority of a contracting state to adjust the taxable profit of an 

enterprise of that State to include profits which have not accrued to it in its accounts, but 

which would have accrued to it in the arm’s length situation. Thus, if profits have not accrued 

to the enterprise in its accounts because it has paid what has been described as interest to an 

associated enterprise and this payment has been deducted in arriving at the profits shown in 

the accounts but, in the arm’s length situation, the payment would not have been deductible; 

then, in adjusting the taxable profits of the enterprise to include the payment, the tax authority 

would be acting in conformity with article 9(1). Provided therefore that the re-categorisation of 

interest as a distribution of profit under domestic thin capitalisation rules has the effect of 

including in the profits of a domestic enterprise only profit which would have accrued to it. 

1.5  Problem Statement  

Transfer pricing manipulation, as illustrated above, results in non-compliance with 

the arm’s length principle which result in significant revenue losses in South Africa 

and elsewhere. Because of the secrecy around this issue, the magnitude of the 

problem is uncertain and the revenue loss cannot be accurately quantified. For this 

reason, various research groups and scholars come to different figures. For 

                                                                                                                                                                                         
209. P Strik Shaping the Single European Market in the Field of Foreign Direct Investment (2014) at 
43; S Douma Optimisation of Tax Sovereignty and Free Movement (2011) at 227. 
27

 L de Broe International Tax Planning and Prevention of Abuse (2008) at 503; MZ Brooke & PJ 
Buckley Handbook of International Trade (2016) at 245. 
28

 OECD Thin Capitalisation Report (1987) paras 28-30. For a further discussion on thin capitalisation, 
see also AJ Easson Tax Incentives for Foreign Direct Investment (2004) at 43, BJM Terra & PJ Wattel 
European Tax Law 4 ed (2005) at 600. 
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example, Christian Aid estimates that about 60 per cent of total capital flight from 

developing countries is as a result of transfer pricing.29 Developing or poor countries 

are the worst hit by the transfer pricing manipulation.30 Although this research is 

focused on the loss of revenue in South Africa, which is a developing country, it does 

not mean that developed countries are immune from this problem.31 The figures 

above illustrate the financial incentives for multinational organisations that result in 

the significant loss of the much-needed revenue to fund the government’s socio-

economic programmes.32 In view of this problem, this research examines the 

problem of transfer pricing manipulation and the comparative efficacy of section 31 

of the Income Tax Act, as a measure against this problem. 

1.6  Research Questions  

The following questions will guide the outcome of this research:  

(i) What is transfer pricing and how does it fit within the definition, 

applicationand interpretation of the tax avoidance and tax evasion 

concepts?  

(ii) What are the possible weaknesses of the transfer pricing methods, if any 

and what is the contribution of the arm’s length principle’s weaknesses, if 

any, to the transfer pricing manipulation problem? 

                                                            
29

 Christian Aid is a Christian based non-profit organization that tackles poverty in the world and they 
provide practical and effective assistance to alleviate poverty through research programs and one of 
their areas of research is capital flight from poor and developing nations through transfer pricing 
manipulation, available at http://www.christianaid.org.uk/whatwedo/africa/south_africa.aspx, accessed 
30 January 2017. 
30

 R Schaffer, F Agusti & LJ Dhooge International Business Law and its Environment 9 ed (2015) at 
523. 
31

 According to a study by the Organisation for Economic Cooperation and Development (OECD) at 
the end of 2015, tax havens have attracted worldwide assets worth $5 000-7 000 billion, but the exact 
amount of the capital transferred is difficult to determine a high degree of secrecy in tax havens. 
Although there are no clear figures about the extent of international tax evasion/avoidance in the 
European Union (EU), however, a value was estimated: between 2 and 2.5 per cent of EU GDP, i.e. 
between €200-250 billion. According to a report by the Economic and Monetary Affairs Committee in 
2009, the international tax evasion has generated following specific situations: about one third of the 
700 largest corporations in the UK did not pay anything in the corporate income tax in 2005 and 2006; 
25 per cent of US companies that hold assets worth over $250 million or income exceeding $50 
million per year is not paid, also no income tax between 1998 and 2005; the largest French 
corporations currently pay a tax of 8 per cent in average real benefits, even though the official 
corporate tax rate is around 33 per cent. 
32

 JJB Hickey, R Matthew & C Rose e-Commerce Law, Business and Tax Planning (2000) at 110; R 
Jenkins Transnational Corporations and Uneven Development (2013) at 120; JE Baiden Exchange 
Traded Funds (2012) at 105; JJ Cordes, RD Ebel & JG Gravelle The Encyclopaedia of Taxation and 
Tax Policy (2005) at 135. 
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(iii) What are the causes of transfer pricing manipulation or what drives MNEs 

to engage in transfer pricing manipulation? Given the structure and 

wording of section 31, can it be said that this provision is effective to 

combat transfer pricing manipulation? If not, what are the amendments 

that can be effected to strengthen the efficacy of the South African transfer 

pricing provisions? 

(iv) What are the practical measures or lessons that can be drawn from the 

Indian and the US transfer pricing regimes?       

1.7  Methodology  

This thesis analyses information from various sources.33 Legislation, case law, 

articles, international tax instruments, and books (local and foreign written textbooks) 

on transfer pricing and tax avoidance will be widely consulted. In addition, the SARS 

Practice Notes 2 and 7 and Commentaries on the OECD Transfer Pricing Guidelines 

will also be consulted. The South African, Indian and US transfer pricing legislation 

will be analysed and compared in this work in an attempt to examine the transfer 

pricing manipulation problem in South Africa. India has been selected for this 

research because it is a developing country with similar economic challenges like 

South Africa and as it will be seen in chapter 8 has implemented some measures 

which can be beneficial to South Africa. The US has been selected in order to draw 

lessons from its advanced legislation and experience in dealing with similar issues 

since the late 1910s.34 

1.8  Scope of the Study 

The work is limited to transfer pricing arrangements between companies; it does not 

deal with transfer pricing between trusts and other juristic persons. The research 

includes transfer pricing and thin capitalisation because these concepts are 

                                                            
33

 Terre Blanche et al Research In Practice at 102. 
34

AM Heimert & M Johnson Guide to International Transfer Pricing, Law, Tax Planning and 
Compliance Strategies (2010) at 5 of chapter 3; J Wittendorff Transfer Pricing and the Arm’s Length 
Principle in International Tax Law Vol 35 (2010) at 39. In the USA, s 1331(a) of the War Revenue Act 
of 1917 was one of the provisions which originally dealt with transfer pricing. It required US 
corporations to file consolidated returns to equitably determine the invested capital or taxable income. 
Transfer pricing was further dealt with in the Revenue Act of 1921; DR Right ‘Transfer Pricing in the 
United States: Recent Events and Expectations for the Future’ (2001) Vol 55 Issue No 9; International 
Bureau of Fiscal Documentation at 418. 
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regulated by section 31 of the Income Tax Act.35 Thin capitalisation will, however, be 

briefly discussed and it will only be dealt with from a transfer pricing perspective.36 

Any discussion of the transfer pricing manipulation in this thesis shall mutatis 

mutandis apply to abuse or transgression of thin capitalisation rules. The research 

includes both international transfer pricing and specified domestic transfer pricing 

transactions.   

1.9 Outline of the Chapters 

Chapter 2 

In this chapter, the arm’s length principle will be fully discussed. Its advantages and 

disadvantages are pointed out to link them with the transfer pricing manipulation. An 

attempt is also made to determine whether transfer pricing manipulation is classified 

as a tax avoidance scheme or as a purely tax evasion stratagem. An analysis is 

made to determine whether transfer pricing manipulation is a criminal offence.  

Chapter 3  

The determination of the arm’s length price is achieved through the application of 

various transfer pricing methods. In this chapter, various transfer pricing methods are 

analysed in relation to the problem at hand. The nature and the application of the 

methods will be discussed. 

Chapter 4 

In order to understand the genesis for transfer pricing manipulation, this chapter 

attempts to find legitimate business reasons that cause MNEs to engage in transfer 

pricing. The reasons for transfer pricing are plenty but for the purposes of this 

research, they will be limited to among other things: reducing income tax liability, 

tariffs regulation, exchange risk, cash flow management and competition. 

                                                            
35

 Section 57 of the Taxation Laws Amendment Act 24 of 2011. 
36

 Thin capitalisation refers to the situation in which a company is financed through a relatively high 
level of debt compared to equity whereas ‘transfer pricing’ (which is the focus of this work) refers to 
the pricing of the business transactions between connected parties. See also L Olivier & M Honiball 
International Tax: South African Perspective 5 ed (2011) at 649; A Miller & L Oats Principle of 
International Taxation at 205. 
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Chapter 5 

This chapter deals with general problems which are encountered by taxpayers and 

tax administrations within the transfer pricing sphere. The non-exhaustive challenges 

contributing to transfer pricing manipulation include: lack of comparable data and or 

transactions, use of secret data, the implications of some of the OECD Base Erosion 

and Profit Shifting (BEPS) Action Plans on certain transfer pricing issues such as 

ecommerce, value creation, permanent establishments, document requirements 

challenges and administrative challenges. This chapter will illustrate how all these 

and other problems contribute to the transfer pricing manipulation problem. 

Chapter 6 

In this chapter, the South African transfer pricing system will be fully discussed. 

Among other things, the legal framework of the South African transfer pricing regime 

is analysed. In this regard, section 31 will be central to this discussion and analysis. 

Various challenges which are thought to be the causes of the transfer pricing 

problem are analysed.  

Chapters 7 and 8 

Since transfer pricing manipulation is a global problem, reliance on locally based 

solutions may not be sufficient; a comparative analysis will be conducted with the 

United States and India to draw lessons from those jurisdictions. Just like in Chapter 

6 above, the legal frameworks of these two jurisdictions will be analysed. Relevant 

aspects of these jurisdictions’ transfer pricing systems are selected for analysis to 

draw lessons from their practice and experiences. Within the US system, some of 

the aspects which will be analysed are:  

(i) The arm’s length principle as it is applied in the US in relation to the research 

problem.  

(ii) The application of certain transfer pricing methods in the US; and  

(iii) The dispute resolution mechanisms such as APAs. 

(iv) Supplementary rules to the principal legislation 

(v) The Transfer pricing document requirements   

(vi) Domestic transfer pricing in the US 
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Within the Indian system some of the aspects which will be analysed are:  

(i) The arm’s length principle as it is applied in India;  

(ii)  The impact of domestic transfer pricing in India; 

(iii)  Legislative powers accorded to transfer pricing officers in India;  

(iv)  Supplementary rules to the principal legislation in India; 

(v) Dispute resolution mechanisms such as APAs in India. 

Chapter 9  

This chapter will conclude the thesis by dealing with the research findings and 

recommendations which will be formulated from the analysis in the chapters 

described above. 
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CHAPTER 2 

THE ARM’S LENGTH PRINCIPLE AND TAX PLANNING CONCEPTS 

 

2.1  Introduction  

The previous chapter briefly referred to a number of concepts that are central to the 

analysis in this research. Some of the concepts entail the arm’s length principle, tax 

avoidance and tax evasion. This chapter deals with the arm’s length principle and 

various international tax law concepts in greater detail. Its aim is to show the role 

played by these concepts in transfer pricing manipulation. The chapter starts with the 

brief discussion of the history of the arm’s length principle. It also focuses on the 

nature of the arm’s length principle, its advantages, challenges and the problems 

associated with its application. Tax avoidance and terms such as tax evasion are 

briefly analysed as they have a direct connection with transfer pricing manipulation. 

2.2 The Arm’s Length Principle 

2.2.1 The Arm’s Length Principle as Basis for Transfer Pricing  

The OECD Transfer Pricing Guidelines define the arm’s length price as the price 

which would have been agreed upon between unrelated parties engaged in the 

same or similar transactions under the same or similar conditions in the open 

market.37 This definition has become the model for many of the world’s tax systems 

and can be further elaborated by dissecting some of the arm’s length principle’s 

salient features.38 These features must not be confused with transfer pricing 

methods used to determine the arm’s length principle. The arm’s length principle, 

which is also known as the arm’s length standard, is the basis for evaluating transfer 

                                                            
37

 OECD Transfer Pricing Guidelines at 33. See also L Eden Taxing Multinationals: Transfer Pricing 
and Corporate Income Taxation in North America (1998) at 27; A Bakker & B Obuoforibo Transfer 
Pricing and Customs Valuation (2009) at 18; X Oberson & HR Hull Switzerland in International Tax 
Law (2006) at 329.  
38

 C Sommer Separate Accounting or Unitary Apportionment? The Fairytale of the Arm’s Length 
Pricing and General Equilibrium Analysis of Multinational Enterprise Behaviour under the Formulary 
Taxation Alternative (2010) at 59; Markham Transfer Pricing of the Intangibles at 20. 
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pricing transactions between related parties.39 As already mentioned above, the 

arm’s length principle is based on the provisions of article 9(1) of the OECD Model 

Tax Convention. Article 9(1) dictates that transfer prices between connected persons 

must be set at an arm’s length basis. The arm’s length principle is the standard on 

which the OECD Transfer Pricing Guidelines are based. The authoritative statement 

on the arm’s length principle is found in paragraph 1 of article 9 of the OECD Model 

Tax Convention which provides that: 

[w]hen conditions are made or imposed between two [associated] enterprises in their 

commercial or financial relations which differ from those which would have been made 

between independent enterprises, then any profit which would, but for those conditions, have 

accrued to one of the enterprises, but, by reason of those conditions, have not so accrued, 

may be included in the profits of that enterprise and taxed accordingly.  

2.2.2 Historical Overview of the Arm’s Length Principle 

The arm’s length principle dates back to the League of Nations Model Tax 

Conventions that formed the international consensus on cross-border trade in the 

first half of the twenty-first century.40 In 1963, the arm’s length principle was added to 

article 9 of the OECD Model Tax Convention.41 In 1980, the United Nations also 

adopted the arm’s length principle,42 and this is reflected in article 9 of the United 

Nations Model Double Taxation Convention between Developed and Developing 

Countries. Since 1979, the OECD has developed practical guidance for the 

implementation of the arm’s length principle. The OECD Transfer Pricing Guidelines 

                                                            
39

 M Heimert & M Johnson Guide to International Transfer Pricing Law, Tax Planning and Compliance 
Strategies (2010) at 5. See also M Kobestsky International Taxation of Permanent Establishments, 
Principles and Policy (2011) at 73; J Wittendorf Transfer Pricing and the Arm’s Length Principle in 
International Tax Law at 405; MM Levey, SC Wrappe & K Chung Transfer Pricing Rules and 
Compliance Handbook at 11; E Riemer, N Urban, & S Schmid Permanent Establishments: A 
Domestic Taxation, Bilateral Tax Treaty and OECD Perspective (2011) at 12; F Keuper and K Kleug 
Finance Bundling and Finance Transformation: Shared Services Next Level (2013) at 493; C Read & 
GN Gregoriou International Taxation Handbook: Policy, Practice, Standards and Regulations 1 ed 
(2007) at 152; M Lang, P Melz, E Kristofferson & T Ecker Value Added Tax and Direct Taxation: 
Similarities and Differences (2009) at 729; L Kreiser, S Lee, K Ueta, JE Milne & H Ashiabor 
Environmental Taxation and Green Fiscal Reform: Theory and Impact (2014) at 99; A Miller & L Oats 
Principle of International Taxation at 471. 
40

 E Kemmeren, DS Smit & P Essers Tax Treaty Case Law around the Globe 2014 (2015) at 55. 
41

 Lepard Customary International Law: A New Theory with Practical Applications at 292; Wittendorf 
Transfer Pricing and the Arm’s Length Principle in International Tax Law at 147; Dziurdz and 
Marchgraber Non-Discrimination in European and Tax Treaty Law: Open Issues and Recent 
Challenges at 522. 
42

 Wittendorf Transfer Pricing and the Arm’s Length Principle in International Tax Law at 252; A 
Amatucci International Tax Law (2006) at 152; A Lymer & J Hasseldine The International Taxation 
System (2002) at 56. 
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for Multinational Enterprises and Tax Administrations (OECD TPG) are continuously 

revised and updated with new rules in order to address and cope with the enormous 

changes and challenges posed by an increasingly globalised economy.  

2.3 The Features of the Arm’s Length Principle 

2.3.1 Comparability  

The arm’s length principle is based on a comparison between the uncontrolled 

transactions undertaken by independent enterprises and the controlled transactions 

undertaken by related parties.43 Uncontrolled transactions relate to transactions 

which are concluded between enterprises which are independent of each other.44 

Controlled transactions are transactions between two enterprises that are associated 

with each other. Arm’s length pricing requires that related parties must calculate their 

pre-tax profits based on the prices that would have applied between unrelated 

parties under similar circumstances.45   

 

The definitions controlled and uncontrolled transactions introduce two important 

terms which must also be examined in order to contextualise the functioning of the 

arm’s length principle. The terms are independent enterprises and associated 

enterprises. Enterprises are said to be independent of each other if they are not 

associated or related enterprises with each other.46 According to the glossary of the 

                                                            
43

 A Bullen Arm’s Length Transaction Structures: Recognising and Restructuring Controlled 
Transactions in Transfer Pricing (2011) at 173; K Spies & R Petruzzi Tax Policy Challenges in the 21

st
 

Century (2014) at 358; OECD The Taxation of Global Trading of Financial Instruments (1998) at 31; 
Wittendorf Transfer Pricing and the Arm’s Length in International Tax Law at 389; A Krimpmann 
Principles of Group Accounting under IFRS (2015) at 329. 
44

 F Keuper & K Kleug Finance Bundling and Finance Transformation: Shared Services Next Level 
(2013) at 497; C Wendt A Common Tax Base for Multinational Enterprises in the European Union 
(2009) at 81; S Basu Global Perspective on E-Commerce Taxation Law (2007) at 136; D Pirvu 
Corporate Income Tax Harmonisation in the European Union (2012) at 75; WD Geach & J Yeats 
Trusts: Law and Practice (2008) at 234. 
45

 OECD ‘OECD/G20 Base Erosion and Profit Shifting Project Guidance on Transfer Pricing Aspects 
of Intangibles’ (2014) at 14; DR Carmichael & L Graham Accountants Handbook, Special Industries 
and Special Topics 12 ed (2012) at 13; IMF Balance of Payment Manual 5 ed (1997) at 27; Spitz 
International Tax Havens Guide at 280; A van de Vijver The New US-Belgian Double Tax Treaty: A 
Belgian and EU Perspective (2009) at 160; G Maisto The Meaning of Enterprise, Business and 
Business Profits under Tax Treaties and EU Tax Law Vol 7 (2011) at 336. 
46

 K Dziurdz & C Marchgraber Non Discrimination in European and Tax Treaty Law: Open Issues and 
Recent Challenges (2015) at 463; L Riccardi Chinese Tax Law and International Treaties (2013) at 
88; A Bullen Arm’s Length Transaction Structures: Recognising and Restructuring Controlled 
Transactions in Transfer Pricing at 412; T Ecker A VAT/GST Convention Model: Tax Treaties as 
Solutions for Value Added Tax and Services Tax Double Taxation (2013) at 383; CTIA Consolidated 
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OECD Transfer Pricing Guidelines, two enterprises are associated to each other if 

they meet the requirements of Article 9(1a) or (1b) of the OECD Model Tax 

Convention.47 The arm’s length principle operates on the basis that a transaction 

must be compared with another transaction under the same or similar conditions.48 

In practice, the comparison may be difficult or impossible in certain instances 

because no two transactions are exactly the same in every respect. The comparison 

is further complicated by comparing controlled and uncontrolled transactions. 

Controlled transactions are subject to internal MNE group supply chain procedures 

which are closely controlled to align with the group’s policy, and, due to the internal 

control and lack of tax administration at that point, transfer prices are prone to 

manipulation. In contrast, uncontrolled transactions are subject to open market 

conditions which cannot be manipulated easily because the transaction takes place 

between unrelated independent parties who are motivated by market competition. 

Furthermore, the comparison produces less than ideal results because controlled 

and uncontrolled transactions often exist under different set of economic, market, 

political, legal and geographical circumstances.49 The conclusion here is that due to 

these factors, the results of the transfer pricing comparability will most likely be 

distorted and vulnerable to manipulation.   

                                                                                                                                                                                         
Treaties and International Agreements Vol 1 (2009) at 396; IBP Inc Turkey Taxation Laws and 
Regulations: Corporate Taxation Vol 1 (2015) at 220. 
47

 Article 9(1a) or (1b) of the OECD Model Tax Convention provides that ‘Where a) an enterprise of a 
Contracting State participates directly or indirectly in the management, control or capital of an 
enterprise of the other Contracting State, or b) the same persons participate directly or indirectly in the 
management, control or capital of an enterprise of a Contracting State and an enterprise of the other 
Contracting State, and in either case conditions are made or imposed between the two enterprises in 
their commercial or financial relations which differ from those which would be made between 
independent enterprises, then any profits which would, but for those conditions, have accrued to one 
of the enterprises, but, by reason of those conditions, have not so accrued, may be included in the 
profits of that enterprise and taxed accordingly.’ For a further reading on more comments on art 9 
read OECD ‘Transfer Pricing Guidelines’ at 23. 
48

 A Bullen Arm’s Length Transaction Structures: Recognising and Restructuring Controlled 
Transactions in Transfer Pricing (2011) at 305; Wittendorf Transfer Pricing and the Arm’s Length 
Principle in International Tax Law at 396; Markham Transfer Pricing of the Intangibles at 24; M Antani 
& G Gokhale Contract Research and Manufacturing (CRAMS) in India (2012) at 55. 
49

 Wittendorf Transfer Pricing and the Arm’s Length Principle in International Tax Law at 287; L De 
Broe International Tax Planning and Prevention of Abuse (2008) at 98; C Sommer Separate 
Accounting or Unitary Apportionment?: The Fairytale of the Arm’s Length Pricing and General 
Equilibrium Analysis of Multinational Enterprise Behaviour under the Formulary Taxation Alternative 
(2010) at 89; G Maisto Taxation of Intercompany Dividends under Tax Treaties and EU Law Vol 8 
(2012) at 792; Spitz International Tax Havens Guide at 281; A Arnull & D Chalmers The Oxford 
Handbook of European Union Law (2015) at 825; Keuper & Kleug Finance Bundling and Finance 
Transformation: Shared Services Next Level at 493; J Monsenego Taxation of Foreign Business 
Income within the European International Market Vol 2 (2012) at 337. 
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2.3.2 Functional Analysis  

Functional analysis is an analysis of the functions performed (taking into account 

assets and risks assumed) by associated enterprises in controlled transactions 

against independent enterprises in comparable uncontrolled transactions.50 In order 

to establish the method that must be used to determine the arm’s length price, a 

functional analysis must be conducted. Functional analysis is not a transfer pricing 

method, but a tool used to assist in the selection of a transfer pricing method with the 

view to ensure a proper determination of an arm’s length price.51  

 

The functional analysis is considered to be a practical way of evaluating functional 

comparability. It is used to find and organise facts about a business’ functions.52 

When determining the arm’s length price, the respective roles performed by all 

members of the group of companies involved in the transaction should be taken into 

account in setting the price. Group members should be allocated income or profit 

according to a set criterion such as the level of risk undertaken, level of capital 

available or any other reasonable and measurable criteria.53 This is important as it 

                                                            
50

 OECD ‘Transfer Pricing Guidelines’ at 26. See also J Glabush IBFD International Tax Glossary 6 ed 
(2009) at 199; L Riccardi Chinese Tax Law and International Treaties (2013) at 87; L Riccardi 
Vietnam Tax Guide: Domestic Fiscal System and International Treaties (2014) at 35; Levey, Wrappe 
& Chung Transfer Pricing Rules and Compliance Handbook at 138; J Li & A Paisey International 
Transfer Pricing in Asia Pacific: Perspective on Trade between Australia, New Zealand and China 
(2005) at 32; A Bakker & MM Levey Transfer Pricing and Intra-Group Financing, The Entangled 
Worlds of Financial Markets and Transfer Pricing (2012) at 377; F Lessambo Fundamentals of Hedge 
Funds: Alternative Investment Vehicles (2011) at xvii; A Bakker & B Obuoforibo Transfer Pricing and 
Customs Valuation at 40; Spitz International Tax Havens Guide at 929; OECD ‘Addressing Base 
Erosion and Profit Shifting’ (2013) at 36. 
51

 L Eden Taxing Multinationals: Transfer Pricing and Corporate Income Taxation in North America 
(1998) at 235. 
52

 SARS ‘Practice Note No 7’ at 11. See also Juta Statutes Editors SAIT Compendium of Tax 
Legislation at 147; Heimert & Johnson Guide to International Transfer Pricing: Law, Tax Planning and 
Compliance Strategies at 29; J Elliot International Transfer Pricing: A Survey of UK and Non-UK 
Groups (1998) at 12; P Valente, A Della Rovere & P Schipani Analisi Di Comparabilita Nel Transfer 
Pricing: Metodologie Applicative (2013) at 128; R Feinschreiber Transfer Pricing Handbook at 17-25; 
Markham The Transfer Pricing of Intangibles at 42; Feinschreiber Transfer Pricing Methods: An 
Application Guide at 43; RJ Peroni International Income Taxation, Code and Regulations (2008) at 
1370. 
53

 Spitz International Tax Havens Guide at 218. See also Muchlinski Multinational Enterprises and the 
Law at 280; Cordes, Ebel & Gravelle The Encyclopaedia of Taxation and Tax Policy at 303, Schreiber 
International Company Taxation: An Introduction to the Legal and Economic Principles at 20; R Russo 
The Attribution of Profits to Permanent Establishments: The Taxation of Intra-Company Dealings 
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will ultimately determine the price which will be transferred between that enterprise 

and the offshore (holding) company.  

Functional analysis is critical for the determination of the nature and characteristics of the 

connected party’s goods or services that have to be priced.54 A functional analysis 

addresses some of the following issues within an MNE:55  

(i) an overview of the organisation;  

(ii) the overall structure and nature of the business undertaken by a member of a 

multinational; 

(iii) general commercial and industry conditions affecting the member of a multinational;  

(iv) an explanation of the current business environment and its predicted changes; 

(v) the nature and terms of the transaction; 

(vi) the functions undertaken by the relevant members of the multinational group and the 

relevant contributions of various functions. In this regard, the number of transactions 

taken by a member is not an indication that they will be highly compensated, but it is 

the quality and importance of each function which is important. The quality and 

importance of the transaction will determine whether the price attributed to it will meet 

the arm’s length requirements; and 

(vii) the functional analysis addresses an appraisal of risk because the norm in the open 

market is that the assumption of risk will be compensated for by an increase in the 

expected return. The risk assumed should be taken into account in the functional 

analysis which means that the higher the risk, the higher the returns.  

2.3.3 Transactional Feature 

In terms of this concept, the arm’s length principle operates on the basis that the arm’s 

length price must be set in reference to a particular transaction or a clearly defined set of 

transactions,56 not in reference to an unspecified number of transactions. One finds that in 
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reality there is no such defined set of transactions. The reason is that transfer pricing only 

takes place between related parties.  

2.3.4 Open Market Feature 

In terms of this concept, successful implementation of the arm’s length principle is based on 

the idea that all transactions must depict a normal open market feature.57 Ideally, this means 

that an arm’s length price must be based on open market conditions and must reflect 

ordinary business practice. In most economic models, open market conditions imply the 

inability of a single company or individual to affect the market price of goods and services.58 

The efficacy of the comparison becomes affected because transfer pricing does not take 

place in an open market setup. 

2.4  The Advantages of the Arm’s Length Principle 

There are many reasons for applying the arm’s length principle but for the purposes of this 

research, only a few will be mentioned. The arm’s length principle provides equal tax 

treatment for connected and independent parties.59 In other words, it places controlled and 

uncontrolled transactions on an equal footing for tax purposes and eliminates any economic 

distortion that differential tax treatment may create.60 The arm’s length principle has been 

found to work effectively in the vast majority of cases (not all) involving transfer pricing and 

thin capitalisation transactions.61 The application of the arm’s length principle 

substantially decreases the risk of double taxation.62 There are different ways in 
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which double taxation can occur, but a full discussion of the concept is not the 

subject of this research.63 One of the most important advantages of the arm’s length 

principle is that, if applied properly, it ensures that taxpayers set correct transfer 

prices to reflect the correct amount of income that they earned before paying taxes. 

2.5 Problems Associated with the Application of the Arm’s Length Principle 

Some of the shortcomings of the arm’s length principle are: 

2.5.1 Difficult to Apply in Some Cases Involving Intangibles 

It is difficult to apply the arm’s length principle in certain instances.64 It is particularly 

difficult to apply the arm’s length principle in the case of unique intangibles and the 

provision of specialised services.65 The main problem with unique intangibles (mostly 

in pharmaceutical products) is that by their nature they cannot be duplicated owing to 

the exclusivity created by copyrights and registered patent protections that are 

closely guarded by their registrant companies. The criticism levelled against unique 

intangibles in the context of transfer pricing is that there are insufficient and 

unreliable comparables to determine the appropriate price. This means that the 
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prices set for these assets cannot be compared with any price in the open market. 

The mere fact that these transfers and the price setting take place between 

connected parties away from the reach of tax authorities also exacerbates the 

problem. There is a lack of reliable projections of future cash flow to be derived from 

the transferred intangible because these products cannot be compared with other 

products due to their unique nature.66  

 

The difficulty with applying the arm’s length principle also occurs in the production of 

highly specialised goods involving work-in-process inventory.67 Work-in-process 

inventory occurs when one associated enterprise transfers its unfinished work 

inventory to another associated enterprise as part of its integrated production 

activities.68 This is the manufacturer’s inventory that is in the production line which is 

incomplete and not part of the finished goods inventory. This account contains the 

cost of the direct material, direct labour, and factory overhead placed into the 

products on the factory floor. A manufacturer must disclose in its financial statements 

the cost of its work-in-process as well as the cost of finished goods and materials in 

hand. Because of the difficulty (experienced by tax authorities) in verifying the costs 

associated with the work-in-progress inventory, it is easy for the MNE to manipulate 

the prices in order to bring down the tax liability associated with the sale of the final 

product. 

2.5.2 Failure to Differentiate Profits made by Related and Unrelated Parties  

One of the greatest criticisms levelled against the arm’s length principle is that it 

produces inaccurate results in some cases because it cannot account for the profits 

                                                            
66

 RS Avi-Yonah International Tax as International Law: An Analysis of International Tax Regime 
(2007) at 113; P Muchlinski Multinational Enterprises and the Law 2 ed (2007) at 284. 
67

 Feinscreiber & Kent Transfer Pricing Handbook Guidance for the OECD Regulations at 12 provides 
that in accounting terms work-in-progress inventory is that part of a manufacturer's inventory that is in 
the production process and has not yet been completed and transferred to the finished goods 
inventory. This account contains the cost of the direct material, direct labour, and factory overhead 
placed into the products on the factory floor. A manufacturer must disclose in its financial statements 
the cost of its work-in-process as well as the cost of finished goods and materials on hand. 
68

 To read more about work-in-progress inventories see: A Shtub Enterprise Resource Planning 
(ERP): The Dynamics of Operations Management (2002) at 87; SM Bragg Wiley GAAP Policies and 
Procedures 2 ed (2007) at 78; M Kinney & C Raiborn Cost Accounting: Foundations and Evolutions 
(2009) at 150; CS Warren, JM Reeve & J Duchac Financial and Management Accounting (2008) at 
864. 



 

22 

 

that related enterprises typically enjoy from an integrated business.69 The arm’s 

length principle is based on the separate entity approach. The separate entity 

approach does not always account for the economies of scale and interrelation of 

diverse activities created by integrated businesses.70 This is so because those 

separate entities are treated differently in relation to the other aspects of the 

enterprise but only converge for transfer pricing purposes. This problem is further 

exacerbated by the fact that there are no widely accepted objective criteria for 

allocating the economies of scale or benefits between associated enterprises. 

 

Another practical difficulty with the application of the arm’s length principle which 

relates to the differentiation of profits is that connected persons may engage in 

transactions that independent parties would not undertake. Such transactions may 

not necessarily be motivated by tax considerations but by other commercial 

considerations that may not be experienced by independent enterprises.71 The arm’s 

length principle is difficult to apply where independent parties seldom undertake 

transactions of the type entered into by associated parties because there is little or 

no direct evidence of what conditions would have been established by independent 

enterprises.72  

 

2.5.3 Treating Related Companies as Though they were Unrelated 

Another weakness of the arm’s length principle is that it is based on the unrealistic 

assumption of treating connected persons as though they were not connected for 

transfer pricing purposes by expecting them to conduct their business-like 
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independent parties.73 The application of this principle disregards the real business 

considerations for connected parties to operate as a group. It also disregards the fact 

that in practice, related and unrelated parties operate in different economic 

circumstances.74  

The notion of treating related entities as though they were unrelated and thereby 

disregarding the true economic realities of taxpayers is also echoed in the Canadian 

case of Canada v GlaxoSmithKline Inc.75 In this case, the Canadian Supreme Court 

held that, in determining the appropriate arm’s length prices, the courts will be 

required to consider the totality of the economic and business realities out of which 

non-arm’s length transactions arise, to the extent that those realities would have 

prevailed if the parties to such transactions had been dealing at arm’s length. In 

other words, the court affirmed that the application of the arm’s length principle 

requires the Canadian Revenue Agency to consider all relevant economic factors 

surrounding the intercompany transaction between the Canadian company, 

GlaxoSmithKline Inc. and its related Swiss company,76 in comparison with what 

would have prevailed if the parties were unconnected and dealing at arm’s length. 

The fact that connected parties operate differently from independent parties should 
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not be ignored because that would be tantamount to creating fictitious transactions for the 

sake of applying the arm’s length principle. 

2.5.4 The Administrative Burden of Using the Arm’s Length Principle 

The OECD acknowledges that applying the arm’s length principle causes an 

administrative burden for the MNEs.77 Taxpayers also maintain that, due to its 

complicated nature, the application of the arm’s length principle causes an 

administrative burden for the multinational enterprises and tax administrations;78 the 

administrative burden emanates from transfer pricing documentation,79 sourcing and 

maintenance of comparable information. The arm’s length principle places an 

obligation on the tax administration to engage in a verification process regarding the 

transactions that the taxpayer has entered into.80 The verification takes long and 

requires the availability of skills to accomplish. The taxpayer also needs to prepare 

its documentation to demonstrate that its transactions are consistent with the arm’s 

length principle.81  
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Where the industry in question is vertically integrated,82 comparable information 

might not exist at all. The objective of transfer pricing is to find a reasonable estimate 

of the arm’s length outcome based on reliable information. The OECD, however, fails 

to delineate the parameters of the reasonable estimate determination. In other 

words, there is no yardstick which is used to determine the degree of the reliability of 

the information and as such the estimation is prone to manipulation by taxpayers. 

The above problems or weaknesses point directly to the inadequacies of the arm’s 

length principle in general and indicate the issues that adversely affect legislation 

based on it such as section 31 of the SA Income Tax Act. An in-depth analysis of 

section 31 is done in Chapter 6; the comments made here are a build-up to illustrate 

the impact of the weaknesses of the arm’s length principle as the basis for section 

31.  

2.6 Tax Avoidance  

Transfer pricing is one of the tax avoidance schemes. An analysis of transfer pricing 

manipulation will not be complete without an exposition of the tax avoidance 

concept. For this reason, it is important to juxtapose the transfer pricing manipulation 

concept with tax avoidance and evasion in order to determine where it (transfer 

pricing manipulation) converge with the two concepts. This classification is important 

to correctly classify transfer pricing manipulation. In broad terms, tax avoidance 

involves the legal exploitation of tax laws to one’s own advantage.83 A discussion of 

the impermissible tax avoidance concept is not within the ambit of this research as it 

is provided for in section 80A- 80L of the South African Income Tax Act which deals 

with general anti avoidance rules (GAARs). The discussion of tax avoidance will be 

confined to section 31 as a specific anti avoidance rule.   
                                                            
82

 In microeconomics and management, vertical integration is an arrangement in which the supply 
chain of a company is owned by that company. Usually each member of the supply chain produces a 
different product or (market-specific) service, and the products combine to satisfy a common need. It 
is contrasted with horizontal integration, wherein a company produces several items which are related 
to one another. For a further discussion of this concept see: PA Gaughan Mergers: What Can Go 
Wrong and How to Prevent It (2005) at 100; MG Colombo The Changing Boundaries of the Firm: 
Explaining Evolving Inter-Firm Relations (1998) at 158; MG Blackford The Rise of Modern Business: 
Great Britain, the United States, Germany, Japan and China (2008) at 88; P Sadler Strategic 
Management 2 ed (2003) at 96.  
83

 A Tooma Legislating Against Tax Avoidance (2008) at 12. See also D Kang & A Mason 
Macroprudential Regulation of International Finance: Managing Capital Flows and Exchange Rates 
(2016) at 303; D Mele Business Ethics in Action: Seeking Human Excellence in Organisations (2009) 
at 136; RW McGee Ethics of Tax Evasion: Perspectives in Theory and Practice (2012) at 73; G 
Zuckman The Hidden Wealth of Nations: The Scourge of Tax Havens (2015) at 102. 

https://en.wikipedia.org/wiki/Microeconomics
https://en.wikipedia.org/wiki/Management
https://en.wikipedia.org/wiki/Supply_chain
https://en.wikipedia.org/wiki/Supply_chain
https://en.wikipedia.org/wiki/Product_(business)
https://en.wikipedia.org/wiki/Horizontal_integration


 

26 

 

2.6.1 Permissible Tax Avoidance 

As mentioned above, tax avoidance is defined as a process which allows a taxpayer 

to arrange his or her affairs in a perfectly legal manner, with the result that the 

taxpayer reduces their tax on income or has no income on which tax is payable.84 

The hallmark of permissible tax avoidance is the reduction of tax liability in 

accordance with the spirit and letter of the law.85 A tax avoidance scheme is 

permissible if the fiscally attractive option is offered to the taxpayer by the law, if the 

scheme is not sanctioned by the law, it cannot be considered to be permissible.86 

MNEs have a right to use legal constructions and tax stratagems to exploit the 

loopholes in the tax laws.87 An example of a permissible tax avoidance scheme may 

be the transference of a business to a new company where the rollover provisions 

for company formations are invoked in relation to the disposal of allowance assets 

and goodwill.88 The terms permissible tax avoidance; tax mitigation and tax planning 

have similar meanings as they all refer to the arrangement of a taxpayer’s affairs in a 

legally acceptable manner in order to pay less or no tax. In this thesis, these terms 

are used interchangeably to mean one and the same thing. 

In most tax jurisdictions, including South Africa, the term tax avoidance is not 

statutorily defined.89 Where SAARs are adopted, sufficient detail of the avoidance 

disallowed ought to be contained within those SAARs.90 Where the GAARs are used, 

                                                            
84

 M Stiglingh, AD Koekemoer, Van Schalkwyk, JS Wilcocks, RD Swardt & K Jordaan Silke: South 
African Income Tax (2015) at 773. See also AW Oguttu ‘Transfer Pricing and Tax Avoidance: Is the 
Arm’s Length Principle Still Relevant in the E-Commerce era?’ (2006) 18 SA Mercantile Journal (SA 
Merc LJ) at 138. 
85

 M Kobestsky International Taxation of Permanent Establishments, Principles and Policy (2011) at 
39. See also W Vlcek Offshore Finance and Small States: Sovereignty Size and Money (2008) at 36; 
GW Pitts The Personal Trainer’s Legal Bible: Legalities for Fitness Professionals (2014) at 517; C 
Watson Watson’s Tax Procedure and Tax Fraud in a Nutshell 4 ed (2012) para 311, V Thuronyi Tax 
Law Design and Drafting Vol 1 (1996) at 45; PLL Mo Tax Avoidance and Anti- Avoidance Measures in 
Major Developing Economies (2003) at 3. 
86

 CIR v Willoughby [1997] 4 All ER 65 at 73. 
87

 J Hughes The Theory, Principles and Management of Taxation: An Introduction (2015) at 114; B 
Morgan & K Yeung An Introduction to Law and Regulation: Text and Materials (2007) at 165; AT 
Guzm & AO Sykes Research Handbook in International Economic Law (2007) at 344; N Feetham Tax 
Arbitrage: The Trawling of the International Tax System at 64; Aiken Industries Inc. v Commissioner of 
Inland Revenue (1971) 56 TC 925. 
88

 Section 42(2)(c) of the  SA Income Tax Act. 
89

 IG Wallschutzy ‘Towards a Definition of the Term Tax Avoidance’ (1985) Australian Tax Review at 
48. 
90

 D Blum & M Seiler Preventing Treaty Abuse (2016) at 509. Blum & Seiler provide that specific anti 
avoidance rules (SAAR) are provisions which are intended to regulate a specific conduct or 
transaction by the taxpayer or to deny the benefit of a loss, relief or exemption which may otherwise 
arise when a particular type of transaction or series of transactions are undertaken. A typical example 

 



 

27 

 

the term ‘avoidance’ is typically wide-ranging as the GAAR is intended to be 

sufficiently broad to capture all tax avoidance schemes.91 Some tax commissions 

and courts of law have over the years formulated their own definitions of tax 

avoidance. In 1955, the Royal Commission of Taxation of Profits and Income, UK 

(Radcliffe Commission) attempted to distinguish between tax evasion and tax 

avoidance by stating that tax evasion is illegal whereas tax avoidance is legal.92 The 

Radcliffe Commission noted that tax avoidance is:93 

 

[s]ome act by which a person so arranges his affairs that he is liable to pay less tax than he 

would have paid but for the arrangement. Thus, the situation which he brings about is one in 

which he is legally in the right. 

In 1966, the Royal Commission on Taxation, Canada (Carter Commission) described 

tax avoidance as:94 

 

[e]very attempt by legal means to prevent or reduce tax liability which would otherwise be 

incurred, by taking advantage of some provision or lack of provision in the law…it 

presupposes the existence of alternatives, one of which would result in less tax than the 

other. 

In the United Kingdom case of CIR v Willoughby,95 the court held that: 
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[t]he essence of tax planning is when a taxpayer takes advantage of a fiscally attractive 

option afforded to him by the legislation and genuinely suffers the economic consequences 

that parliament intended to be suffered by those taking advantage of the option. 

 

Tax planning is achieved by taking into account all relevant tax factors, with the 

object of keeping the tax burden as low as possible while attaining the desired 

business, personal and other objectives.96 Over the years, various court decisions 

have emphasised the notion that no legal obligation rests upon the taxpayer to pay 

higher taxes if they can find a way of minimising such payment. The most widely 

recognised judicial pronouncement on this is the UK case of IRC v Duke of 

Westminster,97 where Lord Tomlin held that: 

 

[e]very man is entitled if he can to order his affairs so that the tax attaching under the 

appropriate Act is less than it otherwise would be. If he succeeds in ordering them so as to 

secure this result then however inappropriate to the Commissioner of Inland Revenue or his 

fellow taxpayers may be of his ingenuity, he cannot be compelled to pay an increased tax. 

 

The Duke of Westminster case may be one of the most popular cases in this regard, 

but cases dealing with avoiding payment of taxes can be traced back to the much 

earlier case of United States v Isham,98 where the court said that: 

 

[a] careful individual, having the amount of twenty dollars to pay, pays the same by handing to 

his creditor two checks of ten dollars each. He thus draws checks in payment of his debt to 

the amount of twenty dollars, and yet pays no stamp duty. This practice and this system he 

pursues habitually and persistently. While his operations deprive the government of the duties 

it might reasonably expect to receive, it is not perceived that the practice is open to the 

charge of fraud. He resorts to devices to avoid the payment of duties, but they are not illegal. 

He has the legal right to split up his evidences of payment and thus to avoid the tax. 
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In another US case of Gregory v Helvering,99 Judge Learned Hand noted that it is: 

 

 [t]he legal right of a taxpayer to decrease the amount at what otherwise would be his taxes or 

altogether avoid them, by means which the law permits cannot be doubted.  

 

In the South African case of CIR v Sunnyside Centre (Pty) Ltd 1997(1) SA 68(A), 

Schultz JA commented that:100 

 

[c]ompanies are often used in the variety of ways to avoid taxes. When a scheme works, no 

tears are shed for the commissioner. That is because the taxpayer is entitled to order his 

affairs so as to pay the minimum of the tax. When he arranges them so as to attract more 

than the minimum he has to bear and grin. 

 

Where options exist for payment and non-payment of tax, the taxpayer is at liberty to 

exploit that option. The right to exploit a tax loophole also came before the court in 

South Africa. In the case of CIR v Estate Kohler and Others,101 it was held by 

Centlivres CJ that: 

 

[i]t is true that the device adopted was designed in order to escape death duties, but it has 

long been a well-recognised principle of law that a person may so order his affairs to escape 

taxation. 

 

Lord President Clyde held in Ayrshire Pullman Motors Services and DM Ritchie v 

IRC that:102 

 

 [n]o man in this country is under the smallest obligation, moral or otherwise, to arrange his 

legal relations to his business or to his property so as to enable the Inland Revenue to put the 

largest possible shovel into his stores. The Inland Revenue is not slow- and quite rightly-to 

take advantage, which is open to it under the Taxing Statutes for the purpose of depleting the 

taxpayer’s pocket. The taxpayer is in the like manner, entitled to be astute to prevent, so far 

as he honestly can, the depletion of his means by the Revenue. 
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In the British case of Levene v IRC,103 Viscount Summer held that:  

 

 [i]t is trite law that His Majesty’s subjects are free, if they can, to make their own 

arrangements so that their cases may fall outside the scope of the Taxing Act. They incur no 

legal penalties, and they, strictly speaking, no moral censure if having considered the lines 

drawn by the legislature for the imposition of taxes, they, make it their business to walk 

outside them. 

 

Lord Templeman in the UK case of CIR V Challenge defined tax mitigation or tax 

planning as follows:104 

 

[i]ncome is mitigated by a taxpayer who reduces his income or incurs expenditure in 

circumstances which reduces his assessable income or entitles him to reduction in his tax 

liability. 

 

The right to exploit a tax loophole was also heard in the case of SIR v Hicklin,105 

where it was held that taxpayers are at liberty to choose business methods that 

attract the least tax. Permissible tax avoidance, although legal as indicated above, 

has drawn fierce criticism because of its negative effects on the collection of 

revenue, a result that can also be ascribed to tax evasion but the difference here is 

that the manner in which the revenue is lost is not considered to be apprehensive 

because the law does not attach any illegality to it because the practice is within the 

confines of the law.106  

In Vestey’s (Lord) Executors v IRC, Lord Normand went as far as to mention that:107 

 

[t]ax avoidance is an evil, but it would be beginning of much greater evil if the courts were to 

overstretch the language of the statute in order to subject to taxation people of whom they 

disapproved. 
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2.7 Tax Evasion  

According to the OECD ‘Report on International Tax Avoidance and Evasion’,108 the 

term tax evasion can generally be defined as the direct violation of a tax provision 

with the view of not paying what is legally due to be paid, and the aforementioned 

report states that: 

[w]ithin tax evasion, a distinction is sometimes made between the less serious offence of 

omission, such as the failure to submit complete returns of income, and more serious 

offences such as false declarations or fake invoices.  

Tax evasion (intentional) is an illegal practice where a taxpayer intentionally fails to 

pay taxes due.109 Furthermore, one of the descriptions put forward for tax evasion 

is:110 

[t]he taxpayer avoids the payment of tax without avoiding the tax liability, so that he escapes 

the payment of tax that is unquestionably due according to the law of the taxing jurisdiction 

and even breaks the letter of the law. 

Tax evasion is the general term for efforts by taxpayers to dodge payment of taxes 

by illegal means.111 In other words, evasion of tax is the unlawful escaping of tax 

liabilities.112 
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Intentional tax evasion requires actual knowledge on the taxpayer’s part that the 

statement made is false. To establish this, the taxpayer must know and perfectly 

understand the effect of the relevant tax provision and how it applies to them and 

despite the knowledge reconcile themselves with the consequences and make a 

deliberate choice not to comply. Apart from intentional tax evasion, there is also 

unintentional tax evasion. This is where the taxpayer did not intend to evade the 

taxes but acted in a grossly negligent manner. Paragraph 16.5.5 of the SARS ‘Short 

Guide on the TAA’ (Guide) states that gross negligence: 

Essentially means doing something in a way that, in all circumstances, suggests or implies 

complete or a high level of disregard for the consequences. The test is objective and is based 

on what a reasonable person would foresee as being conduct which creates a high risk of a 

tax shortfall occurring. Gross negligence involves recklessness but, unlike evasion, does not 

require an element of mens rea meaning wrongful intent or guilty mind or intent to breach a 

tax obligation. 

It must be emphasised that the fact that certain tax evasion may be negligent in 

nature does not mean that a taxpayer will not be held liable. It simply means that the 

severity of punishment and attendant penalty may be lower as illustrated in s 223 of 

the TAA. The classification of a transaction as legal or illegal for tax purposes 

depends on the national laws of a particular country and differs from state to state 

because what may be illegal in one state may be perfectly legal in another state.113 

Some common examples of tax evasion include but not limited to:114  

(a) the failure to notify the taxing authorities of one’s presence in the country if he is carrying on 

taxable activities;  

(b) the failure to report the full amount of income; deductions of claims for false expenses;  

(c) falsely claiming relief that is not due; the failure to pay over the proper amount of tax due;  
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(d) departing from a country without paying a tax due with no intention of paying them; and 

(e) the failure to report items or sources of taxable income profits or gains where there is an 

obligation to provide such information or if the taxing authorities have made a request for such 

information. 

Tax evasion is a crime against the people in South Africa.115 Those caught evading 

taxes are generally subjected to criminal charges and substantial penalties. In South 

Africa, taxpayers who are found evading tax and obtaining undue refunds by fraud, 

commit an offence and are upon conviction subjected to a fine or imprisonment for a 

period not exceeding five years.116 Where evasion does not warrant imprisonment, 

penalties are imposed to punish the offenders. For the sake of brevity, 

understatement penalties in terms of s 223 of the TAA are tabulated as follows:117
 

1 2 3 4 5 6 

Item Behaviour 
Standard 

case 

If obstructive, or if 

it is a ‘repeat case’ 

Voluntary 

disclosure after 

notification of  

audit or criminal 

investigation 

 

Voluntary 

disclosure 

before 

notification of 

audit or 

criminal 

investigation 

(i) ‘Substantial 10% 20% 5% 0% 
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understatement’ 

(ii) 

Reasonable care 

not taken in 

completing return 

25% 50% 15% 0% 

(iii) 

No reasonable 

grounds for ‘tax 

position’ taken 

50% 75% 25% 0% 

(iv) 

‘Impermissible 

avoidance 

arrangement’ 

75% 100% 35% 0% 

(v) Gross negligence 100% 125% 50% 5% 

(vi) 
Intentional tax 

evasion 
150% 200% 75% 10% 

 

The main difference between tax avoidance and tax evasion is that tax avoidance is 

legal and tax evasion is outright illegal.118 This difference is confirmed by the 

following statement:119 

[t]ax avoidance” connotes stratagems which are prima facie lawful, which is to say, which are 

lawful unless proscribed by the Act. By contrast, “tax evasion” connotes inherently unlawful 

methods, such as incorrect statements in income tax returns (such as the non-disclosure of 

income or the exaggeration of expenditure claimed as a deduction) and sham or disguised 

transactions. 
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The difference between tax evasion and tax avoidance has also been articulated in 

the courts, such as in the case of R v Mears,120 where it was noted by Gleeson CJ 

that: 

the difference between the two is simple and clear. Tax avoidance involves using or 

attempting to use useful means to reduce tax obligations. Tax evasion involves using unlawful 

means to escape payment of tax. Tax avoidance is lawful and tax evasion is unlawful. 

2.8 Classification of Transfer Pricing Manipulation 

In paragraph 1.3 of Chapter 1, transfer pricing manipulation also known as transfer 

mispricing or fraudulent transfer pricing, refers to trade between related parties at 

prices meant to manipulate the markets or to deceive tax authorities. The 

classification of transfer pricing manipulation (into either tax avoidance or tax 

evasion) will depend on the definition of each of these concepts. As mentioned 

above, on one hand, tax evasion is outright illegal and punishable by various 

sanctions in the law. On the other hand, tax avoidance is considered to be perfectly 

legal, despite its negative impact that it (might) have on the revenue collection and 

general compliance with tax laws. The hallmark of tax evasion is that it defrauds the 

tax authority of the revenue; tax evasion is fraudulent irrespective of the stratagem 

which has been used and that is what makes it a crime.  

 

Section 31 in its current form does not consider transfer pricing manipulation as a 

crime and there transfer pricing manipulation cannot be considered to be illegal 

despite the fact that in certain instances loss of revenue may be considered to very 

reprehensible or compared to theft or corruption. To prove that transfer pricing 

manipulation is not a crime according to South African law; the Income Tax Act does 

not prescribe any criminal sanction for taxpayers who do not comply with the arm’s 

length principle. as it will be seen when the South African transfer pricing regime is 

discussed in chapter 6, section 31 only permit the Commissioner to adjust the 

transfer price to ensure that it accords with the arm’s length. For this reason transfer 

pricing manipulation can be classified as a specific tax avoidance scheme which is 

combated by a specific anti avoidance provision in the form of section 31. 

Considering the definition and nature of tax evasion above, transfer pricing 
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manipulation cannot be considered to be tax evasion in South Africa. It can however 

be argued that the setting of a transfer price which is not compliant with the arm’s 

length principle may amount to a contravention of section 31 especially if the transfer 

pricing avoidance scheme was so aggressive that it resulted in a massive loss of tax 

revenue. This may be a situation where the dividing line between tax evasion and tax 

avoidance is blurred. To cure this undesirable situation, the adjustment of the 

transfer price by the Commissioner should be accompanied by severe penalties, this 

will indirectly deem noncompliance in such instances to be criminal and push 

transfer pricing manipulation towards the evasion ambit.  

2.9 Conclusion  

From the afore going discussion, it can be concluded that the arm’s length principle 

is effective in most instances to provide solutions on transfer pricing issues but it is 

also true that it is not effective in all problematic transfer pricing situations. For an 

example, the principle is less effective in issues that have to do with transfer pricing 

of intangibles; it can also be burdensome when it comes to documentary 

requirements. It can thus be concluded that the arm’s length price is not the panacea 

to all transfer pricing problems. Although it is legally incorrect to assert that transfer 

pricing manipulation is a facet of tax evasion in terms of the South African and 

international tax law but by their nature, transfer pricing manipulation schemes tend 

to blur the dividing line between evasion and avoidance. Where these schemes are 

more aggressive and somewhat tilting the legality scale, the law should be tailored in 

a way that classifies such conduct under the tax evasion category. The dividing line 

is very blurred and delicate, this explains why reports by non-governmental 

organisations such as the Tax Justice Network, the Economic Freedom Fighters 

(EFF) and the Thabo Mbeki reports on illicit financial flow (IFF) list transfer pricing as 

a component of IFF,121 which of course is illegal. There is however international 
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consensus that transfers pricing is legal.  As already mentioned, the current law point 

to the fact that transfer pricing is not illegal but the same law is silent about the legal 

nature of transfer pricing manipulation activities. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                                                                                                                                                         
Development (OECD) costs the African continent billions of dollars annually, and far exceeds the 

amount Africa receives in developmental aid”. The full document can be read from 

https://webcache.googleusercontent.com/search?q=cache:_tae_MqnyoYJ:https://pmg.org.za/files/150

519eff.doc+&cd=2&hl=en&ct=clnk&gl=za, accessed on 25 October 2013. Former state president of 

South Africa Mr Thabo Mbeki also released a report about the impact of illicit financial outflows; the 

report is available at http://www.theafricareport.com/illicit-financial-flows.html, accessed on the 5 

November 2018. 
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CHAPTER 3 

TRANSFER PRICING METHODS 

 

3.1 Introduction  

The previous chapter dealt with tax planning as it relates to transfer pricing. This 

chapter will now deal with transfer pricing methods. Transfer pricing methods are set 

rules which are used to determine the arm’s length price of a transaction between 

related parties. As already mentioned in the previous two chapters, transfer pricing 

manipulation occurs when the prescripts or requirements of these methods are 

manipulated or distorted to achieve an unwarranted tax benefit. The study of transfer 

pricing methods is important because the application of the arm’s length principle is 

given effect by the application of these methods. The analysis of these methods is 

applicable to India, South Africa and the US although minor variations will be 

discussed in the chapters dealing with the specific analysis of the transfer pricing 

rules of these countries. There are five main OECD methods for transfer pricing and 

they are:  

(i) Comparable uncontrolled price method 

(ii) Cost plus method 

(iii) Resale price method 

(iv) Transactional net margin method 

(v) Profit split method 

There is no overt hierarchy of transfer pricing methods. All facts and circumstances 

of each case must be taken into account in choosing the most appropriate method. 

The lack of hierarchy is advantageous because it brings flexibility, but it is 

disadvantageous because it can lead to uncertainty as it presupposes that any 

method can be applied to any situation. No method is preferred over the other; the 

circumstances of each case play an important role in the applicability of a particular 
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method.122 Over and above these methods, the global formulary method of 

apportionment is also used to control how prices or profits are transferred between 

related parties. The global formulary method which is predominantly applied by 

certain states like Massachusetts and California in the US will be discussed as an 

alternative to the OECD transfer pricing methods in chapter 7 that deals with the 

comparative analysis with the US.  

3.2 Overview of the Transfer Pricing Methods 

The transfer pricing methods are set out in the OECD Transfer Pricing Guidelines;123 

as already mentioned, these are internationally accepted set of rules which have 

been agreed upon by the OECD member states to aid in the determination of the 

arm’s length principle.124 Although South Africa is not a member of the OECD, SARS 

makes use of these methods to determine the arm’s length standard of the transfer 

pricing transactions.125 All transfer pricing methods recommended by the OECD can 

be applied to establish an arm’s length price of a transaction.126 In order to choose 
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the most appropriate method or methods some of the following factors must be 

considered:127  

(i) the nature of the activities being examined; 

(ii) the availability, coverage and reliability of the data;  

(iii) the degree of comparability that exist between the controlled and 

(iv)  uncontrolled transactions and between enterprises involved including 

all the circumstances in which the transaction took place and lastly; 

(v)   the nature and extent of underlying assumptions 

Transfer pricing methods are divided into ‘traditional transaction’ methods and 

‘transactional profit’ methods.128 Traditional transaction methods compare third-party 

prices, or other less direct measures such as gross margins on third-party 

transactions, with the same measures on the transactions under review.129 The 

traditional transaction methods are regarded as the most direct means of 

establishing the arm’s length conditions.130 Transaction-based methods are transfer 

pricing methods which examine the net operating profits that arise from the 

intercompany transactions under review.131 Transaction-based methods are applied 

by comparing the price charged in controlled transactions between related 

enterprises against prices charged in comparable transactions between independent 
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enterprises under similar circumstances.132 The traditional methods operate on the 

basis that if there is any difference between the two prices, then the same can be 

traced directly to the commercial and financial conditions imposed between the 

associated parties.133 The traditional transaction methods are divided into three 

categories which are: comparable uncontrolled price method, resale price method 

and the cost plus method.  

The second group of methods, the ‘transactional profit’ methods, examines and 

compares the profits that arise from controlled transactions of one or more of the 

associated enterprises participating in those transactions.134 Profit-based methods 

are considered to be secondary methods and are applied only when the transaction-

based methods are found to be inapplicable.135 The profit-based methods are 

divided into two categories which are the: transactional net margin method and the 

profit split method. 

3.3 The Comparable Uncontrolled Price Method 

The Comparable Uncontrolled Price (CUP) method is defined as:136 

 

[a] transfer pricing method which compares the price of 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. 

 

According to the definition above, the CUP allows a direct comparison between the 

price of a controlled transaction and the price charged for the same or similar goods 

or services transferred between independent parties. This method compares the 
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price setting between controlled and uncontrolled transactions. Where it is possible 

to locate comparable uncontrolled transactions, the CUP method offers the most 

direct way of determining an arm’s length price charged for a specific product in a 

controlled transaction and the price charged for a closely comparable or similar 

product in an uncontrolled transaction.137 Theoretically, it means that one has to find the 

price that is charged by similar companies selling similar or the same products in the 

same or similar circumstances.138  

In terms of this method, any difference between the two prices indicates the 

existence of non-arm’s length conditions. Thus the price charged in the controlled 

transaction may need to be adjusted to be the same as the price charged in an 

uncontrolled transaction.139 Examples of situations where CUP can be used include 

but are not limited to: the interest rate charged on a loan between related parties, 

and transactions where the price charged is for the transfer of a homogenous item, 

such as traded commodity.140 Generally, this method is widely used in transactions 

for pricing commodities such as oil, ore, wheat and other goods sold on public 

commodity markets.141  

3.3.1 Advantages of CUP 

It is easy to use the CUP if the transactions between related and independent parties 

have been concluded under the same circumstances, because the degree of 

similarity of goods or services always determines the degree of comparability.142 
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CUP can be the most suitable method of determining the arm’s length price where 

an independent enterprise buys or sells the same product as is supplied in the 

controlled transaction.143 This method is also appropriate for pricing manufactured 

goods that do not depend substantially for their value on special know-how or brand 

names.  

This method brings the best results if there are no material differences between the 

two comparable transactions.144 However, if there are any differences between the 

transactions, an adjustment has to be made to account for the difference.145 In 

reality, it is difficult to find a situation where related and independent parties transact 

under exact same circumstances. 

3.3.2 Disadvantages of CUP 

It is difficult to apply this method where there are material differences in the 

comparable transactions. The differences can be brought by contract terms and 

conditions, as well as economic market conditions and the business functionality of 

the comparable enterprises.146 If there are material differences occasioned by these 

factors, adjustments cannot be made and the CUP method cannot be applied.147 

These differences can contribute to transfer pricing manipulation because if similar 

transactions cannot be found, the veracity of the information used in the transaction 
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cannot be verified. The practical difficulty in applying the CUP method is also evident 

where dealings between related persons involve a variety of transactions and the 

conditions for comparability are completely different. This method will not apply 

where goods and services are unique to the extent that they cannot be compared to 

any other product in the market.148 The method will also not apply in the case of 

partially finished goods or partially rendered services because there may not be data 

to compare with those partially finished goods or rendered services.149  

This method is not suitable for setting the price of goods that are highly dependent 

on the trade name of the producer for their value.150 This means that this method is 

not well adapted for pricing multi intermediate goods such as custom-made car parts 

that are not generally sold to unrelated parties. As an example, this method will not 

operate adequately where Ford wants to sell their custom-made part like their 

emblem to Toyota because a Ford emblem can only be used in Ford vehicles and its 

related parties but never on a Toyota. This method also fails even where the product 

is not so unique and revolutionary but the context of the comparison is that of a 

monopolistic environment where there are no comparable goods or services.151 

Transfer pricing adjustments may be difficult to effect, if there are differences in the 

characteristics of the products especially if one takes into account the similarity 

requirement of this method.152  

3.4 The Resale Price Method 

The resale price method (RPM) is defined as:153  
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[a] transfer pricing method which determines an arm’s length price 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 method (RPM) as an alternative to CUP focuses on one side of the 

transaction, either the manufacturer or the distributor and like all other methods, it 

arrives at the arm’s length price by using a functional approach or comparability 

analysis.154 This method is suitable where there is a sale of manufactured goods to a 

related party acting as a distributor followed by a resale to unrelated customers 

without any further processing of the goods.155 According to this method, similar 

profits are earned for similar transactions.156 The resale price is reduced by the 

resale price margin. According to the OECD Transfer Pricing Guidelines, a resale 

price margin is defined as:157  

 

 [a] margin representing the amount out of which a reseller would seek to cover its selling and 

other operating expenses and, in the light of the functions performed (taking into account 

assets used and risk assumed), make an appropriate profit. 

 

The resale price represents the amount of income out of which the reseller in the 

open market would seek to cover its direct and indirect costs, in addition to making 

an appropriate level of profit.158 What is left after subtracting the resale price margin 

can be regarded, after adjustment for other costs associated with the purchase of the 

product (e.g. customs duties),159 as the arm’s length price of the original transfer of 
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property between associated enterprises.160 The margin in the controlled dealing is 

compared against either the resale margin that the same reseller earns on the same 

items purchased or sold in comparable uncontrolled dealings from an unrelated party 

which are sold to another unrelated party or the resale margin earned by an 

independent enterprise in a comparable uncontrolled transaction.161 This method can 

be applied if none of the differences (if any) between the transactions being 

compared could materially affect the resale price margin in the open market or 

reasonable adjustments can be made to eliminate the material effects of such 

differences.162  

 

According to this method, the arm’s length price is determined by subtracting an 

appropriate mark-up from the price at which the goods are sold to unrelated 

parties.163 In other words, the resale price method takes the price at which a product 

is resold to an independent entity after being initially purchased from an associated 

entity and reduces it by an appropriated gross margin or the resale price margin.164 

The most important feature of this method is that the transactions of the independent 

entity are comparable to the transactions performed by the member of the 

multinational selling to an independent enterprise.165 The guiding principle of this 

method is that there should not be any difference which will have a material effect on 

the price which will result in adjustments not being carried out.166  

 

When assessing the comparability of controlled and uncontrolled transactions under 

the resale price method, the similarity of products is not the main determining factor 
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but the similarity of the functions performed, risk borne and the contractual terms 

agreed to by the buyer and the seller. The resale price method is applicable to 

transactions dealing with the resale of finished products where such goods are 

resold by the related distributors to unrelated customers or third parties. According to 

this method, the arm’s length price is the resale price charged by the related 

distributor, reduced by the arm’s length gross profit margin for such resales and 

adjusted for any material differences that exist between the controlled and 

uncontrolled transactions. The gross profit margin realised by the independent 

distributors on similar uncontrolled sales provides an estimate of the arm’s length 

gross profit which is expressed as a percentage of the resale price. 

 3.4.1 Advantages of the Resale Price Method 

The resale price method is best applied when the distributor adds little or no value to 

the product so that the value of its functions is easier to estimate. 167 The application 

of the resale price method is based on the assumption that the affiliate is a contract 

distributor, sourcing out the distribution function to the person who can perform that 

function as cheaply as possible. The resale price margin is more accurate if it is 

realised within a short space of time of the reseller’s purchase of the goods.168 If 

more time is allowed between the original purchase and resale, other factors such as 

price fluctuations and other changes in the market may have a negative impact, 

thereby rendering the effectiveness of the method less reliable.169 

3.4.2 Disadvantages of the Resale Price Method 

Despite the advantages mentioned above, the Resale Price Method also has a few 

that warrants a discussion and some of those are discussed herein. It is difficult to 

apply this method where the goods are further processed resulting in loss of their 
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original identity.170 This difficulty may pose a tax challenge because failure to set an 

exact transfer price on semi-processed goods could mean speculation which often 

leads to taxpayers manipulating the prices for transfer pricing purposes. A slight 

product difference is allowed in this method but similarity of products is still 

considered to be very important. 171 It is always difficult to find a transaction between 

independent parties that is similar to a controlled transaction. This disadvantage 

makes it very difficult to determine an arm’s length resale price gross margin.172 The 

difficulty in determining the arm’s length resale margin is one of the contributory 

factors in the perpetuation of transfer pricing manipulation because if the gross 

margin cannot be determined with certainty, then the determination of the transfer 

prices becomes vulnerable to manipulation. This method requires that the ultimate 

sale must be made to a third party or unconnected consumer, it is therefore not 

suitable where goods or services are sold to an associate; it is rather more 

applicable where the sale takes place in the open market.173  

 

It may also be difficult to apply this method where the reseller has exclusive rights to 

resell the goods because the appropriate margin will be influenced by non-tax factors 

such as: 174  

(i) The size of the geographical market;  

(ii) Existence of competitiveness of possible substitute goods;  

(iii) The level of activity taken by the reseller; and  

(iv) The risk associated with being dependent on the supplier.  

 

                                                            
170

 Bakker Transfer Pricing and Business Restructurings: Streamlining All the Way at 30; RYW Tang 
Intrafirm Trade and Global Transfer Pricing Regulations at 124; Markham Transfer Pricing of the 
Intangibles at 100; R Scarlet Management Accounting- Performance Evaluation (2005) at 424; 
Transfer Pricing Methods at 18 available at 
http://www.un.org/esa/ffd/tax/2011_TP/TP_Chapter5_Methods.pdf, accessed on the 2nd of March 
2016. 
171

 OECD Transfer Pricing Guidelines at 108. See also SARS ‘Practice Note 7’ at 17. 
172

 SARS ‘Practice Note No 7’ at 17. See also M Prysuski, S Lalapet & H Swaneveld ‘Transfer Pricing 
Method Selection in the United States and Canada’ (2004) 5 Corporate Business Taxation Monthly at 
11. 
173

 Henshell Global Transfer Pricing: Principles and Practice at 27. See also Agrawal Corporate Tax 
Planning at 253. 
174

 RJ Misey Jr ‘A Primer on Transfer Pricing’ (1999) 77(8) Taxes -The Tax Magazine at 44. 

http://www.un.org/esa/ffd/tax/2011_TP/TP_Chapter5_Methods.pdf


 

49 

 

In order to effectively apply this method, appropriate adjustments must be made to 

the data used in calculating the resale price margin in order to ensure that the same 

types of costs are used in each case to arrive at a gross margin; this means that the 

examination of accounting principles followed in different tax jurisdictions becomes 

imperative.175 This may be a recipe for manipulation because accounting principles 

differ in different jurisdictions and it may be very difficult to obtain the required 

information to verify the correctness of the figures declared. This method tends to 

evaluate transactions from a buyer’s perspective whilst ignoring the seller’s because 

it ensures that the buyer receives an arm’s length margin consistent with margins 

earned by similar companies engaged in similar transactions.176 Having determined 

the buyer’s arm’s length margin, all excess profit on the transaction is assigned to 

the seller; for that very reason, the RPM tends to overestimate the transfer price 

because it gives all unallocated profit on the transaction to the manufacturer.177 Once 

again this may negatively influence the transfer price being declared. 

 

The fact that this method depends on the ability to compare cost structures by 

enterprises often leads to undesirable results because cost structures differ from one 

business to another business. In this regard, the risk of overstating or understating 

the transfer price is huge, and transfer prices can be manipulated on the strength of 

the difference on the costs incurred. Because of this, the application of this method 

would therefore bring the fairness and the accuracy of the comparison into 

question.178 The gross profit margin for the distributor is mostly determined in an 

arm’s length manner but nothing is done to ensure that the manufacturer’s profit 

margin is consistent with the margins earned by other manufacturers; this technical 

oversight inadvertently leads to the adjustment being one sided.179 For this reason, 

the application of the resale price method tends to overestimate the transfer price 
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and thereby giving all unallocated profits of the transaction to the upstream 

manufacturer.180  

 

3.5 The Cost Plus Method (CPM) 

The OECD ‘Transfer Pricing Guidelines’ defines the cost plus method as:181
 

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

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

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

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

the above costs may be regarded as an arm’s length price of the original controlled 

transaction. 

The cost plus method is arguably the most popular method of establishing an arm’s 

length price because it can be applied to transactions where there are no 

comparable sales of the commodity to independent third parties.182 This method is 

more appropriate in the case of intermediate or partly finished goods.183 The frequent 

problem with this method is the lack of a standardised formula in determining the cost of 

the goods or services being transferred.184 This method focuses on the seller and 

attempts to set a comparable gross margin between transactions with associates 

and transactions with unconnected third parties.  

 

This method is preferable where two or more companies in the group add significant 

amounts of value to the product, for example by further processing.185 The 

                                                            
180

 PA Ziegler ‘Transfer Pricing: A problem Seeking Solution’ (1989) 6(4) Australian Tax Forum at 464. 
181

 OECD Transfer Pricing Guidelines at 26. See also C Rohde & CP Rossing Transfer Pricing (2011) 
at 21-22; L Riccardi Chinese Tax Law and International Treaties at 87; Heimert & Johnson Guide to 
International Transfer Pricing: Law, Tax Planning and Compliance Strategies at 23. 
182

 Miller & Oats Principles of International Taxation at 219. See also JB Rosenberg, BN McLennan, 
AH Mohamed & AD McInnes ‘Transfer Pricing Comparability: Concepts, Methods and Applications’ 
(2003) Corporate Business & Taxation Monthly at 7. 
183

 Choi & Meek International Accounting at 481. 
184

 SARS ‘Practice Note 7’ at 19. See also Finnerty et al Fundamentals of International Tax Planning 
at 36; X Oberson & HR Hull Switzerland in International Tax Law (2006) at 227. See also Eden 
International Taxation, Transfer Pricing and Multinational Enterprises at 13; Spitz International Tax 
Havens Guide at 285; E Ahmad & NH Stern The Theory and Practice of Tax Reform in Developing 
Countries (1991) at 92, KS Jomo Japan and Malaysian Economic Development: In the Shadow of the 
Rising Sun (1998) at 128. 
185

 Miller & Oats Principles of International Taxation at 219; RW McCalley Marketing Channel 
Management: People, Products, Programs and Markets (1996) at 206; Li & Paisey A International 
Transfer Pricing in Asia Pacific: Perspective on Trade between Australia, New Zealand and China at 

 



 

51 

 

application of this method begins with the comparison of costs incurred by the 

supplier in a controlled transaction with the goods and services transferred or 

rendered to a related purchaser.186 This method seeks to determine if the costs are 

commensurate with the services rendered or goods supplied. Over and above the 

costs incurred, an appropriate mark-up is then added to remunerate the supplier for 

functions performed, assets utilised and risks borne. For the sake of clarity, the 

OECD defines the cost plus mark up as:187 

[a] mark-up that is measured by reference to margins computed after the direct and indirect 

costs incurred by a supplier of property or services in a transaction. 

The mark up is calculated by reference to similar transactions either between the 

associated enterprise and a third party, or between non-related parties. CPM 

determines the arm’s length price by using the costs incurred by the supplier of 

property (or services) in a controlled transaction.188 The cost plus method uses the 

manufacturing and other costs of the related seller for establishing the arm’s length 

price.189 An appropriate cost plus mark-up is added to this cost to make an 

appropriate profit in light of the functions performed and the market conditions. By 

adding the cost plus mark up to the costs, an arm’s length price of the original 

controlled transaction is arrived at.190 A paradigm case for the application of the cost 

plus method is a sale by a taxpayer of goods it has manufactured to a related party, 

with the related party affixing its brand name to the goods and selling them to 

unrelated parties.191 
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This method requires an estimation of an arm’s length consideration by adding an 

appropriate mark-up to the costs incurred by the supplier of goods or services in a 

controlled transaction.192 The mark-up must constitute profit to the supplier.193 This 

method is dependent upon the physical similarities between the goods transacted,194 

which is a direct opposite of the CUP method.195 

3.5.1 Advantages of the Cost Plus Method 

The best way to utilise this method is to look for an uncontrolled transaction entered 

into by the taxpayer with an independent entity, and if this is not achieved, 

comparable dealings by independent enterprises in uncontrolled transactions must 

be considered.196 The determination of the appropriate profit margin can be achieved 

where similar items are purchased and sold in uncontrolled transactions. If no 

uncontrolled sales were made, then a comparison with uncontrolled sellers 

performing the same type of business will have to be undertaken.197 In terms of this 

method, the arm’s length consideration is artificially estimated by adding the mark-up 

to the costs incurred by the taxpayer in a controlled environment. However, this may 
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not be possible in normal business transactions because there may be situations 

where there is no link between the level of costs incurred and the market price.198  

3.5.2 Disadvantages of the Cost Plus Method 

One of the main weaknesses of this method is that there is also no guarantee that all 

independent parties used for comparison purposes will add the mark-up to the costs 

as is required by this method. The cost plus method is also a one-sided method (just 

like the resale price method) which focuses only on the profit mark-up of the seller.199 

Because of this, the cost plus method duplicitously insists that the seller should earn 

only what arm’s length sellers engaging in a similar transaction would have earned in 

an open market.200 The problem with this method is the lack of a standardised 

formula in determining the cost of the goods or services being transferred.201 The 

lack of the standardised formula means that it is easy for MNEs to conceal the true 

cost of the goods or services with the result that the true value of the goods or 

services may be manipulated. Another problem with this method is that it is suitable 

for the sale of semi-finished goods or provision of services which are not the subject-

matter of normal trade. This is problematic for correct determination of transfer prices 

because it is difficult or impossible to get the right prices or comparable prices for 

goods which are not the subject-matter of normal trade. 
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3.6 The Transactional Net Margin Method  

The transactional net margin (TNMM) method is defined as:202 

[a] transactional profit method that examines the net profit margin relative to an appropriate 

base (e.g. cost, sales, assets) that a taxpayer realises from a controlled transaction (or 

transactions that it is appropriate to aggregate. 

Under the TNMM, the taxpayer must establish for itself or a related party commonly 

known as the tested party an arm’s length range of profits on a set of transactions.203 

For the sake of clarity an arm’s length range is defined as:204 

[a] range of figures that are acceptable for establishing whether the conditions of a controlled 

transaction are arm’s length and are derived either from applying the same transfer pricing 

method to multiple comparable data or from applying different transfer pricing methods. 

In terms of this method, the profits must lie within a certain mid-point range in order 

to determine if it meets the arm’s length standard.205 If the tested party’s reported 

profits on the transactions fall within the range, then its transfer prices will be 

considered to be arm’s length.206 If its profits lie outside the required range, the price 

will not be meeting the arm’s length range. The profits of a tested party are 

determined by establishing the ratio of profits of an unrelated person and then 

applying that ratio to calculate the profits of the tested party.207 According to the 

OECD Guidelines, the TNMM examines the net profit margin relative to an 

appropriate base (e.g. costs, sales, assets) that a taxpayer realises from a controlled 
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transaction.208 In transfer pricing parlance these bases are called net profit indicators 

and they refer to:209 

 

[t]he ratio of net profit to an appropriate base (e.g. costs, sales, assets) the transactional net 

margin method relies on a comparison of an appropriate net profit indicator for the controlled 

transaction with the same net profit indicator in comparable uncontrolled transactions. 

 

In this method, the net profit margin of a taxpayer is the object of comparison. The 

profit level or profit potential of the related party is compared to the profit level 

indicators of the comparable independent parties.210 To apply the TNMM 

successfully, the taxpayer must determine a range of profits that unrelated persons 

would be expected to earn from engaging in comparable transactions.211 

3.6.1 Advantages of TNMM 

One of the strengths of the TNMM is that the net profit indicators are less affected by 

transactional differences if compared to the CUP method, and it can therefore offer 

solutions for highly integrated operations for which a one-sided method would not be 

appropriate.212  

3.6.2 Disadvantages of TNMM 

The net margin can be affected by factors that either do not have an effect, or have a 

less substantial effect on the price or gross margin, and due to this, the 
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determination of an arm’s length net margin may be difficult to achieve.213 Some of 

the notable factors that may affect the net margin are the fluctuations in the demand 

for the products. Availability of reliable information is also an important factor 

affecting the net margin. Information relating to uncontrolled transactions is also 

difficult to obtain which may make it arduous for taxpayers to apply the TNMM 

correctly in the case of controlled transactions.214 The risk of overburdening the 

taxpayer with disproportionately high costs in obtaining relevant documentation or in 

an exhaustive search for comparable data that may not exist is a big disadvantage. 

In order to mitigate this cost, taxpayers may manipulate transfer prices by reducing a 

portion of their income with the proportionate amount commensurate with the cost of 

documentation.  

There may also be difficulties in determining an appropriate corresponding 

adjustment when applying the TNMM, particularly where it is not possible to work 

back to a transfer price.215 For the sake of clarity, the concept corresponding 

adjustment is defined as:216 

 

[a]n adjustment to the tax liability of the associated enterprise in a second tax jurisdiction 

made by the tax administration of that jurisdiction, corresponding to a primary adjustment 

made by the tax administration in a first tax jurisdiction, so that the allocation of profits by the 

two jurisdictions is consistent. 

 

The taxpayer might have difficulty in making an appropriate corresponding 

adjustment, especially when dealing with associated enterprise on both the buying 

                                                            
213

 Singh Transfer Pricing and Regulations for India Approvals and Alternatives at 63. 
214

 Miller & Lermer ‘Practical Application of Transactional Profit Methods’ (2000) International Transfer 
Pricing Journal at 195. 
215

 Wittendorf Transfer Pricing and the Arm’s Length Principle in International Tax Law at 739. 
216

 OECD Transfer Pricing Guidelines at 25. There are two principal types of transfer pricing 
adjustments. The primary adjustment occurs when the value of a transaction is amended before the 
fiscal year ends. The OECD ‘Transfer Pricing Guidelines’ at 25 categorises a primary adjustment as 
‘an adjustment that a tax administration in a first jurisdiction makes to a company’s taxable profits as a 
result of applying the arm’s length principle to transactions involving an associated enterprise in a 
second tax jurisdiction’. This is the very first adjustment made by tax authorities and represents the 
difference between the transaction value as set by the taxpayer and the transaction value as set by 
the tax authorities. A secondary adjustment can only occur as a consequence of a primary 
adjustment. The primary adjustment results not only a direct difference in taxable income (the 
adjustment itself), but also an entirely new situation in economic terms. A secondary adjustment thus 
aims to fix the economic reality back to what would have been true should the firms have transacted 
within arm’s length. Secondary adjustments make use of the concept of ‘notional transactions’ to 
restore the intended balance in the transactions, most commonly through notional interest or loans. 



 

57 

 

and the selling sides of the controlled transaction. This difficulty may be as a result of 

transfer mispricing and or the under-invoicing of the goods and services. 

 

The TNMM does not consider the effects of the determined price on the comparable 

transaction.217 The calculations in the application of this method are significantly 

affected by operating expenses and operating expenses fluctuate depending on the 

business circumstances and may be easily manipulated.218 This renders the TNMM 

less reliable in comparison to other transfer pricing methods. The lack of stringency 

in determining operating expenses may lead to transfer pricing manipulation 

because prices between connected persons may be affected by their relationship. In 

order to overcome this weakness and maximise the reliability of this method, the 

MNE member and the comparable independent, unrelated party must ideally be 

structurally similar. This is a stringent requirement because in practice companies 

are structured differently and uniquely. For this very reason, the comparison with 

controlled MNE member will be distorted and will result in very unreliable analysis at 

the gross margin level which will eventually affect the profit which must be 

transferred. 

3.7 The Profit Split Method 

This method is defined by the OECD Guidelines as:219 

[a] transactional profit method that identifies the combined profit to be split for the associated 

enterprises from a controlled transaction (or controlled transactions that is appropriate to 

aggregate under the principles of chapter III) and then split those profits between the 

associated enterprises based upon an economically valid basis that approximates the division 

of profits that would have been anticipated and reflected in an agreement made at arm’s 

length. 

The profit split method is usually applied in situations where the transactions are so 

interrelated that they cannot be evaluated separately.220 This method provides that 

the combined profit must be split between connected persons based on an 
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economically valid basis that approximates the division of profits that would have 

been anticipated and reflected in an agreement made at arm’s length.221 Under this 

method, the worldwide taxable income of related parties engaging in a common line 

of business is determined.222 The distinctive feature of this method is that it applies 

to aggregate profits from a series of transactions and not to individual 

transactions.223 After the income has been determined, it is then allocated or divided 

among the related parties in proportion to the degree or extent to which they have 

earned the income.224  

 

Through this method, the net profit of each of the associated enterprises is combined 

and divided according to the relative economic value that each enterprise has 

contributed to that transaction; the contribution analysis is used to arrive at that 

decision.225 In terms of the profit split method, the arm’s length price is achieved 

through a division of the consolidated profits of the associated enterprises.226 The 

profit split method is actually divided into specific categories which are the 

comparable profit split method and the residual split method.227 The comparable split 

method depends on the profit of comparable transactions between two unrelated 

enterprises. The purpose of the comparable split method is to divide operating profits 

                                                            
221

 Miller & Lermer Practical Application of Transactional Profit Methods at 194. It is important to note 
that the profit split method is not confused with the global formulary apportionment method discussed 
in paragraph 3.7 of this chapter. The differentiation is important because when applying the profit split 
method, the division of profits arising from the controlled transactions between associated enterprises 
is based on a scientific analysis while in the case of global formulary methods, the division of profit is 
based on a pre-determined formula. 
222

 Arnold & McIntyre International Tax Primer at 64. 
223

 Arnold & McIntyre International Tax Primer at 65; A Martel & W Klibi Designing Value-Creating 
Supply Chain Networks (2016) at 350. 
224

 V Chand & S Wagh ‘The Profit Split Method: Status Quo and Outlook in Light of the BEPS Action 
Plan’ (2014) International Transfer Pricing Journal at 403. 
225

 OECD Transfer Pricing Guidelines at  136-137 provides that under a contribution analysis, the total 
profit arising from a controlled transaction is divided among the associated enterprises based upon a 
reasonable approximation of profit division that independent enterprises would have expected to 
realise from engaging in comparable transactions. If comparables do not exist, the contribution 
analysis should be based on a detailed analysis of functions performed, assets used and risks 
assumed.  
226

 S Pantelidaki, P Opara & A Hickman ‘CUPs and Profit Split: When and How to Use’ (2011) 
International Transfer Pricing Journal at 3. 
227

 E King Transfer Pricing and Corporate Taxation (2009) at 29. See also RL Doernberg International 
Taxation (1999) at 262. 



 

59 

 

among controlled taxpayers into amounts similar to those arising from uncontrolled 

transactions.228  

 

The second profit split method is the residual profit method, under this method the 

combined operating profit or loss from the relevant business activity is allocated 

between controlled taxpayers in a two-step process. First, the operating income is 

allocated to each participant in a manner that will yield a market return to the 

participant for routine contribution to the business activity. Secondly, residual profit 

that is attributable to the controlled group’s valuable intangible property is 

apportioned.229 A process called residual analysis is used to achieve the objective of 

this method. The residual analysis is defined as:230 

 

[a]n analysis used in the profit split method which divides the combined profit from the 

controlled transactions under examination in two stages. In the first stage, each participant is 

allocated sufficient profit to provide it with a basic return appropriate for the type of 

transactions in which it is engaged. Ordinarily this basic return would be determined by 

reference to the market returns achieved for similar types of transactions by independent 

enterprises. Thus, the basic return would generally not account for the return that is 

generated by any unique and valuable assets possessed by the participants in the second 

stage, any residual profit (or loss) remaining after the first stage would be allocated among 

the parties based on an analysis of facts and circumstances that might indicate how this 

residual would have been divided between independent enterprises. 

 

The residual analysis is achieved by identifying all the basic functions of the group 

such as manufacturing, distribution, service provision and allocating a return to them 

using a formula.231 Once this exercise has been carried out, some residual non-basic 

contribution will be found to remain along with profit or loss that must be split 

between the parties taking into account their relative contribution to the group.232 A 
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comparison with independent parties is also taken to ensure the arm’s length basis 

of the transaction. This method is used when none of the traditional methods can be 

applied.233 The method produces good results if a group of affiliated companies has 

more than one product line where the method can be applied to each product line 

separately.234 

3.7.1 Advantages of the Profit Split Method 

The profit split method places less reliance on comparability with third-party 

transactions. This method can still be applied adequately even if comparable 

transactions cannot be found.235 This method offers flexibility by taking into account 

unique facts and circumstances of the associated enterprises that are not present in 

the independent enterprises. This method provides a two-sided approach to 

achieving a division of the profits that takes into account the economic 

circumstances of the taxpayer. In this way, both parties to the arrangements are 

examined and profit is unlikely to be allocated in such a way as to leave one or other 

in an extreme or improbable profit position.236 

3.7.2 Disadvantages of the Profit Split Method 

One of the fundamental weaknesses of this method is the division of profits where 

transactions are not separated. The setting of transfer prices must be based on a 

specific transaction because no two transactions are exactly the same. Even if the 

transactions are similar, each transaction must be separately considered for tax 

purposes. The transfer price of each transaction must be set individually to reflect 

the facts and circumstances of that particular transaction. It is difficult to know how 
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and which factors were taken into account when transactions have not been 

separated. The failure to separate the transactions has a negative bearing on the 

division of profits. In order to arrive at a quantum, all cost factors of each transaction 

must be taken into account; otherwise, the risk of transfer pricing manipulation is 

huge because there is no accountability for an individual transaction. It is very 

important that profits are properly accounted for in order to have certainty that 

correct tax has been paid on the income. The division of profits where transactions 

are not separated is artificial and inconsistent with normal business practices and is 

therefore not a suitable yardstick to determine an arm’s length price.  

 

The method strongly relies on worldwide group data which is always difficult to 

obtain.237 This is problematic because economic, geographical social and political 

circumstances of enterprises may be different and may not be compatible with the 

circumstances of the comparable tax jurisdiction where the method is being applied. 

Both the taxpayer and the tax authority may have difficulty in accessing information 

from foreign affiliates.238 Because of this shortcoming, the risk of manipulation is 

huge if transfer prices are going to be set based on inadequate information which 

cannot be verified or compared. 

 

Certainty is required that revenue and costs have been consistently reported by all 

parties to the arrangement. This might mean that special efforts might have to be 

made by the parties to re-state their books or modify their internal accounting 

systems appropriately. Closely related to the previous weakness is the fact that it 

may be difficult to measure combined revenue and costs for all the associated 

enterprises participating in the controlled transactions as this would require 

maintaining books and records on a common basis and making adjustments in 

accounting practices and currency conversions.239 The difficulty in measuring 
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revenue and costs may lead to incorrect payment of tax which may result in the 

shifting of income which has not been properly accounted for. 

3.8 Conclusion 

The transfer pricing practice is heavily reliant on the transfer pricing methods. At face 

value, the OECD transfer pricing methods may appear to be beguilingly simple and 

practical to apply, but it does not take long to recognise that each method can be 

hard to apply in practice due to the complex criteria associated with each method 

and the different comparability factors that need to be considered when applying a 

particular method. This problem proves that reliance on the OECD transfer pricing 

methods without adapting the methods to the South African or country-specific 

situation may not yield better results in dealing with transfer pricing manipulation. 

This means that the law must further be amended to provide guidelines on how each 

and every method can be applied together with the types of transactions that can be 

applicable in a specific method.  

Considering the relative advantages and disadvantages of both the arm’s length 

principle and the formulary apportionment concept, it may be argued that these 

approaches may not be considered as direct opposites of each other as they strive 

towards a correct and equitable reflection of prices between related parties. For this 

reason, it is therefore proposed that considering the modern competitive 

environment, a combination of both methods would be more appropriate. In any 

case, the OECD has not ruled out the possibility of ever adopting the formulary 

apportionment. In one of its reports which were concerned with the taxation of profits 

generated by e-commerce, the OECD is open to the idea of replacing the use of the 

source and residence principles for allocating taxing rights with a system of formulary 

apportionment.240 Because of its similarity with the profit split method, it may not be 

too difficult to adopt it as an alternative method despite its shortcomings. Transfer 
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pricing manipulation is a big problem which cannot be eradicated by relying only on 

the arm’s length principle. It is for this reason that s 31 should be amended to include 

alternative methods like the GFA in instances where the OECD transfer pricing 

methods cannot yield the desired results. 
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CHAPTER 4  

MNES’ REASONS FOR TRANSFER PRICING 

 

4.1  Introduction 

This chapter briefly analyses some of the reasons that motivate MNEs to engage in 

transfer pricing. It has already been mentioned in Chapter 1 that transfer pricing is 

not illegal and that it only becomes illegal when it is used to derive tax benefits in an 

abusive or illegal way. It was further mentioned in Chapter 2 that transfer pricing is a 

form of a tax avoidance scheme which can benefit the MNE without criminal 

repercussions if it is used within the confines of the law. These conclusions lend 

credence to the fact that transfer pricing is a legitimate business practice, not a 

measure that is primarily used to defraud tax administrations of their tax revenue. It 

is against this background that some of the reasons for transfer pricing are briefly 

discussed here. This chapter also seeks to emphasise that transfer pricing without 

any manipulation is acceptable. The strategic objectives of international transfer 

pricing fall into three areas, which are: taxation related objectives, internal 

management orientated objectives and operational objectives.241  

 

There are many reasons for MNEs to engage in transfer pricing but only six relevant 

reasons will be discussed for the purposes of this research. While transfer pricing 

policies help corporations to avoid double taxation and maximise profits, they also 

help tax administrations to receive a fair share of the tax base of multinational 

enterprises. The abuse of transfer pricing rules whether real or perceived is a 

constant problem facing many tax administrations. There is a constant suspicion that 

the aim of transfer pricing is to manipulate transfer pricing rules in order to illegally 

repatriate profits in a tax-free form to tax havens. This means that despite the good 
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intentions for using transfer pricing, MNEs are suspected of nefarious reasons for 

engaging in transfer pricing.242  

 

4.2 Transfer Pricing as a Neutral Concept 

Despite the suspicion raised above, transfer pricing policies are not only designed to 

illegitimately minimise the payment of tax, there are other compelling and legitimate 

business reasons for transfer pricing.243 Cross-border transactions in relation to 

transfer pricing do not always signify the existence of impermissible avoidance of tax 

or evasion. Even the OECD Transfer Pricing Guidelines proclaim that tax 

administrations must not automatically assume that MNEs set up transfer pricing 

policies for the purpose of manipulating their profits as there are genuine business 

reasons for doing so.244  

 

MNEs use transfer pricing to maximise their global profits by managing overseas 

production and marketing policies in a world market characterised by different 

international tax rates, foreign exchange rates, government regulations,245 currency 

manipulation and other economic related problems.246 These problems create 

challenges for MNEs within a regular market environment; it is for this reason that 

MNEs create their own internal strategies such as transfer pricing to deal with some 

of these problems.247 Furthermore, transfer pricing exists due to cost-benefit reasons 

for doing business between related parties, globalisation and competitive reasons.248 
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Lastly, transfer pricing is a neutral business imperative which is aimed at motivation 

and performance evaluation of foreign managers, alleviation of foreign exchange 

risks and ensuring competitiveness in foreign markets.249  

 

4.3  Reasons for Transfer Pricing 

In order to achieve their corporate goals, MNEs design transfer pricing policies as a 

business imperative not as a measure to derive unwarranted tax benefits. There are 

many reasons for MNEs to engage in transfer pricing but only six will be briefly 

discussed for the purposes of this research. The following factors are discussed as 

the reasons for the MNEs to engage in transfer pricing practice:  

4.3.1 Reduction of Income Tax Liability 

Transfer pricing is an effective tool for MNEs to achieve maximum corporate-wide 

profit through allocation of income-generating resources. Transfer prices are very 

important for tax purposes because they directly affect the allocation of profits and 

losses to related business enterprises.250 Most countries impose some form of direct 

tax on the profits of enterprises resident within their tax jurisdiction.251 Profit 

maximisation is the main object for many businesses. In the quest to maximise the 

profit, tax is one of the liabilities that businesses want to avoid or mitigate. 

Permissible transfer pricing becomes one of the most effective ways which can be 

used to reduce the global income tax liability of an MNE group.252 While transfer 

pricing may maximise profits for MNEs, this may have far-reaching negative 
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implications for the tax revenue where MNEs operate if the maximisation is achieved 

through transfer pricing manipulation.253 As already mentioned, international transfer 

pricing policies are designed to maximise the after-tax profitability of the global MNE. 

Whilst achieving this objective MNEs should ensure that the setting of transfer prices 

complies with the regulations of the tax authorities.  

Tax reduction through transfer pricing must be within the bounds of the arm’s length 

principle. Global tax liabilities can be reduced by setting up manufacturing operations 

in a low-tax jurisdiction and sell back the finished products to the mother company 

for selling in the home market. In this way, the foreign affiliate will generate 

substantial profits that are taxed at a low rate. This is taking advantage of the low tax 

rates without transgressing any law. This is permissible tax avoidance as discussed 

in chapter two above. MNEs applying this tactic must, however, ensure that the 

pricing of the transaction between the foreign affiliate and the mother company is 

within the arm’s length. 

4.3.2 Alleviate Effects of Differences in Tax Rates between Countries 

The levying of tax is inter alia enabled by tax rates. Where the effective tax rates of 

the countries involved in the setting of transfer prices differ significantly, multinational 

enterprise groups are inclined to allocate their profits in the tax jurisdiction with low 

tax rates thereby reducing the group’s worldwide tax liability. Tax rate differentials 

are quite common in the world, for that reason, various countries have different 

factors to consider when promulgating tax rates in their pieces of national tax 

legislation.254 Transfer pricing can be used to circumvent the effects of tax rate 

differentials as long as the circumvention is done within the parameters of the law. 

High tax rates may also be closely connected to rigid rules limiting the repatriation of 

profits from the countries where subsidiaries are located. A factor which is closely 

related to the effects of tax differentials is double taxation in cross-border 

transactions. The apprehension of double taxation may induce MNEs to engage in 
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transfer pricing.255 This usually happens where corporate taxes paid by a non-

resident affiliate or subsidiary to the host country on profits earned are deducted 

from the tax payable in the parent country when the profits are remitted. The tax paid 

to the host country counts as foreign tax credits against taxable profits in the parent 

country.  

Generally, tax treaties are used to eliminate juridical cross-border or international 

double taxation. However, in some instances, the tax treaties may also eliminate or 

reduce the international economic double taxation by requesting tax administrations 

to provide a reduced withholding tax rate on inter-company cross-border dividends. 

Within the transfer pricing context, the tax administration may be requested to 

provide the obligatory corresponding adjustment, in this way transfer pricing is used 

positively to prevent double taxation.256  

4.3.3 Minimising Exchange Rate Risk 

The participation in international trade is associated with the risk of foreign exchange 

fluctuations. High fluctuations in foreign exchange rates may cause loss of profit. 

International transfer prices may be used to reduce an MNE’s foreign exchange risk 

which results from volatile movements in the foreign exchange rates.257 To mitigate 

the negative effects of exchange rate risks, transfer prices can be set in such a way 

that they absorb any volatility resulting from the exchange risks. In some instances, 

profits can be protected by means of forward exchange contracts; this is a contract 

concluded between an importer and a bank where the rate of exchange for customs 

value purposes is fixed at a specified rate.258 Over the years transfer pricing has 

been one of the effective ways to minimise foreign exchange losses from currency 

fluctuations. Transfer pricing can also be used to mitigate losses from one country to 
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another under the floating exchange rates systems.259 This can be done by 

determining what currency is to be used for payment and also by verifying whether 

the buying or selling subsidiary has the foreign exchange risk.260 When this is done 

the transfer price for foreign activities will have an impact on the exposure of the 

foreign subsidiary.261 The net effect is that funds to the weak currency countries are 

moved through the use of transfer pricing.262  

 

In order to effectively take advantage of volatile exchange rates, currency hedging 

techniques (leading or lagging) are applied to allow MNEs to avoid exchange risks 

and extract more funds out of a weak currency for conversion into a strong 

currency.263 Generally, assets in weak currencies countries are moved through the 

use of international transfer pricing adjustments by taking advantage of expected 

movements in the volatile exchange rate.264 This allows the MNE to charge high 

transfer prices when the currency is expected to decline, by doing so the MNE 

maintains the gross profit margins in terms of the strong currency even though the 

weak currency’s gross profit margin may have increased.265 MNEs may reduce 

transfer prices to overcome foreign exchange controls through low transfer-in prices 

and by doing so they will reduce the local subsidiary’s expenditure of foreign 

exchange when importing goods.266 it must be mentioned that foreign exchange 
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tampering may negatively affect the foreign exchange situation which in turn may 

trigger the government to impose restrictions on imports.267 It must however be 

mentioned that exchange control regulations have eased since the introduction of 

transfer pricing in South Africa. 

 

4.3.4 Cash Flow Management in Foreign Countries 

High operational risks in the host country may cause MNEs to seek early return on 

their investments through transfer pricing.268 Political uncertainty like the threat of 

expropriation and nationalisation are some of the reasons that may cause the MNEs 

to transfer their income to places which they consider to be investor friendly and 

stable politically. In most cases, expropriation and nationalisation are coupled with 

restrictions on the repatriation of profits or funds. To reduce capital outflow and 

improve the balance of payment; many developing countries introduce measures to 

restrict MNEs in the repatriation of profits, royalties and management fees by 

imposing high taxes on these remittances.269  

   

In view of these reasons, MNEs may control their cash flow in foreign countries 

through the use of transfer pricing techniques. Within the transfer pricing context, 

cash flow can be achieved by setting high transfer prices on goods and services 

transferred to foreign subsidiaries by another subsidiary within the same MNE group; 

this will then enable the withdrawal of funds from another country. Where there is 

expropriation and nationalisation, charging high transfer prices is mostly the only way 

to shift income and profit out of the country. It was once remarked by an officer of a 

large MNE that:270 
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[i]f I cannot get dividends out and my royalty fee is fixed and I want to remit more money, then 

I do this on an uplift of my transfer prices.  

In this regard, transfer pricing is used to legally safeguard their income and assets by 

raising transfer prices between subsidiaries in order to ensure cash flow within the 

MNE group.271  

4.3.5 Transfer of Intra-Group Services 

Transfer of intra-group services is a very wide concept which may be a subject of 

research on its own. It will not be justifiable to discuss this concept in one paragraph 

here. The concept is briefly discussed here to highlight the role of the transfer price 

system in the transference of services within an MNE group. One of the major 

reasons for transfer pricing policies is to ensure the transference of services among 

members of the MNE group. An intra-group service is a business activity undertaken 

within the MNE group (e.g. administrative, technical and commercial) which an 

independent enterprise would have been willing to pay or perform for itself.272 Intra-

group services are broadly divided into four main categories, and they are:  

 

(i) Commercial services which include sales, marketing sourcing, and other 

relevant services.  

(ii) Technical services which include research and development, technical 

support, engineering, and such related services. 

(iii)  Financial services which include treasury functions, hedging, and 

factoring.  

(iv) Management services which include human resources services, legal, 

accounting, and other support back office services.273  

 

There are various fees or charges imposed among members of the MNE group for 

various services rendered. Some of the prevalent services relate to payment of 
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dividends, royalty payments, interest on loans, and management services.274 

Transfer prices play an important role in ensuring the payment of the services 

mentioned above. 

  

Management fees merit a brief discussion due to the prevalence of these fees within 

many MNEs’ transfer pricing practices. Management services are generally 

classified into three categories: custodial or stewardship charges,275 charges for 

specific identifiable services to a particular taxpayer, and charges reflecting an 

allocation of group expenses.276 In terms of the arm’s length principle, when a 

member of the group performs an activity for one or more members of the group, 

such activity is regarded as a service rendered which must be compensated 

provided such an activity enhances the commercial or economic status of the 

member of the group to whom it has been rendered.277 This means that the service 

must be one that an independent enterprise would have required and would have 

given a similar consideration (price) for it.278 In other words, the activity must be 

chargeable under the arm’s length principle. If the activity is not the one which the 

independent would have required, paid for or performed for it, then the activity 

should not ordinarily be considered to be chargeable under the arm’s length principle 

and tax authorities may be justified in categorising such a transaction as tax evasion 

scheme.279  

Transference of services within the group is not a problem as long as the 

transference is at arm’s length. There are two requirements which must be met for 
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intra-group services to be considered as arm’s length.280 The first requirement is that 

the intra-group chargeable services must have been rendered and must have a 

beneficial effect to its receiver.281 If there is no benefit, it means that the setting of the 

price may point to a ploy to manipulate the transaction in order to avoid the payment 

of applicable taxes. The second requirement is how to determine an arm’s length 

consideration for the service rendered in relation to the degree of the benefit which 

has been received. The price must be commensurate with the service being 

rendered. If the price and the service are disproportionate to each other, that may be 

an indication that the transaction does not accord with normal business 

considerations and may not meet the arm’s length standard. 

 

A controversial tax hurdle in relation to the two requirements is the difficulty in 

determining the deductibility of the charges when computing the taxpayer’s 

income.282 Charges for specific identifiable services to a member of the MNE group 

are not difficult to determine, provided such service would have been rendered had 

the transaction occurred between independent enterprises dealing at arm’s length.283  

The problem of deductibility may also manifest itself in relation to duplication of 

services. Problems arise where there is a duplication of services; the pivotal question 

is whether or not a taxpayer is in the business of providing the service for which a 

charge is being made. If this question can be answered in the affirmative, then the 

duplication of services cannot be ascribed to transfer pricing manipulation. There are 

legitimate instances where duplication of services is acceptable. One of the 

exceptions may be where the duplication of services is only temporary; for example, 

where an MNE group is reorganising to centralise its management functions. 

Another exception would be where the duplication is undertaken to reduce the risk of 

a wrong business decision (e.g. by getting a second legal opinion on a query).284 All 
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in all the brief discussion above clearly demonstrate that transfer pricing is an 

important vehicle for the transference of services between members of the MNE 

group. 

 

4.3.6 Transfer Pricing as a Performance Monitoring Tool 

One of the economic reasons for charging transfer prices for intra‐group trade is to 

be able to measure the performance of the individual entities in a multinational 

enterprise group.285 Transfer pricing is also used to encourage competition among 

members of the MNE group in order to meet the strategic objectives of the 

enterprise.286 Transfer pricing systems are used to motivate the performance of 

foreign subsidiary managers by comparing profits transferred to the parent 

company.287 The individual entities within a multinational company group are 

separate profit centres and transfer prices are used to determine the profitability of 

each entity by comparing their individual profits based on the risks assumed and 

allocated resources. It is a worldwide view that the individualisation of the entities 

brings about competition which stimulates performance.288 Transfer pricing figures 

are to be used to monitor the contribution made by individual entities to ensure that 

MNE members meet the required financial targets.289 The effect of using transfer 

pricing as a motivator for foreign manager’s performance is that it can have a 

positive impact on the profits of the MNE group as a whole. The profits of individual 

members of the group are shared in the group to draw lessons from top performers.  
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4.4  Conclusion 

The discussion of the corporate reasons for transfer pricing above also supports the 

view that there is no impediment in reducing one’s tax liability as long as it is done 

within the parameters of the law. This view supports the conclusion reached in 

chapter two that tax liability may be reduced within the ambit of permissible tax 

avoidance strategies. It has also been mentioned here that these legitimate business 

reasons may be manipulated to derive unwarranted tax benefits. In the event where 

these reasons are circumvented for nefarious reasons, there are measures which 

can be put in place to correct the situation. These measures include inter alia, the 

strengthening of currency conversion measures, enactment of clear rules in the 

transfer of intra-group services, relaxation of exchange control regulations, 

encourage more information sharing among nations of the world to deal with issues 

like tax differentials and related matters. The measures herein are a subject of 

further research and will therefore not form part of the recommendations of this 

research as it is geared towards the analysis of section 31. When dealing with the 

circumvention of legitimate transfer pricing reasons within the transfer pricing 

context, it must be stressed that an effective transfer pricing regime should be able 

to target only manipulative transfer pricing practices and allow the legitimate practice 

of transfer pricing. Any intended amendment to the transfer pricing legislation to cure 

any inadequacies (as discussed elsewhere in this text) must not overreach its limit 

as that may create problems that it intends to solve in the first place. 
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CHAPTER 5 

GENERAL CHALLENGES CONTRIBUTING TO TRANSFER PRICING 

MANIPULATION 

 

5.1  Introduction  

This chapter must be seen in the context of the previous chapters where different 

issues that contribute to the transfer pricing manipulation problem have been 

identified. In each instance, different issues are discussed to highlight how they 

contribute to the transfer pricing manipulation problem. It is therefore important to 

link this chapter with the issues discussed in those chapters. For instance, it was 

concluded in Chapter 2 that one of the main contributors of transfer pricing 

manipulation is the weakness of the arm’s length principle. Chapter 3 has seen 

problems associated with the application of transfer pricing methods and the lack of 

express endorsement of those methods within section 31. It was also found in 

Chapter 4 which deals with the business reasons for transfer pricing that legitimate 

business reasons can be circumvented to manipulate transfer prices. All these 

problems can be linked to the inherent problems associated with transfer pricing 

discussed in this chapter. 

 

This chapter highlights some of the inherent problems that make it difficult to apply 

transfer pricing legislation. It is important to note that although most of the problems 

encountered in this chapter are not necessarily due to the structural weaknesses of 

the transfer pricing legislation (section 31), they nevertheless make it difficult or 

impossible to apply or comply (as the case may be) with section 31 as envisaged by 

the legislature. Transfer pricing issues pose a number of challenges for all tax 

administrations. The challenges are often the breeding ground for the transfer pricing 

manipulation problem as it will be seen in this analysis. The non-exhaustive 

challenges contributing to transfer pricing manipulation include: lack of comparable 

data and or transactions, use of secret data, lack of convergence between transfer 

pricing and customs valuation, inadequate e-commerce legislation to deal with tax 
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abuse, document requirements challenges and administrative challenges. These 

challenges are discussed in the following paragraphs. The analysis of some of the 

above problems will not be complete without discussing relevant OECD BEPS Action 

plans on certain issues. In 2013 the OECD introduced the base erosion and profit 

shifting (BEPS) Action Plans. The OECD’s Action Plan on BEPS was published in 

July 2013 with a view to address perceived flaws in international tax rules. The 40-

page Action Plan, which was negotiated and drafted with the active participation of 

its member states, contained 15 separate action points, some of which were further 

split into specific actions or outputs. The Plan was focused on addressing these 

issues in a coordinated, comprehensive manner, and was endorsed by the G20 

leaders and finance ministers at their summit in St. Petersburg in September 2013.  

 

5.2 Lack of Comparable Transactions 

As already mentioned revenue authorities (SARS included) and taxpayers 

experience difficulties in obtaining sufficient and relevant information about 

comparable transactions in order to apply the comparative analysis. There are many 

other reasons for the lack of comparable information but only a few are mentioned 

here for the purposes of this research. Some of those causes are the integration of 

corporations into homogeneous groups, the secrecy surrounding transfer pricing, 

competition among comparable enterprises, the cost of obtaining and maintaining 

the information and an increase in mergers and acquisitions which restricts sharing 

of information outside the merged entity.290 In the main, the lack of comparable 

transactions has been described as one of the weaknesses of the arm’s length 

principle.  

 

It is estimated that more than two-thirds of the world trade is conducted between 

related or connected parties.291 It is therefore not surprising that information is kept 
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within the inner circles of related persons beyond the reach of tax authorities. In most 

international transactions there is a lack of reliable data to conduct watertight transfer 

pricing comparisons.292 The other major problem is that independent parties seldom 

undertake transactions of the type that are entered into by associated enterprises, 

this then makes the comparison questionable or difficult due to the lack of 

comparable transactions that are applicable to both related and independent 

enterprises.293 Lack of adequate data is compounded by the fact that information on 

the databanks is not instructive enough to guarantee a thorough and reliable 

comparative analysis between controlled and uncontrolled transactions.294  

 

Another problem which is closely connected to the lack of adequate comparable data 

is the fact that some transactions are inherently unique and as such cannot be 

subjected to a comparable analysis.295 On one hand, associated enterprises do from 

time to time engage in unique transactions (for purposes other than tax avoidance) 

that independent enterprises would not undertake, for instance, intra-company 

transactions such as management services, asset or financial services.296 On the 

other hand, independent enterprises do also undertake transactions of a particular 

type that may not necessarily be undertaken by associated enterprises. This 
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dichotomy means that any information produced on either side cannot aid in the 

comparative analysis because the transactions are completely unique and different.  

Sometimes independent enterprises which can be used for comparisons do not 

exist. As already mentioned, the transactions between connected persons are so 

unique that the information at their disposal becomes irrelevant for comparison 

purposes. Furthermore, the OECD points out that the information that is accessible 

may be incomplete or difficult to interpret, a factor which may render comparison a 

futile exercise.297 Trade secrets and competition among companies also restrain free 

sharing of information for fear of exposing competitive strategies by competing 

enterprises.298 Connected and unconnected persons may operate in different 

geographical locations with different economic climates, which may make 

comparison difficult or irrelevant.299 This is a real threat to legitimate transfer pricing 

because if taxpayers are aware that the tax authority cannot access certain 

information, it then makes it easy for them to manipulate the transfer prices. The cost 

of contemporaneous and regular updating of transfer pricing documentation also 

adds to the problem.  

 

Regular or annual updating of documents can be very costly for the taxpayers.300 

Both the taxpayer and the tax administration often have difficulty in obtaining 

adequate data or information to apply the arm’s length principle. The difficulty is 

caused by the fact that the arm’s length principle requires the tax administration and 

the taxpayer to compare uncontrolled transactions and controlled transactions, this 

exercise demands a substantial amount of data which is not available.301 This 
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problem is fuelled by the fact that comparability is evaluated by taking into account 

different factors which may affect the controlled and uncontrolled transactions 

differently which in turn will not produce desired results due to the implications of the 

different factors.302 It is impractical to legislate for or against the lack of comparable 

data; however, rules to section 31 of the Income Tax Act can be promulgated to 

indicate primary transfer pricing documentation which is required for transfer pricing 

purposes.303 This will cut costs and allow SARS to ask for additional or supporting 

documentation where the information in the primary documentation does not yield 

the required results. It is important to note that where there is no information, 

comparison and detection of transfer pricing manipulation becomes impossible. 

 

5.3  Use of Secret Comparables  

Secret comparable is a term used in the transfer pricing context. It means a 

comparable transaction whose data is not disclosed to the public or the taxpayer but 

known only to the tax authority which is making the transfer pricing adjustment.304 In 

addition to the lack of adequate comparable data, the uncertainty in the use of secret 

comparables is another major challenge facing tax administrations and taxpayers 

alike. The OECD transfer pricing guidelines recommend that tax administrations 

should not use secret comparables when making transfer pricing adjustments. The 

rationale is that it is unfair to a taxpayer because they are not privy to the information 

which may adversely affect them and as such cannot adequately defend themselves 

against a decision taken on the basis of that information.305 This notion is also 
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supported by the OECD guidelines which provide that a tax administration may apply 

a transfer pricing method on the basis of such data if:306 

 

[t]he tax administration was able, within the limits of its domestic confidentiality requirements, 

to disclose such data to the taxpayer so that there would be an adequate opportunity for the 

taxpayer to defend its own position and to safeguard effective judicial control by the courts. 

There is no uniformity among tax jurisdictions on the application of the guidelines 

regarding the use of secret comparables. The problem is due to the fact that the 

OECD guidelines are not binding to member countries and that not all tax 

jurisdictions are members of the OECD. The use of secret comparables is rife 

among OECD member countries. A survey of practitioners from 26 countries found 

that certain jurisdictions which include Argentina, Australia, Canada, China, 

Germany, India, Italy, Mexico, France and Switzerland use secret comparables to 

varying degrees against the directive of the OECD transfer pricing guidelines.307 For 

instance, in the case of Nestle Enterprises v Minister of Economy and Finances 

(case no 12PA00469),308 the court ruled in favour of Nestle in relation to the use of 

secret comparables in terms of Article 57 of the French Tax Code. This Article 

provides that the French tax authorities are allowed to use secret comparables when 

conducting transfer pricing audits against a taxpayer. In this case, the French tax 

authorities secretly used comparable cash pooling operations of three major groups 

listed on the French Stock Exchange. On appeal, the court ruled that the tax 

authorities failed to use a valid comparable structure due to the fact that the three 

major groups were selected without any indication of the company names, terms and 

conditions of the cash pool agreements. The court also held that the French tax 

authorities failed to show if the guarantee of the selected comparables is comparable 

to Nestle Enterprises. Therefore, the court of appeal considered that secret 

comparables cannot be used as per Article 57. 
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The problem with secret information is that in most cases it cannot be verified 

through comparative independent information in the same circumstances and if it 

cannot be verified, then it can be manipulated very easily. The use of secret 

comparables is also against the rules of natural justice of audi alteram partem since 

it is used without giving them a hearing and must therefore be avoided especially in 

a constitutional democracy like South Africa. To counteract this problem, a well-

documented comparability criterion must be adopted in order to make the 

comparability standard transparent and uniform to avoid credibility issues when 

challenged. This will in turn ensure that results are not considered to be arbitrary or 

unfair since the reasons for adjustment or rejection of the transfer price (if any) of 

each potential comparable are provided. There are no indications that South Africa is 

currently using secret comparables, however, ‘prevention is better than cure’ as 

such, an express prohibition will go a long way in ensuring certainty around this 

issue. To this end, section 31 may be amended to regulate comparability procedures 

which may also include the collection and application of comparable data, 

importantly, a statutory prohibition on the use of secret comparables within the 

transfer pricing context will fully protect taxpayers against any potential use of secret 

comparables by SARS and will also ensure that the tax authority operate within the 

OECD guidelines.  

 5.4 Challenges Posed by E-Commerce on Transfer Pricing 

Before conducting an in-depth analysis of the challenges posed by the e-commerce, 

it is important to describe what this important concept entails. The OECD has 

defined e-commerce to be: 309 

the sale or purchase of goods or services, conducted over computer networks by methods 

specifically designed for the purpose of receiving or placing of orders. The goods or services 

are ordered by those methods, but the payment and the ultimate delivery of the goods or 

services do not have to be conducted online. An e-commerce transaction can be between 

enterprises, households, individuals, governments, and other public or private organisations. 

To be included are orders made over the web, extranet or electronic data interchange. The 

type is defined by the method of placing the order. To be excluded are orders made by 
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telephone calls, facsimile or manually typed e-mail. This concept is also defined by the 

US legislation as:310 

any transaction conducted over the Internet or through Internet access, comprising the sale, 

lease, license, offer or delivery of property, goods, services, or information, whether or not for 

consideration and includes the provision of Internet access. 

Generally speaking, electronic commerce is defined as: 311  

the conduct of commerce in goods and services, with the assistance of telecommunications 

and telecommunication-based tools.  

The implications of e-commerce on transfer pricing is a very broad subject which 

warrants research on its own. An attempt to discuss all the issues in these few 

paragraphs will not do justice to this dynamic topical issue; however, a brief overview 

is conducted here to illustrate how the advent of e-commerce can contribute to 

transfer pricing manipulation. E-commerce is discussed here as a general problem 

encountered in transfer pricing. The legislative defences around this issue and 

recommendations within the South African context are fully discussed in Chapter 6 

that deals with transfer pricing in South Africa. It must however be mentioned that 

South Africa, like many other countries, is also grappling with the possible loss of tax 

revenue from transactions conducted through e-commerce. This is largely attributed 

to the lack of an adequate legal framework that deals with e-commerce within the tax 

sphere. 

 

The growth of the use of the internet as a trading tool in recent times poses a 

challenge to the tax policy design and the administration of taxes in general. 

Governments and international agencies are aware of this challenge but are 

uncertain about its magnitude. However, there is no doubt that e-commerce and the 

anonymity of the internet offer real opportunities for those seeking to avoid and 
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evade tax.312 As it has already been mentioned in the previous chapters, ordinarily, 

the application of the arm’s length principle is difficult and it is even more difficult 

when it has to be applied to cross-border transactions which have been concluded 

electronically.313 E-commerce may be a unique problem but it is definitely not a new 

problem for transfer pricing, it has been with us for a long time.314 The increase in the 

use of technology and the removal of physical boundaries in the conclusion of cross-

border transactions makes it very difficult for tax administrations to identify, trace, 

quantify and verify the prices set in those cross-border transactions.315 This is due to 

the fact that prices are set in the cyberspace where it is difficult for tax authorities to 

trace the goods and services which are in most cases supplied in digitised format.316 

The digitisation of the setting of transfer prices through e-commerce may be a 

stumbling block in the comparative analysis process due to the difficulty in tracing 

the audit trail.317 The challenges relating to e-commerce for the purposes of this 

research are briefly discussed as follows: 
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5.4.1 Quantifying E-Commerce in Transfer Pricing  

Quantifying the extent of electronic commerce is difficult for reasons such as the 

complications in defining the parameters of electronic commerce due to its virtual 

nature, the speed of its growth and evolution and the fact that in many cases firms 

conduct both electronic commerce and traditional commerce simultaneously and 

often do not divulge the e-commerce site of their transactions.318 Quantifying the 

value associated with electronic commerce activities can be challenging since many 

of its key qualities such as convenience, variety and ease of access to information 

are difficult to measure. Because of this, official statistical offices and tax 

departments are unable to provide accurate statistics on electronic commerce. In the 

end, the quantitative insight into the nature of this activity is mostly gained through 

reliance on private providers of data whose information cannot be adequately 

compared to other sources as they are not readily available.  

The digital economy which, as already mentioned above has profound implications 

on transfer pricing and profit shifting is addressed in the OECD BEPS Action Plan 1. 

This action plan addresses concerns about tax planning by multinational enterprises 

(MNEs) that exploit gaps in different tax systems to artificially reduce taxable income 

or shift profits to low-tax jurisdictions in which little or no economic activity is 

performed. The shifting of profits is made possible by the instantaneous nature of the 

digital economy. The problem is also exacerbated by inherent features of the digital 

economy such as mobility, reliance on data, network effects, the spread of multi-

sided business models, a tendency toward monopoly or oligopoly and volatility.319  

Issues to be examined by Action Plan 1 include but not limited to, the ability of a 

company to have a significant and meaningful digital presence in the economy of 

another country without being liable to taxation due to the lack of nexus under 

current international rules. The Action plan also investigates the attribution of value 

created from the generation of marketable location relevant data through the use of 
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digital products and services. The characterization of income derived from new 

business models and the application of related source rule is also the focus of this 

action plan. By its nature, of the OECD BEPS Action 1 merely describes the 

problem, and does not necessarily provide any solution on how such a problem can 

be resolved. Instead, the problems caused by the digital economy are dealt with 

under the other actions of the report. The reason for this is that electronic commerce 

has become the economy itself, and thus the digital economy cannot be “ring-

fenced” from the general economy for tax purposes. The digital economy is 

inextricably linked to the concept of PE, it therefore comes as no surprise that the 

problems identified in Action 1 are mostly resolved by Action 7 that deals with status 

of permanent establishments in the digital economy. The solutions will be fully 

ventilated in the paragraph that deals with the status of PE in relation to the digital 

economy. 

5.4.2 Permanent Establishment Challenges in relation to E-Commerce  

One of the most controversial and complex issues in the area of transfer pricing and 

e-commerce regards the concept of permanent establishment.320 Before delving 

deeper into the issues relating to e-commerce and permanent establishments, the 

permanent establishment concept is briefly described. In most countries, the 

meaning of permanent establishment is derived from art 5 of the OECD Model Tax 

Convention on Tax and Capital.321 According to art 5, a permanent establishment is 

a fixed place of business through which the business of an enterprise is wholly or 

partly carried on. Article 5 of the Model Convention, in particular paras 1 and 2 

provides that: 

1. For the purposes of this Convention, the term “permanent establishment” means a fixed 

place of business through which the business of an enterprise is wholly or partly carried on. 2. 

The term “permanent establishment” includes especially: a) a place of management; b) a 
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branch; c) an office); d) a factory; e) a workshop, and (f) a mine, an oil or gas well, a quarry or 

any other place of extraction of natural resources.  

From the above definition, it can therefore be inferred that the permanent 

establishment must be fixed and, to a certain extent, stable. The definition above 

includes a place of management, a branch, an office or factory.322 In terms of this 

article, if the site is only intended to store, display or deliver goods or merchandise 

for the enterprise, or to carry on “activity of a preparatory or auxiliary character”, it is 

not considered to be a permanent establishment. Article 5(5) provides that a 

dependent agent acting on behalf of a parent company in another state is also 

considered to be a permanent establishment provided its activities are not of 

preparatory or auxiliary nature. In case of an enterprise with international business 

operations (which incidentally includes cross-border transactions), the profits 

generated in the country, other than that of residence, can be taxed only if such an 

enterprise has a permanent establishment in that jurisdiction, article 7(1) of the 

OECD Model Convention provides that: 

 

The profits of an enterprise of a Contracting State shall be taxable only in that State unless 

the enterprise carries on business in the other Contracting State through a permanent 

establishment situated therein. If the enterprise carries on business as aforesaid, the profits of 

the enterprise may be taxed in the other State but only so much of them as is attributable to 

that permanent establishment. 

For the purposes of transfer pricing, it is important to determine the extent to which 

the concept of permanent establishment is applicable in an e-commerce scenario. 

The definition of permanent establishment signifies that there must either be a 

physical presence or dependent agent acting on behalf of a parent company in 

another state. This can be inferred from the use of the phrase: ‘fixed place of 

business through which the business of an enterprise is carried on’. It is important to 
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note that a business may also exist where no premises are available or required for 

the purposes of carrying on of business.323  

 

One of the most important considerations is that despite the fact that the place of 

business must be fixed (in that there must be a link between the activities and a 

specific geographical point),324 it does not mean that the equipment constituting the 

place of business has to be actually fixed to the soil on which it stands. It only means 

that the enterprise has to be conducted through the establishment.325 The notion that 

the business of the enterprise has to be carried out through the establishment means 

that the activities taking place in that place must be related to the business for which 

the permanent establishment was established.326  

 

Even though permanent establishments play an important role in the smooth running 

of the business, it is, however, not without its own tax challenges in the context of e-

commerce. Article 7 of the OECD Model Convention provides for shifting passive 

income taxation to the residence country while providing for source taxation of active 

income attributable to a permanent establishment by stating that a contracting state 

may not tax business profits therein unless they are attributable to a (PE).327 This 
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does not accord with the fact that e-commerce takes place in cyberspace. However, 

the arcane concept of a PE as a fixed place, carrying on a business or trade, needs 

a fundamental rethink in the light of the e-commerce which makes it much easier to 

sell products into countries without using a subsidiary or a PE. There is a strong 

perception by the tax administrations that the permanent establishment definition is 

used or abused, to make sure the source countries do not collect appropriate 

revenue from the tax base.328 This notion is more reprehensible if one takes into 

account that the operation of the PE concept fails to consider the impact brought by 

the e-commerce. 

 

5.4.3 Failure by PE to Take into Account Virtual World of E-Commerce 

The emphasis by the OECD Model on Tax and Capital on the physical requirement 

of a permanent establishment becomes a serious challenge in ensuring that the 

allocations between permanent establishment and its parent company are at arm’s 

length within the e-commerce sphere.329 This challenge is more cumbrous when the 

residence of the server which was used to conclude the transaction must be 

determined. One of the pertinent questions to be asked is whether a website or 

server which is used by a taxpayer to purchase goods from a connected non-

resident person can be considered to be a permanent establishment of the 

enterprise. It must also be determined whether the activities carried out through the 

website or server constitutes carrying on of business activities which would result in 

a permanent establishment. Article 5 must be briefly analysed in an attempt to deal 

with these issues.  
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Before delving into the application of Article 5 principles,330 it is necessary to briefly 

distinguish between computer equipment, which may be set up at a location so as to 

constitute a permanent establishment under certain circumstances, and the data and 

software which is used by, or stored on that equipment. Furthermore, a distinction 

must be made between an internet website and a server. An internet website is a 

software and electronic data that is stored on the server and it allows an enterprise 

to interact with its customers, since this is not a physical shop or office as we know it, 

it is referred to as the ‘virtual office’.331  

The gist of Article 5 is that it considers a permanent establishment as a fixed 

geographical area where a business is carried out. This sentiment transaction taking 

place in the cyberspace or ‘virtual world’ as the latter does not exist within a specified 

geographical area. Permanent establishment does not relate to e-commerce carried 

but it is limited to activities covered by paragraph 4 of Article 5.332 This means that 

the physical location where automated equipment is situated or operated may be 

considered to be a permanent establishment in the country where the equipment is 

situated. 

 

Having put the objective of Article 5 into perspective, an attempt will be made to 

determine implications of the role of the websites, servers and the internet in the 

determination of the PE in relation to transfer pricing manipulation. The website is 
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clearly an intangible property which is incapable of being considered to be a fixed 

place of business as required by this Article. On the other hand, a server is an 

equipment (a physical one) on which the internet is stored; it can therefore be argued 

that a server may constitute a fixed place of business.333 In other words, the server 

on which the website is stored and through which it is accessible, on the other hand, 

is a piece of equipment having a physical location and such location thus constitute a 

fixed place of business of the enterprise that operates that server. The problem is 

that even though the server can be located, it often very difficult to identify the parties 

to the transaction. In this way the cardinal feature of connected persons in transfer 

pricing becomes irrelevant. In most cases, the internet only identifies the person 

staging and maintaining the internet platform with no details of the persons involved 

in the transaction.334 This makes it easy for the participants to disregard the arm’s 

length and manipulate transfer prices very easily. Article 5 seems to implicitly suggest 

that the OECD is willing to apply the traditional concept of permanent establishment to e-

commerce scenarios by linking the computer device to a physical location where it is 

operated.335  

 

5.4.4 Jurisdictional Issues Relating to the Hosting of Websites  

The hosting of a website typically would not cause an ISP to be a permanent 

establishment of its principal except where the business of an ISP is enmeshed in 

the business of its principal. An ISP would be treated as a dependent agent,336 care 

must be taken that characterising an ISP as a dependent agent does not necessarily 

mean that the ISP is a permanent establishment of its principal.337 According to the 
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Model Tax Treaty, a dependent agent can only be considered to be a permanent 

establishment if it exercises the authority to conclude contracts on behalf of its 

principal.338   

 

From the foregoing analysis of article 5, it can be concluded that only a server 

(managed and controlled by the enterprise) can constitute a permanent 

establishment,339 the Commentaries underline that ‘computer equipment’ at a given 

location may only constitute a permanent establishment if it meets the requirement of 

being fixed.340 The additional requirement is that the server must be capable of being 

moved from one place to another.341 It must be born in mind that what is relevant is 

not the possibility of the server being moved, but whether it is in fact moved. It is, 

then, essential to establish, on a case-by-case basis, what constitutes the 

reasonable period of time, provided for by the Model Convention, during which the 

server does not have to be moved in order to qualify as a PE. Taking into account 

the commentary on article 5,342 the twelve months can be deemed to be a 

reasonable period for the purpose of making that determination. From a different 

perspective, tax authorities have to assess whether the business of the enterprise is 

(totally or partly) carried on at the location where the server is situated. 

 

If one considers, in fact, that the company may have more servers located around 

the world, and that it can be difficult to keep track of the transactions made by the 

enterprise through these servers, then the chances of transfer pricing manipulation 
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using e-commerce cannot be ruled out. It must also be stated that it is very difficult to 

apply the arm’s length principle to the dependent agents because they are excluded 

from the confines of the permanent establishment concept in terms of Article 5(4)(e) 

of the OECD Model Convention. In order to establish whether a server constitutes a 

fixed place of business, the presence of the enterprise’s personnel must be verified. 

In this regard, the Commentaries clearly state that:343  

Where an enterprise operates computer equipment at a particular location, a permanent 

establishment may exist even though no personnel of that enterprise is required at that 

location for the operation of the equipment. The presence of personnel is not necessary to 

consider that an enterprise wholly or partly carries on its business at a location where no 

personnel are in fact required to carry on business activities at that location.  

In conclusion, a permanent establishment will be deemed to be present only when 

the following requirements are met: the enterprise carries on business through a 

website that has a server at its own disposal, in a fixed location and when the 

business of the enterprise is not of a preparatory or auxiliary nature. The first 

requirement presents serious challenges to apply the arm’s length principle in e-

commerce where the enterprise has no server at its disposal but still carries on e-

commerce using servers belonging to third parties and does not even know where 

those servers are located. Secondly, it is problematic to determine if the business of 

the enterprise is auxiliary in nature as the parameters of this concept may differ from 

business to business and if the business is purely conducted through the internet, 

tax authorities have no way of knowing or classifying the business as auxiliary or 

preparatory. All these uncertainties may result in e-commerce enterprises supplying 

goods and services at prices which do not measure up to the arm’s length standard 

and thereby avoiding paying taxes in a source country 344 
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The OECD came with OECD BEPS Action Plan 7 to deal with the abuse of the PE 

status.345 In this regard, BEPS Action 7 addresses the artificial avoidance of PE 

status,346 and contains three different categories of appropriate measures set to 

tackle the issue. The first measure addresses the commissionaire arrangements,347 

the second measure addresses avoidance through specific exemptions and the third 

addresses the fragmentation of business activities.348 In the following paragraphs, 

the different proposals will be discussed in brief. 

One of the exceptions provided for in Article 5(4) of the OECD Model Tax 

Convention is that fixed places of business for the purpose of storage, display or 

delivery of goods or fixed places of business which solely serve for the purpose of 

purchasing goods or collecting of information shall not be deemed as a PE.349 A new 

condition is that the exceptions shall only apply if the listed activities have a 

preparatory or auxiliary character. In this way the OECD aims to affirm PEs 

especially in that countries where value-added activities are performed for a foreign 

associated enterprise.350 

In order to prevent abuse in connection with preparatory or auxiliary activities a new 

provision has been added to Article 5(4) of the OECD Model Tax Treaty. This section 

provides that enterprises cannot fragment a cohesive operational activity into several 

small operations in order to argue that each is merely of a preparatory or auxiliary 

character (so-called”anti-fragmentation-rule”).351 For the purposes of determining 

whether or not a PE is constituted, all single activities should be regarded as a unit. If 

the single activities as a total cannot be considered as preparatory or auxiliary 

activities, the exemption in Article 5(4) of the OECD Model Tax Treaty will not 

apply.352 
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The current Article 5(5) of the OECD Model Tax Treaty provides that an agency PE 

status is given where a person is acting on behalf of a foreign enterprise and has, 

and habitually exercises, in a contracting state an authority to conclude contracts in 

the name of the enterprise. The OECD noted that enterprises frequently misuse the 

current PE definition and thereby artificially avoid the PE status. To prevent the 

artificial avoidance of PE status the OECD suggested a comprehensive amendment 

of the definition of agency PEs in Article 5(5) and 5(6) of the OECD Model Tax 

Convention.353  

The amendment is such that the authority to conclude agreements shall not longer 

be considered as a condition for a PE. The amendment further provides that the 

requirement that an agent shall act in the name of the principal should be eliminated 

in the requirements. The new definition does not require the agent to sign contracts 

in his own hand, according to the amendment, a contract is deemed to be concluded 

when the agent negotiates the essential elements and details of the contract that 

ultimately binds the principal.354 This means that the condition for PE establishment 

is not only the conclusion of contracts, but also when the agent is acting as a 

principal to facilitate the conclusion of the contract. The essential consideration is 

that the principal must ultimately accept the negotiated terms and conditions by the 

agent without any significant changes and that shall be considered to be sufficient to 

establish a foreign PE.  

Currently, the dependency of an agent is a positive condition for the constitution of a 

PE.355 Previously an agent was deemed to be a dependent agent if the agent 

successfully negotiated business deals for another company under the auspices of 

the principal. The new definition of dependency has now been extended to provide 

that an independent agent is a person who acts exclusively or almost exclusively on 

behalf of one or more enterprises to which it is closely related.356 From the above, it 

can thus be concluded that an agent shall be deemed to be a dependent agent if the 

sales generated for the associated company exceed 90% of agent’s overall sales. 
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According to this analysis, commissioning activities are relevant, other activities such 

as proprietary trading or services are not relevant. The new Article 5 paragraph 6 of 

the OECD Model Tax Treaty now also contains an own definition for associated 

enterprises, enterprises shall be deemed as associated if one enterprise controls the 

other. 

In responding to the broader international tax challenges, the 2015 OECD BEPS 

report considered tax policy options to deal with the challenges posed by the digital 

economy to international trade and tax. The policy options in relation to the digital 

economy were encapsulated in the OECD BEPS Action Plan 1. The 2015 report 

considered a new tax nexus concept of “significant economic presence”.357 This 

concept was conceived in the OECD BEPS Action Plan 1. The concept entails that 

enterprises whose business model is fully digital and non-material would have a PE 

if the enterprise maintained a “significant digital presence” in the economy of a 

foreign state. The concept is still on its infantry state and cannot be regarded as a 

credible solution to the abuse of the PE status; it needs to be developed further. It 

would also require addressing the rules of profit allocation to branches. The current 

Article 5 paragraph 1 of the Motel Tax Convention, based on a relevant economic 

interpretation of what constitutes an “enterprise” can still allow the systematic and 

consistent identification of a “significant economic presence” for purposes of 

international taxation.358 Furthermore, the” the use of a withholding tax on certain 

types of digital transactions is also another avenue.359 Withholding of tax on certain 

digital transactions would necessitate new definitions as to what should be 

characterized as a “digital transaction” (or whichever wording may be used) as 

opposed to other transactions. This could possibly be a complicated process, as the 

digital element is more or less a part of every transaction these days. A common 

definition would be very important to avoid mismatch arrangements. Otherwise, this 

could produce a risk of artificial avoidance which impairs the effective enforceability 

of the system. This could also lead to double taxation.  
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Withholding tax is similar to equalization levy (discussed below),360 being revenue 

based (levied on gross value of the transaction). The possible disadvantages for this 

are that it may create a tax burden too high for the enterprise to handle. It could also 

impair the early growth of start-up companies, who tend to suffer heavy losses in a 

start-up phase. If this measure is implemented, these issues must be mitigated. 

Another possible challenge tied to withholding tax is its enforcement considering the 

way digital payments are made. Since such transactions are often made using credit 

cards or other electronic means, it would probably have to involve the cooperation of 

financial institutions. Even with the cooperation of financial institutions, the 

possibilities of anonymous payments may lead to difficulties in tracking the source of 

a payment,361 for instance by the help of a Virtual Private Network (VPN – a service 

that allows you to disguise your whereabouts),362 it is thus contended that 

withholding tax on digital sales is not the desirable way to tackle the long-term 

challenges posed by the digital economy. Digital equalisation levy is also an option in 

terms of the BEPS Action Plan. The equalization levy involves discriminating 

between foreign and domestic enterprises, leading to unequal treatment of taxpayers 

and this will certainly impair cross border trade. Equalization levy is revenue 

based,363 meaning that it is levied upon the gross value of payments exiting the 

source state. Therefore, it could mean imposing a tax exceeding the net profit gained 

on the transaction. This does not resonate well with the ability-to-pay principle. It 

could make it harder for growing companies to expand into foreign markets. A 

worldwide implementation of this tax could thus impede the development and 

worldwide availability of new technology. None of these options was recommended 

for adoption, although it was acknowledged that countries could introduce any of 

these options in their domestic laws as additional safeguards against BEPS, 

provided they respected existing tax treaties and international obligations.  
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The Action Plan is laudable in addressing the tax challenges of the digital economy 

but this action plan offers little guidance on the practical steps which can be taken to 

deal with this problem except to ask OECD member states to ‘establish international 

coherence in corporate income taxation. This international consensus is yet to 

materialise, some of the reasons for this impasse are that there is no obligation for 

member countries to include these recommendations into their national laws, there is 

competition between tax jurisdictions for revenue generated by the digital economy 

and there is no international consensus on whether digital businesses should be 

treated separately for tax purposes or as part of a common framework applying to all 

businesses. 

The South African transfer pricing regime is fully dealt with in chapter 6 below but it 

should be mentioned here that in order for South Africa to effectively deal with the 

abuse of PE status, provisions dealing with PE must be aligned to OECD BEP Action 

Plan 7 to the effect that future tax treaty negotiations must take into account 

recommendations dealing with fragmentation of activities and avoidance of 

permanent establishment status through specific activity exemptions. 

5.4.5 Transfer Pricing Documentation in Relation to E-Commerce 

Documentation for transfer pricing purposes is controversial even in the conventional 

areas of commerce due to cost and availability problems. E-Commerce 

documentation is just another minefield.364 The current documentation requirements 

do not adequately address the challenges posed by the advent of electronic 

commerce because tax administration does not have the legal framework and the 

resources to trace and monitor e-commerce transactions as they mostly take place 

in private spaces like homes and company offices far from the eye of the auditors. 

The recommendation of the Committee on Fiscal Affairs is that revenue authorities 

should monitor developments in electronic commerce to see whether additional 

guidance on the application of the guidelines is necessary and update their policies 

to keep up with the e-commerce.365 Existing guidance on documentation 
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requirements needs to be revised for businesses engaged in electronic commerce in 

order to ensure the availability of transactional data. The revision of documentation 

requirements can be achieved through the promulgation of rules relating to e-

commerce. In order to deal with this problem, an amendment of section 31 to align 

with the Electronic Communications and Transactions Act 25 of 2002 is required to 

control and monitor electronic cross-border transactions. 

5.5 Administrative Challenges of Transfer Pricing  

In addition to the general challenges facing the transfer pricing, there are 

administrative challenges faced by both the taxpayers and tax administrations 

alike.366 Two main administrative challenges are identified, it must, however, be 

stressed that the list of administrative challenges is non-exhaustive, but the 

discussion will be confined to these two for the purposes of this study. The 

challenges are: documentation requirements issues and the lack of skills by the tax 

administrations. These issues are dealt with as follows:  

5.5.1 Issues Relating to Documentation Requirements  

Tax authorities (SARS included) worldwide are increasingly imposing new and 

stricter transfer-pricing documentation requirements on taxpayers and failure to 

comply can result in significant penalties.367 To cope with this burden, it is essential 

that taxpayers have in place an efficient framework for producing the documentation 

required to defend their transfer pricing decisions. The general guidance for tax 

administrations in developing rules and procedures on how to obtain documents in 

connection with a transfer pricing inquiry are dealt with in Chapter 5 of the transfer 

pricing guidelines.368 In most cases, documentation obligations are governed by the 

national laws of a particular country. 
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It is important to note that in considering whether documentation is adequate for the 

transfer pricing inquiry, a tax administrator should have due regard to the extent to 

which that information could reasonably have been available to the taxpayer at the 

time that transfer pricing was established.369 Requiring taxpayers to provide 

substantial amounts of information that cannot possibly be useful to a local tax 

authority in achieving its compliance objectives may be costly to the MNEs. 

Therefore, it is in the interest of both taxpayers and tax authorities to limit the 

provision of information to that which is potentially useful.370 The information relevant 

to an individual transfer pricing enquiry depends on the facts and circumstances of 

each case.371 It is therefore not possible to define in any generalised way the precise 

extent and nature of information that would be reasonable for the tax administration 

to require, and for the taxpayer to produce at the time of examination but the law 

must be developed to set a primary set of documents can be used for transfer pricing 

purposes.372  

 

The other challenge relating to request for information has to do with tax 

administrations asking for documents which are not in possession or control of the 

taxpayer. A good example is the request of information that cannot be legally 

obtained or that is not actually available to the taxpayer because it is confidential to 

the taxpayer’s competitor or because it is unpublished and cannot be obtained by 

normal enquiry or market data.373 The insistence by the tax administration to obtain 
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the information under these circumstances may result in the fabrication or 

manipulation of the required information in order to ward off the tax administration’s 

demands.  

 

The information that the OECD has identified as necessary to ensure transfer pricing 

compliance is often highly confidential and proprietary, and therefore ensuring the 

confidential treatment of this information is critical.374 This includes not just 

preventing public disclosure, something that a number of MNEs have expressed 

great concern over, but also disclosure to people within the MNE that are not 

authorised to see the information, or disclosure to people within the tax authority that 

have no need to see the information in carrying out their duties. Some problems 

associated with digital documentation are with respect to protection of intellectual 

property and competitive strategies, compliance with local privacy laws, and 

management of information disclosures in legal actions unrelated to any tax issue.375 

All these issues may cause the MNE to be reluctant to provide required information 

and this may hamper the tax authority’s efforts to deal with transfer pricing 

manipulation issues. 

 

Compliance costs for taxpayers are significantly increased by inconsistent 

documentation requirements around the world.376 Inconsistency leads to tailoring, or 

substantial re-working of documentation at additional cost, often with limited 

probative value. This inconsistency can easily lead to manipulation of prices in order 

to avoid the cost of documentation, especially within the e-commerce space because 
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there are currently no adequate mechanisms to monitor the digital exchange of 

documents. 

The analysis of the documentation requirements in transfer pricing will not be 

complete without discussing OECD BEPS Action Plan 13.377 In summary, the OECD 

BEPS Action Plan 13 aims to:378 

(i) ensure that taxpayers give appropriate consideration to transfer pricing 

requirements in establishing prices and other conditions for transactions 

between associated enterprises and in report the income derived from such 

transactions in their tax returns; 

(ii)  provide tax administrations with the information necessary to conduct an 

informed transfer pricing risk assessment; and 

(iii)  Provide tax administrations with useful information to conduct thorough 

transfer pricing audit of entities within their jurisdiction. 

According to this Action Plan, countries should adopt a standardized approach to 

transfer pricing documentation that includes the three-tiered structure that 

encompasses a Master file, a Local file and a Country-by-Country Report (“CbC 

Reporting”).379 MNEs to provide tax administrations with high-level information 

regarding their global business operations and transfer pricing policies in a ”Master 

file” that must be made available to all relevant tax administrations. Secondly, 

guidelines also require that detailed transactional transfer pricing information relating 

to party transactions, the amounts involved in those transactions and the company’s 

analysis of the transfer pricing determinations they have made with regard to those 

transactions and a comparability analysis be accessible to all relevant parties.380 

Thirdly, the newly introduced CbC Report requires tax administrations to perform high-

level transfer pricing risk assessments which include the investigation of other BEPS-
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related risks.381 The CbC Reporting template will require multinational enterprises to 

provide annual reports on their transfer pricing activities for each jurisdiction in which 

they do business. This will also include the aggregated information relating to the 

global allocation of the multinational enterprises income and taxes paid. It is hoped 

that this will provide a clear overview of where profits, sales, employees and assets 

are located and where taxes are paid and accrued. According to the final version of 

BEPS Action 13 there would be an exemption from the general filing requirement for 

multinational enterprises, however the extent of the exemption will differ from country 

to country as that will be regulated by individual national legislation. 

Apart from the positive spin-offs that can be gained from the implementation of BEPS 

Action 13, there are compliance issues which can stifle the successful implementation 

of the Action Plan.382 Some of those issues are: 

(i) The unilateral replacement of the current framework could result in global tax chaos 

marked by the massive re-emergence of double taxation. 

(ii) The nature of the BEPS outputs do not have legal obligation. They are soft legal 

instruments and are not legally binding.  There is an expectation that they will be 

implemented into law by countries that are part of the consensus but there is no 

guarantee for that commitment.  

(iii)  Development of expertise to respond properly to information requests issued by 

tax authorities concerning the transfer prices applied, particularly in respect to 

information with reference to other tax jurisdictions; this will have a negative 

financial effect in the appointment of extra personnel. 

(iv) The interaction between the Master file, Local file and CbC Reporting requires a 

consistent transfer pricing position. MNEs that have not implemented a harmonized 

transfer pricing approach within the group must standardize and specify their 

transfer price directives, once again this is costly and it may not happen in some 

instances because countries are not obliged to implement.  
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The information in the CbC Report on its own does not constitute conclusive 

evidence that transfer prices are or are not appropriate. For this reason, the 

legitimate concern remains that tax administrations will use the CbC Reporting to 

propose adjustments on basis of a formula income allocation and not just for risk 

assessments. 

5.5.2 Lack of Skills and Resources 

The transfer pricing practice and the lack of skills and resources are synonymous 

because tax administrations in many developing countries (South Africa included) 

lack suitably qualified personnel needed to monitor trade between related 

enterprises in a way that will ensure compliance with legislative provisions.383 The 

tax administration may have the best transfer pricing laws but that will not solve the 

problem if the people who are supposed to implement those laws are not skilled or 

adequately resourced. One of the major causes of the lack of skills is that its 

personnel have less relevant industry knowledge and are sometimes not very 

focused subject specialists when compared to their counterparts in the major tax 

firms as the latter only focus on transfer pricing.384 The skills gap in transfer pricing is 

due to the fact that tax administrations have become the training ground of transfer 

pricing specialists who are recruited by the private firms with more resources than 

the tax administrations.385  

Both developed and developing countries are extremely challenged by the 

complexity and volume of transfer pricing audits. Where there are poor skills, good 

transfer pricing legislation can be easily undermined by poor administration owing to 

the lack of proper transfer pricing skills. In some instances, tax administration does 

possess some skills to deal with transfer pricing issues but the inconsistent and 

aggressive application of the law usually negates the existence of such skills. For 

example, an inconsistent and overly aggressive administration may increase 
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uncertainty and compliance costs for taxpayers and result in instances of unrelieved 

economic double taxation, thus negatively affecting both the perception of the 

country’s transfer pricing regime and its investment climate. Ineffective 

administration, on the other hand, may result in decreased tax revenues, if, for 

example, multinational enterprises assess the tax administrations’ transfer pricing 

capabilities as lacking and adjust their transfer pricing policies in such a way that the 

tax administration will not cope with the transfer pricing audits. To deal with the 

inability to retain skills, the tax administration (SARS) should attempt to pay 

competitive salaries and improve the working conditions of the transfer pricing 

officers.  

Continuous training and exchange programmes and benchmarking with other 

countries will also help to increase their exposure and improve efficiency. Since 

transfer pricing manipulation is a serious problem, it is recommended that s 31 

should be amended to clearly set out the powers and duties of the transfer pricing 

officers, meaning that their powers and functions must specifically be drawn from the 

law. Once this is achieved, it will directly affect the kind of training that they should 

achieve which in turn will determine the qualities that a South African transfer pricing 

officer should have in order to be admitted in the transfer pricing team. It is important 

to deal with these administrative problems because it doesn’t matter how well drafted 

s 31 is; if all these problems are not removed it will be difficult to properly administer 

it.  

5.6 Conclusion  

There are many factors which contribute to transfer pricing manipulation, some of 

those have to do with inadequate legislative framework and some have to do with 

administrative problems. Problems that are caused by the inadequacy of the 

legislative provisions can be solved by developing the law to deal with those 

problems. The relevant OECD BEPS Action Plans will help to shape the 

promulgation of the envisaged laws. The lack of comparable data cannot be solved 

by any legislation but by the openness of MNEs in their tax affairs and business 

dealings. It is hoped that the international consensus which is advocated by the 

OECD in the action plans will be materialised despite the competing aspirations for 

the tax base especially in the digital economy. Procedures around the generation 
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and submission of documents can be improved by aligning section 31 with Chapter 4 

of the TAA to prescribe the types of primary records that can be kept for transfer 

pricing purposes. The recommendations of BEPS Action 13 have already been 

made part of South African law as it is discussed in chapter 6 below. The 

recommendations regarding the effects of e-commerce are fully discussed in 

chapters 6 and 9 but it is mentioned here in passing that an adequate legislative 

framework is required to deal with the implications of e-commerce on the collection 

of revenue. Once again, the recommendations of the OECD BEPS Action Plan 1 and 

7 should be seriously considered to improve the taxing of the digital economy. 

Section 31 should be amended to give transfer pricing officers’ special statutory 

auditing powers which will empower them to perform their functions. The Indian 

perspective will be explored in chapter to provide guidance on how transfer pricing 

officers can be empowered in South Africa. It is also important to develop 

internationally shared principles between taxpayers and tax authorities to fight 

abusive transfer pricing.  
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CHAPTER 6 

TRANSFER PRICING IN SOUTH AFRICA 

 

6.1  Introduction  

It has been shown in Chapter 1 that transfer pricing manipulation is a scourge that 

erodes the tax base and results in significant loss of tax revenue. In chapters 2 to 5, 

various problems that contribute to the transfer pricing manipulation have been 

highlighted. This chapter will therefore discuss the South African transfer pricing 

legislation (section 31) in light of the analysis that has already been done in the 

previous chapters. This chapter examines whether section 31 contains features or 

qualities which are potent to deal with transfer pricing manipulation. An attempt is 

made to highlight challenges that may contribute to transfer pricing manipulation in 

relation to the legal framework in section 31. The other purpose of this chapter is to 

investigate any weaknesses of section 31 with the view to provide mechanisms 

which will strengthen the law to withstand the manipulation. In a nutshell, this chapter 

will broadly deal with the history of transfer pricing in South Africa, the features of the 

South African transfer pricing regime and the challenges contributing to transfer 

pricing abuse or manipulation in South Africa.  

6.2  History of Transfer Pricing in South Africa 

Transfer pricing legislation has been part of South African law since 19 July 1995. In 

August 1999 the South African Revenue Service (SARS) ‘Practice Note 7’ was 

introduced as SARS’ guideline on the transfer pricing practice in South Africa.386 

South Africa’s transfer pricing and thin capitalisation regimes are contained in 

section 31 of Act 58 of 1962 to counter transfer pricing practices which may have 

adverse tax implications for the South African fiscus.387 The main objective of section 
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31 is described in the following manner by the Explanatory Memorandum on the 

Income Tax Bill, 1995:388 

Section 31 will be used to address tax avoidance schemes involving the manipulation of 

prices for goods and services under cross-border transactions between connected persons. 

Since its enactment, section 31 has gone through a series of amendments to refine 

the law and to ensure easy application. Some of the amendments include the 

addition of the word ‘group of companies’ in the connected persons’ definition as 

contained in section 1 and the then section 31(2) of the Act. This amendment 

became effective on 1 January 2007. On 1 October 2007, section 31 was amended 

to remove the term international agreement. The most notable amendment was done 

in 2010 in terms of the Taxation Amendment Act 7 of 2010 and subsequently by 

Taxation Laws Amendment Act 24 of 2011. Some of the changes will be discussed 

when dealing with the salient features of the South African transfer pricing system. 

All the changes were in the main meant to align the South African transfer pricing 

rules with the wording of Article 9 of the OECD ‘Model Convention on Income and 

Capital and the transfer pricing guidelines’.389 

6.3 The Arm’s Length Principle in South Africa 

The South African transfer pricing regime is based on the arm’s length principle. 

Both sections 1 and 31 of the Income Tax Act; do not define the arm’s length 

principle. The application of this concept is however clearly articulated in the wording 

of the provision and in particular the heading of the section which provides that: 

Tax payable in respect of international transactions to be based on arm’s length principle. 

The application of the transfer pricing principle in South Africa is in terms of section 

31(1) of the Act which provides that where any transaction, operation, scheme, 

agreement or understanding (hereinafter, transaction) which constitutes an ‘affected 

transaction’ has been concluded between connected persons; and such transaction 

contains a term or condition which differs from any term or condition that would have 

existed had the parties to the transaction been independent vis-à-vis one another 
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and transacting at arm’s length. Section 31(2) provides for the application of the 

arm’s length principle if the term or condition results in a tax benefit for a party to the 

transaction. This provision also provides that the tax payable by the benefitting party 

must be calculated as if the transaction had been concluded between independent 

parties transacting at arm’s length. Section 31(4) provides for the application of the 

arm’s length principle in cases of excessive financial assistance between connected 

persons. Since the arm’s length principle is not defined for the purposes of section 

31 or the South African tax law. It is thus assumed that this concept carries the same 

meaning it has under Article 9 of the OECD Model Tax Convention and its 

commentary. In South Africa, the determination of the arm’s length principle is based 

on the OECD transfer pricing methods which are: the comparable uncontrolled price 

method, resale price method, cost plus method, transactional net margin method and 

the profit split method. Section 31 does not directly refer to these methods but their 

application can be inferred by the reference to the arm’s length principle by section 

31. This lack of reference to the methods is due to the fact that section 31 does not 

prescribe how the transfer prices are determined except to say that that the arm’s 

length principle must be used in that determination. Section 31 or any tax treaty 

entered into by South Africa does not prescribe any particular methodology for the 

purpose of ascertaining an arm’s length consideration. Transfer pricing methods are 

however directly referred to in the SARS Practice note 7. 390 In SIR v Downing,391 the 

court held that South Africa is bound to take cognisance of the guidelines for 

interpretation issued by the OECD in its commentaries on the concepts used in the 

OECD Model Tax Convention. In this regard Corbett JA said: 

The terms of the convention are evidently based upon a model convention contained in the 

1963  report of the fiscal committee of the Organisation for European Economic 

Cooperation and Development (O.E.E.C.D.). This model has served as the basis for the 

veritable network of double taxation conventions existing between this country and other 

countries and between many other countries inter se. 

A full exposition of the South African transfer pricing methods will not be undertaken 

here because these methods bear the same nature and characteristics of the OECD 
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transfer pricing methods as discussed in chapter 3 of this work. It is important to note 

though that the SARS Practice Note 7 does not impose any hierarchy for the transfer 

pricing methods. However, there is in effect some kind of hierarchy, in that certain 

methods may provide more reliable results than others, depending on the quality of 

available data and the taxpayer’s circumstances.392 The lack of hierarchy implies that 

the most appropriate method in a given case will depend on the facts and 

circumstances of that particular case taking into account the reliability of data used to 

conduct the comparability analysis be applied to determine a transfer price. SARS 

Practice Note 7 further provides that the most reliable method will be the one that 

requires fewer and more reliable adjustments to be made. This means that taxpayers 

are not be required to undertake an intricate analysis of all the methodologies, but 

should have a sound basis for using the selected methodology. This could entail 

providing reasons why secondary methods are not appropriate.393 It is important to 

note that section 31 and the SARS Practice Note do not refer to the use of 

alternative methods. This means that alternative methods like the global formulary 

method does not form part of the South African transfer pricing landscape. This 

method has been rejected by both the OECD and its member countries. 

6.4 Features of the South African Transfer Pricing Regime 

Before dealing with the challenges facing the South African transfer pricing regime, it 

is important first to describe the features that make up the South African transfer 

pricing system. As already mentioned, these features are based on the OECD 

transfer pricing guidelines. The features are non-exhaustive but for the purposes of 

this research the features of the South African transfer pricing system are discussed 

as follows: 

6.4.1 International Transactions  

The heading of section 31 essentially provides that: 394  

tax payable in respect of international transactions to be based on arm’s length principle. 
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The heading of this provision clearly indicates that section 31 is only applicable to 

international transactions. In the current section 31, the term international transaction 

does not appear nor is it defined for the purposes of this section. Section 31 which 

was in force until 31 March 2012 also did not define the term international 

transaction but contained the term international agreement in section 31(1). The 

international agreement that is referred to in this provision may be inferred to mean 

an affected transaction as defined in the current section 31 of the Income Act.  

 

The exclusive regulation of international transactions does not take into account the 

possible existence of domestic transfer pricing manipulation. The effect of confining 

section 31 to international transactions is that domestic transfer pricing transactions 

are not covered by section 31 and therefore not regulated. Although it may be 

inferred that the term international transactions as used in the section may be 

referring to affected transactions as defined, it would help for the sake of clarity to 

specifically use the term international transactions as it is used in the heading. The 

use of the term “international transactions” in the heading and ‘affected transaction’ 

in the body of the provision may cause interpretational difficulties and ambiguity. 

Even though in Mankayi v AngloGold Ashanti Limited,395 the Constitutional Court 

held that where the meaning of a statutory provision is unclear, courts may have 

regard to the heading of the relevant section, it is however important for inherently 

complicated provisions like section 31 to be couched in simple language. Despite the 

problems highlighted here, the critical thing is that transfer pricing in South Africa is 

only applicable to international transactions.  

6.4.2 Affected Transactions 

Section 31(1)(a) refers to an affected transaction as a transaction, operation, 

scheme, agreement or understanding which has been directly or indirectly entered 

into or effected between or for the benefit of either or both residents and non-

resident persons.  An affected transaction may refer to a relationship between a PE 

and its foreign head office. An example would be a South African business operating 

in a foreign jurisdiction through a company jointly owned with a local joint venture 

partner, where the contributions to be made by the joint venture partners and the 
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remuneration thereof are negotiated in terms of the joint venture agreement. In these 

scenarios, the joint venture partners might agree to provide goods or services at a 

price that is not necessarily an arm's length price for commercial purposes. The 

implications of this kind of an example are fully discussed in paragraph 5.5.4 where 

the implications of OECD BEPS Action plans 7, 8, 9 and 10 are analysed.  

 

The terms transaction, operation, scheme, agreement or understanding although 

used to define the term affected transactions, are not specifically defined in section 1 

or 31 of the Income Tax Act but they are included in the definition of the word 

‘arrangement’ in section 80A-L of the Act which deals with the impermissible tax 

avoidance arrangements. Given the argument that the impermissible tax avoidance 

concept cannot be used to define and analyse the transfer pricing concept; it is 

doubtful if the definitions in section 80A (GAARs) would be appropriate in relation to 

section 31 (SAAR).  

 

The term ‘scheme’ which is one of the concepts mentioned in section 80L was 

judicially considered in two South African cases. In the case of Meyerowitz v CIR,396 

the court held that the word ‘scheme’ has a wide scope and could be applied if, 

viewed as a whole, the steps taken were so connected with the other that they led to 

an avoidance of taxation. In the CIR v Louw case, it was held that the term ‘scheme’ 

is wide enough to cover situations in which later steps in a course of action were left 

unresolved at the outset.397  

 

The terms ‘agreement’ and ‘understanding’ are a recently added component of 

section 31 and since they are not expressly defined in the Act, it remains to be seen 

how the courts will interpret them in future. The term understanding refers to the 

meeting of minds;398 it means that there must be a consensus between parties as to 

the nature and the consequences of their arrangement. The term understanding is 

wide ranging in application and interpretation (both legally and factually) as it 

includes a non-exhaustive list of items such as any form of side letters, verbal 
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understanding,399 gentlemen’s agreement and any kind of letter of wishes.400 The 

agreements may be verbal, written or tacit as long as the arrangement can be 

proven to fall within the definition of section 80A.  

 

The phrase ‘directly and indirectly entered into’ in the context of section 31 is not 

defined by the Income Tax Act. Ordinary rules of interpretation may be used to 

interpret these terms. Since section 31(1)(a) clearly provides that both direct and 

indirect transactions are taken into account for transfer pricing purposes,401 it can be 

inferred that the adjustments may be conducted in situations where a matter relates 

directly to a transfer pricing transaction or to an indirect transfer pricing transaction 

as long as a taxpayer has derived an unwarranted tax benefit.402  

The previous transfer pricing provisions under the then section 31(2) referred to the 

supply of goods and services and no reference was made to transactions entered 

into ‘directly or indirectly’.403 The introduction of the word ‘indirectly’ to the section 

further widened the scope of transfer pricing provisions.404 The word implies that the 

Commissioner of SARS is not only entitled to probe a specific transaction405 but may 

also analyse the economic substance of the entire relationship between connected 

persons.406 Any transactions, including those of third parties which may influence the 

price of the transaction between connected persons, may also be subjected to a 

transfer pricing audit. 
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The introduction of indirect transactions concept in South Africa was partly 

influenced by a recent United Kingdom court case on transfer pricing: DSG Retail 

Limited v HMRC.407 This case is persuasive in the sense that SARS may adjust 

indirect transactions involving third parties if they deem the transaction not to meet 

the arm’s length standard. In this case, the HMRC successfully argued that DSG had 

entered into third-party agreements based on the mutual understanding that the third 

party would reinsure or insure with DISL. The HMRC also succeeded in arguing that 

had the transaction been entered into between third parties, DISL would have had to 

compensate DSG for the point of sale advantage. It was reasoned that because 

DISL benefited from insurance contracts sold within DSG stores, such benefit should 

be charged for on an arm’s length basis.408 The introduction of indirect transactions 

to determine the arm’s length is a double-edged sword as it gives wide powers to the 

commissioner whilst it can be exploited to include aspects of the transaction which 

are not relevant to distort the true nature of taxpayers’ transactions.  

 

6.4.3 Connected Persons for Transfer Pricing Purposes 

In chapter one it has been mentioned that Transfer pricing takes place between related or 

connected persons. The connected person’s concept in this work is analysed in relation to 

companies since the research is confined to company transactions. In terms of section 

1(d)(i) and section 1(d)(v) a connected person in relation to the company means: 

Any other company that would be part of the same group of companies as that company if the 

expression ‘at least 70 per cent of the equity shares in’ in paragraphs (a) and (b) of the 

definition of ‘group of companies’ in this section were replaced by the expression ‘more than 

50 per cent of the equity shares or voting rights in’; 

Any other company if at least 20 per cent of the equity shares or voting rights in the company 

are held by that other company and no holder of shares holds the majority voting rights in the 

company. 

The definition of a connected person as set out in section 1(d) as it relate to a company is a 

connected person in relation to another company that would form part of the same group of 
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companies if the expression “at least 70%” with reference to shareholding in the definition of 

a “group of companies” was replaced by the expression “more than 50%”. To put this in 

context, the definition of a “group of companies” also has a different meaning depending with 

which part of the Act one works. The first step is to determine the appropriate definition of a 

“group of companies”, and then apply the 50% exception to that definition to determine 

whether or not one complies with the first test of the “connected person” definition. The 

second test for a company in relation to another company is that company will be a 

connected person if at least 20% of the equity shares in the company are held by that other 

company, and no shareholder holds the majority voting rights in the organisation. This 

seems straightforward to determine but there are exceptions. For transfer pricing purposes, 

transactions relating to intellectual property and knowledge, the phrase “and no shareholder 

holds the majority voting rights in the company”, should be disregarded. This has the effect 

of lowering the threshold of a connected person for purposes of specified transfer pricing 

provisions. The disregarding of the phrase took effect from 2011 and it applied to all 

transactions, thus expanding the potential application of transfer pricing provisions. These 

two tests apply in circumstances where there is a direct shareholding. Where there is no 

direct shareholding, a company will be a connected person in relation to another entity if 

such other entity is managed or controlled (more than 50% shareholding) by any person who 

or which is a connected person in relation to such company. The final twist in this 

complicated situation is that the connected person test must be applied in converse. 

Therefore, if company B is a connected person in respect of company A, company A will 

automatically be a connected person in relation to company B. Before October 2011, this 

explanation could be depicted by the following illustration:  

Company A (A) holds 60% of the shares in company B (B) and 40% of the shares in 

company C (C). The other 60% of the shares in C are held by one shareholder. We need to 

establish whether C is a connected person in relation to B. For purposes other than transfer 

pricing, B will be a connected person in relation to A, as A holds more than 50% of the 

shares in B. C will not be a connected person in relation to A as, despite A holding more 

than 20% of the shares in C, the other shareholder in C holds the majority. As A does not 

control C, C is not connected to B, and B is also not connected to C. after October 2011 the 

illustration is as follows: 

A will be connected to B as it holds more than 50% of the shares in B. A will also be 

connected to C as it holds more than 20% of the shares in C and the requirement for the 

lack of majority voting rights must be disregarded. C will not be a connected person in 

relation to B on account of the joint control provision, as A does not control C. However, this 

must also be tested conversely. As A is connected to C, and also controls more than 50% of 
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B, B is a connected person in relation to C on account of the joint control provisions. As B is 

a connected person in relation to C, C will also be a connected person in relation to B. 

Transfer pricing provisions are applied to adjust prices in respect of transactions between 

resident and non-resident connected persons. Deemed market value proceeds apply in 

respect of the disposal of assets between connected persons and a deemed dividend with 

resultant Secondary Tax on Companies (STC) is triggered if any benefit is granted to a 

connected person in relation to the shareholder. This extremely complicated, clumsy and 

disjointed legislation can be a good breeding ground for transfer pricing manipulation. 

6.4.4 Tax Benefit 

The result of transfer pricing manipulation is to derive an unwarranted tax benefit. It makes 

sense to conclude that one of the features of the South African transfer pricing practice is 

deriving a tax benefit from the affected transaction. This concept has been used in the 

previous chapters but it is thoroughly discussed here to give the South African perspective. 

Section 31(2) provides that any tax benefit derived in terms of paragraph b(ii) must be 

calculated as if that transaction, operation, scheme, agreement or understanding had been 

entered into on the terms and conditions that would have existed had those persons been 

independent persons dealing at arm’s length. In terms of section 1, a tax benefit is defined 

to: 

  Include any avoidance, postponement or reduction of any liability for tax. 

The implication of the definition is that for section 31(2) to apply, the transaction, operation, 

scheme, agreement or understanding that has been entered into on terms or conditions that 

are different from the terms and conditions that would have been entered into in an arm’s 

length environment must have resulted in a “tax benefit” by any party to that transaction, 

operation, scheme, agreement or understanding. The language of this definition seem to 

suggest that the term tax benefit only refers to the avoidance, postponement or reduction of 

any liability for tax in terms of the Income Tax Act not other tax acts, such as the Value 

Added Tax Act or the Customs and Excise Act .409 The liability for tax notion in that definition, 

implies that section 31(2) only apply to scenarios that lead to an “upward adjustment”, i.e. 

the increase of the taxable income of the person affected, thereby effectively excluding 

“downward adjustments” from the scope of the rules. Once it is determined that a tax benefit 

has been derived, the taxable income of each person that is subject to that transaction, 

operation, scheme, agreement or understanding is calculated as if the transaction, 
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operation, scheme, agreement or understanding had been entered into on an arm’s length 

basis.  

6.4.5 Transfer Pricing Adjustment in South Africa 

Transfer prices between associated enterprises must be set at arm’s length for tax purposes. 

Where the prices are not at arm’s length, such prices must be adjusted to reflect the arm’s 

length.410 Section 31(1)(b) requires that the terms and conditions of all cross-border 

transactions between connected persons must be concluded as though those terms are 

between independent persons dealing at arm’s length level. Section 31(1)(b) provides 

that:411 

Any term or condition of that transaction, operation, scheme, agreement or understanding is 

different from any term or condition that would have existed had those persons been 

independent persons dealing at arm’s length. 

Where the terms and conditions of the affected transaction differ from those that would have 

existed at arm's length, the taxpayer is required, in terms of section 31(2) to calculate its 

taxable income as if the terms and conditions of the affected transaction had been at arm's 

length. If the calculation results in a difference in the taxable income, this amount is referred 

to as the primary adjustment in tax law parlance. An adjustment is only required if one of the 

parties derives a tax benefit from the transaction. Section 31(2) subtly introduces the self-

assessment principle in transfer pricing as it requires the taxpayer to make the adjustment. 

This is contrary to the previous dispensation where the Commissioner of SARS was the one 

obliged to make the primary adjustment. A primary transfer pricing adjustment is a precursor 

to a secondary adjustment.  

In terms of section 31(3) of the Income Tax Act, if the taxpayer is a company, and subject to 

certain exceptions, the amount of the primary adjustment can be recharacterised by being 

deemed to be a distribution of a dividend in specie declared and paid by the taxpayer. 

Although this research is confined to transfer pricing practice by companies, section 

31(3)(b)(ii) further provides that where the taxpayer is a person other than a company, the 

amount of the primary adjustment is deemed to be a donation. This re-characterisation is 

referred to as the secondary adjustment. The rationale behind section 31(3)’s 

                                                            
410

 Juta Statutes Editors SAIT Compendium of Tax Legislation at 503; OECD ‘Model Tax Convention 

on Income and Capital’ at 27; BD Copping & G Fox Multistate Tax Guide to Financial Institutions 

(2008) at 141; Peroni International Income Taxation, Code and Regulations at 1325; Ault & Arnold 

Comparative Income Taxation: A Structural Analysis at 139. 
411

 Section 31(1)(b) and section 31(3) of the Income Tax Act. 



 

118 

 

recharacterisation of the primary adjustment is that due to the non-arm’s length prices 

charged between the related parties to the affected transaction, the recipient of the payment 

would have increased profits, which it would likely have repatriated to the non-resident 

related payee in the form of a dividend, it is for this reason that the hidden profits that were 

transferred under the non-arm’s length affected transaction should accordingly be re-

characterised as a dividend. The deemed dividend imposed under the secondary adjustment 

should be treated as any other distribution of an asset in specie paid by a resident company 

to a non-resident person. The dividend would be subject to South African dividends tax at a 

rate of 20% in terms of section 64E of the Income Tax Act. It is important to note that section 

31 does not directly refer to recharacterisation but the deeming nature of section 31(3) has 

some recharacterisation aspects to it as it deems a primary adjustment to be a distribution of 

a dividend in specie. The OECD BEPS Action Plan 10 proposes to develop rules to prevent 

BEPS by engaging in transactions which would not or would only very rarely occur between 

third parties. This will involve adopting transfer pricing rules which will clarify the 

circumstances in which transactions can be recharacterised. Given the fact that section 31 

does not directly refer to recharacterisation, it is hoped that this provision will in future be 

amended to take into account this proposal. 

The main concern with transfer pricing adjustments in South Africa is that there are no 

specific penalties imposed in addition to adjustments which has been made by SARS where 

a taxpayer has failed to make an adjustment because section 31 seem to suggest that a 

taxpayer will voluntary comply with the law and make an adjustment at all times. The 

adjustments are not punitive in nature because a taxpayer is put in the same position they 

would have been had the adjustment took place. This adjustment has no deterrence effect to 

an errand taxpayer from repeating the same conduct. Adjustment made under the transfer 

pricing rules could attract penalties for understatement of tax and penalties for 

underpayment of tax if there was no differentiation between specific and general anti 

avoidance rules. The problem is that these are general penalties imposed under the Tax 

Administration Act 2011. Legislative amendments in 2016 have changed the definition of an 

understatement to encompass any additional tax arising from an adjustment made by the 

Commissioner under any general anti-avoidance provision. It has been argued elsewhere in 

this thesis that general anti-avoidance provisions cannot be used to analyse transfer pricing 

practice. Logically, this makes it difficult to conclude or suggest that penalties under general 

anti-avoidance rules should be applied to sanction a failure to make transfer pricing 

adjustment. If it could hypothetically be argued that the transfer pricing rules are an anti-

avoidance provision, a penalty equivalent to 75% of the additional tax due would be imposed 

on a transfer pricing adjustment. Since there are no transfer pricing penalties to deal 
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specifically with the failure to act according to the arm’s length principle, it will help a great 

deal if section 31 can be amended to cover this aspect since it cannot be covered under 

section 80A-80L. 

The discussion of the transfer pricing adjustment will not be complete without analysing the 

recent and first ever transfer pricing case in South Africa. The case is Crookes Brothers 

Limited v Commissioner for the South African Revenue Service.412 This case involves a 

South African company that advanced loans to its Mozambican subsidiary (“MML”). In its 

2015 tax and pursuant to the terms of the loan agreement with its subsidiary, the taxpayer 

made transfer pricing adjustments to its taxable income. Upon filing their returns the 

taxpayer requested SARS to issue reduced assessments, claiming that the adjustments 

were made in error. The basis for the taxpayer’s claim was that the terms of the loan are 

aligned to the requirements of section 31(7) of the Income Tax Act which would exempt the 

loan from the application of transfer pricing rules. In terms of section 31(7), an interest-free 

loan advanced by a resident company to a non-resident connected company will not be 

subject to the arm’s length transfer pricing provisions of section 31 where: 

 (i)  The resident company directly or indirectly holds in aggregate at least 10% of the 

equity shares and voting rights in the non-resident company; 

 (ii)  The non-resident company is not obliged to redeem the debt in full within 30 

years from the date the debt is incurred; and 

 (iii)  The redemption of the debt in full by the non-resident company is conditional 

upon the market value of the assets of the non-resident company not being less than 

the market value of the liabilities of the non-resident company. 

The taxpayer supported their claim by furnishing SARS with the loan agreements. Upon 

SARS’ interpretation of the loan agreements, it concluded that the terms of the loan 

agreement are contrary to section 31(7) of the Act because there was a clause in the 

agreement which accelerated the redemption of the loan in the event of bankruptcy, 

liquidation, business rescue or judgment against MML. Based on that clause, the request for 

reduced assessments was rejected. The taxpayer made application to the High Court to 

review and set aside SARS’ decision. The court ruled that the inclusion of this clause in the 

agreement jeopardised the application of the exemption and the taxpayer’s application was 

dismissed with costs and the transfer pricing adjustments were confirmed. Despite the 
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parties’ intention, the court gave effect to the wording of the agreements. It remains to be 

seen if the taxpayer is not going to appeal. The correctness of this judgment is questionable 

because section 31(7)(b) states that a “foreign company is not obliged to redeem that debt in 

full within 30 years from the date the debt is incurred“. This in my view means that the 

foreign company is not required to redeem the debt at the time that the debt is incurred, it 

would have been correct if the court ruled that a foreign company should not be required to 

redeem the debt within the 30 year period, or that the resident company should not have the 

right, or be able to obtain the right, to require the foreign company to redeem within 30 years 

at any time. 

6.4.6 Integration of Transfer Pricing with Thin Capitalisation 

As already mentioned, in South Africa, thin capitalisation and transfer pricing are 

regulated by the same provision.413 The arm’s length principle is also applied to 

prevent thin capitalisation where financial assistance between connected parties 

does not meet the arm’s length standard. Financial assistance is described in section 

31(1) to include the provision of any loans, advance, debt, security or guarantee.414 

In applying the arm’s length principle to thin capitalisation, the taxpayer is expected 

to use the self-assessment method to determine the amount they would have been 

able to borrow had the transaction been concluded between independent 

enterprises.415 

 

South Africa introduced thin capitalisation rules in 1995 as a result of the 

recommendations of the First Interim Report of the Katz Commission.416 Before the 

amendment, thin capitalisation was combated by using the arm’s length principle and 

the fixed ratio approach. In terms of section 31(3) of the Income Tax Act,417 the 

Commissioner of SARS was empowered to have regard to the international financial 

assistance rendered by the non-resident (investor) to the resident who is a 

                                                            
413

 Brodbeck ‘A New Chapter in Transfer Pricing’ (2010) International Transfer Pricing Journal at 379. 
414

 Section 31(1)(b) of the Income Tax Act. 
415

 D Pirvu Corporate Income Tax Harmonisation in the European Union (2012) at 81; A Arnull & D 
Chalmers The Oxford Handbook of European Union Law (2015) at 825; I Richelle, W Schon & E 
Traversa Allocating Taxing Powers within the European Union (2013) at 92. 
416

 Katz Commission Second Interim Report of the Commission of Inquiry into Certain Tax Structures 
of South Africa Thin Capitalisation Rules (1994) at paragraph 1.1. 
417

 Section 31(3)(a)(i)–(iii) of the Income Tax Act. 



 

121 

 

connected person as defined.418 If the financial assistance was considered excessive 

in proportion to the particular lender’s fixed capital in the borrower, the interest and 

finance charges relating to the excessive financial assistance could be disallowed as 

a deduction.419 In other words, where the transaction did not reflect the arm’s length 

price, the excessive portion of the consideration was not deductible for income tax 

purposes.420 The old rules allowed the Commissioner of SARS to adjust the 

consideration paid in respect of the transaction according to his discretion.421 These 

rules allowed the Commissioner of SARS to adjust the price of goods or services but 

not to re-characterise the nature of the goods or services.422 The excessive amount 

was therefore taxed as a dividend in terms of section 64C (2)(e) of the Income Tax 

Act and subjected to 20 per cent of the Secondary Tax on Companies (STC).423 

 

It should however be noted that the repealed section 31(3) did not directly prescribe 

how excessive financial assistance was determined.424 This was determined in terms 

of SARS ‘Practice Note 2’.425 The SARS ‘Practice Note No 2’ provided that where 

the debt to equity ratio was less than 3:1,426 the Commissioner of SARS could 

decide not to adjust the amount in the transaction.427 Interest falling below the 3:1 

ratio was not considered to be excessive.428 Where the debt to equity ratio exceeded 

3:1, the Commissioner of SARS had the discretion to disallow any interest relating to 
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the portion of the financial assistance as a deduction in the hands of the resident 

recipient.429 

 

In terms of the current provisions, the 3:1 debt to equity ratio is no longer applicable 

and SARS ‘Practice Note 2’ has been withdrawn.430 The deletion of the 3:1 debt to 

equity ratio as a safe harbour has made the test for thin capitalisation more 

strenuous and wide.431 The interrogation of financial assistance has been widened 

since there are no set parameters built into the charging section as to exactly how 

excessive financial assistance has to be determined. The Commissioner of SARS’s 

powers are unlimited in this regard. 

The current section 31 requires that the arm’s length principle has to be applied to 

financial assistance in the same way it applies to any other transfer pricing 

transaction.432 The practical effect of the provision is that the taxpayer must 

determine what amount they would have been able to borrow had the transaction 

been concluded between independent parties.433 The taxpayer has to determine 

their lending capacity by taking into account the terms and conditions which would 

have been applicable between independent parties on arm’s length terms.434 Any 

difference between the tax liability calculated on non-arm’s length terms and the tax 

liability calculated on arm’s length terms will be treated as a non-arm’s length loan.435  
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It is worth noting that the application of the arm’s length principle to thin capitalisation 

has proven to be very difficult internationally and is prone to manipulation.436 The 

reason for the difficulty and the susceptibility to manipulation is that, just like in 

transfer pricing, financiers in thin capitalisation transactions do not take only one 

factor into account when deciding whether or not to grant financial assistance to a 

connected taxpayer. A myriad of factors such as expected benefits from the 

transaction, capital investments, geographical risks and limitations, and collaterals 

relating to the transaction are taken into account to come to such a decision.437  

 

On the 11th April 2013, SARS came up with the ‘Draft Interpretation Note on Thin 

Capitalisation’ and opened it for public comment until the end of June 2013.438 The 

‘Draft Interpretation Note on Thin Capitalisation’ attempts to give guidance on how to 

transact at arm’s length. According to the Draft Interpretation Note, it is not enough 

for the taxpayer to demonstrate that it could have secured the loan at arm’s length 

terms. The taxpayer must in addition to proving that the loan or financial assistance 

was at the arm’s length, demonstrate a business need for the loan.439 The Draft 

Interpretation Note further stipulates that SARS may use the so-called risk-based 

audit approach to deal with thin capitalisation. The ambit of the transaction which 

may be included under a risk-based audit is wide. Risk may include anything that the 

Commissioner may deem to be a contravention of the Income Tax Act. The Draft 

Interpretation Note provides for a new debt to ‘EBITDA ratio’.440 EBITDA ratio is 

defined as: 

Earnings before interest, taxation, depreciation, amortization and any exceptional items. 
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This ratio is not indicative of what constitutes an arm’s length position for a particular 

taxpayer; the ratio is merely used as a potential risk identifier to verify tax due 

diligence.441 It therefore implies that SARS may consider transactions in which the 

debt to EBITDA ratio of the South African taxpayer exceeds 3:1 to be of greater risk, 

a factor which was not considered when ‘Practice Note No 2’ was still applicable. 

There is however no guarantee that a ratio which does not exceed 3:1 may not be 

considered as a risk by SARS. Since the Draft Interpretation Note is silent about this, 

it can therefore be inferred that transactions below the 3:1 ratio may also be 

investigated if they are risky to SARS. It is also uncertain which thin capitalisation 

transactions may be subjected to an investigation as it appears that transactions will 

be investigated even if the ratio does not exceed 3:1 provided there is a risk. At the 

writing of this thesis, the Draft Interpretation Note has not yet been finalised. Until the 

Draft Interpretation Note is finalised, there will be no certainty for taxpayers as to 

how thin capitalisation rules are applied to determine excessive interest and this 

does not augur well for certainty and compliance 

6.5 Other Causes of Transfer Pricing Manipulation in South Africa 

There may be many other causes of transfer pricing manipulation in South Africa but 

for the purposes of this research, the discussion is limited to the following 

challenges: 

6.5.1 Lack of Advance Pricing Agreements in South Africa 

A full discussion of the Advance Pricing Agreements is done in Chapter 7 which 

deals with the analysis of the US transfer pricing regime. It is however briefly 

introduced here because the lack of this dispute resolution mechanism is one of the 

factors perceived to contribute to transfer pricing manipulation in South Africa. 

According to the OECD Transfer Pricing Guidelines, Advance Pricing Arrangement 

(APA) is defined as:442 
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An arrangement that determines, in advance of controlled transactions, an appropriate set of 

criteria (e.g. method, comparable and appropriate adjustments thereto, critical assumptions 

as to future events) for the determination of the transfer pricing of those transactions over a 

fixed period of time. Advance pricing arrangement may be unilateral involving one tax 

administration and a taxpayer or multilateral involving the agreement of two or more tax 

administrations. 

An APA is an agreement between the taxpayer and the tax administration that 

transfer pricing transactions shall be handled well in advance in a particular manner. 

APAs ensure that reasonable expectations from both the taxpayers and the tax 

administrations are clarified in advance to prevent unnecessary transfer pricing 

audits and protracted litigation. Because of its certainty and openness, it can limit 

and, in some instances, prevent the temptation by the taxpayer to engage in transfer 

pricing manipulation. In South Africa, the current SARS’ view on the APAs as stated 

in SARS ‘Practice Note No 7’ is that APAs will not be made available to South 

African taxpayers and no reasons have been given by SARS for such a decision.443 

It is presumed that the unavailability of APAs in South Africa is due to the lack of 

administrative capacity within SARS.444 South Africa’s Advance Tax Rulings System 

would have been the right platform through which APAs could be introduced,445 but 

surprisingly, no advance rulings on transfer pricing matters are currently allowed. 

Given the fact that one of the administrative challenges facing the South African 

transfer pricing regime and other developing nations is the lack of skilled personnel, 

advance pricing will in the long run (because it is costly to initiate the programme) 

help to alleviate this because the personnel which was supposed to be used to audit 

MNEs which would be in the APA programme will be utilised to perform other audits. 
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In this regard, it is advisable to amend section 31 to include the provision of APA 

programmes within the South African transfer pricing practice, especially given the 

fact that there are no reasons, whether legal or economical, which have been 

advanced so far for excluding this important feature in our transfer practice.  

 

6.5.2 Lack of Domestic Transfer Pricing Rules 

Currently, section 31 does not regulate domestic transfer pricing. As opposed to 

international or cross-border transfer pricing, domestic transfer pricing takes place 

between related enterprises within the same tax jurisdiction, in other words it does 

not involve the setting of price with non-resident enterprise, it is therefore not a 

cross-border transaction. Domestic transfer pricing is not as topical as international 

transfer pricing, yet it is said that South Africa faces the same if not greater domestic 

transfer pricing challenges than international transfer pricing.446 In most tax 

jurisdictions, international transfer pricing rules do not apply to domestic or intra-

country transactions.447 Domestic transfer pricing transactions are actually excluded 

from regulation by the international transfer pricing rules.448 This is a serious 

loophole since domestic transfer pricing is inextricably linked to international transfer 

pricing because the parties who are involved in international transfer pricing 

manipulation may be the same as those involved in domestic transfer pricing.  

 

As already mentioned, section 31 doesn’t apply to domestic transfer pricing.449 In the 

absence of a specific domestic transfer pricing provisions, any domestic transfer 

pricing transaction is not regulated. Reliance may be placed on section 80A-L which 

was incorporated into the Act to deal with all general tax avoidance arrangements, it 

must however be noted that these provisions are too general in application and do 

not specifically target transfer pricing, let alone domestic transfer pricing which is 
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currently excluded by the current transfer pricing provisions. The language in those 

provisions is geared towards international transactions, not domestic transactions. In 

a recent Johannesburg Tax Court Case (no 12262),450 a taxpayer succeeded in 

charging a South African subsidiary company service fees which were challenged by 

SARS on the basis that they were excessive in the circumstances. The court 

decision has however created some doubt if section 80A-L is an effective means of 

regulating domestic transfer pricing. In his judgment, Judge Willis stated that: 

 

Taking advantage of an accumulated assessed tax loss is not an inherent wrong. On the 

contrary, advantages presented by losses can influence strategic decisions which can save 

companies and turn them around to obvious benefit of employees and the revenue services, 

among others. 

There may be other rules which regulate the transactions between related persons 

within a tax jurisdiction but for the purposes of ensuring certainty in transfer pricing, 

domestic transfer pricing rules are an imperative. Domestic transfer pricing rules will 

inter alia regulate: whether or not the taxpayers carrying on business transactions 

with related parties made excessive and unreasonable payments or expenditure, in 

this regard SARS will be empowered to disallow payments to ‘related parties’ which 

are excessive or unreasonable.451 Furthermore, in the case of inter-unit transfer of 

goods and or services, domestic transfer pricing rules will be applied to check 

whether the profits of the eligible units have made deductions in accordance with the 

Income Tax Act. Currently, there is no specific valuation methodology (for transfer 

pricing purposes) prescribed in the Act to determine whether or not the domestic 

setting of transfer prices is at arm’s length price. Sometimes expenses from a loss-

making company may be shifted to a profit-making company within the country in 

order reduce the group’s tax liability, to prevent issues like this; domestic transfer 

pricing rules should be promulgated.  
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6.5.3 Lack of Adequate Regulations to Deal with E-Commerce Transactions  

A substantial portion of world trade consists of the transfer of goods, intangibles and 

services within multinational enterprises through the internet or e-commerce.452 

South Africa is not immune to this trend. The necessity to apply the arm’s length 

price on e-commerce transactions cannot be overemphasised. The instantaneous 

methods of transmission of data through the internet and the lack of physical 

boundaries in e-commerce have become a significant impediment in regulating 

transfer pricing in South Africa and the world-over.453 Currently, there is no legal 

provision that expressly regulates e-commerce as it relates to transfer pricing. The 

main reason for this is because the originating place of income in these types of 

transactions is cannot be ascertained because the transactions take place in the 

cyber space and section of the Income Tax Act that deals with source rules for tax 

purposes does not fully consider the impact of the digital economy. This goes to the 

heart of how income source rules are structured in South Africa. The discussion on 

source rules and taxpayer residency is not part of this research but the two concepts 

will be briefly discussed here in the context of transfer pricing. South Africa applies a 

residence-based of taxation for its residents and a source-based system for non-

residents.454 The application of the two systems was critically analysed in the 

seminal case of Kerguelen Sealing & Whaling Co., Ltd v CIR where it was remarked 

that:455 

In some countries residence (or domicile) is made the test of liability for the reason, 

presumably, that a resident, for the privilege and protection of residence, can justly be called 

upon to contribute towards the cost of good order and government of the country that shelters 
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him. In others (as in ours) the principle of liability adopted is ‘source of income’; again, 

presumably, the equity of the levy rests on the assumption that a country that produces 

wealth by reason of its natural resources or the activities of its inhabitants is entitled to a 

share of that wealth, wherever the recipient of it may live. In both systems there is, of course, 

the assumption that the country adopting the one or the other has effective means to enforce 

the levy. 

According to the residence-based the worldwide receipts derived by a resident are 

included in his gross income.456 South African residents are taxed on a residence-

based system of tax. Non-residents are subject to tax receipts derived from sources 

within South Africa with certain exceptions.457 The term source is not defined in the 

Act but Watermeyer CJ in the case of CIR v Lever Brothers & Unilever Ltd said:458 

[t]he word source has several possible meanings. In this section it is used figuratively, and 

when so used in relation to the receipt of money one possible meaning is the originating 

cause of the receipt of the money, another possible meaning is the quarter from which it is 

received. A series of decisions of this Court and of the Judicial Committee of the Privy Council 

upon our Income Tax Acts and upon similar Acts elsewhere have dealt with the meaning of 

the word ‘source’ and the inference, which I think, should be drawn from those decisions is 

that the source of receipts, received as income, is not the quarter whence they come, but the 

originating cause of their being received as income and that this originating cause is the work 

which the taxpayer does to earn them, quid pro quo which he gives in return for which he 

receives them. The work which he does may be a business which he carries on, or an 

enterprise which he undertakes, or an activity in which he engages and it may take the form 

of personal exertion, mental or physical, or it may take the form of employment of capital 

either by using it to earn income or by letting its use to someone else. Often the work is some 

combination of these.  

Based on the analysis above, it can be said that the liability for tax is generally 

dependent on the place of residence of the taxpayer (in the case of a resident) or 

upon the source of income (in the case of a non-resident). Currently, there are no 

rules that require non-resident companies doing e-commerce with South African 

sourced companies to account for income tax through filing of income tax returns.  
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Currently, non-resident taxpayers can derive tax benefits from transactions with 

customers located in South Africa, and the current rules cannot ensure a fair 

allocation of taxing rights on business profits.459 Section 31(4) of the Income Tax Act 

does to a little extent address the transfer pricing of intellectual property as defined in 

section 23I(1) of the Income Tax Act, but that does not specifically address how e-

commerce transactions relating to transfer pricing should be handled for tax 

purposes. 

 

As already mentioned in Chapter 5 above, one of the biggest challenges posed by e-

commerce transactions relates to difficulties in identifying the location of taxpayers 

and their business transactions, a cardinal pillar of any conventional tax system. 

Currently, the Income Tax Act is not aligned to the provisions of the Electronic 

Communications and Transactions Act which provide for the detection and 

identification of electronic transactions.460 The lack of synergy between the two 

pieces of legislation is also a catalyst for low or lack of tax compliance by taxpayers 

involved in e-commerce. Because of its sophistication, e-commerce may significantly 

contribute to non- compliance issues due to the difficulty in tracing the digital 

transactions or lack of statutory provisions that deal with e-commerce.  

 

One would have hoped that due to high prevalence of e-commerce, the South 

African Income Tax Act will by now have a provision that deals specifically with e-

commerce as a source of income. However, to this date section 9 of the Income Tax 

Act which deals with the rules relating to sources of income in South Africa has no 

specific reference to electronic transactions. Although this section is not a specific 

anti-avoidance provision, it would have gone a long in attempting to deal with the 

current problem if it made reference to electronic commerce as one of the sources of 

income because that will give rise to ways of preventing revenue loss through e-

commerce transactions. This legal deficiency renders section 9(2)(e) and (f) 

inadequate to enable SARS to impose tax on non-resident suppliers of goods and 
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services via e-commerce.461 The reason is that section 9 does not necessarily 

regulate the manner in which the proceeds derived from the supply of digital goods 

and services derived from a source in South Africa. Furthermore, section 9 is not a 

taxing provision; therefore, it cannot be used in the characterisation of the typical 

income that flows from digital transactions. Section 9 can be amended to consider e-

commerce as one of the sources of income as it (e-commerce) neither fall within the 

residence-based nor worldwide system of taxation due to its lack of physical 

presence. Software systems are very expensive. It is highly likely that the 

amendment may result in expensive technological overhaul to match the 

complexities of the modern technology. In view of this, it would therefore be 

important to consider financial costs before implementing new taxing provisions as 

the costs of collection should not outweigh the tax revenue received or anticipated to 

be raised.462 Because of the lack of physical presence associated with e-commerce, 

legislators should also be wary of promulgating a law which will lead to implementing 

a system which, realistically, cannot be effectively enforced. 463 This problem can be 

overcome by extending the application of the gross income concept to non-residents 

involved ecommerce in South Africa. The source of such income should be based on 

the double taxation agreements entered into by South Africa in terms of section 231 

of the Constitution and section 108(2) of the Income Tax Act.464 Section 9 requires 

that the non-resident must have some level of physical local presence in South 

Africa in order to be taxed here. Under normal circumstances the provisions of 

section 8 would have been a solution but that is not so because source rules in 

section 9 do not cover electronic transactions. The common law principle of 
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originating cause may not work because the principle does not take into account 

ecommerce transactions within the South African sphere. 

6.5.4 Failure to Impose Tax where Value is Created 

One of the contributory factors to transfer pricing manipulation is that profits or 

income is not taxed where economic activities generating the profits are performed. 

Section 31 aims to ensure that income generated in South Africa is taxed in South 

Africa but that does not seem to happen all the times otherwise there wouldn’t be 

any transfer pricing manipulation problem. South Africa as a developing country 

bears the brunt of losing tax revenue through this scheme. To deal with this problem 

will involve adopting transfer pricing rules or special measures to ensure that 

inappropriate returns will not accrue to an entity solely because it has contractually 

assumed risks or has provided capital. Essentially this means that profits should be 

taxed where economic activities generating the profits are performed and where 

value is created.465 As result of this problem, the OECD crafted the OECD BEPS 

Action Plan 10 to ensure that profits are taxed where economic activities generating 

the profits or income are performed. Accordingly, the OECD submits that transfer 

pricing outcomes must align with value creation.466 The OECD BEPS Action Plan 10 

does not define what is meant by aligning transfer pricing outcomes with value 

creation. This means that the concept can be interpreted or defined in any number of 

ways. Value creation may refer to the value added for the generation of the income 

or profit.467 Value added is measured by comparing the value of inputs with the value 

of outputs; the difference between the two is the value added by that step in the 

value chain.468 Value created within an MNE may include items such as services, 

information, technologies, know-how, brand awareness, and ideas.469 These 
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attributes are extremely important profit drivers even though they may not be directly 

quantified in the value chain. Another aspect of the OECD BEPS Action Plan 10 is to 

ensure that transfer pricing outcomes are in line with value creation as it relate to 

high risk transactions or commodities. This action plan entails developing rules which 

will prevent BEPS by discouraging taxpayers from engaging in transactions which 

would not, or would only very rarely, occur between third parties. This will involve 

adopting transfer pricing rules or special measures to clarify the circumstances in 

which transactions can be recharacterised. In this regard section 31 is not very clear 

with regard to circumstances where transactions can be recharacterised. A proper 

implementation of this action plan will also ensure clarification of transfer pricing 

methods, in particular, profit split methods in the context of global value chain. It is 

hoped that this will provide protection against base eroding payments such as 

management fees and head office expenses. 

Another problem encountered when dealing with value creation is on whose 

perspective is the value measured. The value may be measured on the perspective 

of customers, shareholders, or some other measure that contributes to the MNE’s 

ability to generate taxable profits. A heavy reliance on the value creation concept 

may have the unintended consequences of imposing significant burdens on MNEs 

due to its wide-ranging different interpretations caused by its lack of clarification. 

Furthermore, to assess value creation where income is generated, BEPS Action 

Plan 10 is likely to increase costs of doing business to taxpayers through added 

reporting requirements. Despite the challenges in implementing this Action Plan, In it 

is suggested that the SARS update their Transfer Pricing Practice Note in line with 

OECD Transfer Pricing Guidelines to include new guidance on the arms-length 

principle and an agreed approach to ensure appropriate pricing of difficult to value 

items like intangibles as envisaged by this Action Plan. 

6.5.5 Lack of Supplementary Rules to Section 31  

Transfer pricing is a complicated tax practice, yet South Africa’s transfer pricing 

provisions do not contain supplementary statutory regulations to guide taxpayers on 
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how to arrive at an arm’s length price.470 Taxpayers only rely on the Income Tax Act 

for guidance on transfer pricing issues. It has already been indicated that the arm’s 

length principle has certain inherent weaknesses which makes it complicated and 

difficult to apply in certain instances. Although the legislature attempted to use 

ordinary language, section 31 remains difficult to read and interpret due to its high 

sophistication and wide-ranging nature; the difficulty is compounded by the lack of 

supplementary rules to simplify application and interpretation. Because of the lack of 

rules, SARS has over the years produced Practice Notes to assist taxpayers with the 

application and interpretation of various aspects of transfer pricing. Guidance on the 

application of transfer pricing is dealt with in SARS ‘Practice Note 7’ and guidance on 

thin capitalisation was dealt with in SARS ‘Practice Note No 2’ (now withdrawn for 

years of assessment commencing on or after 1 April 2012).471  

 

One of the problems with ‘Practice Note No 7’ is that it has not been updated since 

the amendment of section 31. As pointed out above, SARS has come up with a Draft 

Interpretation Note that covers thin capitalisation; it is not clear whether SARS will 

come up with a new Interpretation Note on transfer pricing in terms of the amended 

section 31. Unless SARS ‘Practice Note No 7’ which deals with transfer pricing is 

formally withdrawn, it is still applicable even though it may not be fully in line with the 

new section 31. Strictly speaking, SARS Practice Notes cannot be relied upon to 

substitute statutory guidelines because they lack the force of law.472 In ITC 1675,473 

the court held that SARS Practice or Interpretation Notes are not law, tax disputes 

must be solved by reliance on the Income Tax Act. The Commissioner of SARS 

could only use the Practice Notes as a guide and a tool of interpretation, but they are 
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not legally binding on the taxpayer or the Commissioner unless they both agree to 

it.474 Paragraph 3.1 of the SARS Practice Note clearly states that: 

 

This Practice Note has been drafted as a practical guide and is not intended to be prescriptive 

or an exhaustive discussion of every transfer pricing issue that might arise.  

In the absence of supplementary rules to section 31 to provide clear guidelines on 

how to arrive at the arm’s length price as the legislature intended, both taxpayers 

and SARS remain in the interpretational and application dire straits. It has been 

revealed that practice notes do not have any legal force and without undermining 

their importance, it is imperative that section 31 be amended to include 

supplementary statutory rules in order give practical guidelines on how to arrive at 

the arm’s length price. These supplementary rules may also be drafted in such a way 

that they provide examples of transactions on how to determine the arm’s length 

price. 

 6.5.6 Divergence between Transfer Pricing and Customs Valuation  

The lack of convergence or harmony between transfer pricing and customs valuation 

rules is one of the problems facing many tax jurisdictions, South Africa is no 

exception because the legal provisions regulating these spheres of tax are not 

harmonised. The implication of this lack of convergence is loss of revenue and low 

compliance levels by the traders or taxpayers. A general overview of the customs 

valuation rules is undertaken and followed by the South African perspective.  

6.5.6.1 General Overview of Customs Valuation Rules 

 Customs valuation is defined as the process where customs authorities assign a 

monetary value for the purposes of determining customs duty on the imported or 

exported goods or service.475 The World Trade Organisation (WTO)’s General 
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Agreement on Trades and Tariff (GATT) Article VII,476 has laid down the general 

principles for an international system of custom valuation.477 Member countries of the 

WTO typically harmonise their internal legislation dealing with the customs valuation 

with the WTO Agreement on Customs Valuation.478 In appropriate circumstances, 

the documented custom valuation may be used for justifying the transfer prices of 

imported goods in international transactions between associated enterprises.479 The 

arm’s length principle is applied by many customs administrations as a principle of 

comparison between the value attributable to goods imported by associated 

enterprises and the value of similar goods imported by independent enterprises to 
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determine the correct customs value.480 Generally, customs administrations engage 

in this process as a means of protecting tariff concessions, collecting revenue and 

implementing the country’s trade policy.481 The reverse of customs valuation is 

under-valuation of customs values on imported goods. Transfer pricing manipulation 

can be equated to customs under-valuation. There is no definition of this concept, 

but in common customs practice customs under-valuation is defined as a form of 

customs fraud,482 where the actual price paid or payable is negligently and or 

intentionally under-declared to customs authorities at importation by the importer 

with the sole purpose of evading payment of customs duties and other related taxes.  

Under-valuation of customs values is a form of tax evasion.483 Value for customs 

purposes derives from a sale or offer of sale in the ordinary course of business under 

fully competitive conditions.484 Just like transfer pricing manipulation, large-scale 

customs undervaluation stratagems take place between related or connected parties 

who are mostly big conglomerates monopolising a specific industry.485 The non-
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exhaustive examples of undervaluation practices include: under-invoicing of goods 

between related and unrelated parties,486 entering or clearing imported goods under 

a tariff item which pays less customs duty when the goods actually pay a higher 

rate.487  

The customs valuation rules establish a hierarchy of six valuation methodologies.488 

The importance of hierarchy was emphasised in the panel report of the Thailand-

Cigarettes dispute.489 Customs administrations require importers to declare goods 

according to the price paid or payable for customs purposes.490 The ‘price actually 

paid or payable’ principle is the primary standard which is used to determine the 

values declared at importation.491 If the information is not available to utilise this 
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methodology, then customs valuation must be based on an alternative series of 

methodologies on an elimination basis based on their statutory hierarchy.492 Thus, if 

the transaction value is not viable, customs may invoke the alternative methods 

which are transaction value of identical or similar merchandise, deductive value, 

computed value, or adjusted value based on these alternatives (i.e. ‘fallback 

method’), in that hierarchical order.493 In this regard, customs valuation rules are 

more rigid than the transfer pricing methods as they do not allow any deviation from 

the hierarchy.494 

6.5.6.2 Customs Valuation Rules in South Africa 

Customs and excise matters are currently administered by the Customs and Excise 

Act 91 of 1964 herein referred to as the Act. Once the Customs Duty Act 30 of 2014 

is put into effect, customs valuation will be dealt with in terms of chapter 7 of the that 

Act. As it has already been mentioned in chapter above, South Africa is a signatory 

to the WTO Valuation Agreement (herein referred to as the Agreement). Article VII of 

the WTO Valuation Agreement is part of South African law in terms of the Geneva 

General Agreement on Tariffs and Trade Act 29 of 1948. Customs valuation in South 

Africa is primarily governed by sections 65, 66 and 67 of the Act. The provisions of 

these sections are based on the Agreement on Implementation of Article VII of the 

General Agreement on Tariffs (GATT) and the Interpretative Notes thereto. The 

interpretation of these three sections is also subject to the Agreement, Notes, the 

Advisory opinions, commentaries and case studies issued under the Agreement.  

Section 74A of the Act specifically deals with the interpretation of sections 65, 66 and 

67. It was held in the case of International Business Machines SA (Pty) Ltd v 
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Commissioner for Customs and Excise that sections, 65, 66 and 67 should be 

interpreted in conformity with and not contrary to these instruments.495 The 

interpretation of these international valuation instruments receive due consideration 

except where a manifest deviation from or an irreconcilable conflict with the 

provisions 65-67 is identified in which case the provisions of the latter shall prevail.496 

The first 17 Articles of the Agreement have been incorporated in the Act. The 

sections can be categorized in the following manner: section 65 deals mainly with 

customs value and other related matters. Section 66 deals mainly with all valuation 

methods and how they are applied.497 Section 67 deals with customs value 

adjustments. 

6.5.6.3 Related Parties in Customs Valuation 

Transactions between related or connected parties present a unique problem in that 

such transactions may potentially not have been conducted at arm's length, i.e. 

conditions may have been imposed that differ from those that would have been 

present had the transaction taken place between independent parties. Custom’s 

perception is that related parties can easily manipulate their profits and prices to 

ensure the most favourable tax and customs treatment for their transactions.498 

Consequently, when the inter group calculation of prices and valuation of goods do 

not reflect market forces, the tax and customs liabilities of the related parties, and the 

tax and customs revenues of the host countries, could be distorted.499 A low customs 

value does not necessarily mean undervaluation because prices may be determined 

for legitimate considerations. Some of the non-exhaustive considerations which may 

have a bearing in the determination of prices between related persons are the desire 

to reduce tax liability using legitimate tax avoidance schemes.500 Relationship alone 

is not ground for rejecting the transaction value but it is only a reason for further 
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inquiry departure from the transaction value is only permitted when it can be proven 

that the relationship influences the price.501  A classic example of a case or 

transactions which involves related parties is the so-called Thailand Cigarettes 

dispute, where transactions between a company called Philip Morris Thailand 

(buyer) and Phillip Morris Philippines (seller) who were related within the meaning of 

Article 15(4) (f) of the Agreement because they were both directly and indirectly 

controlled by a third party called Phillip Morris International.502 The definition of the 

term related parties in the Valuation Agreement is analogous to section 66(2) (a) of 

the Act.503 Article 15(4) provides that two persons shall be deemed to be related only 

if: 

 (i)they are officers or directors of one another’s businesses;(ii)they are legally recognized 

partners in business;(iii)the one is employed by the other;(iv)any person directly or indirectly 

owns, controls or holds five per cent or more of the equity share capital of both of them;(v)one 

of them directly or indirectly controls the other;(vi)both of them are directly or indirectly 

controlled by a third person;(vii)together they directly or indirectly control a third person; 

or(viii)they are members of the  same family. 

Section 66(2) (b) further stipulates that: 

Persons who are associated in business with one another in that the one is the sole agent, 

sole distributor or sole concessionary, however described, of the other shall be deemed to be 

related only if they are so deemed in terms of paragraph (a). 

In terms of subsections quoted above, two persons usually the buyer and the seller 

are deemed to be related if their relationship can be characterized by one of the 

following factors: family, affiliated business enterprises, legal control, directorship of 

one’s other business, employment and business partners.504 Section 66 (2)(b) 

provides that if two traders’ conduct is such that it can be attributed to one of the 

relationships mentioned here above, then they will be deemed to be related.  

The Customs Value Agreement (CVA) provides for two tests to determine whether 

the related party transaction value is accepted. The tests relate to “circumstances 
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surrounding the sale test” and the “test values assessment.”505 According to the 

circumstances surrounding the sale test, customs must investigate all the 

surrounding circumstances to determine whether the relationship has influenced the 

price.506 Customs has to take an overall view of the transaction and if the 

circumstances are such that the parties conduct business as if they were not related, 

the declared transaction must be accepted. This test operates on the premise that 

the fact that the relationship should not influence the price does not necessarily 

mean that the parties may not freely set the prices low. It further means that 

unrelated parties may also set low prices due to other market factors like buying in 

bulk, paying in cash or the fact that the buyer is a regular customer. The pitfall of this 

test is that it is wide ranging and will therefore result in uncertainty on the part of the 

importer as anything may be considered to have influenced the price. 

The test value assessment is an alternative test that can be initiated by the 

importer.507 This test compares the declared value with any values cited in Article 

1(2) (b) of the CVA. If the declared value closely approximates one of the values 

cited in Article1 (2) (b),508 then the declared value must be accepted by customs.509 

According to this test, customs must consider whether the differences in value, if 

any, are commercially significant. To determine the commercial significance may be 

difficult and subjective with unintended results because sometimes a small difference 

in value on one type of goods may be unacceptable while a large difference on 

another type of goods may be acceptable.510 The relationship between buyer and 

seller must not be used as a ground to reject declared but as a basis for scrutiny.511  
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6.5.6.4 Divergent Objectives of the Rules  

Transfer pricing rules and customs valuation rules have different objectives.512 The 

tax objective is to allocate income to reflect overall taxable income. The customs 

objective is to determine the value of a specific imported item.513 A lower value for 

imported goods results in higher potential profit and income tax revenue from the 

resale of such goods to unrelated customers. In contrast to this, the higher the 

dutiable value of the imported goods, the greater the customs duty revenue on the 

goods for the customs authorities.514 Thus, income tax administrations will generally 

insist on a low transfer price and customs administrations on a high import price. The 

end result is that the importer/taxpayer could be clasped in the middle if these 

departments do not collaborate to avoid working in silos.515 In most instances, 

customs legislation does not provide for transfer pricing and the opposite is true for 

cross-border income tax legislation in relation to customs valuation issues. Despite 

the clear differences between transfer pricing and customs valuation,516 the law can 

be developed so that the two can be applied in a harmonious manner to achieve the 

tax revenue objective.517  
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The dichotomy is that tax and customs administrations within one country often have 

different approaches regarding revenue collection and compliance in general: tax 

administration regulates intra-group sales prices that may be perceived as higher 

than they should be whereas customs authorities are concerned with customs values 

which appear to be lower than the market price which would be set between 

independent parties.518 While administrations seek to achieve the arm’s length 

pricing, the revenue collection interest in the transaction may be compromised and 

the impasse may be used by the MNEs to manipulate the prices avoid or evade the 

payment of taxes or import duties.519 In order to deal with this problem, both the 

customs and tax legislation must be crafted in such a way that it takes into account 

the complementary roles played by each of them. In the South African context, for 

instance, section 65 of the Customs and Excise Act which deals with the 

determination of value for customs purposes may need to be amended to the effect 

that subject to certain conditions, the transaction value method of appraisement will 

not be precluded when a related party sale price is subject to post-importation 

adjustments that are made pursuant to formal transfer pricing audit as it relates to 

the declared value of the imported goods. These adjustments, whether upward or 

downward, are to be taken into account in determining transaction value. This will 

ensure that the transfer price, where fully supported with appropriate transfer pricing 

documentation, may be used as the basis of the ‘price’ for the customs transaction 

value method. 

6.6   Transfer Pricing Document Requirements in South Africa 

Generally, documentation requirements for tax purposes are dealt with in chapter 4 

of the TAA. The South African transfer pricing legislation does not have specific 

provisions dealing with transfer pricing documentation requirements. Guidance on 

transfer pricing documentation is set out in the SARS Practice Note 7. South Africa 

does not specify a comprehensive pre-defined set of documentation requirements 
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that meet the requirements of all taxpayers, because appropriate documentation 

depends on each taxpayer's specific facts and circumstances.520 Documents 

generated in the ordinary course of business and of setting a transfer price suffice for 

transfer pricing purposes. Such documentation will usually address issues such as:  

(i) Identification of transactions in terms of international agreements entered 

into with connected persons and the extent of any other commercial or 

financial relations with connected persons which fall within the scope of 

section 31. 

(ii) Copies of the international agreements entered into with connected 

persons and a description of the nature and terms (including prices) of all 

the relevant transactions (including a series of transactions and any 

relevant off-setting transactions). 

(iii) The method that has been used to arrive at the nature and terms of the 

relevant transactions (including the functional analysis undertaken and an 

appraisal of potential comparables) and the reasons why the choice of 

method was considered to be the most appropriate to the relevant 

transactions and to the particular circumstances. 

(iv) An explanation of the process used to select and apply the method used to 

establish the transfer prices and why it is considered to provide a result 

that is consistent with the arm's length principle and information relied on 

in arriving at the arm’s length terms such as commercial agreements with 

third parties, financial information, budgets, forecasts etc. 

(v) Details of any special circumstances that have influenced the price set by 

the taxpayer. 

The practice note further provides that Taxpayers may be asked to provide the 

Commissioner with relevant documentation created when the international 

agreement was contemplated and at the time when the agreement was entered into. 

Where there is inadequate contemporaneous documentation of arm’s length 

international dealings, between connected parties, it will clearly be more difficult for 
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companies to convince the Commissioner that the dealings took place on an arm’s 

length basis. 

The Act does not impose specific penalties in respect of non-arm’s length pricing 

practices; any contravention of document related provisions in the South African 

Income Tax is dealt with in terms of chapter 15 and 16 of the TAA. 

On the 23 June 2017, the SARS released guidance with respect to CbC Reporting. 

The release is in accordance with section 25 of the TAA. Subsequently on the 

20 October 2017, the SARS released a final public notice requiring CbC Reporting 

as well as Master File and Local File documentation to be submitted. The South 

African CbC Reporting only applies to multinational entities where the group has total 

consolidated group revenue of more than R10 billion during the fiscal year 

immediately preceding the reporting fiscal year. The CbC Reporting must be filed no 

later than 12 months after the last day of each reporting fiscal year of the group 

beginning on or after 1 January 2016. On 11 May 2018, SARS released a Public 

Notice, extended by Government Gazette No. 41621; to advise multinational entities 

that are required to file CbC reports in South Africa that non-compliance will result in 

a fixed amount penalty in accordance with section 210(1) and 211 of the TAA. 

Amendments are effective as of 11 May 2018. 

6.7  Conclusion 

The legislative amendments effected on section 31 so far are lauded but it is clear 

that much still needs to be done to ensure that this provision is effective enough to 

deal with most of the transfer pricing problems. It is the finding in this chapter that 

section 31 in its current form is not an effective tool to fight transfer pricing 

manipulation. This finding is supported by the fact that section 31 does not expressly 

prohibit transfer pricing manipulation except to say that all international transactions 

must meet the arm’s length requirements. Section 31 does not refer to the transfer 

pricing methods, Currently, section 31 requires compliance with the arm’s length 

principle only on international transactions; this can be interpreted to mean that 

domestic transfer pricing transactions need not be based on the arm’s length 

principle as they are expressly excluded by this provision. It was also the finding in 

this chapter that despite the exponential growth of e-commerce, South Africa is yet 

to have effective regulations that govern e-commerce transactions in transfer pricing. 
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Section 31 does not provide for any penalty where transfer pricing adjustments have 

been made and this does not deter taxpayers from manipulating transfer prices 

because they will be put in the position they would have been had the transaction 

been at arm’s length. Given all these problems, there is no doubt that section 31 

needs to be amended to make it more effective in deterring transfer pricing 

manipulation. Some of the measures that can be taken to achieve this include, but 

are not limited to: the amendment of section 31 to provide for penalties for transfer 

pricing adjustments, , introduction of domestic transfer legislation to have a balanced 

view of both domestic and international transfer pricing transactions, introduction of 

Advance Pricing Agreements, align transfer pricing and customs valuation rules, 

introduction of supplementary rules to section 31 and introduction of e-commerce 

provisions within the Income Tax Act and align these with the Electronic 

Communication Act to combat transfer pricing manipulation by taking into account 

OECD BEPS Action Plan 1 and 7. 
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CHAPTER 7 

REGULATION OF TRANSFER PRICING IN THE UNITED STATES (US)  

 

7.1  Introduction  

The aim of this chapter is to determine if the US transfer pricing regime can provide 

solutions to some of the problems (which have been identified from chapter one to 

six) contributing to transfer pricing manipulation, particularly in South Africa. The US 

transfer pricing practice is very broad; it will therefore be impractical to 

comprehensively analyse all aspects of the system in this thesis. It is for this reason 

that this comparative analysis is focused only on selected aspects of the United 

States (US) transfer pricing regime which is considered to be relevant for the 

purposes of improving section 31 of the Income Tax Act and other related provisions 

where possible. The main aim is to draw lessons from its legislative approach as 

enshrined in section 482 of the Internal Revenue Code (IRS) and the experiences of 

the US authorities in dealing with transfer pricing manipulation. To achieve this, both 

the positive and negative aspects of the US transfer pricing will be considered. The 

negative aspects will be considered in order to avoid repetition in South Africa. The 

positive aspects of the US transfer pricing will be emphasised in order to draw 

lessons which will be used to improve section 31 whilst taking into account the 

economic situation of a developing country like South Africa.521  

The comparative analysis will inter alia focus on the following aspects of the US 

transfer pricing: brief historical background of the transfer pricing regime in the US, 

legal framework of the US transfer pricing: section 482, the arm’s length principle as 

it is applied in the US in relation to the research problem, the application of transfer 

pricing methods in the US, the analysis of the weaknesses of section 482 and a 

discussion on the role played by the Advance Pricing Agreements (APAs) in the US. 

The analysis will conclude by giving a summary of the lessons drawn from the US 

transfer pricing system. 
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7.2  Historical Background of the US Transfer Pricing System 

The US has had transfer pricing provisions since the 1910s.522 The first US transfer 

pricing regulation was enacted through the War Revenue Act of 1917.523 Through 

this Act, the IRS was given authority to consolidate and verify whether or not the 

accounts of related trades or businesses were concluded at market-related prices.524 

The War Revenue Act came as result of The US lawmakers being sceptical about 

the transfer of profits between the US parent companies and foreign subsidiaries 

after the First World War. In 1921, the Revenue War Act was amended by inserting 

section 240(d). It is said that this provision (section 240(d)) is the first predecessor of 

section 482 of the Internal Revenue Code (IRC).525 The aim of section 240(d) was to 

prevent income shifting to foreign (associated) companies. In 1928, section 240(d) 

was re-enacted into the Revenue Act of 1928 as section 45 of the Revenue Act of 

1928 and its wording remained unchanged until 1986 and it provided that: 

In any case of two or more trades or businesses (whether or not incorporated, whether or not 

organised in the United States, and whether or not affiliated) owned or controlled directly or 

indirectly by the same interests, the Commissioner is authorised to distribute, apportion, or 

allocate gross income or deductions between or among such trades or businesses, if he 

determines that such distribution, apportionment, or allocation is necessary in order to prevent 

evasion of taxes or clearly to reflect the income of any such trades or businesses. 

The main purpose of section 45 was to place a controlled taxpayer on tax parity with 

an uncontrolled taxpayer, by determining, according to the standard of an 

uncontrolled taxpayer, the true net income from the property and business of a 

controlled taxpayer. Section 45 also required the IRS to make adjustments by 

reallocating income between associated companies. Although not expressly stated, 

section 45 had the hallmark of the arm’s length principle. Until 1934, there were no 

detailed guidelines regarding the manner in which income allocation should be made 

in order to accurately reflect an income. In 1934, section 45 regulations were issued 
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 Wittendorff Transfer Pricing and the Arm’s Length Principle in International Tax Law at 39. See 
also DR Right ‘Announcements and Report Concerning Advance Pricing Agreements: A Comment’ 
(2001) International Bureau of Fiscal Documentation at 417; Heimert & Johnson Guide to 
International Transfer Pricing: Law, Tax Planning and Compliance Strategies at 5. 
523

AM Heimert & M Johnson Guide to International Transfer Pricing: Law, Tax Planning and 
Compliance Strategies (2010) at 5. 
524

 Regulation 41, arts 77 and 78 of the War Revenue Act of 1917. 
525

Wittendorff Transfer Pricing and the Arm’s Length Principle in International Tax Law at 32. 



 

150 

 

in terms of the Revenue Act of 1934. The significance of these regulations is that the 

term ‘arm’s length’ was used for the first time in the US transfer pricing legislation.526 

The regulation provided that: 

The standard to be applied in every case is that of an uncontrolled taxpayer dealing at arm’s 

length with another uncontrolled taxpayer. 

The birth of the term ‘arm’s length’ was a turning point in the history of transfer 

pricing in the US and other countries as it ultimately became the cornerstone of 

transfer pricing to this day.  

 

In 1939 the US tax statutes were re-codified by an Act of Congress as the ‘Internal 

Revenue Code’ (later known as the ‘Internal Revenue Code of 1939’).527 The 1939 

Code was published as volume 53, Part I, title 26 of the United States Code. In 1954, 

the IRC was substantially overhauled and expanded by the 83rd United States 

Congress.528 The code was published in volume 68A of the United States Statutes. 

The new version was thereafter referred to as the ‘Internal Revenue Code of 1954’ 

and the prior version was known as the ‘Internal Revenue Code of 1939’.529 The 

arm’s length principle in the US was however only affirmed in 1966. In that year, the 

classic case of Oil Base Inc v Commissioner was heard regarding the application of 

the arm’s length standard in relation to sales commissions paid by a U.S. corporation 

to its Venezuelan marketing affiliate.530 The provisions of the regulations to s 45 

were put to the test. 

 

In 1968, the IRS issued regulations that provided procedural rules for applying the 

arm’s length standard and specific pricing methods for testing the arm’s length 

character of transfer pricing results.531 These regulations gave rise to the transfer 

pricing methods which were later to be adopted by the OECD. These transaction-

based methods, i.e. the comparable uncontrolled price (CUP) method, the resale 
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price method, and the cost plus method, gradually gained broad international 

acceptance.  

 

The 1954 Code was renamed the Internal Revenue Code of 1986 by s 2 of the Tax 

Reform Act of 1986.532 The 1986 Act contained substantial amendments, but no 

formal re-codification was done on it.533 The 1986 Code retained the basic structure 

of the 1954 Code because most of the same lettering and numbering of subtitles, 

chapters, subchapters, parts, subparts and sections as the 1954 Code remained 

intact.534 The 1986 Code is still published as title 26 of the United States Code and is 

amended from time to time. The latest additions to the Code being the tax provisions 

of the American Tax Payer Relief Act of 2012 and the Protecting Americans from 

Tax Hikes of 2015.535  

7.3  Section 482 of the Internal Revenue Code (IRC) 

Section 482 is contained in the IRC. Section 482 regulates transfer pricing in the US. 

It authorises the Internal Revenue Service (IRS) to adjust the income, deductions 

credits or allowances of commonly controlled taxpayers to prevent tax evasion.536 

Section 482 provides that: 

In any case of two or more organisations, trades, or businesses (whether or not incorporated, 

whether or not organised in the United States, and whether or not affiliated) owned or 

controlled directly or indirectly by the same interests, the Secretary may distribute, apportion, 

or allocate gross income, deductions, credits, or allowances between or among such 

organisations, trades or businesses, if he determines that such distribution, apportionment or 

allocation is necessary in order to prevent evasion of taxes or clearly to reflect the income of 

any such organisations, trades or businesses. In the case of any transfer (or license) of 

intangible property (within the meaning of section 936(h)(3)(B) the income with respect to 

such transfer or license shall be commensurate with the income attributable to the intangible. 
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The main purpose of section 482 is to prevent tax evasion using transfer pricing 

manipulation. In the US tax evasion is also referred to as prohibited tax avoidance, 

this was held in the case of Merck & Co v United States.537 The wording of section 

482, which is a principal transfer pricing provision in the US suggest that this section 

considers transfer pricing manipulation or its transgression as tax evasion or 

prohibited tax avoidance. The fact that the application of section 482 is meant to 

prevent tax evasion is indicative of the fact that although section 482 does not 

expressly provide that transfer pricing manipulation is illegal, it can however be 

inferred from the language of the legislature. If section 482 was aimed at treating 

failure to act in arm’s length as tax avoidance instead of tax evasion, the legislature 

should have used tax avoidance in which case transfer pricing manipulation would 

not have been illegal. This reasoning is supported by the definition of tax evasion in 

chapter 2 above. Based on this, it is contended by the author that transfer pricing 

manipulation in the US is illegal. Apart from the prevention of tax evasion, the other 

main purpose of section 482 is to ensure that taxpayers clearly and correctly reflect 

the income attributable to controlled transactions.538 The purpose of section 482 was 

appositely emphasised by the Court of appeal in the Xilinx v Commissioner where it 

was held that:539 

[s]ignificantly, achieving an arm’s length result is not in itself the regulatory regime’s goal, 

rather, its purpose is to prevent tax evasion by ensuring taxpayers accurately reflect taxable 

income attributable to controlled transactions. 

The US transfer pricing regulations provide the scope of section 482 as follows:540 
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The purpose of section 482 is to ensure that taxpayers clearly reflect income attributable to 

controlled transactions and to prevent the avoidance of tax with respect to such transactions. 

Having concluded that section 482 is aimed at tax evasion, it appears that the law 

seem to use the term evasion and avoidance interchangeably to mean one and the 

same thing for transfer pricing purposes. According to the analysis conducted in 

chapter two of this work these concepts do not mean one and the same thing. For 

the purpose of this research, the provisions of the main section are preferred 

because regulations are secondary legislation published and interpreted by the IRS 

not Congress. Treasury Regulation 1.482-1(a)(1) provides that transactions between 

one controlled taxpayer and another will be subject to special scrutiny to ascertain 

whether common control is being used to reduce, avoid, or escape taxes. In 

determining the true taxable income of a controlled taxpayer, the Service is not 

restricted to the case of improper accounting, to the case of a fraudulent or sham 

transaction, or to the case of a device designed to reduce or avoid tax by shifting or 

distorting income, deductions, credits, or allowances. The authority to determine true 

taxable income extends to any case in which either by inadvertence or design 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. 

Section 482 does not apply to uncontrolled transactions (usually concluded by or 

between independent parties) but is restricted to controlled transactions, and the 

latter is described as: 

Any transaction or transfer between two or more members of the same group of controlled 

taxpayers. The term uncontrolled transaction means any transaction between two or more 

taxpayers that are not members of the same group of controlled taxpayers. 

Just like in other tax jurisdictions, the US courts have also accepted that taxpayers 

are entitled to minimise their tax liabilities within the confines of the law. In the case 

of Merck & Co v United States,541 (which among other things also highlight the 

application of section 482 in relation to allocation of income and evasion of taxes) it 

was argued by the IRS that an allocation was justified both as a result of tax 
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avoidance and the quest to correctly reflect the income.542 The court disagreed with 

the notion that tax avoidance can justify allocation of income (in this case) on the 

following reasons: 

Defendant’s contention that the allocation may be justified on the section 482 prong to 

prevent evasion of taxes is not persuasive. The fact that Merck’s management was diligent 

and creative, and used sophisticated tax planning to reduce its overall tax liabilities, in itself 

does not constitute prohibited tax avoidance or evasion. Merck’s decision to locate production 

facilities in Puerto Rico, and its decision to position its sales efforts in foreign markets in local 

companies, was based on sound business reasons. A second production supply source was 

needed. Puerto Rico offered an adequate supply of labour and potentially appropriate sites. 

Other competing pharmaceutical firms had located to Puerto Rico, and any resulting lower tax 

rates could give such companies competitive edge. A Puerto Rican facility permitted Merck to 

take advantage of congressionally sanctioned tax incentives to encourage American business 

investments there, as well as Puerto Rican tax exemptions. It is well established that taking 

advantage of tax benefits made available by Congress does not constitute tax avoidance or 

erosion under section 482. Defendant’s insinuations of impropriety in Merck’s use of 

sophisticated tax planning do not diminish the valid business purposes established by the 

facts in this case. Tax considerations obviously, were a significant factor in Merck’s decision 

in structuring group operations to supply methyldopa and LAAN to foreign marketing affiliates 

from MSDQ production. These tax considerations do not overcome Merck’s sound business 

reasons so as to justify the use section 482 to prevent tax evasion. A taxpayer that does not 

take the tax laws into consideration when structuring complex transactions not only is naïve 

but probably is out of business. Accordingly, if the allocation is to be justified, it must be on 

the ‘clearly to reflect income’ prong of section 482. 

The judgment highlights the parameters within which s 482 can be applied. The 

essence of this judgment is that even though section 482 empowers the authorities 

to ensure that all transactions reflect the correct income for tax purposes, such 

power cannot be exercised arbitrarily and must take into account the business 

considerations of the taxpayer. This means that despite the fact that section 482 is 

aimed at combating tax evasion perpetuated through transfer pricing manipulation 

and ensuring compliance with the tax laws, its execution by the IRS should not 

undermine the long-standing practice of providing taxpayers with the right arrange 

their business affairs in a manner that enables them to incur less tax liabilities within 

the confines of the law. For the purpose of this research, there are three pillars or 
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legal conditions upon which the application of section 482 is based. The pillars are 

taxpayer, control and transactions. These three pillars are contextualised as follows: 

 

7.3.1 Taxpayers 

A closer scrutiny of section 482 reveals that this provision apply to all types persons 

i.e. natural and juristic persons. The use of the phrase ‘whether or not incorporated’ 

demonstrate that all persons who are carrying on business with transfer pricing 

implications are governed by this provision even if they are not incorporated 

according to US company laws. Section 482 defines an organisation as an 

organisation of any kind, whether a sole proprietorship, a partnership, a trust, an 

estate, an association or corporation.543 The definition is wide ranging in order to 

include any person who may be involved in cross-border trade. Section 482 applies 

to both the resident and non-resident entities. The statement ‘whether or not 

organised in the United States’ clearly illustrate that the legal personality of an entity 

and the location of the taxpayer is irrelevant as long as the taxpayer has derived a 

tax benefit which has the effect of transgressing the US transfer pricing regulations. 

It also does not make any difference even if the trade, organisation or business is 

incorporated in the US or elsewhere, the most important consideration is the effect 

that the taxpayer’s conduct has on the US tax base.  

 

It is also not relevant whether the taxpayer is an exempt organisation or a member of 

the affiliated group that files a consolidated income tax return pursuant to section 

1501, as long as the taxpayer is subject to the US taxation laws, then section 482 

becomes applicable to the taxpayer. Section 482 is applicable to trade or business. 

Trade or business is defined as a trade or business activity of any kind regardless of 

whether or where organised, whether owned individually or otherwise and regardless 

of the place of operation.544 The carrying on of business is wide ranging in the US 
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tax law, for instance, a holding company that merely owns shares in subsidiaries is 

deemed to be carrying on business or trade and if the subsidiary carries on business 

activities, the tax implications of such trade or business can be attributed to the 

holding company.545 In the case of Whipple v Commissioner,546 it was held that s 

482 does not apply to an individual in their capacity as shareholder in the company 

because investing in shares does not normally qualify as a trade or business. In the 

Foglesong v Commissioner, section 482 was found not to apply to the shareholder 

who worked exclusively for his company.547 In this case, the court held that: 

We believe that … an individual who does not work exclusively for his personal service 

corporation may have the income earned by it allocated to him under section 482. The section 

should not apply, however, to one who does work exclusively for his corporation. This 

interpretation of section 482 satisfies both the terms of the statute-one who does not work 

exclusively for his corporation may rightly be said to be engaging in a separate business-and 

the policy that legitimate personal service corporations should be recognised. 

If an individual loans money to the company, that activity does not qualify as 

business and it is therefore not subject to section 482; however, if an individual 

leases assets to the company, this activity is considered to be carrying on a business 

or trade and it is subject to section 482.548 The wording of section 482 does not 

seem to exclude transactions between a head office and a permanent establishment 

because a permanent establishment falls within the ambit of organisation, trade or 

business of the MNE group.549  

7.3.2 Control  

The second pillar of section 482 is the control that two or more taxpayers are 

exercising among or over each other. The guiding principle in section 482 is found in 

the use of the phrase ‘owned or controlled directly or indirectly by the same interests. 

This phrase denotes that there must be a connection between the entities which are 

engaged in a transfer pricing transaction. It is important to bear in mind that the 

entities must not only be connected but there must be some kind of control exercised 

over or by one or more of the taxpayers to the other. It is also important to note that 
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being connected does not necessarily mean that the taxpayers control each other. 

The US tax law does not contain any guidance or detail for assessing whether there 

is control between two taxpayers. In the absence of any strict guideline, control can 

therefore take any form but it must be legally possible to verify the existence or the 

non-existence of such control. Although the guidelines on control are not provided 

but the word control is broadly defined in section 482 regulations to include:550 

any kind of control, direct or indirect, whether legally enforceable or not and however 

exercisable or exercised, including control resulting from the actions of two or more taxpayers 

acting in concert or with a common goal or purpose. It is the reality of the control that is 

decisive, not its form or the mode of its exercise. A presumption of control arises if income or 

deductions have been arbitrarily shifted. 

In order to ensure effective transfer pricing adjustment, the definition above allows 

for any type of control. In this regard, control may be direct, indirect, vertical or 

horizontal. In order to ensure that control is not used as an instrument for tax evasion 

purposes section 482 is also applicable to the control which may not be legally 

enforceable due to physical (factual) or legal impossibility. Section 482 is based on 

the de facto control or what is commonly known as the reality of control.551 An 

important consideration here is whether a taxpayer in fact has the power to dictate 

the transfer price of a transaction based on their relationship with the other taxpayer. 

Control can be based on various aspects. The most common of those are ownership 

of capital, control of voting rights, group affiliation and other factors which may be 

taken into account to prove both the connection and control between two or more 

taxpayers.552  

 

It was held in the Bransford v Commissioner that ownership of more than 50 per cent 

of the capital or control of more than 50 per cent of the voting rights normally fulfils 

the requirements of control but it was further noted in that case that the 50 per cent 
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threshold does not apply if the company is controlled by other interests.553 For 

control to be proven to exist it appears that even the minority shareholding will be 

sufficient to meet the requirements if it gives them effective control of the company. It 

was held in the Dallas Ceramic Co v United States that in instances where control 

cannot be readily ascertained, there will be a presumption of control if it can be 

proven by the IRS that profit shifting or transfer pricing manipulation has taken 

place.554 

 

The burden to prove that there is no control which will obviate the legal 

consequences of section 482 lies with the taxpayer.555 Conditions for control can still 

be fulfilled for transactions between companies that are controlled by the same 

group of otherwise unrelated shareholders.556 For section 482 to be applicable, the 

taxpayers should act with a common purpose to avoid taxes but the regulations are 

not applicable where unrelated taxpayers acted in concert to shift the profits and 

make arbitrary deductions unless those unrelated companies are exercising a joint 

control over another company.557 A view was held in the US Steel Corp v 

Commissioner that a dominant market position is not a legal basis upon which 

control in terms of section 482 can be derived.558 This is so because market 

dominance does not automatically translate to effective control over another 

taxpayer. The existence of an unrelated intermediary in the transaction that involves 

two or more taxpayers does not in itself neutralise the element of control if profit 

shifting can be proven between the controlled persons.559 Another important 

consideration is that control must be clearly identifiable at the time of concluding the 

transaction. In the DHL Corp v Commissioner, it was held that:560 

The conditions for control were satisfied in a situation where a US company sold a trademark 

to a foreign company, even though at the time of the transaction the companies were owned 

and controlled by different interests. However, the sale took place in accordance with an 

option agreement which had been entered into at a time when the companies were owned 
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and controlled by the same interests. According to the Court of Appeals, the conditions for 

control should be assessed at the time when the option agreement was entered into and the 

transfer price determined (transactional approach). A transaction between independent 

companies can therefore be adjusted under section 482 if the transfer price is agreed at a 

time when they were subject to common control. 

7.3.3 Prevention of Tax Evasion  

The purpose of section 482 is to assist in the correct reflection of income and 

prevention of tax evasion. In terms of section 482, the income of each enterprise in 

the group of companies must be clearly reflected in relation to the risk assumed in 

making that income. Section 482 is however silent on how tax evasion can be 

prevented within the context of transfer pricing. It can however be deduced from the 

definition that this is achieved by preventing a company from hiding its taxable 

income in a subsidiary or a separate company. Despite a lack of details on how tax 

evasion should be prevented, it is however important to note that there is a 

willingness by the US tax authorities to combat tax evasion related to transfer pricing 

by the express proscription of tax evasion in the provision.  

 

It is interesting to note that section 482 does not provide for ‘prevention of 

impermissible tax avoidance’ within transfer pricing but the prevention of tax evasion. 

This is an indirect indication that the US transfer pricing rules consider the 

contravention of section 482 so serious to an extent of considering such conduct as 

constituting tax evasion. It also means impermissible allocation of income which 

results in the loss of tax revenue or non-compliance with this provision is taken in the 

same light as tax evasion. This in a way supports the finding in Chapter 2 that 

impermissible tax avoidance in the form of transfer pricing manipulation is best 

classified as tax evasion. This is a far cry when compared to the South African 

transfer pricing provisions as they only prescribe that the setting of transfer prices 

between connected parties must be at arm’s length but does not go further to 

address tax evasion or so-called impermissible tax avoidance schemes used in the 

perpetuating transfer pricing manipulation. 
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7.3.4 Transactions  

The taxable income between related parties must be determined on the basis of data 

used in each individual transaction.561 Section 482 does not prescribe the nature of 

transactions which can be subjected to transfer pricing adjustment save to say that 

the transactions should relate to the setting of transfer prices and or the transference 

or shifting of profits to foreign tax jurisdiction. According to the IRS Treasury 

Regulations, the term transaction is defined as:562 

any sale, assignment, lease, loan, advance, contribution, or any other transfer of any interest 

in or a right to use any property (whether tangible or intangible, real or personal) or money, 

however such transaction is effected and whether or not the terms of such transaction are 

formally documented. A transaction also includes the performance of any services for the 

benefit of, or on behalf of another taxpayer. 

The definition above is non-exhaustive and wide ranging. This provision is applicable 

to tangible, intangible assets, financial assets and services regardless of form of 

transfer. The phrase ‘performance of any services for the benefit of, or on behalf of 

another taxpayer’ demonstrates that section 482 does not exclude the possibility of 

omission as well. It can however be deduced that the obligation to act (commission) 

is clearly covered and articulated by section 482 when one takes into account the 

phrase ‘performance of any services for the benefit of, or on behalf of another 

taxpayer’. Section 482 is rather silent when it comes to omission. The US case law 

fortunately deals with what would have been an undesirable state of affairs because 

in the case of Bausch & Lomb Inc. v Commissioner the court supported the view 

that, in principle section 482 may be applicable to omissions.563 The wide-ranging 

nature of section 482 in this regard is seen by the use of the phrase ‘whether or not 

the terms of such transaction are formally documented’. This means that section 482 

is also applicable to transactions which are not formally documented. The provision 

does not give guidance on what is meant by formal documentation; this may cause 

interpretational issues. In the previous chapters, particularly Chapter 5, it was 
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mentioned that lack of comparable data was a problem; informal documentation may 

prove very difficult to access. 

7.4  The Arm’s Length Principle in the US 

The general overview of the arm’s length principle has been fully discussed in 

Chapter 2 of this research, only the US perspective of the arm’s length concept will 

be briefly discussed here. The discussion in this paragraph will have minor variations 

from the discussion in Chapter 2; in any case, the discussion there is based on the 

US’s approach to the concept. The arm’s length price has been part of the provisions 

of section 482 for over 60 years.564 The application of section 482 is based on the 

arm’s length principle; the arm’s length principle is in fact the nub of the section 482 

regulations.565 It is for this very reason that any conflict between the arm’s length 

principle and other rules must be resolved in favour of section 1.482-1(b)(1).566 The 

US transfer pricing system considers the arm’s length principle to be a principle of 

equality that places a controlled taxpayer on tax parity with an uncontrolled 

taxpayer.567 The reasons for the adopting the arm’s length principle as a US tax 

policy under section 482 was eloquently articulated in the following paragraph:568 

The use of the arm’s length standard is a natural reaction. Tax administrators do not question 

transactions that are governed by the market place. If company A sells goods to unrelated 

company B at a certain price or furnishes services at a particular price, the income of both 

companies is determined by using that price.one company may be large and the other may 

be small; one may be a monopoly; one may be financially strong and the other in a weak 

condition. But these and other factors which may affect the price at which the transaction 

occurs arte not the concern of the tax administrator. His tasks are not to correct the injustices 

or unfairness of the market place nor to turn bad bargains into fair arrangements…given this 

acceptance of the market place, a tax system and tax administrators working within it-when 

faced with intra-group transactions not governed by that marketplace but instead by the 
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policies and goals of the overall enterprise, naturally seeks to replace the intragroup 

arrangement with the norm of the marketplace. Presumably most transactions are governed 

by the general framework of the market place and hence it is appropriate to seek to put intra-

group transactions under the general framework. Thus, the use of the arm’s length, both to 

test the arrangements and to adjust that allocation if it does not meet such standard, appears 

in theory to be a proper course.  

In 1988, the study of intercompany pricing published by the US Treasury Department 

also stated that:569 

The arm’s length standard is embodied in all US tax treaties; it is in each major model treaty, 

including the US Model Convention; it is incorporated into most tax treaties to which the 

United States is not a party; it has been explicitly adopted by international organisations that 

have addressed themselves to transfer pricing issues; and virtually every major industrial 

nation takes the arm’s length standard as its frame of reference in transfer pricing cases… 

[T]he United States should continue to adhere to the arm’s length standard. 

This defence and exclusive endorsement of the arm’s length drew much criticism 

from its detractors as they claimed that the US wanted to maintain the status quo 

(upholding the arm’s length principle as the dominant or sole mechanism of arriving 

at a correct transfer price at the exclusion of other methods) as the principle does not 

have any merit to be singled out in the midst of other alternative methods like the 

global formulary apportionment.570 

 

As already mentioned in the previous chapters, the arm’s length principle states that 

the amount charged by one related party to another for a given product must be the 

same as if the parties were not related. An arm’s length price for a transaction is 

therefore what the price of that transaction would have been on the open market. For 

commodities, determining the arm’s length price can sometimes be as simple as 

looking up comparable pricing from non-related party transactions, but when dealing 

with proprietary goods and services or intangibles, arriving at an arm’s length price 

can be a more complicated exercise. Unlike in South Africa, the US defines most of 

the important concepts within transfer pricing. The US definition of the arm’s length 

standard is found in section 1.482-1(b) of the transfer pricing regulations and it 

provides that: 
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Arm’s length standard determining the true taxable income of a controlled taxpayer, the 

standard to be applied in every case is that of a taxpayer dealing at arm’s length with an 

uncontrolled taxpayer. A controlled transaction meets the arm’s length standard if the results 

of the transaction are consistent with the results that would have been realized if uncontrolled 

taxpayers had engaged in the same transaction under the same circumstances (arm’s length 

result). However, because identical transactions can rarely be located, whether a transaction 

produces an arm’s length result generally will be determined by reference to the results of 

comparable transactions under comparable circumstances.  

The arm’s length price is determined by means of the arm’s length test. An arm’s 

length test refers to the verifying whether or not the transfer price of a controlled 

transaction complies with the arm’s length principle.571 There are two types of arm’s 

length tests in the US transfer pricing practice and they are: an empirical arm’s 

length test and a hypothetical arm’s length test.572 An empirical arm’s length test is 

based on prices in transactions which have actually taken place between parties 

which are independent of each other.573 In other words, this is as a result of a 

posteriori finding. The nub of section 482 regulations is the empirical arm’s length 

test because it takes into account the comparison with unrelated parties.574 The 

correct application of the empirical arm’s length test was suggested by the court in 

the case of Lufkin Foundry and Machine Co v Commissioner.575 In this case, the 

taxpayer in defence of his pricing strategy in the controlled transaction simply 

referred only to internal data which was never compared to uncontrolled transactions 

under similar circumstances. The idea that internal data cannot be used in the place 

of empirical data was also confirmed in the Eli Lily & Co v Commissioner case.576 

The gist of Lufkin Foundry and Machine Co v Commissioner in relation to transfer 

pricing comparability was captured as follows: 
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No amount of self-examination of the taxpayer’s internal transactions alone could make it 

possible to know what prices or terms unrelated parties would have charged or demanded. 

We think it palpable that, if the standard set by these unquestioned regulations is to be met, 

evidence of transactions between uncontrolled corporations unrelated to Lufkin must be 

adduced in order to determine what charge would have been negotiated for the performance 

of such market services. 

The second arm’s length test is the hypothetical arm’s length test. The hypothetical 

arm’s length test is based on the conjectural prices in a controlled transaction. 

According to this test, an assumption is made that parties would have agreed in a 

transaction which has taken a certain form even though such a transaction did not 

take place; this is usually evidence of a prior finding based on reasoning and 

deduction.577 There are many instances where hypothetical arm’s length test is 

applied. One example of such instance is in the case of cost sharing arrangements 

where the parity between taxpayers in uncontrolled transactions and taxpayers in 

controlled transactions was in question.578 The case in point is the Xilinx Inc v 

Commissioner where the IRS argued that the cost pool (sharing) should be 

determined without regard to the existence of uncontrolled transactions. The tax 

court held that internal data could not override empirical data on market transaction 

and this decision was upheld in the court of appeal where judge Noonan of the 

majority held: 

Purpose is paramount. The purpose of the regulations is parity between taxpayers in 

uncontrolled transactions and taxpayers in controlled transactions. The regulations are not to 

be construed to stultify that purpose. If the standard of the arm’s length is trumped by s 

7(d)(1), the purpose of the statute is frustrated. If Xilinx cannot deduct all its stock options 

costs, Xilinx does not have tax parity with an independent taxpayer. 

In terms of section 482, the arm’s length principle seeks to ensure that enterprises 

reflect their true taxable income from inter-affiliate transactions. If the Commissioner 

is of the opinion that a foreign related party overcharged its related company in the 

US, he may adjust the transfer price downwards, thus increasing the US taxable 

income. The revenue authority in the foreign country may agree that the transfer 

price was too high and make a corresponding adjustment thereby decreasing the 

income of the foreign related company. Since the arm’s length principle is 
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considered to be the universal method of determining the transfer price between 

connected parties, the US transfer pricing system is also not immune to all the 

weaknesses (experienced by other countries) of this principle as mentioned in 

Chapter 2 and other relevant chapters. 

7.5  The Best Method Rule 

The nature and characteristics of the transfer pricing methods discussed in chapter 3 

are the same as those applied in the US with very minor variations. The methods are 

thus fully discussed in Chapter 3 of this research and will not be repeated here. It is 

however important to briefly discuss the best method rule and the application of the 

global formulary method within the US transfer pricing practice as these were not 

discussed in the general discussion of the transfer pricing methods because they fit 

more within the US transfer pricing practice. The reason for that is that not all tax 

jurisdictions apply these methods, although not unique to the US but they are 

predominantly applied there. The best method rule will be analysed first. Since 1993, 

the selection of the appropriate method in the US is made by applying the best 

method rule.579 In terms of Treasury Regulation 1.482-1(c), the arm’s length result of 

a controlled transaction must be determined under the method that, given the facts 

and circumstances, provides the most reliable measure of an arm’s length result.580 

This method advocates that the selection of a transfer pricing method must be based 

on the comparability between the controlled transaction and the reference 

transactions; rather than on the internal hierarchy of the methods. This means that 

there is no strict prioritisation of the methods and that there is no method which is 

considered to be more reliable than other methods.581 In determining the most 
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reliable measure of an arm’s length result, the degree of comparability between 

controlled and uncontrolled transactions and the quality of data and assumptions 

used need to be considered.582 It is therefore not a requirement that the 

inapplicability or irrelevance of the other methods should be established, if it can be 

shown that a particular method will produce more reliable results. The method 

considered to be best in comparison to the others must be applied. This means that 

if two or more applications of a single method provide inconsistent results, the arm’s 

length results must be determined by using the application that provides the most 

reliable measure of an arm’s length result in the circumstances.583 Code of Federal 

Regulations (CFR) number 26 under section 1.482-8 explains that:  

In accordance with the best method rule of section 1.482-1(c), a method may be applied in a 

particular case only if the comparability, quality of data, and reliability of assumptions under 

that method makes it more reliable than any other available measure of the arm’s length 

result. The following examples illustrate the comparative analysis required to apply this rule. 

As with all of the examples in these regulations, these examples are based on simplified 

facts, are provided solely for purposes of illustrating the type of analysis required under the 

relevant rule, and do not provide rules of general application. Thus, conclusions reached in 

these examples as to the relative reliability of methods are based on the assumed facts of the 

examples and are not general conclusions concerning the relative reliability of any method. 

 

CFR number 26, section 1.482-8 also provides examples of how each of the 

methods, can be picked on as the best method. The example below as quoted from 

this regulation explains and demonstrates reasons why the CUP method would be 

picked on as the best method: 

  

Preference for comparable uncontrolled price method: Company A is the US distribution 

subsidiary of Company B, a foreign manufacturer of consumer electrical appliances. 

Company A purchases toaster ovens from Company B for resale in the U.S market. To exploit 

other outlets for its toaster ovens, Company B also sells its toaster ovens to Company C, an 

unrelated U.S. distributor of toaster ovens. The products sold to Company A and Company C 
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are identical in every respect and there are no material differences between the transactions. 

In this case application of the CUP method, using the sales of toaster ovens to Company C, 

generally will provide a more reliable measure of an arm’s length result for the controlled sale 

of toaster ovens to Company A than the application of any other method. 

As already mentioned in Chapter 3 above, the selection of a method should be 

based on the following criteria: the degree of comparability between the transactions 

and the quality of data and the assumptions used. The degree of comparability is 

assessed by taking into account the factors and rules applicable for each of the 

methods.584 Generally, the factors which are taken into consideration are: the 

functions undertaken by the relevant entities, the contractual terms, risks borne by 

the relevant entities, economic conditions and the nature of goods and service 

provided.585 The quality of data and the assumptions used are relevant for the 

evaluation of comparability.586 In turn, the following factors must be taken into 

account when the evaluation of comparable data is being conducted: the 

completeness and accuracy of the data, the reliability of the assumptions and the 

sensitivity of the results in relation to the deficiencies in the data.587 The 

completeness and accuracy of the data are important in the comparability analysis 

because it affects the ability to identify and quantify any material differences that 

might occur between the transactions.588 The reliability of the assumptions is also 

critical because the application of a method depends on the quality of the 

assumption made.589 The sensitivity of the results to deficiencies in the data and 

assumptions may have a greater effect on some methods than others.590 For 

example, differences regarding property transferred may be more important for CUP 
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than for CPM. Conversely, differences regarding management efficiency may be 

more important for the CPM than for CUP.591  

The OECD Guidelines also state that no one method is suitable in every possible 

situation. The guidelines provide that where one approach is not conclusive or 

appropriate for a particular transaction, a more flexible approach which allows the 

evidence of various methods is advocated by the OECD.592 It may thus be concluded 

that the OECD Guidelines are based on a multiple method approach while the US 

regulations are based on a single best method approach.593 The best method 

approach accords with decisions of the courts in some developed countries. For 

instance, the German Federal Fiscal Court noted that:594 

It is the responsibility of the Fiscal Court to determine the most appropriate method in each 

individual case. In each case this is the one with which the arm’s length price can be 

determined with the highest probability of correctness. 

In the Smithkline Beecham Animal Health Inc v Canada,595 it was held that:  

In this regard, it must be recalled that the Crown, based on the OECD Guidelines, has chosen 

to employ the CUP method for determining an arm’s length price for cimetidine. However, the 

OECD Guidelines also describe alternative pricing methods that the Crown has chosen not to 

employ. The choice of method depends upon finding appropriate comparators, which in turn 

depends upon analysis of points of difference and similarity between the structure, operations 

and activities of Smithkline and the various candidates for comparison (in this case, 

potentially all other Canadian pharmaceutical manufacturers) that might, at least in theory, 

include such things as profit margins and profitability. 

The application of the best method rule establishes an arm’s length range of prices 

or financial returns against which to test the controlled transactions. If the tested 

party financial results fall within the middle 50 per cent of that range, known as the 

interquartile range, then the controlled transaction is considered to be arm’s length. 
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7.6 Global Formulary Apportionment Method (GFA) in the US 

As already mentioned in paragraph 3.1 of this work, the global formulary method is 

applied in certain states like California and Massachusetts in the US. This method 

can act as an alternative to the OECD transfer pricing methods. The global formulary 

apportionment is defined by the OECD Transfer Pricing Guidelines as:596 

[a]n approach to allocate the global profits of an MNE group on a consolidated basis among 

the associated enterprises in different countries on the basis of a predetermined formula. 

Although the arm’s length principle is universally considered to be the basis of 

transfer pricing, it also has certain weaknesses as shown in the previous 

paragraphs.597 The global formulary apportionment method is discussed here to 

determine if it can offer an alternative to the arm’s length principle. The global 

formulary apportionment is a complex concept which may be a subject of research 

on its own, a full exposition of this method will not be conducted here. Its discussion 

will only be limited to its basic principles just to illustrate that the arm’s length 

principle is not the only standard that can be used to deal with transfer pricing 

issues. In the global formulary apportionment system, the MNE group is viewed as a 

single unit (unitary taxation applied) where formulary apportionment is applied to 

attribute tax to different jurisdictions in which the entity transacts. Accordingly, the 

share of profits of a multinational group that each country may tax is determined not 

by looking at the accounts of companies operating in each country but by dividing 

out the total global profits of the group according to a predetermined formula.598 In 

other words, affiliated entities engaged in a common enterprise are taxed as if they 

were a single corporation.  
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There is no standard way of determining how the formula is established but it is 

mostly based on a combination of costs, assets, proportion of turnover, payroll and 

sales.599 In the case of an MNE engaged in the manufacture and sale of goods, an 

apportionment might be used that would allocate some fraction of the income in 

accordance with sales which took place in those countries. The remaining portion 

may be allocated to the taxpayers in whose countries manufacturing took place 

which may be based on the total of the manufactured goods or payroll of the 

enterprise or a combination of the two.600 The manner of allocation actually leaves 

very little room for income to be apportioned to any tax haven corporation forming 

part of the MNE group unless the tax haven was part of the activities of the group.  

It is important to note that the global formulary apportionment system differs from the 

arm’s length principle with regard to the treatment of income from intangible 

property. Under the global formulary apportionment system, all income including 

income derived from the intangibles is apportioned to the country which carried out 

that particular function. In contrast, the arm’s length principle apportions the income 

derived from the intangibles to the country which has ownership of the intangible; 

this makes ownership rights less important for the other members of the MNE group 

without ownership rights. The other difference between the global formulary 

apportionment system and the arm’s length principle is that in the case of the latter, 

functional analysis is undertaken to assign risks borne by different entities of the 

group, whereas in the GFA, no functional analysis is undertaken, risks are 

apportioned equally among all the entities.601 By its apportionment nature, the global 

formulary apportionment system does not require the presence of a comparable 

uncontrolled transaction. To a certain extent, the global formulary apportionment is 

similar to the profit split method. 
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7.6.1 Advantages of GFA 

There are various arguments advanced in favour of the global formulary 

apportionment system. The method has been extolled for providing greater 

administrative convenience and certainty for taxpayers.602 The exponents of the 

method also take the view that it is more in keeping with the economic reality of the 

enterprises. According to the GFA, an MNE group must be considered on a group-

wide or consolidated basis to reflect the business realities of the relationships among 

the associated enterprises in the group.603 This method provides that the separate 

accounting method is inappropriate for highly integrated groups because it is difficult 

to determine what contribution each associated enterprise makes to the overall profit 

of the MNE group. The use of the GFA arguably reduces compliance costs for 

taxpayers since only one set of account for the group is required for domestic 

purposes.  

7.6.2 Disadvantages of GFA  

Most countries who are members of the OECD do not consider the global formulary 

apportionment as a realistic alternative to the arm’s length principle. The most 

serious concern with the global formulary apportionment system is the difficulty of 

implementing the system in a manner that both protects against double taxation and 

ensures a single taxation system.604 To overcome this difficulty would require 

substantial international coordination and consensus on the predetermined formulae 

to be used and on the composition of the group in question. According to the 

OECD,605 to avoid double taxation there would have to be common agreement to 

adopt the approach in the first place, followed by agreement on the measurement of 

the tax base of an MNE group, on the use of a common accounting system, on the 

factors that should be used to apportion the tax base among different tax 

jurisdictions (including non-member countries) and how to measure and weigh those 
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factors.606 It is further argued that even if some countries were willing to accept the 

global formulary apportionment system, there would be disagreements because 

each country would want to emphasise or include different factors in the formula 

based on the activities or factors that positively predominate in its jurisdiction.607  

It goes without saying that each country would devise a formula or weighting that is 

favourable in maximising its revenue collection. This will have an added burden that 

tax administrations would have to consider jointly how to address the potential of 

artificially shifting the production factors used in the formula. The risk of transfer 

pricing manipulation is high because the components of the relevant formula can be 

easily manipulated by entering into unnecessary financial transactions or by 

deliberately moving mobile assets or by requiring that particular companies within 

the MNE group maintain inventory levels in excess of what normally would be 

encountered in an uncontrolled company of the same size.  

The transition to GFA would present enormous political and administrative 

complexities and would require a level of international cooperation, which is 

unrealistic expectation in the field of international taxation.608 The unintended 

consequences of those political and administrative complexities are that such 

multilateral coordination would require the inclusion of all major countries where 

MNEs operate and if all the major countries fail to agree to move to the global 

formulary apportionment system, MNEs would be faced with the burden of complying 

with two totally different systems. In other words, for the same set of transactions 

they would be forced to calculate the profits accruing to their members fewer than 

two completely different standards. Such a situation would create a potential for 

double taxation and transfer pricing manipulation will be used to escape these risks.  

Another concern is that the predetermined formulae will be arbitrary because it will 

inherently disregard market conditions, the particular circumstances of the individual 

enterprises and management’s own allocation of resources and this will result in an 
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allocation of profit that bears no sound relationship with the facts and circumstances 

of the transaction.609 The nature of the formulae will implicitly impute a fixed rate of 

profit per currency unit of each component to every member of the MNE group in 

every tax jurisdiction regardless of differences in assets, risks and efficiencies of the 

different members of the MNE group. This will result in the assignment of profits to 

an entity that would naturally incur losses if it were an independent enterprise.610  

Another problem with the GFA approach is with regard to the exchange rate 

movements. The effects of the exchange rates movements on the GFA is that rate 

movements may lead to increasing the profits of the associated enterprise operating 

with the stronger currency whereas in the long run a strengthening currency makes 

exports less competitive and leads to a downward pressure on profits which will 

result in loss of tax revenue.  

Contrary to the assertions of its advocates, the GFA may in fact present high 

compliance costs and data requirements because information would have to be 

gathered about the entire MNE group and presented in each jurisdiction on the basis 

of the currency and accounting rules of that particular jurisdiction.611 It can therefore 

be contended that the documentation and compliance requirements for an 

application of the GFA would generally be more burdensome than under the 

separate entity approach of the arm’s length principle. Difficulties would also arise in 

determining the sales of each member and in the valuation of assets, especially in 

the valuation of intangible property.612 To mitigate all these costs and risks, MNEs 

will seek ways to manipulate before-tax income in order to pay less tax or shift profits 

to tax havens. The GFA has the effect of taxing an MNE group on a consolidated 

basis and thereby abandoning the separate entity approach in terms of the arm’s 
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length principle.613 For this reason, it is argued that the GFA approach cannot as a 

practical matter recognise the important geographical differences, separate company 

efficiencies and other factors which are inherently peculiar to an individual company 

within an MNE.614 The arm’s length principle takes into account that an associated 

enterprise is a separate entity from the group and may be earning a profit even when 

the rest of the MNE group is incurring a loss. It is argued that the GFA does not have 

the flexibility to properly account for this contention. The antagonists of the GFA 

maintain that one of the biggest disadvantages of the approach is that it does not 

provide a complete solution to the allocation of profits of an MNE group.615 

7.7 Selected  Weaknesses of Section 482 

Section 482 may have many weaknesses, but this discussion is confined only to the 

weaknesses which are viewed to be relevant to the problem at hand. For the 

purposes of this research, the following are considered to be section 482’s 

weaknesses: lack of parameters in relation to the control element, lack of allocation 

formula and wide discretionary nature of section 482. These weaknesses are briefly 

discussed as follows: 

7.7.1 Lack of Parameters in Relation to the Control Element 

Section 482 is one of the most powerful and progressive pieces of legislation applied 

to fight tax evasion and ensure the correct allocation of income within transfer pricing 

in the US. Despite its erudition, section 482 has certain weaknesses which have a 

direct impact on the very purpose for which it has been enacted. In the early days of 

its enactment, it was remarked that:616 

In fact, its very simplicity makes it appear ridiculous, sitting as it does in the midst of the much 

more elaborate sections of the Code. It has no subsections, no definitions, no cross 

references, no exceptions and no mysterious effective date. 
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The first criticism deals with the application of the term control as enunciated in the 

section. The control element for the purposes of this section is captured in the 

phrase: ‘owned or controlled directly or indirectly by the same interests’. The quoted 

statutory language is extremely wide. In one hand, the wide application of section 

482 may be beneficial as it allows the tax authorities more powers and a wide 

spectrum within which such powers can be exercised. On the other hand, the wide 

discretionary nature of this part of the statute may result in the Treasury (through its 

regulations) to include or categorise (within section 482) businesses or a 

combination of businesses which may not necessarily be under the control of the 

MNE group. The fact that such businesses may not necessarily have the same 

business interests may cause problems in transfer pricing comparative analysis 

because it is easier to compare data for businesses or taxpayers with the similar 

business interests. The other problem with the control element is that it may not be 

aligned with other provisions within the IRC. For instance, the common control 

aspect of section 482 is not tied, by cross-reference or otherwise, to the stock 

attribution rules of section 318. It is also not linked to the definition of controlled 

groups found in section 1563, or to the related taxpayers’ provisions of section 267.  

The application of section 482 in relation to ownership and control is so wide that 

there is actually no line of demarcation within which this provision can be applied. In 

the General Counsel Memorandum 2856, it was stated (in considering the early 

ancestors of section 482) that the Board of Tax Appeals had aptly described the 

terms ‘owned or controlled directly or indirectly by the same interests’ as ‘doubtful’ 

and ‘impossible of a strict definition’.617 In Cedar Valley Distillery Inc.,618 the Tax 

Court expressed doubt that there was sufficient common control for purposes of 

section 45 of the 1939 Code (section 482 of 1954 Code) as between a partnership 

and a corporation. The wide-ranging nature of the provision may be draconian and 

thereby prompting taxpayers to find creative ways of circumventing the rules. 
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7.7.2 Lack of Allocation Formula 

The basis of section 482 application lies in the fact that the Commissioner must 

make a reallocation of income if he is of the opinion that the transaction between 

related or connected parties is not at arm’s length. One of the weaknesses of section 

482 is that there is actually no statutory allocation formula which the Commissioner 

must use to ensure that an accurate reallocation has been made. The lack of a 

prescribed allocation formula means that there is no wrong or right way of arriving at 

an arm’s length price. This may create an impression that the taxpayer’s allocation is 

inherently incorrect and that the Commissioner’s reallocation is always correct,619 

and this may not always be the case. If the parent corporation determines that a 

particular expense item is one that should be allocated among the related taxpayers 

in the worldwide business organisation, then an allocation according to some 

reasonable formula should be made in the first instance. If the Commissioner 

subsequently challenges this allocation, the taxpayer will prevail in proving that his 

accounting is fair and reasonable and clearly reflects his income. It is also better for 

the taxpayer initially to make an allocation, since he is not at liberty subsequently to 

invoke section 482 because it grants no right to a controlled taxpayer to apply its 

provisions at will, nor does it grant any right to compel the district director to apply 

such provisions.620 

7.7.3 Wide Discretionary Powers of Section 482 

The discretionary powers are displayed in the regulations which provide that the 

Commissioner or his delegate may distribute, apportion, or allocate gross income, 

deductions, credits, or allowances between or among such organisations, trades, or 

businesses.621 Although the Commissioner may not create income on transactions 

between related taxpayers where none was actually earned, it was seen that due to 

the wide-ranging powers of section 482, the Commissioner does overstep the line in 

some cases. In the case of Smith-Bridgman & Co v. Commissioner,622 a subsidiary 

loaned money to a parent corporation without interest. The Commissioner required 

the subsidiary to accrue interest income at 4 per cent. The Tax Court held that the 
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Commissioner improperly created income where none existed. There is a school of 

thought which also considers section 482 to be subjective in nature. A portion of the 

subjective character of the Code lies in the difficulty of determining an applicable 

foreign law in order to determine an arm’s length price.623 Another element that adds 

the wide-ranging element to the Code is the existence of multiple tests for allocating 

the arm’s length standard price.624 The wide discretion enjoyed by the Commissioner 

also has the makings of subjective standards as he may reallocate an income if he 

deems it to be in the interest of tax collection.625 Wide discretionary powers have a 

tendency to create policy uncertainty, a factor which may play a significant role in 

transfer pricing manipulation and non-compliance with the law in general. 

7.8 Domestic Transfer Pricing in the US 

Since the US is a federal state, each of the 51 states enacts their own corporate 

income tax rules, which include the power and authority to regulate transfer pricing. 

These rules aim to prevent the shifting of income and deductions from a high-tax 

state to lower-tax states. The emphasis is mostly on the compliance with the (IRS) 

but the state-by-state approach to transfer pricing methodologies is also taken in 

serious light considering the impact that it may have on the tax base. Each state is a 

sovereign taxing jurisdiction with the authority to disregard the conclusions reached 

by the IRS with respect to the appropriateness of a particular transfer pricing 

method. 

The investigation into state taxable income in many states is inadequacies in federal 

taxable income. If the IRS audits a multinational business and proposes changes to 

federal taxable income, these changes have a direct impact on the state income tax 

returns for the business for each of the affected years. Most states have a law 

requiring a business to amend filed state returns to reflect federal income, for 

example, the Massachusetts General Law Chapter 62C section 30 requires a 

taxpayer to report changes in the federal taxable income within one year of the date 

of notice of the federal government's final determination. If the federal determination 

                                                            
623

 MM Levey & JP Clancy ‘482 Allocation Barred in “Aramco Advantage” Cases’ (1994) 5 Journal of 
International Tax at 206.  
624

 Treasury Regulation 1.482-1(c)(1). 
625

 SS Surrey ‘Treasury's Need to Curb Tax Avoidance in Foreign Business Through the Use of 482’ 
(1968) 28 Journal of Taxation at 75-76. 



 

178 

 

increases the federal taxable income, failure to file an amended state return results 

in additional penalties and interest. While any change resulting from an adjustment 

to the transfer pricing methodology of a business will require the filing of amended 

state tax returns, it does not follow that just because the IRS agreed with the transfer 

pricing methodology of a business, that the state is bound to follow the federal 

determination. This means that to a certain extent, the state is autonomous in so far 

as these matters are concerned. It is important to note that for domestic purposes, 

the OECD Guidelines do not provide support and would not be directly relevant to 

the application of any pricing methods. 

States apply various methods to challenge the transfer pricing methodologies of 

multinational enterprises. Generally, their main concern is the payment of deductible 

expenses from a business in the state to an affiliated company outside the state. 

These deductible expenses are the subject of almost every transfer pricing 

arrangement and relate to payments for royalties, interest and management fees. 

States may question or audit a transfer pricing arrangement under one of several 

well-known tax doctrines, including but not limited to the business purpose, 

economic substance and sham transaction doctrines. Each of these approaches 

looks to the substantive aspects of the transaction.  

Given the above analysis it can thus be inferred that the US tax legislation and the 

structure of their federal government makes provision for domestic transfer pricing 

although the structure is different from the Indian Domestic transfer pricing as it will 

be seen in chapter 8 below. 

7.9 Transfer Pricing Documentation in the US 

There is no statutory or regulatory requirement to maintain transfer pricing 

documentation in the US, but the failure to maintain contemporaneous 

documentation could result in the imposition of IRC section 6662(e) (titled 

Substantial and Gross Valuation Misstatement Penalty) transfer pricing penalties on 

any underpayment of tax attributable to a transfer pricing adjustment. Transfer 

pricing documentation also provides taxpayers an opportunity to explain and 

affirmatively advocate their transfer pricing methodologies to the IRS and other tax 

authorities. In many cases, robust, persuasive transfer pricing documentation can 
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help narrowly focus a transfer pricing audit, or even convince a tax authority not to 

conduct such an audit. 

The documentation must adhere to the US tax rules and must be prepared in 

English. It must contain certain principal documents such as market share strategies 

under Treas. Reg. ' 1.482(d)(4)(i), unspecified transfer pricing methods under Treas. 

Reg. '' 1.482-3(e) and 1.482-4(d), profit split methods under Treas. Reg. ' 1.482-6, 

cost sharing agreements under Treas. Reg. ' 1.482-7, exceptions to adjustments for 

transfers of intangibles and lump sum payments under Treas. Reg. ' 1.482-4(f)(5). 

Part of the documentation must include the description of the transfer pricing method 

selected and the reasons for its selection. This can be established from the 

economic analysis and projections relied upon in developing the method. 

The documentation must establish that the taxpayer reasonably concluded that, 

given the available data and the applicable pricing methods, the method (and its 

application of that method) provided the most reliable measure of an arm’s-length 

result under the principles of the best method rule, set forth under the IRC section 

482 regulations. In addition to the principal documents, to avoid penalties the 

taxpayer must also maintain any background documents that support the 

assumptions, conclusions and positions of the principal documents. 

To avoid penalties, a taxpayer must also submit the description of any relevant data 

that was obtained after the end of the tax year and before filing a tax return, and 

which would help determine if a specified method was selected and applied in a 

reasonable manner. Apart from the required principal documents a US taxpayer is 

also required to submit background documentation to avoid penalties. Background 

documents are those documents that are used to support the assumptions, 

conclusions and positions taken in the principal documents. The documents are the 

research and primary sources needed to prepare the principal documents. They may 

include but are not limited to documents listed in Treas.Reg.’ 1.6032A-3(c) of the 

IRC. 

US taxpayers are not specifically required to maintain a ‘master file’ or ‘local file’, 

although the required ‘principal documents’ are similar to the local file requirement. 

In terms of the Treasury Regulations 1.6038-4, the US Treasury Department has 

however issued final regulations implementing country-by-country reporting (CbCR) 
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requirements for certain US parent companies of multinational enterprises with 

annual revenue of $850 million or more. The final regulations are generally 

consistent with the consensus framework of BEPS Action 13. However, the US rules 

require that the country-by-country reports be filed by the due date (including 

extensions) of the taxpayer’s federal income tax return (generally 15 October for 

calendar year taxpayers), rather than the 31 December (of the following year) 

deadline contemplated by Action 13. 

7.10 Advance Pricing Agreements in the US 

As already explained in Chapter 6 above, an APA is an arrangement that 

determines, in advance,626 an appropriate set of criteria for the determination of the 

transfer pricing transactions over a fixed period of time.627 The USA transfer system 

is known for its use of APAs which have proven to bring certainty and curtail arbitrary 

application and interpretational issues associated with transfer pricing legislation.628 

From the IRS’ perspective, the APA process:629 

Lessens the burden of compliance by giving taxpayers greater certainty regarding their 

transfer pricing methods, and promotes the principled resolution of these issues by allowing 

for their discussion and resolution in advance before the consequences of such resolutions 

are fully known to taxpayers and the IRS. 

There are three types of APAs that a taxpayer can request in the USA: bilateral 

agreements, multilateral agreements or unilateral agreements.630 A unilateral APA 

involves an agreement only between the taxpayer and the IRS. A bilateral or 

multilateral APA includes other foreign tax authorities beyond the IRS. Bilateral or 
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multilateral APAs may include a request for mutual agreement between the various 

competent authorities involved in the agreement.  

The IRS launched the APA programme in 1991 with the issuance of Revenue 

Proclamation number 1991-1.631 The procedure was intended as a dispute resolution 

mechanism to supplement the Mutual Agreement Procedures (MAP).632 The 

procedure is aimed at encouraging US taxpayers to engage in it in order to reduce 

administrative costs associated with transfer pricing audits.633 The APAs limit the 

compliance burden of the taxpayer by giving taxpayers greater certainty and 

simplicity regarding their transfer pricing affairs for a specified period.634 This in turn 

may minimise the chances of engaging in transfer pricing manipulation due to the 

openness of the process. APAs are not compulsory but once agreed upon and 

signed by both the taxpayer and the IRS,635 it becomes a binding contract. The IRS 

then agrees not to seek a transfer pricing adjustment for a specific period covering 

specific transactions.636 The taxpayer, on the other hand, agrees to file timely tax 

returns and submit required documentation according to the APA contract.637 The 

APA terms are determined on a case-by-case basis, but unless there are compelling 

reasons for a shorter term, the general term for an APA in the US is at least five 

years.638  
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The taxpayer usually approaches the IRS by proposing a method that they deem to 

be the best for their purposes.639 The proposed transfer pricing method must be in 

accordance with the arm’s length standard; this is in line with the requirement of s 4 

of Revenue Procedure (Rev.Proc) 2004-40 which provides that the taxpayer must 

provide the suitability of the method in terms of section 1.482-1(c).640 A complete 

APA request should contain all factual, legal and analytical information as well as 

critical assumptions that would be necessary in evaluating the proposed transfer 

pricing method. Revenue Procedure 2004-40 provides that the taxpayer must 

provide a detailed description not only of the transactions it intends to cover under 

requested APA, but also explain how the proposed covered transactions relate to 

other related party transactions that will not be covered.641 

 

Each APA request must be accompanied by a user fee made payable to the US 

treasury. The applicable amount is revised time again by the Treasury department 

but the current fee structure is $50 000 for large businesses for an initial request and 

$35 000 for a renewal. Small businesses as defined in IRS Revenue Procedure 

2006-9 pay $22 500 to file an APA request.642 Once payment is made, the taxpayer 

must thereafter furnish data that supports the fact that the method is indeed the best 

under the given facts and circumstances.643 The US tax law allows both US and 

foreign comparables to be utilised depending on factors such as relevant market, the 

type of transaction being evaluated and the result of functional and risk analysis.644 
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Once the APA is in place, the IRS monitors if the taxpayer complies with the terms of 

the APA. The monitoring is carried out in two ways.645 The first way is to require the 

taxpayer to submit annual reports which will provide evidence that the terms and 

conditions of the APA have been complied with, and that the critical assumptions 

remain relevant.646 Secondly, the IRS may continue to examine the taxpayer’s 

transfer pricing affairs as part of the regular audit activities of the IRS except that the 

APA transfer pricing method is exempted from the audit. The audit is thus limited to 

verifying the initial data relevant to the APA proposal in order to determine whether 

or not the taxpayer has complied with the terms and conditions of the APA.647 There 

is nothing in the US tax law which prevent the IRS from cancelling an APA, even with 

retrospective effect if it is found that the taxpayer has violated the terms and 

conditions of the APA. Some of the common reasons which can be advanced for 

such cancellation are fraud or misrepresentation of information during an APA 

negotiation. 

7.10.1  Advantages of Using Advance Pricing Arrangements 

APAs eliminate transfer pricing uncertainties by enhancing the predictability of tax 

treatment in international transactions.648 APAs are by their nature non-

adversarial.649 APAs provide an opportunity for both tax administrations and 

taxpayers to consult and interact, with a view to achieving an amicable solution to a 

transfer pricing dispute. APAs also improve cooperation between taxpayers and tax 
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administrations.650 This can result in a more objective review of submitted data than 

in a transfer pricing audit or examination which is characterised by a confrontational 

approach.651 As already mentioned APAs also reduce costly and protracted audits 

and litigation between taxpayers and tax administrations.652 Although APAs might 

appear to be expensive in the beginning but administrative costs are minimised in 

the long run. The advantage lies in the fact that fewer resources are needed to 

conduct audits because much is already known about the taxpayer through the APA 

programme.653 The advance disclosure of information also assists tax authorities in 

gaining insight into the complex international transactions undertaken by 

multinational groups of companies.654 The introduction of APAs may also result in 

the development of specialist skills and access to useful industry data and analysis 

of transfer pricing methodologies.655 

7.10.2  Disadvantages of APAs 

Despite the above advantages of APAs, it has been noted that APAs may not assist 

much in deterring tax evasion as a taxpayer may still evade tax even in the presence 

of APAs.656 In other words, APAs only bring about certainty in transfer pricing issues 

and may not be relied upon as tax evasion deterrence. APAs do not have the same 

legal force as legislation and taxpayers can opt out of the programme as they 

wish.657 The length of time it takes to conclude an APA may also be an impediment 
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to their use.658 On average, it takes about 18 months to complete one APA and 

another 18 months to renew it.659 The agreement may thus be outdated by the time it 

is finalised especially if there are any tax legislative amendments that may have a 

bearing in the application of the APA.660 The fact that APAs are entered into for a 

number of years may lead to inflexibility which may affect the taxpayer’s business 

decisions.661 APAs may also initially put a strain on transfer audit resources because 

tax administration may be forced to divert resources earmarked for other purposes to 

the APA programme.662 APAs may not be accessible to small enterprises due to high 

costs especially if one takes into account the cost of expert advice that may be 

required in these types of cases.  

 

Despite the above disadvantages, APAs are still an effective programme used in many 

countries. Some notable examples of countries using APAs are:663 Belgium, Canada, United 

Kingdom, and the United States. Through APAs, the chances of transfer pricing 

manipulations are low because of the openness and certainty brought by the programme. In 

the interest of certainty and predictable dispute resolution mechanism, APAs may be a 

viable option in the South African transfer pricing landscape especially because there is no 

legal impediment against it. Section 31 should be amended to accommodate its 

inclusion in the law. 

7.11 The Use of Regulations to Provide Transfer Pricing Certainty 

Section 482 of the IRC is supplemented by regulations that work as enforcement 

guidelines to ensure compliance with the charging section.664 The regulations are 

divided into two main categories, the interpretative regulations and the legislative 
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regulations. The interpretative regulations are intended to explain and illustrate the 

rules of the statute. Interpretative regulations are binding on the IRS but not on the 

courts and taxpayers.665 Legislative regulations have the same binding effect as 

legislation and they may be issued in three forms, namely the proposed, temporary 

and final form. It is the final legislative regulations which have the effect and force of 

law. Temporary regulations are binding for a period of three years. Proposed 

regulations have no legal effect whatsoever. The binding effect of s 482 regulations 

has been demonstrated in the case of U.S. Steel Corp. v Commissioner where it was 

held that:666 

 

the Treasury Regulations provide a guide for interpreting this section’s broad delegation of 

power to the Secretary and they are binding on the Commissioner. 

 

Section 482 regulations provide clarity in interpreting the working of the transfer 

pricing provisions in ways that ensure that any uncertainty that could arise as a result 

of the application of section 482 is ameliorated. For instance, the regulations set out 

the definitions of various terms used in section 482. For example, regulation 

1.482(b)(1) explains the term ‘arm’s length standard’ as follows: 

 

In determining the true taxable income of a controlled taxpayer, the standard to be applied in 

every case is that of a taxpayer dealing at arm’s length with an uncontrolled taxpayer. 

Controlled transaction meets the arm’s length standard if the results of the transaction are 

consistent with the results that would have been realised if uncontrolled taxpayers had 

engaged in the same transaction under the same circumstances (arm’s length result). 

Regulation 1.482-1(8) defines ‘controlled transaction’ and ‘uncontrolled transactions’ 

as follows: 

 

Controlled transaction or controlled transfer means any transaction or transfer between two or 

more members of the same group of controlled taxpayers. The term uncontrolled transaction 

means any transaction between two or more taxpayers that are not members of the same 

group of controlled taxpayers. 
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Regulation 1.482-9(1)(3)(i) defines the term ‘benefit’ for the purposes of the transfer 

pricing provisions as follows:  

 

[A]n activity is considered to provide a benefit to the recipient if the activity directly results in a 

reasonable identifiable increment of economic or commercial value that enhances the 

recipient’s commercial position, or that may reasonably be anticipated to do so. Any activity is 

generally considered to confer a benefit if, taking into account the facts and circumstances, an 

uncontrolled taxpayer in circumstances comparable to those of a recipient would be willing to 

pay an uncontrolled party to perform the same or similar activity on either fixed or contingent 

– payment basis, or if the recipient otherwise would have performed for itself the same activity 

or a similar activity. 

 

Apart from clearly explaining the meaning of terms that are used in the transfer 

pricing provisions, the regulations also provide guidelines as to how the transfer 

pricing methods are applied.  

The regulations are structured in such a way that they provide detailed examples of 

specific transfer pricing issues based on various transfer pricing methods.667 Effort 

has been made to make the law clear to such an extent that it even specifies which 

specific class of methods must be used for particular kinds of property. For example, 

CFR number 26 under section 1.482-3 (a) clearly sets out how the transfer pricing 

methods can be used to determine taxable income in connection with the transfer of 

tangible property. Taxpayers are referred to where each of the transfer pricing 

methods is described in the section. This regulation states that: 

 

 The arm’s length amount charged in a controlled transfer of tangible property must be 

determined under one of the six methods listed in this paragraph (a). Each of the methods 

must be applied in accordance with all of the provisions of section 1.482-1, including the best 

method rule of section 1.482-1(c), the comparability analysis of section 1.482-1(d), and the 

arm’s length range of section 1.482-1(e). The methods are: 

 

 (i)   The comparable uncontrolled price method, described in paragraph (b) of this 

section;  

 (ii)  The resale price method, described in paragraph (c) of this section;  

 (iii) The cost plus method, described in paragraph (d) of this section;  

 (iv) The comparable profits method, described in section1.482-5; 
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 (v) The profit split method, described in section 1.482-6; and 

 (vi) Unspecified methods, described in paragraph (e) of this section. 

 

In the same vein, regulation 26 CFR 1.482-4 makes it clear to a taxpayer involved in 

a cross-border transfer of intangible property how such transaction will be regulated. 

Because of the fact that the ambit and the application of the regulation are specific, if 

an adjustment were to be made the taxpayer would know exactly which method and 

procedures are going to be applicable in their transaction. The Tax Administration 

Act does not categorically state that Interpretation Notes or Practice Notes are 

statutory regulations. This matter needs to be clarified. It is therefore recommended 

that in addition to making interpretation Notes binding to the Commissioner and the 

taxpayers, Practice Notes should also have the force of law that provides practical 

guidance in the application of section 31.  

 

7.12 E-commerce and Transfer Pricing in the US 

The US does not have a special tax regime for electronic commerce. The IRS 

imposes tax on income from electronic commerce by applying rules and principles 

applicable to taxation generally. Section 1.861-8 provide specific rules for 

determining the source of income from computer software and related activities but 

these provisions are subject to the general principles of taxation. Section 1.863 

which deals with the taxation of international communication income is also based on 

the general principles espoused in the IRC. Tax rules differ from state to state with 

the result that each state has its own rules to regulate e-commerce.  

 

Since 1992 the general law on ecommerce was formulated in the case of Quill v 

Heitkamp.668 The ruling in this case prevented states from collecting any sales tax 

from retail purchases made over the Internet or other e-Commerce route unless the 

seller had a physical presence in that particular state. The ruling was based on the 

Dormant Commerce Clause,669 which prevent states from interfering with interstate 
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commerce unless authorized by the United States Congress. The case resulted from 

an attempt by North Dakota seeking to collect sales tax on licensed computer 

software offered by the Quill Corporation, an office supply retailer with no North 

Dakota presence, that allowed users to place orders directly with Quill. In essence 

the court stipulated that ecommerce stores only had to collect sales taxes in the 

states where they had a “nexus," or a physical location. There was no obligation to 

collect or withhold tax where there was no nexus. Clearly, the ruling caused 

discrimination between conventional retailers and online retailers because it handed 

e-commerce vendors a competitive advantage over their counterparts. The decision 

had unintended consequences of creating a tax loophole. Due to this, the South 

Dakota state felt the need to take Supreme Court decision on judicial review. In 

October 2017, the state of South Dakota filed a petition for in the U.S. Supreme 

Court urging it to "abrogate Quill's sales-tax-only, physical-presence requirement". In 

the petition South Dakota noted that advances in computer technology have made it 

easier to determine appropriate sales tax based on the purchaser's location and 

contending that such "poses a minimal obstacle" in an era where retailers can easily 

tailor their online marketing based on customers' IP addresses. South Dakota argued 

that Quill should be overturned and that the case met the Supreme Court's criteria 

for declining to overturn its previous ruling under the doctrine of stare decisis. The 

Court agreed to hear the case in January 2018, with arguments heard in April 2018. 

The Court ruled in June 2018 that the physical presence aspect of Quill was 

"unsound and incorrect" with the state of current technology, and overturned Quill 

decision. Justice Anthony Kennedy wrote the majority opinion, in which he stated 

that: 

The Internet’s prevalence and power have changed the dynamics of the national economy. 

The expansion of e-commerce has also increased the revenue shortfall faced by States 

seeking to collect their sales and use taxes. [The Quill decision] creates rather than resolves 

market distortions. In effect, it is a judicially created tax shelter for businesses that limit their 

physical presence in a State but sell their goods and services to the State’s consumers, 

something that has become easier and more prevalent as technology has advanced. Each 

year the physical presence rule becomes further removed from economic reality and results in 

significant revenue losses to the States. These critiques underscore that the physical 

presence rule, both as first formulated and as applied today, is an incorrect interpretation of 

the Commerce Clause. 
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For the minority opinion, Justice John Roberts warned that the decision could disrupt 

a successful part of the U.S. economy: 

E-commerce has grown into a significant and vibrant part of our national economy against the 

backdrop of established rules, including the physical-presence rule. Any alteration to those 

rules with the potential to disrupt the development of such a critical segment of the economy 

should be undertaken by Congress. 

This ruling overturned a 26-year-old precedent, established in Quill Corp v North 

Dakota, when the court ruled that Quill, a catalog retailer, did not have to collect 

sales tax in North Dakota because it had no physical presence in the North Dakota. 

The implication is that the US tax law now requires internet retailers to collect sales 

tax on purchases by South Dakota buyers, even if the retailer lacks a physical 

presence in the state. This is in line with the value creation principle espoused by the 

OECD BEPS Action Plan 10.  

 

7.13 Lessons Learnt from the Us Transfer Pricing Regime  

The analysis above reveals that there are positive and negative lessons that can be 

drawn from the US transfer pricing practice. The positive and negative aspects of the 

US transfer pricing have already been demonstrated throughout this chapter but they 

are summarily restated here in order to provide a context for possible solutions to the 

transfer pricing manipulation problem and a connection with the transfer pricing 

challenges which have been identified in Chapter 6. The negative lessons are also 

highlighted to help to avoid a repeat of section 482’s deficiencies in the improvement 

of the South African transfer pricing system.  

  

In paragraph 7.6.3 it was concluded that one of the significant negative aspects of 

section 482 is that it gives the Commissioner too much discretionary powers to 

distribute, apportion, or allocate gross income, deductions, credits, or allowances 

between or among such organisations, trades, or businesses. The wide discretionary 

powers are prone to abuse by the Commissioner and in turn may lead to 

manipulation by the taxpayers since the application of the terms may include or 

exclude transactions in a manner that was not intended by the legislature. The use of 

these words (distribute, apportion, or allocate) may cause interpretational issues 

which may further complicate the law. What makes matters worse is that in as much 

as section 482 provides for the distribution, apportionment, or allocation of the gross 
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income, there is however no statutory formula that the Commissioner must adhere to 

when making the allocation, the distribution or the apportionment.  

 

Section 482 is supplemented by rules and regulations which ought to give practical 

guidance to both the taxpayers and the IRS on transfer pricing issues but the rules 

are so voluminous that they tend to lose their simplicity and render an otherwise 

simple and straightforward provision with application and interpretational quagmire. 

These weaknesses demonstrate that no country is immune to the transfer pricing 

scourge as the well-intended rules are circumvented to perpetuate impermissible tax 

avoidance or tax evasion. Every effort must be made to ensure that legislative 

weaknesses such as these are avoided in any endeavour meant to amend or 

improve section 31 of the South African Income Tax Act.  

 

Despite the negative conclusions that have been drawn, there are positive lessons 

that can be drawn from the US transfer pricing system. Some of the 

recommendations in Chapter 9 of this research will be based on these positive 

attributes of the system. One of the most important attributes of section 482 is that it 

proscribes tax evasion. The distribution, apportionment, or allocation of gross 

income, deductions, credits, or allowances between or among such organisations, 

trades or businesses, is done in order to prevent the evasion of taxes. This is a clear 

indication that the US legislature intended for this provision to be a specific anti-

evasion or avoidance rule. An important lesson that can be learnt in this regard is 

that the power to combat transfer pricing abuse or manipulation is expressly 

articulated in the transfer pricing provision. This is in stark contrast to section 31 of 

the South African Income Tax Act which only provides that tax payable in respect of 

international transactions must be based on the arm’s length principle. It is therefore 

important that section 31 be amended to provide for severe penalties where the 

arm’s length principle is transgressed because transfer pricing adjustments do not 

deter taxpayers from engaging in transfer pricing manipulation. 

 

It appears that the existence of the supplementary rules in the US transfer pricing 

system has both positive and negative connotations. As already mentioned, the US 

has voluminous supplementary rules on transfer pricing which may sometimes cause 

application and interpretational problems but that is a necessary evil meant to deal 
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with transfer pricing manipulation problems. The rules (voluminous as they may be) 

are a far cry from the South African situation where there are no supplementary rules 

at all for such a complicated aspect of the tax law. By and large, the disadvantages 

are far outweighed by the advantages. As indicated in Chapter 6 South Africa relies 

on the outdated SARS Practice Notes with no legal force to interpret one of the most 

complicated provisions (section 31) of the Income Tax Act. The South African 

transfer pricing legislation can be improved by adding supplementary rules which will 

have legal force to obviate the current reliance on the outdated practice notes. When 

promulgating the supplementary rules care must be taken that they are not too 

voluminous and overly complicated (like the US) but be simple and written in plain 

language to ensure practical application and easy interpretation in time of disputes. 

Another important lesson that can be drawn from the US transfer pricing regime is 

that it has one of the effective dispute resolution mechanisms in the form of APAs. 

Despite the fact that APAs can be expensive and time-consuming in the beginning, it 

has been proven that they have long-term benefits for both the taxpayer and the tax 

administration as demonstrated in paragraph 7.8.1. Despite APAs having been 

adopted in many countries, South Africa does not have APAs and as already 

mentioned, there is no known reason for the lack of APAs, it can however be 

assumed that it is due to capacity constraints within SARS. A lesson that South 

Africa should learn from the US practice is to amend section 31 in order to 

accommodate APAs within its transfer pricing legislation. The manner and the 

procedures which must be followed in the application of APAs should be 

accommodated in chapter 7 of the TAA, which deals with advance rulings involving 

any tax provision in South Africa. 

7.14 Conclusion  

The analysis of the US transfer pricing regime shows that there are no clear-cut 

answers to the transfer pricing problem even in developed countries like the US. 

There are however positive sentiments which can be adapted to specific South 

African situations without being seen to be engaging in a slavish copying exercise. 

Some of the lessons learnt are the deterrence nature of section 482 in that it gives 

the Secretary to adjust taxpayer income to reflect correctly in order to prevent tax 

evasion. The instructive and deterrence nature (prevention of tax evasion) of the US 

transfer pricing legislation is something that can be imported into section 31 of the 
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South African Income Tax Act to give it a deterrence effect. This will in turn cement 

section 31 as an effective specific anti-avoidance rule as it is supposed to be. Some 

of the transfer pricing problems in the US are alleviated by the use of APAs. The 

introduction of APAs will help to reduce the audit workload of the transfer pricing 

officers and thereby giving them an opportunity to concentrate on unknown 

taxpayers. Supplementary rules to section 482 play an important role in simplifying 

transfer pricing procedures. It has been mentioned that excessive rules may 

complicate the law; it is thus recommended that simplified rules must be introduced 

in order to align with the South African economic conditions. The US transfer pricing 

regime also has a domestic component which helps to alleviate manipulation in 

transaction taken place between MNEs located within different states. These 

measures are not problem-free but their introduction is a step in alleviating the 

transfer pricing manipulation problem.  
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CHAPTER 8 

TRANSFER PRICING IN INDIA 

 

8.1  Introduction  

The previous chapters, particularly Chapter 6 have shown that there are various 

factors that contribute to transfer pricing manipulation in South Africa. One way of 

searching for solutions is through a comparative analysis. The first comparative 

analysis was done with the US in the previous chapter. The second analysis is 

undertaken in this chapter with India. The aim is to compare and determine whether 

there are lessons to be learnt from the Indian experiences that can be applied to deal 

with the South African situation. As already mentioned, one of the reasons for 

choosing India for a comparative analysis is that the Indian tax authorities have 

rigorously and aggressively applied and interpreted transfer pricing rules to 

multinationals doing business there.670 It is no wonder that India tops the list of 

nations in aggressive application of transfer pricing rules.671 Similar socio-economic 

conditions between these two jurisdictions were another reason for a comparative 

analysis.  

This chapter will primarily deal with: the historical background of the Indian transfer 

pricing regime, the arm’s length principle as it is applied in India, the impact of the 

existence of domestic transfer pricing within the transfer pricing landscape, the 

transfer pricing challenges in India. For the purposes of this chapter transfer pricing 

methods and APAs will not be discussed here as they have already been discussed 

in the previous chapters, particularly Chapter 7. It is important to note that India’s 

transfer pricing methods and the APAs are aligned to the OECD transfer pricing 
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guidelines and will therefore not be discussed in detail in this chapter. Only selected 

issues will be discussed for the purposes of this research.  

8.2  Historical Background to Transfer Pricing in India 

In 1999, the Indian government commissioned an inquiry which was also known as 

the Expert Group to study global transfer practices and examine the need for a 

legislation to deal with the transfer pricing problem in India.672 The aim of the study 

was to provide a detailed statutory framework aimed at ensuring the computation of 

reasonable, fair and equitable transfer prices between resident and non-resident 

connected parties in India. The outcome of that study led to the introduction of 

transfer pricing in India. The Transfer Pricing Regulations (TPR) were introduced in 

India through the Finance Act of 2001, this culminated in the amendment of the then 

existing section 92 by the introduction of new sections 92A to 92F in the Income Tax 

Act (‘Act’) and relevant rules 10A to 10E in the Income Tax Rules (ITR) 1962. These 

rules are meant to curb tax evasion by laying down norms for computation of income 

arising from both international transactions and specified domestic transactions 

(SDT) through the arm’s length principle.  

The memorandum explaining the Finance Bill which preceded the Finance Act of 

2000 stated the intention for introducing the new sections as follows: 

The increasing participation of multinational groups in economic activities in the country has 

given rise to new and complex issues emerging from transactions entered into between two 

or more enterprises belonging to the same multinational group. The profits derived by such 

enterprises carrying on business in India can be controlled by the multinational group, by 

manipulating the prices charged and paid in such intragroup transactions, thereby, leading to 

erosion of tax revenues. 

Sections 92A to 92F were introduced and deal primarily with the computation of 

income from an international transaction having regard to: the arm’s length price, 

meaning of associated enterprise, meaning of international transaction, computation 

of arm’s length price, maintenance of information and documents by persons 

entering into international transactions and definitions of certain expressions within 
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the transfer practice in India. The legislative intention, underlying the TPR, is to 

prevent the shifting of profits by manipulating prices charged or paid in international 

transactions, thereby eroding India’s tax base. The explanatory memorandum of 

Finance Bill, 2001 explains that the TPR was introduced to curb transfer pricing 

abuse which results in tax evasion.  

 

India is currently not a fully-fledged member of the OECD but she has an observer 

status with enhanced engagement.673 India endorses the OECD ‘Transfer Pricing 

Guidelines’ to the extent that such guidelines are not inconsistent with their domestic 

legislation.674 The Indian transfer pricing regulations are largely based on the OECD 

Transfer Pricing Guidelines but they have also incorporated certain aspects of 

legislation from other countries like China and the Korea Republic.675 Where there 

are inconsistencies between the OECD Guidelines and the Indian TPR, The Indian 

TPR supersedes the OECD Transfer Pricing Guidelines. Due to its alignment with 

the OECD Transfer pricing guidelines, section 92C of the Indian Income Tax read 

with rule 10C of the ITR provides the use of the comparable uncontrolled method, 

resale method, cost plus method, profit split method, transactional net margin 

method and any other method. These rules need not be discussed here because 

they have already been discussed in chapter 3 above. The rules allows the taxpayer 

to use any other method in addition to the above mentioned methods for the 

determination of the ALS provided the method takes into account the price which has 

been paid, or the price that would have been paid for the same or similar 

uncontrolled transaction between non-associated enterprises under similar 

circumstances.676 The nature and character of the ‘any other method” is more in line 

with the requirements of the arm’s length principle. It does not seem that the Indian 

legislature intended for the application of the global formulary apportionment method 
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where the five OEDC transfer pricing methods are not applicable. There is nowhere 

in the Indian tax law where the application of the global formulary method is 

intimated. It can thus be concluded that the global formulary apportionment method 

does not form part of the Indian transfer pricing law in particular or Indian tax law in 

general.  

8.3  The Legal Framework of Transfer Pricing in India 

Transfer pricing in India is regulated by the Income Tax Act of 1961, herein referred 

to as the Income Tax Act. The Indian tax authority is empowered by sections 92, 

92A-92F to regulate international transactions. There are three important concepts 

underpinning the Indian transfer pricing landscape. The concepts are: international 

transaction, associated enterprise and the arm’s length price. Based on the 

observations of the Supreme Court in the case of CIT v Glaxo Smithkline Asia (P) 

Ltd,677 the Finance Act of 2012 introduced transfer pricing provisions relating to 

domestic transactions with effect from 2013. This has been done with a view to 

providing objectivity in the determination of income from domestic related parties. To 

avoid overlapping between international and domestic transfer pricing, the definition 

of specified domestic transaction excludes from its scope all international 

transactions.  

8.3.1 Features of the Indian Transfer Pricing 

For the purposes of this research, only the following features of the Indian transfer 

pricing system are briefly discussed. The features are: associated enterprises, 

international transaction, specified domestic transactions, wide auditing powers of 

the transfer pricing officers. These features are analysed as follows: 

8.3.1.1 Associated Enterprise 

One of the important concepts that must be analysed within the Indian transfer 

pricing practice is the term associated enterprise (AE). The term associated 

enterprise is defined as follows in sections 92A (1) of the Indian Income Tax Act of 

1961: 
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For the purposes of this section and sections 92, 92B, 92C, 92D, 92E and 92F, “associated 

enterprise”, in relation to another 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; 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 who participate, directly or indirectly, or through one or more 

intermediaries, in the management or control or capital of the other enterprise. 

The definition considers AE to comprise of: management, control and capital of an 

enterprise. The courts have however on various occasions made pronouncements 

on the definition of this concept. In CIT v Nandlal Gandalal,678 it was held that the 

associate enterprise means an enterprise which has the ability to influence the policy 

or management or functioning of another entity to derive maximum tax benefits. In 

CIT v United Breweries,679 the court held that if one company has the right and 

power to exercise functional control, in addition to capitalist control over the other 

company, the existence of the other company as a separate and distinct entity could 

not prevent the business of that company being treated as part of the controlling 

company. The Supreme Court has in case of Ceylon v CIT,680 defined control and 

management as the controlling and directing power. The court further observed that 

control and management must be practically shown and not merely theoretically 

portrayed. It must be the de jure and de facto display of power actually exercised in 

the management and control of the AE. In CIT v VRNM Subhiah Chettiar,681 it was 

held that the expression “control and management” means de facto control and 

management and not merely the right or the power to control and manage. 

 

In the case of Diageo India Pvt. Ltd v ACIT,682 it was decided that if one enterprise 

controls the decision making of the other or if the decision making of two or more 

enterprises is controlled by the same person, these enterprises are required to be 

treated as ‘associated enterprises’. Though the expression used in the statute is 

‘participation in control or management or capital’, essentially all these three 

ingredients refer to de facto control on decision making. The use of the three primary 

                                                            
678

 CIT v Nandlal Gandalal (1960) 40 ITR 1 (SC). 
679

 CIT v United Breweries [1973] 89 ITR 17. 
680

 Ceylon v CIT (34 ITR 001). 
681

 CIT v VRNM Subhiah Chettiar (1947) 15 ITR 502. 
682

 Diageo India Pvt. Ltd v ACIT 47 SOT 252. 

javascript:ShowMainContent('Act',%20'CMSID',%20'102120000000037205',%20'');
javascript:ShowMainContent('Act',%20'CMSID',%20'102120000000037185',%20'');
javascript:ShowMainContent('Act',%20'CMSID',%20'102120000000037207',%20'');
javascript:ShowMainContent('Act',%20'CMSID',%20'102120000000037212',%20'');
javascript:ShowMainContent('Act',%20'CMSID',%20'102120000000037213',%20'');
javascript:ShowMainContent('Act',%20'CMSID',%20'102120000000037031',%20'');


 

199 

 

concepts (management, control and capital) in section 92A (1) is in line with the 

provisions of article 9(1) of the OECD’s Model Tax Convention.683 The interpretation 

of article 9(1) reveals that the cross-border transaction between associated 

enterprises must meet the conditions which would have existed had such transaction 

been concluded between independent enterprises. The transaction must meet the 

arm’s length requirements, failing which; an adjustment will be made to ensure that 

correct tax is paid.684 

 

In order to cover as many entities as possible, section 92A lists circumstances under 

which two enterprises are deemed to be associated enterprises.685 the wide-ranging 

nature of section 92A have led to disputes and the courts of India have assisted in 

settling some those disputes whilst at the same time providing certainty in the law. 

One notable case that dealt with the associated enterprises in India was the 

Vodafone India Services Private Limited v UOI.686 The issue before the court was 

whether the Indian transfer pricing (TP) provisions are applicable to the taxpayer’s 

issue of shares to its AE and whether the Indian tax authorities have jurisdiction 

under the Indian Tax Laws (ITL) to tax a shortfall between the alleged fair market 

value (FMV) of the shares and the issue price of the equity shares. It was held that 

no amount was received, accrued or arising on capital account transaction that can 

be subjected to tax as income. This notion was also echoed in the Cadell Weaving 

Mill Co. v CIT.687 

Another important aspect of the Indian transfer pricing in relation to associated 

enterprises is the deeming fiction set out in section 92A(2) of the Income Tax Act of 

1961. This is a typical example of a provision which spells out circumstances which 

may be taken into account when a tax authority needs to decide if an enterprise must 

be classified as an associated enterprise. This may be considered to be too 

restrictive as taxpayers may structure their tax arrangements in a manner which is 
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not consistent with this subsection but the provision is important in ensuring that 

there is certainty for both taxpayers and the Indian Tax administration.  

 

8.3.1.2 International Transaction 

Section 92B of the Indian Tax Act defines the term international transaction as any 

transaction between two or more associated enterprises situated in different 

countries in terms of a property that is tangible or intangible, a service offered by the 

company, or any form of lending of money.688 It is compulsory that at least one of the 

participants involved in the transaction is a non-resident of India. However, a 

transaction that has been carried out by two non-resident Indians; where one of them 

has a permanent establishment in India and whose income is taxable from India, is 

also considered to be an international transaction. A PE also qualifies as an 

associated enterprise in India. The legislature has in terms of section 92B(2) of the 

Finance Act 2012 also introduced what is called a ‘deemed international transaction’. 

In terms of section 92B(2) a transaction is deemed to be an international transaction 

if the following requirements are met: 

(i)  There should be an AE, and an unrelated party;  

(ii) There should be a transaction between an enterprise and an unrelated 

party; 

(iii) There should exist a prior agreement in relation to the relevant 

transaction; or terms of the relevant transaction should be determined 

in substance between such unrelated party and the AE of the 

enterprise. 

8.3.1.3 Domestic Transfer Pricing  

The Indian transfer pricing system is also characterised by the regulation of the 

domestic transfer pricing. Section 92BA defines Specified Domestic Transaction 

(SDT) as follows: 
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For the purposes of this section and sections 92, 92C, 92D and 92E, specified domestic 

transaction in case of an assessee means any of the following transactions, not being an 

international transaction, namely:—any expenditure in respect of which payment has been 

made or is to be made to a person referred to in clause (b) of sub-section (2) of section 

40A;any transaction referred to in section 80A; any transfer of goods or services referred to in 

sub-section (8) of section 80-IA; any business transacted between the assessee and other 

person as referred to in sub-section (10) of section 80-IA; any transaction, referred to in any 

other section under Chapter VI-A or section 10AA, to which provisions of sub-section (8) or 

sub-section (10) of section 80-IA are applicable; or any other transaction as may be 

prescribed, and where the aggregate of such transactions entered into by the assessee in the 

previous year exceeds a sum of 5 crore. 

Before 2013 the Indian tax legislation did not contain a specific provision regulating 

domestic transfer pricing issues. This issue was suggested by the court in the case 

of CIT v GlaxoSmithKline Asia (p) Ltd.689 In this case, the court observed that: 

The larger issue is whether Transfer Pricing Regulations should be limited to cross-border 

transactions or whether the Transfer Pricing Regulations to be extended to domestic 

transactions. In domestic transactions, the under-invoicing of sales and over-invoicing of 

expenses ordinarily will be revenue neutral in nature, except in two circumstances having tax 

arbitrage such as where one of the related entities is (i) loss making or (ii) liable to pay tax at 

a lower rate and the profits are shifted to such entity. The CBDT should examine whether 

Transfer Pricing Regulations can be applied to domestic transactions between related parties 

u/s 40A(2) by making amendments to the Act. The AO can be empowered to make 

adjustments to the income declared by the assessee having regard to the fair market value of 

the transactions between the related parties and can apply any of the generally accepted 

methods of determination of arm’s length price, including the methods provided under 

Transfer Pricing Regulations. 

The court further remarked that: 

Though the Court normally does not make recommendations or suggestions, in order to 

reduce litigation occurring in complicated matters, the question of extending Transfer Pricing 

regulations to domestic transactions require expeditious consideration by the Ministry of 

Finance and the CBDT may also consider issuing appropriate instructions in that regard.  

The court decision laid the foundation for Domestic Transfer Pricing (DTP) law in 

India. In terms of this verdict, some of the reasons for advocating for the domestic 

transfer pricing rules were: lack of prescribed methods to determine the 
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reasonableness of expenditure to re-compute the income in related party 

transactions. There was also a need to provide objectivity in the determination of 

income and reasonableness of expenditure in domestic transfer pricing transactions. 

DTP was introduced because there was also a need to create a legally enforceable 

obligation on assessee to maintain proper documentation in relation to domestic 

transfer pricing transactions. 

 

The Indian Domestic Transfer pricing rules have some similarity with the 

disallowance provisions under s 40A(2) of the Indian Income Tax Act with respect to 

payments made in excess of the arm’s length price. The Tribunal in Aztec Software 

and Technology Services Ltd v ACI690 held that Chapter X of the Income Tax Act is a 

complete code in itself applicable in respect of transaction with a non-resident 

associate in excess of arm’s length price. In terms of section 40A(2), any 

expenditure by way of payment to the persons [mentioned in sub-clause (b)], is liable 

to be disallowed in computing business profit to the extent that such expenditure is 

considered to be excessive or unreasonable having regard to the fair market value of 

goods, services and facilities.691 

 

Section 92BA seeks to regulate matters covered in various provisions including 

section 40A(2) which deal with payments to related parties. Section 40A(2) covers 

excessive or unreasonable payment made to related parties. For this purpose, 

section 40A(2) has also been amended to the effect, that no disallowances would be 

made under this section in respect of specified domestic transactions, if such 

transactions are not at arm’s length as defined under section 92F. 

 

Some examples of specified domestic transactions covered in the section 40A(2) 

which are regulated by section 92BA are: payment for purchase of semi-finished 

goods; transfer of machinery, sharing of common cost; payment of interest or royalty 

charge; transfer of goods from one unit to another (in specific cases); payment made 

to key personnel or relatives; and rent charged. Basically, the transactions covered 

by section 92BA are transactions referred to in section 80A and transactions related 
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to businesses eligible for profit-linked tax incentives, for example, infrastructure 

facilities (section 80-IA) and Special Economic Zones (SEZ) units (section 

10AA).The above transactions will be regarded as SDT only if the aggregate value of 

all the above-specified transactions exceeds the threshold limit of 5 crore.692 If the 

threshold limit is exceeded, the taxpayer will be required to comply with TP 

requirements with reference to all the transactions regardless of the fact that that the 

value of the transactions under one of the limbs may be very small or nominal.  

8.3.1.4 Some Judicial Pronouncements on Domestic Transfer Pricing  

The Indian tax courts have made pronouncements on the domestic transfer pricing 

concept even before the rules were officially promulgated into law in 2013. In the KR 

Motilal v CIT,693 the assessee engaged in the business of manufacturing of three-

wheel cycles. The dispute was about the payment of remuneration and commission 

to brothers of the assessee for providing technical and supervisory services. The 

assessing officer (AO) disallowed the payments by holding that such payments were 

excessive and unreasonable in terms of section 40A(2). The ITAT held that part of 

the remuneration or commission paid to brothers is excessive and unreasonable and 

thus to be disallowed because the assessee was unable to justify possession of 

technical qualifications or technical skill by the brothers required to handle the job. 

 

In the case of Mangal Chand Tubes Pvt. Ltd. v CIT,694 payments were made to two 

directors for managing the operations for the same area. The AO disallowed part of 

the payments made to one of the directors under section 40A(2). The matter was 

brought before the Rajasthan High Court. The court upheld the AO’s order and the 

reasons for the court’s decision was that the disallowance made by the AO is 

justified since one of the directors who was permanently stationed in the same 

region (Delhi) was looking after the day to day functions of the company and 
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payments to the other director were not justifiable. The assessee was unable to 

justify the commercial rationale of making payments to both directors and how it 

benefited its operations.  

8.4  The Arm’s Length Principle in India 

As it is the case with most tax jurisdictions, transfer pricing in India is based on the 

arm’s length principle. The arm’s length principle is dealt with in section 92C of the 

Income Tax Act. The underlying intention of these specific anti-avoidance rules is to 

prevent the shifting of profits through manipulation of prices charged or paid in 

international or specified domestic transactions in order to alleviate eroding the 

Indian tax base.695 The phrase arm’s length principle is not defined in the Indian tax 

statutes but the phrase arm’s length price is expressly defined in section 92F to 

mean: 

A price which is applied or proposed to be applied in a transaction between persons other 

than associated enterprises, in uncontrolled conditions. 

Section 92(1) provides that any income arising from an international transaction shall 

be computed having regard to the arm’s length price. The reading of this provision 

further denotes that income may include expense or interest relating to an 

international transaction. It is provided in that section that that allowances for any 

expense or interest arising from an international transaction shall also be determined 

to have regard to the arm’s length price. The implications of this provision are 

illustrated by means of the following example:696 

Suppose there are two associated enterprises, A in USA and B in India. The two 

enterprises conclude a mutual agreement whereby A would carry out some research 

in the USA for the benefit of both the enterprises and the research expenses which 

would be incurred will be apportioned between A and B in the ratio of 3:2 

respectively. In line with this provision, B’s share in the research expenses would be 
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calculated with regard to the arm’s length price of the research expenses and not on 

the basis of the actual research expenses incurred. This means that if B incurs 

expenses that an independent enterprise would not have incurred under similar 

circumstances, the expenses cannot be considered to be at arm’s length. 

 

In terms of section 92B there are three main factors which must be taken into 

account when determining the arm’s length price of an international transaction.697 

The first consideration is that there must be an income or expense or interest; 

secondly, the income must arise out of an international transaction; and thirdly, there 

must be computation in line with the arm’s length methods. In terms of section 92F(ii) 

an arm’s length price: 

is the price applied or proposed to be applied when two unrelated persons enter into a 

transaction in uncontrolled conditions.  

The arm’s length principle is applied in instances where there are mutual 

agreements or arrangements in an international transaction which produce a service, 

a facility or tax benefit for parties to such agreement. In other words, the 

consideration or arm’s length price relating to an international transaction shall be 

determined by having regard to the arm’s length of such benefit service or facility. In 

this regard, section 92(1) provides 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 of such benefit, service or facility, as 

the case may be. 

Where more than one arm’s length price is determined by applying the most 

appropriate transfer pricing method, the arithmetic mean (average) of such prices 

shall be the arm’s length price of the international transaction or specified domestic 
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transactions. In the Indian context, the arm’s length principle is not applicable where 

the computation of income or the determination of the allowance for any expense or 

interest or the determination of any cost or expense allocated or apportioned as the 

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

the loss of tax revenue.698 An inference which can be drawn from the wording of 

section 92(3) is that the arm’s length principle may not be applied if it is prejudicial to 

the collection of revenue by the Board. For the sake of brevity section 92(3) provides 

that: 

The provisions of this section shall not apply in a case where the computation of income 

under sub-section (1) 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 subsection (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 previous year in which the international 

transaction was entered into. 

The determination of the arm’s length price must take into account all relevant 

factors concerning the controlled and uncontrolled transactions. These sentiments 

are illustrated in the case of M/s. Bharti Airtel Limited v Assessee where all relevant 

factors of the case were considered by the court.699 This case relates to issues 

arising from the issuance of a corporate guarantee to secure loans to associated 

enterprise and contribution to share capital. The taxpayer, an Indian company, 

provided a guarantee to a third-party bank on behalf of its foreign subsidiary for 

which the taxpayer did not charge a fee. The taxpayer contended that as it did not 

incur any costs in providing the guarantee that there was no requirement for it to 

charge a fee to the subsidiary under the transfer pricing provisions. During audit 

proceedings, the Transfer Pricing Officer (TPO) imputed an arm’s length guarantee 

fee by applying the comparable uncontrolled price (CUP) method and considered the 

commission charged by independent banks as a benchmark. The Tribunal, 

considering the facts of the case, held that the corporate guarantee provided by the 

taxpayer, which does not involve cost to the taxpayer, does not have a bearing on 

profits, incomes, losses or assets of the taxpayer and for that reason the transaction 
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does not fall within the definition of ‘international transaction’ in terms of Indian tax 

law. The Tribunal accordingly ruled that transfer pricing provisions do not apply to 

the terms of the guarantee and therefore the TP adjustment imputing an arm’s length 

guarantee fee is not warranted. With regard to interest on the loan provided by the 

taxpayer to its associated enterprises, the Tribunal rejected the TPO’s approach of 

determining the arm’s length interest rate. The Tribunal ruled that the arm’s length 

interest rate should be determined based on rates prevailing with respect to the 

currency in which the loans are made. With regard to the capital contribution made 

by the taxpayer to its AEs, the Tribunal rejected the TPO’s approach of determining 

the arm’s length interest rate by treating these payments partly as an interest-free 

loan. The Tribunal ruled that an arm’s length price adjustment based on that 

hypothesis was not legally sustainable on merits as the TPO has not brought on 

record anything to show that an unrelated share applicant would be paid any interest 

for the period between making the share application payment and allotment of 

shares. 

8.5  Wide Audit Powers Held by the Transfer Pricing Officers 

As already mentioned, the Indian transfer pricing regime is said to be one of the 

aggressive in the world. The reason for this is partly due to the comprehensive 

transfer pricing legislation which includes practical rules which assist in the 

regulation of the transfer pricing processes. It is also due to the wide powers 

conferred to the Indian Transfer Pricing Officers (TPO) to deal with transfer pricing 

audits.700 The powers of the TPO in India are encapsulated in section 92CA of the 

Income Tax Act, 1961. The primary powers of the TPO involve the determination of 

the arm’s length principle of international and specified domestic transactions in 

India.701 The transfer pricing audit in India is initiated by the assessing officer (OA) 

who then refers the matter to the TPO.702 Until 2011, the power to determine the 

                                                            
700

 In terms of s 92CA Transfer Pricing Officer – TPO means a Joint Commissioner, Deputy 
Commissioner or Assistant Commissioner, authorized by the board to perform all or any of the 
functions of an assessing officer specified in s 92C-D in respect of any person or class of persons. 
701

 A covered transaction refers to either an international transaction or a specified domestic 
transaction. 
702

 In terms of s 2(7A) of the Income Tax Act, 1961, unless the context otherwise requires, the term 
“assessing officer” means the Assistant Commissioner or Deputy Commissioner or Assistant Director 
or Deputy Director or the Income-tax Officer who is vested with the relevant jurisdiction by virtue of 
directions or orders issued under subsection (1) or subsection (2) of s 120 or any other provision of 

 



 

208 

 

arm’s length principle was limited to transactions referred to the TPO by the OA. 

Sections 92CA(2A) and 92CA(2B) widened the powers of the TPO to adjudicate both 

international and specified domestic even if those audits were not referred to by the 

AO. The powers of the AO were asserted in the case of Cushman & Wakefield 

(India) Pvt v ITA.703 The TPO may adjudicate the covered transactions even though 

the taxpayer did not disclose the transaction in the Account’s Report filed with the tax 

return in terms of section 92E.  

 

When conducting the transfer pricing audit, the TPO has the power to summon or 

call for information in order to conduct a transfer pricing audit. One of the 

controversial powers that the TPO is having is the power to conduct on-the-spot 

enquiry and verification. In this regard section 92CA(7) was amended in order to 

allow the TPO to exercise the power of survey conferred upon the Indian tax 

authority in terms of section 133A. These powers are limited in terms of section 

133(1)(a)-(d) and section 133(6). If such powers were to be conferred to the South 

African officials such would on face value infringe on the rights of the taxpayers but 

such infringement would be reasonable and justifiable in terms of section 36 of the 

Constitution.  

The fact that there is a dedicated provision that spells out the powers and duties of 

the TPO shows the willingness by the Indian tax authority to fight transfer pricing 

manipulation. Some of the provisions like section 133A which gives the TPO the 

power to conduct surveys may be draconian if there are no checks and balances but 

that is also an indication that the Indian government is serious about eradicating 

transfer pricing manipulation and impermissible tax avoidance. In South Africa, there 

is no provision that gives specific powers to the transfer pricing assessors (auditors) 

the power to perform their duties in a legally specified manner. Considering that 

transfer pricing is a specialised function, it would be best if the powers and duties of 

transfer pricing officers are expressed in the law. The first step would be to amend 

section 1 of the TAA to include the definition of an auditor in the list of definitions. 
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Supplementary rules should be promulgated to prescribe the powers and duties of 

SARS officials including transfer pricing assessors. 

8.6  Transfer Pricing Methods in India 

Indian transfer pricing methods are based on the OECD transfer pricing guidelines. 

Section 92C(1) provides that the arm’s length price in relation to an international 

transaction shall be determined by any of the transfer pricing methods, being the 

most appropriate method, having regard to the nature of transaction or class of 

transaction or class of associated persons or functions performed by such persons 

or such other relevant factors as the Board may prescribe.704 Transfer pricing 

methods are part of the tax law in India. Transfer pricing methods are provided for in 

section 92C read with rules 10A, 10AB, 10B and10C of the same section. It must 

also be borne in mind that in India, just like in other parts of the world, no particular 

method has been accorded a greater or lesser priority or hierarchical status. This 

notion was emphasised in the case of Serdia Pharmaceuticals (India) (P) Ltd v 

CIT,705 where the court held that there is no particular order or priority of methods 

which the assessee must follow. No method can invariably be considered to be more 

reliable than the others.  

8.6.1 The Most Appropriate Method 

Section 92C read with rule 10C(2) provides that the most appropriate method must 

be used to arrive at a transfer price. It is not known what is meant by most 

appropriate as it is not defined in the law but section 92C provides that where more 

than one price is determined by the most appropriate method, the arm’s length price 

shall be taken to be the arithmetical mean of such prices.706 Regrettably, the phrase 

‘arithmetical mean of such prices’ is also not defined anywhere in this provision or 

elsewhere in the Act but it can be interpreted to mean that if the variation between 

the arm’s length price so determined and price at which the international transaction 
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has actually been undertaken does not exceed five per cent of the latter,707 the price 

at which the international transaction has actually been undertaken shall be deemed 

to be the arm’s length price. The difficulty of arriving at a most appropriate method 

can be best illustrated by the case Fulford (India) Limited v Assessee discussed.708 

 

In the above case, the taxpayer imported Active Pharmaceutical Ingredients (APIs) 

for secondary manufacturing of formulations. The Transfer Pricing Officer (TPO) 

rejected the TNMM analysis undertaken by the taxpayer and considered the CUP 

method as the most appropriate method. The TPO compared the purchase price of 

APIs imported by the taxpayer from an AE with the price for which generic APIs were 

purchased by the taxpayer’s competitors. The taxpayer contended that the CUP 

method requires stringent comparability and any differences in the third-party price 

and the international transaction price which could materially affect the price in the 

open market, warrant appropriate adjustment to such third-party prices. In the 

pharmaceutical world, APIs may have similar properties but still could be different on 

quality, efficacy and levels of impurities present in the drug amongst other things. 

Therefore, the two products cannot be compared. Even though the matter was 

referred back to the officer for fresh adjudication, this case illustrates the difficulty 

that occurs in choosing the most suitable method for transfer pricing adjustment 

purposes. 

8.7 Supplementary Transfer Pricing Regulations in India 

Just like in the US transfer pricing regime, most of the principal transfer pricing 

regulations (sections 92 TO 94b) are supplemented by rules. These supplementary 

regulations have the same binding effect as legislation because they are 

incorporated in the income Tax Act. Typically, these provisions are aimed at 

simplifying the complicated sections of the law because they are written in simple 

language and provide guidance on how to apply the principal act. The regulations 

are structured in such a way that they provide detailed aspects of specific transfer 

pricing issues based on various transfer pricing methods. For an example, rule 

10B(d) under section 92C deals with the determination of the arm’s length principle 

by means of the profit split method and to demonstrate the clarity and simplicity of 
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language required to tone down the often-complicated principal legislation, the rule is 

quoted as follows: 

 

profit split method, which may be applicable mainly in international transactions [or specified  

domestic transactions] involving transfer of unique intangibles or in multiple international 

transactions [or specified domestic transactions] which are so interrelated that they cannot be 

evaluated separately for the purpose of determining the arm's length price of any one 

transaction, by which— 

 

(i) the combined net profit of the associated enterprises arising from the international 

transaction [or the specified domestic transaction] in which they are engaged, is 

determined; 

 

(ii) the relative contribution made by each of the associated enterprises to the earning of 

such combined net profit, is then evaluated on the basis of the functions performed, 

assets employed or to be employed and risks assumed by each enterprise and on the 

basis of reliable external market data which indicates how such contribution would be 

evaluated by unrelated enterprises performing comparable functions in similar 

circumstances; 

 

(iii) the combined net profit is then split amongst the enterprises in proportion to their 

relative contributions, as evaluated under sub-clause (ii); 

 

(iv) the profit thus apportioned to the assessee is taken into account to arrive at an arm's 

length price in relation to the international transaction [or the specified domestic 

transaction] : 

 

Provided that the combined net profit referred to in sub-clause (i) may, in the first instance, be 

partially allocated to each enterprise so as to provide it with a basic return appropriate for the 

type of international transaction [or specified domestic transaction] in which it is engaged, with 

reference to market returns achieved for similar types of transactions by independent 

enterprises, and thereafter, the residual net profit remaining after such allocation may be split 

amongst the enterprises in proportion to their relative contribution in the manner specified 

under sub-clauses (ii) and (iii), and in such a case the aggregate of the net profit allocated to 

the enterprise in the first instance together with the residual net profit apportioned to that 

enterprise on the basis of its relative contribution shall be taken to be the net profit arising to 

that enterprise from the international transaction [or the specified domestic transaction] 
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8.8 Dealing with E-Commerce in India 

The taxation of e-commerce has assumed great importance. As a result, in many 

countries, including India, Finance Act, 2016 has introduced a new levy called the 

Equalisation Levy, 2016 as a self-contained code to tax digital e-commerce 

transactions under sections 165 to 180 of Chapter VIII of the Finance Act 28 of 2016. 

This is in line with India’s action on Base Erosion Profit Sharing (BEPS) agenda 

relating to the impact of the digital economy on tax collection. India has incorporated 

some tax options of the Action Plan such as this in its national legislation. The so-

called equalisation rules were promulgated by the Central Government of India in 

terms of section 179 of the Finance Act. According to these provisions the 

equalisation levy has been made applicable only to certain specified services, which 

include online advertising, any provision for digital advertising space or any other 

facility or service for the purpose of online advertisement.709 It is hoped that in future 

there will be an inclusion of further services within the ambit of this levy. It is further 

provided that no income tax is payable in respect of income on which equalisation 

levy is chargeable. In terms of section 166 of the Finance Act a levy of 6% 

(prescribed in terms of section 165) is to be withheld by the payer who makes the 

payment to a non-resident who provides the specified services. Apart from protecting 

revenue, the other rationale behind the imposition of the above levy seems to be that 

the Indian tax authorities are trying to create a level playing field between multi-

national companies who do not have a PE in India and those who have a PE in 

India.710 The Income Tax Officer vs. Right Florists Pvt Ltd is a typical example of a 

situation where the equalisation levy would have been applied to level the plain field 

between an MNE who have a PE in India and the one that does not have711. This 

case is briefly discussed as follows: 

The taxpayer who was a florist used the online advertising services of two US based 

entities, namely Google Ireland Limited (Google Ireland) and Overture Services Inc 

USA (Yahoo USA), on their search engines Google and Yahoo, to market their 

services and generate business. The taxpayer made payments amounting to Rs 30, 

44,166/- (Rupees Thirty Lakhs Forty-Four Thousand One Hundred and Sixty-Six 
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Only) in respect of online advertisements without withholding taxes from those 

payments. The Assessing Officer (A.O) disallowed the deduction claimed by the 

taxpayer under section 40(a) of the Indian Income Tax Act since no tax was withheld 

by the taxpayer on the said payments as required by section 195 of the 

Act. Aggrieved by the A.O’s decision, the taxpayer filed an appeal before the 

Commissioner of Income Tax Appeals (CIT-A), who subsequently ruled against the 

A.O. in turn, the aggrieved A.O. filed an appeal before the Tribunal. 

The tribunal held that since the taxpayer had no access the portal of either of the 

search engines, the payment could not be claimed as royalty because there was no 

positive act of utilization, application or employment of the equipment (search 

engine) by the taxpayer. The tribunal held further that since the services were 

provided by Yahoo USA and Google Ireland by automated systems without any 

human intervention, the payment for same cannot be brought to tax as fees for 

technical service. the tribunal further ruled that since the recipients were foreign 

companies having no (PE) in India during the year under consideration, the taxpayer 

was not liable to deduct tax at source from the payment for such services and 

thereby ruling that the tax could not be disallowed by invoking the provisions of 

section 40(a)(i) for non-deduction of tax. 

The imposition of the equalisation levy helps to correct some of the controversial 

judicial decisions like the Income Tax Officer vs. Right Florists Pvt Ltd where it was 

erroneously held that ‘payments made for online advertisement on search are not 

subject to withdrawal tax when in fact the converse is the truth. 

8.9 Thin Capitalisation in India 

Many countries have incorporated specific thin capitalisation rules in their tax 

jurisdictions to deter erosion of the tax base through unscrupulous financial 

assistance between connected parties.712 Many other countries do not have thin 

capitalisation rules, India is among those countries. Indian tax legislation does not 

have separate rules for thin capitalisation; in fact, it does not directly recognize the 

                                                            
712

 AJ Easson Tax Incentives for Foreign Direct Investment (2004) at 44; MZ Brooke & PJ Buckley 
Handbook of International Trade (2016) at 245; J Blouin, H Huizinga, L Laeven & G Nicodeme Thin 
Capitalisation Rules and Multinational Firm Capital Structure (2014) at 14-16; Heimert & Johnson 
Guide to International Transfer Pricing: Law, Tax Planning and Compliance Strategies at 26. 



 

214 

 

concept. In the case of Besix Kier Dabhol, SA v DDIT,713 it was held that thin 

capitalisation rules have not yet been introduced in India but the Direct-tax Code Bill, 

2010 does contain a gist of such rules as a part of General Anti-avoidance Rule. 

Until the rules are introduced in India, it is not open to tax authorities to re-

characterise the debt capital as equity capital and make interest payment as non-

deductible. The court held that in the absence of thin capitalisation rules interest paid 

to shareholders for loans cannot be disallowed despite a capital-structure tax-

planning resorted to by the taxpayer. One of the aims of the thin capitalisation rules 

is to regulate cross-border financial transactions, more particularly the provision of 

loans between related persons. 

  

The provision of loans on an interest-free basis generally points to a non-arm’s 

length transaction because under normal course of events, a financier would not 

extend a loan for no return.714 One of the common challenges with interest-free loans 

in India and elsewhere is whether the transfer pricing provisions can impute interest 

income artificially, when in reality there is no income.715 Section 4 of the Indian 

Income Tax provides that income is considered to be real only if it accrues, arises or 

received. The section further stipulates that income is considered to be real if it is 

deemed to accrue, arise or received by a person in terms of the Income Tax and not 

otherwise. A moot point in this regard is whether the recipient of an interest-free loan 

cannot be deemed to have some kind of income in relation to the interest-free loan. 

In the case of Ed Sassoon v CIT,716 the court held that the words “accrues”, “arises” 

or “received” as applied in s 4, indicate the right to receive. In view of this reasoning, 

the court held that what is sought to be taxed must be the income, not some fictitious 

arrangement. It further held that strictly speaking, an amount cannot be taxed unless 

it has reached a stage where in reality, it can be called income. In the case of CIT v 
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Ajax Products,717 the Supreme Court of India held that the taxpayer is not to be 

taxed unless the charging provision clearly imposes the obligation to pay the tax.  

8.9.1 Judicial Pronouncements on Thin Capitalisation Issues 

Over the years the Indian courts have made rulings on disputes involving interest-

free loans between connected persons albeit not based on any specific thin 

capitalisation rule. Two examples of those cases are briefly analysed. In the case of 

Ainthent Technologies Pvt Ltd,718 the taxpayer granted an interest-free loan to its 

subsidiary. The taxpayer claimed that the transaction was at arm’s length because 

its net margins from the software development business were computed using the 

TNMM. The taxpayer further maintained that even if a notional interest towards the 

loan is included in the revenue from the software services, the net margin would still 

be at arm’s length. The tribunal considered various factors such as creditworthiness 

of the borrower, estimation of credit rating, period of loan, amount, currency, 

convertibility of the loan, and interest rate applied. Based on the consideration of 

these factors, the Tribunal came to the conclusion that CUP would be the most 

appropriate method to compute the arm’s length price of the interest receivable on 

the loan. 

 

In the Perot Systems TSI case,719 the Indian taxpayer granted interest-free loans to 

two of its associated enterprises. It was also claimed by the taxpayer that the loans 

were granted in quasi-equity form.720 The Revenue authority rejected the nil rate of 

interest by stating that no third person or independent person would extend such 

kind of loan if the transaction took place in the open market. It was further held that 

based on the facts and circumstances of the case, the intercompany agreement was 

silent on the treatment of the loan as quasi-equity. 
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8.10 Comparability Analysis within the Indian Context 

The comparison between the controlled and uncontrolled transaction is the key 

factor in determining the arm’s length price of an international transaction. 

Comparability analysis of the controlled transaction for the enterprises participating 

in the controlled transactions provides a basis for characterisation of the controlled 

transaction to be benchmarked or the characterisation of the tested party. Such 

characterisation provides the parameters for searching the potential comparables or 

the selection and application of the most appropriate method.  

 

Thus, the first stage of comparability analysis in a transfer pricing benchmarking 

exercise is to gather all the relevant facts and circumstances surrounding the 

controlled transactions under review. The functional analysis involves the evaluation 

of comparability factors of uncontrolled comparables for establishing comparability 

with the controlled transactions. Comparability analysis is part of the functional 

analysis. The use of the comparability analysis was emphasised in the case of 

Mentor Graphics (Noida) (P) Ltd v DCT.721 The determination of arm’s length price of 

a controlled transaction involves functional analysis at two stages, viz: 

characterisation of the international transaction and establishing comparability 

between the controlled and uncontrolled transactions. In the case of E-Gain 

Communication (P) Ltd. v ITO,722 it was held that: 

It is clear that even when TNMM method is applied to determine arm’s length price as per 

OECD guidelines, functional profile, assets, assumed risks of controlled and uncontrolled 

transaction are to be seen while screening. Besides, it is not possible to ignore specific Indian 

regulations on the subject. We have already noted the relevant rule (2) and (3) 10B of I.T. 

Rules, which specifically require to consider for comparison "the functions performed assets 

employed ... and risks assumed by respective parties" In Rule 10(B)(1)(c) of I.T. Rules 

providing for determination through TNMM, it is clearly provided in clause (iii) "the net profit 

margin referred to in sub-clause (ii) arising in comparable uncontrolled transactions is 

adjusted to take into account the difference if any.  
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Given the above, any material difference in the market value must be given serious 

consideration. The degree of comparability between the tested party and the uncontrolled 

taxpayer must be taken into account when making a comparative analysis.  

8.10.1  Use of Secret Comparables in India 

One of the controversial aspects of Indian transfer pricing practice within the 

comparability space is the use of secret comparables by the tax authorities. It is 

important to note that Indian tax legislation currently does not provide guidelines on 

the use of foreign comparables. India does not frown from using secret comparables. 

Under Indian legislation, the general provisions regarding the disclosure of any 

information are contained under section 138 of the Income Tax Act of 1961 as well 

as section 124 of the Indian Evidence Act, 1872. Section 124 of the Indian Evidence 

Act confers privileges against disclosure in respect of any official communication 

made to a public officer in their official capacity when the public officer considers that 

the public interest would suffer by the disclosure. Furthermore, the current provisions 

of section 138 of the Act do not specifically provide for adequate secrecy of the 

information produced by an assessee in the course of any proceeding under the Act. 

The Indian tax authority is empowered to use any information at its disposal to 

determine the arm’s length price. The tax authority may also use secret comparables 

to make adjustments.723 The powers under these provisions are so wide that they 

may also cause one taxpayer to furnish data to determine the arm’s length price of 

other taxpayers. This is one of the reasons for concluding that Indian transfer pricing 

rules are wide ranging. 

8.10.2  Use of Ranges to Determine a Transfer Price 

In a case where more than one price is determined by the most appropriate method, 

the arm’s length price will be the arithmetical mean of such prices.724 The use of 
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arithmetic mean is unique to India and is opposed to an interquartile approach.725 

Further, the transfer pricing regulations permit an allowable variation where there is a 

deviation from arm’s length price. No adjustment can be made to the taxpayer’s price 

within the range of $1 million.726 This is a safe-harbour provision which helps to 

ensure some degree of certainty unlike in South Africa where the determination of 

the arm’s length price is risk based with no legislated threshold. 

8.11 Transfer Pricing Documentation Requirements in India 

Unlike in the US where transfer pricing documents are not mandatory, in India, 

taxpayers are required to maintain, on an annual basis, a set of extensive 

information and documents relating to international transactions undertaken with 

associated enterprises or specified domestic transactions. Section 92D of the ITA 

requires every person who has entered into an international transaction or specified 

domestic transactions to maintain such information and documents as required by 

law. Rule 10D of section 92D of ITA prescribes detailed information and 

documentation that has to be maintained by the taxpayer. Information required in 

terms of this rule primarily deals with the profile of the taxpayer’s organisation and 

relevant business activities. The documents must be held for a period of 8 years 

from the relevant assessment year. Some of the documents include but not limited 

to: 

(i) A description of the ownership structure of the taxpayer’s enterprise with 

particulars of shares or other ownership interest held therein by other 

enterprises. 
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(ii) A profile of the multinational group in which the taxpayer’s enterprise is a 

part along with the name, address, legal status and country of tax 

residence of each of the enterprises included in the group with whom the 

specified transactions have been pursued. 

(iii) The nature and terms of the international transaction pursued with each 

associated enterprise, details of property transferred or services provided 

as well as the quantum and value of each of the transactions or class of 

such transaction. 

(iv) A description of the operations, risks assumed and assets utilized or to be 

utilized by the taxpayer. 

(v) Any assumptions, policies and price negotiations which have significantly 

affected the determination of arm’s length price. 

(vi) Details of any adjustments made to transfer prices to align them with arm’s 

length prices determined under these rules and the resulting adjustments 

applied to the total income for tax purposes. 

(vii) Any other information, data or document which may be relevant for 

determining the arm’s length price. 

Further, it is mandatory for all taxpayers, without exception, to obtain an independent 

accountant’s report in respect of all international transactions between associated 

enterprises or specified domestic transactions. The report has to be furnished by the 

due date of the tax return filing (i.e. on or before 30 November) to avoid stringent 

penalties prescribed for noncompliance with the provisions of the transfer pricing 

code. 

If the assessee is non-compliant with any of the following regulations relating to 

disclosure of any information, he or she will be penalized with a sum which is equal 

to 2% of the value of each international transaction or specified domestic transaction: 

(i)   Keep and maintain information and documents in respect of international 

transaction or specified domestic transaction. 
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(ii) Report the international transaction or specified domestic transaction as per 

the requirement. 

(iii) Submitting false information or document in respect of international 

transaction or specified domestic transaction. 

On the other hand, if an assessee or taxpayer who is a constituent entity of 

international group and who fails to furnish information and documents in respect of 

an international group, will receive a penalty to the amount of Rs 5, 00,000. 

Furthermore a 50% penalty of tax on transfer pricing adjustment is imposed where 

no documentation maintained and 200% of tax on TP adjustment where transaction 

not declared or facts undisclosed. 

It is worth mentioning that India has integrated the recommendations of OECD BEPS 

Action Plan 13 into its national legislation. The Indian government, through Finance 

Act, 2016, amended the Income Tax Act to introduce provisions for additional 

transfer pricing documentation and CbCR to give effect to the guidance contained in 

Action 13. In a nutshell, the Maintenance and filing of the Master File is done in 

terms of section 92D (1) read with its applicable rules. Section 286 deals with the 

filing of country by country reporting. Detailed rules for implementation were also 

released on 31 October 2017 on CbCR and furnishing of the master file. While the 

master file and local file would be filed the by MNEs locally, the local CbC report 

filing requirements would arise in a case: (i) where the parent entity of an MNE or the 

alternate reporting entity is resident in India; or (ii) where the home jurisdiction of the 

MNE group to which the Indian constituent entity is affiliated, neither has an 

arrangement for exchange of the CbCR with India nor is exchanging information with 

India even though there is an agreement and this fact has been communicated to the 

constituent entity by the Indian Tax Administration. In all other cases, every 

constituent entity resident in India should file a CbCR notification in India given that 

the CbC reports would be filed in the jurisdiction of tax residence of the ultimate 

parent entity and shared between jurisdictions through the automatic exchange of 

CbCR information pursuant to government-to-government mechanisms under the 

Multilateral Convention on Mutual Administrative Assistance in Tax Matters, bilateral 

tax treaties or Tax Information Exchange Agreements (TIEAs). 
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8.12 Advance Pricing Agreements in India 

The rules governing APA i.e. Advance Pricing Agreement Scheme, was notified on 

30th August 2012 by Central Government through notification No. 36/2012 of the 

Indian government Gazette. Section 92CC of the Income Tax Act regulates Advance 

pricing Agreements in India. APA scheme has been finally notified by the 

government by amending the Income-tax Rules, 1962 (‘Principal Rules’) by inserting 

Rules 10F to 10T and 44GA in the Principal Rules. The Indian APAs are also aligned 

to the OCED transfer pricing guidelines. Rule 10F to section 92CC define an 

Advance Agreement as an advance agreement entered into between the Board and 

the applicant with the approval of the Central government, as referred to in 

subsection (1) of section 92CC of the Act. 

8.12.1 Types of APA'S in India 

Just like anywhere else where there are APAs, the kinds of APA depend on the 

number of parties who are concluding the agreement. Accordingly, there are three 

kinds of APA in India and they are bilateral, multilateral and unilateral: 

Unilateral APA, rule 10F defines this agreement as an “agreement between the 

board and the applicant which neither a bilateral nor multilateral agreement” this is 

the type of an agreement between CBDT and the applicant and does not involve any 

other party. As no other party is involved, such an agreement is binding only on the 

CBDT and the applicant entity. It is extremely important to mention that Unilateral 

APA is not binding on the other country of residence of the other party of the 

International Transaction. 

A Bilateral APA is defined in rule 10F(c) as: 

an agreement between the board and the applicant, subsequent to, and based on, any 

agreement referred to in rule 44GA between the competent authority in India with the 

competent authority in the other country regarding the most appropriate transfer pricing 

method or the arm’s length price. 

This is the APA which involves more than one country. The parties involved in this 

type of agreement are CBDT, the applicant and the competent authority of the other 

country. These parties through a Mutual Agreement Procedure (MAP) negotiate and 

reach a mutual agreement on how to handle the tax affairs of the taxpayer involved. 
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The negotiated agreement is therefore binding on all of the parties involved including 

the Indian government and the other country. 

According to rule 10F (h) to section 92CC a multilateral agreement means:  

an agreement between the Board and the applicant, subsequent to, and based on, any 

agreement referred to in rule 44GA between the competent authority in India with the 

competent authorities in other countries regarding the most appropriate transfer pricing 

method or the arm’s length price. 

 Multilateral APA involves the participation of many parties. Generally, the CBDT and 

the applicant along with all the competent authority of other countries are the parties 

in these types of agreements. These parties through Mutual Agreement Procedure 

(MAP) negotiate and reach at a mutual agreement. Hence, such a negotiated 

agreement is binding on all of the parties involved. 

Section 92CC (1) provides that an APA can be applied for various international 

transactions, like purchase or sale of raw materials, finished goods, providing 

services, financing arrangements, transfer and use of tangible/intangible assets, etc. 

However, considering the time and resources required for concluding an APA, it is 

generally preferred to enter into an APA in respect of complex/high value 

transactions. Applying for an APA for transactions is generally left to the discretion of 

the taxpayer. Though it is not the statutory obligation for a taxpayer to cover all the 

related party or inter-company transaction in an APA, however, considering the 

scope of APA it is generally recommended to disclose all the inter-company 

transactions proposed to be entered into by the taxpayer to the relevant tax 

authorities so that both the parties may discuss and come to a consensus to include 

such transactions. This is more due to the fact that the APA proposals are 

independent in nature and binding only on the person in whose case the agreement 

has been entered into and only in respect of the transaction in relation to which the 

agreement has been entered into. The scope of an APA also states the time period 

for which the APA shall remain in force, in terms of section 92CC (4) an APA is valid 

for duration not exceeding five years and in terms of rule 10S it may be renewed/re-

negotiated upon completion of the originally agreed term.  
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Key characteristic features of APA as proposed in India are as under: 

In terms of section 92CC (1) provides that the board with the approval of the central 

government may enter into an advance agreement with any person in relation to an 

international transaction. The emphasis on an international transaction presupposes 

that APAs may not be applicable to domestic transfer pricing. Rule 10G amplifies 

section 92CC in that it provides that any person who has undertaken an international 

transaction or is contemplating to undertake an international transaction is eligible to 

enter into an agreement under these rules. 

In terms of rule 10H Pre Filing Consultation is a requirement for the taxpayer in the 

process. Rule 10H(2) provides that the request for prefilling consultation shall be 

made to the director general of income tax (DGIT). Additionally, it involves a 

mandate of providing a lot of detailed information, with an option to keep the name of 

the taxpayer and its related entities ‘anonymous’. Taxpayers/ representatives can 

request for a pre-filing consultation with the DGIT. While the pre-filing consultation is 

neither binding on the Board nor the taxpayer to enter into an APA. 

The application for an advance pricing agreement in India is made in terms of rule 

10-I. Application for APA. Companies desirous of entering into an APA need to file 

an application with the DGIT for Unilateral APA and with Competent Authority (‘CA’) 

of India for bilateral and multilateral APAs. Although the number of years can be 

proposed by the applicant, it cannot exceed 5 years as suggested in the Finance 

Act, 2012. Rule 10-I further provides that every application shall be accompanied by 

the proof of payment of fees as specified in sub rule (5) which deals with a threshold 

of fees payable for this process. 

8.12.2 Steps taken to conclude an APA 

8.12.2.1 Feasibility Study 

As part of the prefilling consultation process, a feasibility study in terms of rule 10-H 

(5) must be conducted with the aim of objectively and rationally uncovering the 

strengths and weaknesses of the existing business model or proposed venture, 

evaluate the opportunities and threats and ultimately draw up the prospects for 

success. The feasibility study should also aim to analyse which transaction or group 

of transaction the taxpayer should cover while entering into an APA. In its simplest 
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terms, the feasibility study should encapsulate the objective, type of transaction to be 

covered, cost-benefit (economic) analysis and the risk threshold. This will enable a 

company to decide if an APA is feasible or not. As mentioned above, the feasibility 

study should detail the primary objective for entering into an APA. The objective 

could be to determine certainty in case of high risk / high value transfer pricing issue 

or ensure certainty before starting a new line of business; expansion etc. or another 

objective could be to eliminate risk of double taxation (bilateral/multilateral APA). The 

next step would be to determine the economic benefit for entering into an APA vis-à-

vis the current litigation options available. The economic analysis would entail 

undertaking a cost benefit- risk analysis. The taxpayer will have to determine an 

appropriate threshold limit in terms of time, resource and money that it would want to 

invest in an APA process. 

8.12.2.2 Pre-filing Consultation (PFC) 

In terms of rule 10H Pre Filing Consultation is a requirement in the provided to the 

taxpayer in the process. Rule 10H (2) provides that the request for prefilling 

consultation shall be made to the director general of income tax (DGIT. According to 

rule 10H (5)(iii) PFC allows taxpayers to discuss the suitability of an APA before 

deciding to pursue it. The PFC would be fruitful if the taxpayer is given a chance to 

discuss the case directly with the Board personnel who would be processing the 

case. It is understood that, the pre-filing conferences can be held on a named or 

anonymous basis also. An anonymous pre-filing conference provides the taxpayers 

the opportunity to discuss the facts and issues of the case with the board. During the 

discussion, the taxpayer can determine the openness of the Board to the issues of 

the taxpayer, without the fear of inviting an audit if the taxpayer decides not to 

proceed with an APA. According to rule 10-H(6)(i), the pre filing discussions however 

do not bind a taxpayer or the tax administration to the APA process. 

8.12.2.3 APA Application 

Once the preliminary consultation has been finalised, the third phase is to process 

the application. The application for an advance pricing agreement in India is made in 

terms of rule 10-I. This is done by filing a written APA application. The APA Rules 

prescribe that the APA application should be made in Form CED. The information to 

be submitted in this form includes general information which among other things 
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cover the name of the applicant, profile of the business which may include 

background and description of the business and products involved, the application 

must also contain prefilling details such as type of application, fee details and 

proposed period of APA.  

The application should also contain transactional details which include functional 

analysis of the applicant and all relevant entities with respect to the covered 

transactions. This may also include business strategies and forecasts. The 

application should also include financial details such as relevant marketing and 

financial studies, detailed industry analysis and the market analysis for all countries 

involved and copies of all relevant intercompany agreements. Financial details must 

also include financial operating information, corporate annual reports & financial 

statement for the prior five years, accounting and costing system, policies, 

procedures, and practices, including any significant financial and tax accounting 

differences, segment financials as well as Income tax returns and related supporting 

schedules for the prior three years At the heart of the application is the transfer 

pricing methodology which essentially relate to transfer pricing background and 

discussion of transfer pricing method, policies, and practices used by the applicant 

and AE for the for past, discussion and analysis of each TPM, applied or rejected, for 

each covered transaction. In particular provide details on accepted or rejected 

internal comparables. Method, terms and conditions, and critical assumptions, 

Details Primary and Secondary Transfer Pricing Methodology and Impact of 

proposed TPMs. All this information will be used for preliminary screening purpose to 

determine the viability of the application. Once the authorities are satisfied that the 

application is viable, then the actual APA negotiation commences. RULE 10-I further 

provides that every application shall be accompanied by the proof of payment of fees 

as specified in sub rule (5) which deals with a threshold of fees payable for this 

process. 

8.12.2.4 Negotiation  

The fourth phase in the APA process is the negotiation of the terms and conditions of 

the APA between the taxpayer and the tax administration. This is in terms of rule 

10K read with rule 10L. In terms of rule 44G and in cases involving unilateral APAs, 

the tax administration will arrange negotiations and discussions with the taxpayer. 
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For bilateral APAs, the tax administration will first arrange negotiations with the 

taxpayer and then enter into discussion rounds with the relevant competent 

authorities. In the negotiation phase which is in terms of rule 10L (2)(i) the tax 

administration and the taxpayer would mutually reach to a conclusion on the transfer 

pricing of the covered transactions. In complex transactions, the negotiation 

meetings could be more than one meeting. The tax administrator should share with 

the taxpayer its findings after the negotiations. Once the negotiation proceedings are 

done the next step in the APA process would be drafting of an APA. 

8.12.2.5 Draft and Execute APA 

Once the negotiations are concluded and an agreement is reached, the Indian tax 

authorities shall in terms of rule 10L (7) draft the formal agreement in a manner 

consistent with the laws of that country relating to contractual arrangements. In terms 

of section 92CC (a) and (b) the formal agreement will be binding on both the 

taxpayers and tax authorities. If any tax demand is raised as a result of the normal 

TP audit process on any subject matter of the APA, the same should not be enforced 

till the execution of the APA. 

8.12.2.6 Annual APA Compliance Report 

Once the APA is concluded and execute, the taxpayer is required in terms of rule 10-

O to prepare and file an annual compliance report in relation to the implementation of 

the APA to the tax authority for each year of the APA. This report may cover issues 

such as details of covered transactions including nature, amount, agreed TPM, 

actual result achieved, adjustment required etc. the report may also cover details of 

any changes in the functional and risk profile of the taxpayer and the associated 

enterprises. 

8.12.2.7 Compliance Audit for APAs 

It is also a requirement in terms of rule 10-O that the Indian tax authorities, in 

particular the TPO conduct compliance audit for each of the covered years of the 

agreement. The TPO shall submit the compliance audit report, for each year covered 

in the agreement, to the DGIT in case of unilateral agreement and to the competent 

authority in India, in case of bilateral or multilateral agreement, mentioning therein 

his findings as regards compliance by the assesse with terms of the agreement. The 
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DGIT shall forward the report to the Board in a case where there is finding of failure 

on part of assesse to comply with terms of agreement and cancellation of the 

agreement is required. 

8.12.2.8 APA Renewal 

Rule 10-S requires that when an existing APA is drawing to a close of its term, the 

parties may agree to enter into further discussions or negotiations with a view to 

extending the APA beyond the period originally provided. Any such extended 

arrangement is considered to be a new APA in terms of rule 10-H. 

Within the Indian context, an APA may be discontinued due to critical assumptions. 

According to rule 10F, critical assumptions mean significant factors and assumptions 

that if changed would lead to the annulment of the APA. This is the most crucial 

aspect in an APA and needs to be carefully agreed and drafted. In terms of section 

92CC (6) an APA would not be binding in case of any changes in critical 

assumptions or failure in meeting conditions set under APA. Also, the binding effect 

of APA would cease in the following cases: 

(i) change in law 

(ii) changes in critical assumptions or failure to meet conditions by the 

applicant or by the Board 

Rule 10N allows for the amendments to the application: rule 10(1) of the APA 

scheme provides for the amendment of the application by the taxpayer at any time 

before the finalization of the agreement. Rule 10N (2) stipulate that the DGIT may 

allow the amendment of the application if such amendment does not have the effect 

of altering the nature of the application as originally filed and payment of additional 

fees if required. 

In terms of rule 10Q (1) an APA can be revised under any of the following 

circumstances: 

(i)  change in critical underlying assumptions 

(ii)  change in such law other than that which renders it non-binding 

(iii)  request from CA in the other country 
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Rule 10Q (2) provides that an agreement may be revised by the board either suo 

motu or on request of the assessee or the competent authority in India or the DGIT. 

Rule 10Q(5) provides that in case the board is not in agreement with the request of 

the assessee to for revision of the agreement, the board shall reject the request in 

writing giving reasons for such rejection. 

Rule 10R provides for the Cancellation of APA and it can be cancelled in case of the 

following: 

(i) negative findings of the compliance audit by the TPO 

(ii) failure in timely filing of annual compliance report or filing with material 

errors 

(iii) non-agreement by the taxpayer on the proposed revisions may result in 

cancellation of the APA 

(iv) on account of fraud or misrepresentation of facts 

In terms of rule 10R (4) the order of cancellation is required to have the following 

essential features: 

(i) in writing with reasons and be able to provide the taxpayer with an 

opportunity to heard 

(ii) formal communication to the concerned Assessing Officer and the TPO 

shall be made in terms of rule10R (7). 

8.12.2.9 Criticism of the APAs in India 

There are certain aspects which are not adequately covered under the Indian APA 

regime. While the overall regime adapts most of the global best practices, the 

following are concerns raised in terms of the Indian APAs: 

Lack of confidentiality clause within the APA rules to protect taxpayer information. 

The information shared by a tax-payer while negotiating an APA may be confidential 

relating to the group policy, pricing policy, future business predictions, revenue 

model which are of strategic importance to the MNE group. The income tax act does 

protect taxpayer information from being shared in the public domain. However, if an 
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APA is not concluded then whether the information would be shared with the regular 

audit team is a concern to be addressed because the rules are silent on this issue. 

There is nothing preventing tax authorities from using any such information for 

subsequent audit processes especially if the APA was not concluded or it was 

cancelled. 

Lack of flexibility, in terms of section 92CC (4) an APA is valid for a period not 

exceeding five years. While an APA provides a high degree of certainty over the 

APA a maximum of 5 years, it means that a taxpayer has no flexibility for that period. 

Once concluded, an APA takes away the ability to make fundamental changes to the 

transfer pricing method. Making any material changes on the key assumptions 

underlying the APA would make the APA subject to annulment by the Board in terms 

of rule 10R. 

Just like all APAs in other jurisdictions, time and cost are always critical 

disadvantages against APA, India is no exception. The APA process is a time-

consuming process and takes long to conclude time. Mature APA jurisdictions like 

USA also take a minimum of 14 months going all the way up to 3 years in some 

cases to conclude a unilateral APA. Bilateral / Multilateral APAs would take even 

longer given the level of complexity just by virtue of having more than two tax 

administrations involved. While on one hand it can take a long time to conclude an 

APA, on the other, it might be a better option considering the timelines involved in 

pursuing normal channels of dispute resolution (litigation) in India. 

8.13 Lessons Learnt from the Indian Transfer Pricing System 

Just like the US comparative analysis, the Indian transfer pricing system contains 

both positive and negative attributes that can be applied or avoided (as the case may 

be) to help in the improvement and development of the South African transfer pricing 

legal framework. Lessons from the negative aspects of the system are considered 

first. The aim is to use the experience as a learning curve in order to avoid similar 

mistakes. The Indian transfer pricing provision gives very wide powers to transfer 

pricing assessing officers. These provisions even go to an extent of giving officers 

the power to conduct surveillance on the suspected taxpayers. Although this may be 

applicable in India, the extent of the powers would not be allowed in South Africa as 

this has the potential to encroach upon the constitutional rights of taxpayers. These 
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wide powers may also lead to abuse of power which does not augur well for good 

governance. Another negative aspect of the Indian transfer pricing system is that it 

does not contain thin capitalisation rules. One of the aims of the thin capitalisation 

rules is to regulate cross-border financial transactions, more particularly the provision 

of financial assistance between related persons. The absence of the thin 

capitalisation rules means that Indian tax authorities cannot adequately deal with 

financial assistance which does not meet the arm’s length standard. Although s 31 

contains thin capitalisation rules, more can still be done to improve and simplify the 

rules. Lastly, the Indian transfer pricing regime does not frown against the use of 

secret comparables, a practice that is not allowed in South Africa.  

 

Apart from the negative aspects of the Indian transfer pricing rules, there are positive 

sentiments that can be drawn from the analysis. The Indian transfer pricing 

provisions are wide ranging but the powers and duties of transfer pricing assessors 

are clearly articulated in the law. This means that the delegation of authority in 

relation to transfer pricing practice is clearly stipulated in the law. As already 

mentioned, the law gives too much power to the transfer pricing assessors; however, 

such power is necessary (if in moderation) if it is exercised within the confines of the 

law. Transfer pricing is a very serious issue for South Africa and a specialised field of 

tax practice that needs special attention. South Africa can emulate India by expressly 

providing for the powers and duties of the transfer pricing assessors. In order to 

achieve this, rules must be promulgated to enable the Commissioner to set out the 

powers, duties of transfer pricing assessors. This will also help in setting out the 

minimum requirements that must be met for one to be eligible for appointment as a 

transfer pricing assessor. 

  

Another lesson that can be drawn from the Indian transfer pricing regime is that it 

regulates both international and domestic transfer pricing transactions which help to 

determine the reasonableness of expenditure and to re-compute the income in 

related party transactions within a domestic set up. Domestic transfer pricing rules 

also provide objectivity in the determination of income and reasonableness of 

expenditure in domestic transfer pricing transactions. Domestic transfer pricing is not 

regulated in South Africa. In order to combat transfer pricing manipulation on all 

fronts, it is desirable to seriously consider regulating the transfer pricing process in 
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our domestic sphere. This can be achieved by amending section 31 to incorporate 

the tax payable in respect of domestic transactions to be based on the arm’s length 

principle.  

8.14 Conclusion  

The Indian transfer pricing legislation is arguably one of the most aggressive in the 

world. This does not mean however that the system is without any flaws. It is 

important to note that even with those flaws, the Indian tax authority has made 

significant strides in dealing with transfer pricing issues in the short space of time 

that it has been in existence. The success of the Indian transfer pricing is owed to 

clear legislative guidelines which are regularly updated in line with prevailing transfer 

pricing trends around the world. The introduction of domestic transfer pricing 

legislation also contributes immensely in ensuring that MNEs are circumspect when 

setting transfer prices within the MNE group. The successful introduction of dispute 

resolution mechanisms like APA is also one of the contributory factors in ensuring 

that there is certainty bestowed to the taxpayers within the transfer pricing realm. 

Certainty in transfer pricing in India has also been brought by the judicial 

pronouncements which have been made in transfer pricing disputes.  
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CHAPTER 9  

FINDINGS, RECOMMENDATIONS AND CONCLUSION 

 

9.1  Summary of Findings  

9.1.1 Introduction  

The literature analysis in this research shows that transfer pricing manipulation is 

caused by many factors which can be attributed to the conduct of the taxpayers 

which may in turn be attributed to the deficiency of the transfer pricing provision. 

Through this analysis, an attempt was made to provide solutions which can help to 

control or combat this problem. Since the problem is largely based on the legal 

deficiency of the transfer pricing provisions, an attempt has been made to provide 

legal solutions which will enhance the transfer pricing and related provisions in South 

Africa. There are many research findings which have been recorded in this research. 

A repetition of each finding in this chapter will be superfluous; however, a brief 

summary of the most critical findings is provided here to link with the suggested 

recommendations. Some of the most critical findings of this research are 

summarised as follows: 

9.1.2 Transfer Pricing Manipulations Leads to the Loss of Tax Revenue 

One of the critical findings of this research is that the manipulation of transfer prices 

and the shifting of income and profit result in the loss of tax revenue. The extent of 

the loss is not known but the figures in Chapter 1 paint a very gruesome picture of a 

monumental revenue loss amounting to billions of dollars every year.  

9.1.3 The Arm’s Length Principle is Not the Panacea of Transfer Pricing 

Problems 

It is also one of the findings of this research that the arm’s length principle is one of 

the internationally accepted methods to determine the transfer price between 

connected persons. It was also acknowledged that despite its positive attributes, the 

arm’s length principle also has inherent weaknesses which make it inapplicable in 

certain circumstances. For this reason, it was concluded in Chapter 2 that the arm’s 
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length principle is not the panacea for all transfer pricing problems. For this reason, it 

was also concluded that the global formulary apportionment method should be 

adopted and applied in South Africa as an alternative method to deal with the 

transfer pricing problems where the arm’s length principle is inadequate. The 

adoption of the global formulary apportionment method may result in a hybrid 

transfer pricing system in South Africa.  

9.1.4 Section 31 Deficiencies Contribute to the TP Manipulation Problem 

It is also a finding of this research that section 31 contains certain deficiencies which 

directly or indirectly contribute to the loss of revenue through transfer pricing 

manipulation. It was concluded in this research that issues like: lack of important 

definitions, lack of simplified guidelines, lack of adequate and transfer pricing-specific 

dispute resolution mechanisms like APAs contribute significantly to uncertainty which 

then becomes a breeding ground for manipulation. A detailed discussion on how to 

tackle each of these issues is undertaken in the various paragraphs dealing with 

recommendations below. Furthermore, it was this research’s finding that section 31 

transfer pricing is not illegal hence there are no set penalties when the 

Commissioner conduct secondary transfer pricing adjustments. This research found 

that this is not a deterrent measure if one takes into account the devastating effects 

of transfer pricing manipulation. The research also found that South Africa has no 

provisions that regulate domestic transfer pricing and interestingly no reason could 

be found for this statutory deficiency. The divergence between customs valuation 

rules and transfer pricing rules was also found to be contributing to the problem 

9.1.5 E-commerce Transactions Remain a Significant Contributory Factor 

It was also found that despite the rapid growth of e-commerce; from a tax point of 

view, South Africa is not legislatively ready to deal with issues relating to detection 

and monitoring of e-commerce for tax or transfer pricing purposes. It was found that 

due to the instantaneous nature of e-commerce and the fact that it takes place in the 

virtual world with no paper or audit trail, South Africa like many other countries 

across the globe, cannot quantify or measure the volumes and monetary impact of e-

commerce although it is feared that revenue is lost through this. Importantly, it was 

found that currently, there is no tax provision that specifically targets and regulates e-

commerce; even section 9 which deals with income source rules in South Africa 
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does not specifically target e-commerce transactions and the exact source of those 

transactions. It was also found that there is no synergy between the Income Tax and 

the Electronic Communications and Transactions Act. 

9.1.6 Lessons Drawn from the Comparative Analysis: US and India 

The comparative analysis of selected issues relevant to the South African situation 

was conducted in order to draw lessons from these countries and avoid mistakes 

that they may have been committed in the past by these countries. Some of the 

lessons drawn from the comparative study include: the aggressive execution of 

transfer pricing rules, sorting out definitional issues and provision of clear guidance 

on how to determine the arm’s length price, the use of APAs, and the application of 

the arm’s length principle on specified domestic transfer pricing transactions. It was 

found that the introduction of these measures is not a magic wand to eradicate all 

the causes of transfer pricing manipulation problems but will go a long way in 

bringing certainty because transfer pricing manipulation thrives in uncertainty and 

secretive environments. 

9.2  Recommendations  

The purpose of this research is to find lasting solutions which can be applied to 

prevent transfer pricing manipulation. For the purpose of this research, the 

recommendations which may help to solve the transfer pricing manipulation problem 

are:  

(i) Promulgation of transfer pricing supplementary rules;  

(ii) Introduction of legislative definitions of transfer pricing concepts;  

(iii) Amendment of the income tax act to adequately provide for e-commerce 

transactions;  

(iv) Introduction of domestic transfer pricing legislation;  

(v) Alignment of transfer pricing legislation with customs legislation; 

(vi) Introduction of non-adversarial dispute resolution mechanism like advance 

price agreement within the South African transfer pricing system; and 

(vii) Promulgation of tax provisions which will lead to the introduction of the 

alternative transfer pricing method to supplement the arm’s length 

principle.  
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The above-mentioned recommendations are fully discussed in no particular order as 

above: 

9.2.1 Introduction of APAs in South Africa 

The benefits of APAs have been set out in Chapters 7 and 8 above. These benefits 

can be achieved if APAs can be made part of South African tax law. Section 

80(1)(a)(iii) of TAA clearly provides that SARS may reject any application of an 

advance ruling relating to the pricing of goods or services supplied by or rendered to 

a connected person in relation to the applicant. The discretionary powers are 

signified by the use of the word “may” in that provision. For South African taxpayers 

to benefit from the APAs that are very instrumental in alleviating transfer pricing 

uncertainties, it is recommended that section 80(1)(a)(iii) be amended so that tax 

ruling applications relating to the pricing of goods and services are not administered 

on a discretionary basis by SARS, rather, a legal obligation should be placed on 

SARS to consider such applications on their merit based on the facts and 

circumstances of each case. Section 31 can also be amended to provide that 

transfer pricing disputes can be resolved by reference to the APAs provisions in the 

TAA. In order to deal effectively with the introduction of APAs in South Africa, a new 

chapter in the TAA must be inserted to deal with this suggestion.  

For the sake of expediency, it is not critical to elaborate on the technical details of 

this proposed chapter but save to say that the envisaged chapter may be crafted to 

look more like chapter 7 of the TAA that deals with Advance Rulings but with a 

specific emphasis on Advance Pricing Arrangements. It will also help with the 

convergence with the customs valuation rules if this chapter can also make 

reference to Customs Advance Rulings found in chapter 10 of the Customs Duty Act. 

9.2.2 Amendment of the ITA to Regulate E-Commerce Transactions 

It has been noted in Chapter 6 that section 9 of the Income Tax Act has no specific 

reference to electronic transactions. In other words, e-commerce is not one of the 

sources found in section 9. In order to align the law with the modern methods of 

trading, the current source rules under section 9 should be amended to regulate 

prices or proceeds or income that have been derived or earned from the supply of 

digital goods and services (e-commerce) which have been generated from a source 
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outside the Republic of South Africa.727 The rules should dictate that digital goods or 

services should be taxed where the recipient is, which would be where the South 

African tax resident physically resides at the time of supply.728 This recommendation 

will be in line with the value creation principle as articulated in chapter 6 above. This 

recommendation is also echoed by the Davis Tax Commission who remarked that: 

 

The current scope of the source rules under section 9 of the Income Tax Act needs to be 

expanded to include rules that cover proceeds derived from the supply of digital goods and 

services derived from a source in South Africa. The new rules should be based on where 

consumption takes place. The rules could for instance provide that digital goods or services 

are sourced where the recipient is, which would be where the South African tax-resident; 

physically present in South Africa, is at time of supply. The rules should also aim to clarify the 

characterisation of the typical income flows from digital transactions. Enacting of such rules 

would create the basis from which South Africa can apply the OECD recommendations on the 

taxation of the digital economy. 

 

The instantaneous methods of transmission of data through the Internet and the 

effective removal of all physical and territorial boundaries have become a significant 

impediment in dealing with transfer pricing in South Africa and elsewhere. In order to 

remove this hurdle, it is recommended that the Income Tax Act be amended to align 

with the provisions of the Electronic Communications and Transactions Act for the 

purposes of detection, monitoring and investigation of taxpayers involved in e-

commerce transactions on a risk basis especially as it relates to transfer pricing 

transactions. Given the complications associated with e-commerce taxation, it is also 

suggested that the Income Tax Act should be amended to provide for a separate tax 

category for e-commerce transactions in order to fully regulate this aspect of tax 

practice in line with the recommendations suggested in the OECD BEPS Action Plan 

1 and 7. To achieve this, section 9 of the Income Tax Act may be amended to read 

as follows: 

An amount will be deemed to have been received or accrued to a person from a source within 

the Republic if that amount is: 

(i) as a result of an e-commerce transaction which took place between a connected 

resident and non-resident within the Republic, or 

                                                            
727
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(ii) the transaction was concluded in the digital world as defined, or 

(iii) the internet server used to conclude the transaction is located within the 

Republic, or 

(iv) the consumption or the supply of the digital goods or services took place within 

the Republic. 

 

It is hoped that with all these measures in place, the legislature will be in a position to 

amend the Act to align it with some of the recommendations of the OECD on the 

taxation of the digital economy. Some of those recommendations are:729 

modifications to the exemptions from permanent establishment status, a new nexus 

based on significant digital presence, virtual electronic permanent establishment, 

mechanism for withholding tax on digital transactions. 

9.2.3 Introduction of Domestic Transfer Pricing Legislation  

Currently, the South African transfer pricing legislation does not provide for domestic 

transfer pricing regulation. This is unsatisfactory given the problems encountered 

with international transfer pricing transactions. Although there is no quantum for 

revenue loss through domestic transfer pricing, one is convinced that the loss is 

huge because there is no regulation. It is prudent to ensure the regulation of this part 

of the tax practice. In order to effectively deal with domestic transfer pricing, section 

31 must be amended to specifically make provision for such. In this regard, it is 

suggested that section 31 be amended to include rules which will be applied to 

determine the reasonableness of expenditure in order to reflect correct domestic 

transfer prices between related parties. Another reason for amending section 31 to 

regulate domestic transfer pricing will create a legally enforceable obligation on the 

taxpayer involved in domestic transfer pricing to maintain proper documentation. 

 

When regulating domestic transfer pricing, the tax authority must be mindful of the 

sheer number and volumes of transactions that are going to be affected. In this 

regard, section 31 must contain a rule which creates a threshold within which 

taxpayers will be required to report domestic transfer pricing transactions to SARS. A 
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 OECD BEPS Action 1 ‘Address the Tax Challenges of the Digital Economy’ at 64-66 available at 
https://www.oecd.org/ctp/tax-challenges-digital-economy-discussion-draft-march-2014.pdf, accessed 
on 5 July 2016. 
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leaf can be taken from the Indian situation where specified domestic transactions in 

excess of R50 million are required to maintain extensive documentation (relating to 

the transaction) in order to ensure that their domestic intra-group dealings are arm’s 

lengths. It is suggested that the proposed provision giving effect to this amendment 

should be called section 31A and should read as follows: 

 

Section 31A Tax payable in respect of specified domestic transactions must be based on the 

arm’s length principle. For the purposes of this section:  

(i) Any allowance for an expenditure or interest or allocation of any cost or 

expense or any income in relation to the specified domestic transaction;
730

 

(ii) Tax holiday undertakings in relation to specified domestic transactions to be 

prescribed by the rules to be promulgated by the Commissioner of SARS;  

shall, notwithstanding anything contrary to this Act or any other law whether or not 

administered by the Commissioner be computed having regard to the arm’s length 

price. 

The promulgation of domestic transfer pricing rules will strengthen and supplement 

the current international transfer pricing legislation thereby ensuring the justification 

of all domestic transfer pricing transactions. The amendment of section 31 to deal 

with domestic transfer pricing manipulation is justified by the fact that domestic 

transfer pricing is a specific avoidance scheme which in law can only be regulated by 

a specific anti avoidance rule in the form of section 31 because section 80A-80L can 

only applicable to general avoidance schemes.  

9.2.4 Alignment of Transfer Pricing Legislation with Customs Legislation  

It has been concluded that the transfer pricing and customs valuation provisions in 

South Africa are not aligned to each other; hence the two departments administering 

these provisions are not aware of each other’s audit activities. Theoretically, the two 

activities are intertwined and highly dependent on each other to combat manipulation 

at both ends but there is no synergy in practice. In order to avoid the misalignment, it 

is recommended that supplementary rules be enacted in both customs and tax 

provisions to integrate the two concepts and processes to avoid working in silos.  
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 Expenditure on buying goods or procurement of services; or expenditure on salary, training 
services, marketing expenses, interest payments, expenditure on purchase of tangible and intangible 
property, group charges reimbursements and guarantee fees. 
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It is suggested that section 31 of the Income Tax Act should be amended to provide 

that the arm’s length principle must also refer to transactions involving customs 

valuation processes. Sections 65 of the Customs and Excise Act 91 of 1964 and 

Chapter 7 of the Customs Duty Act 30 of 2014 that deals with customs valuation 

must also be amended to take into account the provisions of section 31 when 

processing customs valuation transactions. Both the Customs and Excise Act 91 of 

1964 and the Customs Duty Act 30 of 2014 do not contain any anti-avoidance 

provisions. It is recommended that both these pieces of legislation be amended to 

contain specific anti-avoidance provisions to combat commercial and invoicing 

malpractices which directly impact on transfer pricing and customs valuation alike. 

This may be achieved by amending relevant sections of the Customs Duty Act and 

Excise Act to read:  

Where the customs or excise value of the goods or services is determined in terms of the 

Customs Duty Act 30 of 2014, section 31 of the Income Tax or any relevant provision of the 

tax levying Act administered by the Commissioner will be taken into consideration in order to 

identify, and verify material information which may affect the determination of the arm’s length 

price of such goods or service. 

In order to have the same effects when determining the arm’s length price in terms of 

section 31, this provision may also be amended to read: 

Where the arm’s length price of an international transaction is determined in terms of s 31 of 

the Income Tax Act, Chapter 7 of the Customs Duty Act Tax or any relevant provision of the 

tax levying Act administered by the Commissioner will be taken into consideration in order to 

identify, and verify material information which may affect the determination of the arm’s length 

price of such goods or service. 

9.2.5 Introduction of Supplementary Transfer Pricing Rules to Section 31 

Although section 31 provides that tax payable in respect of international transaction 

must be based on the arm’s length principle, there is however no clarity or guidance 

in the law on how to determine the arm’s length principle. The current section 31 

does not specify how the arm’s length principle should be applied. It may be argued 

that the Practice Notes fulfil that role but it has been concluded in Chapter 6 of this 

research that currently practice notes do not have any legal force and in particular, 
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the current Practice Notes on transfer pricing are outdated and not aligned to the 

current law. It is strongly suggested that practice notes must be updated and 

accorded legal status with periodic updates in accordance with the section 31 

amendments. South Africa relies heavily on the OECD transfer pricing guidelines but 

these guidelines only have a persuasive effect, not a binding legal effect because 

South Africa is not a signatory to the OECD and have not ratified the transfer pricing 

guidelines; as a result, they are not law. In this regard, South Africa has two choices: 

either join the OECD in which case the guidelines will be made part of South African 

law in terms of section 231(4) of the Constitution or incorporate the guidelines into 

South African law without being a member of the OECD. Taking leaf from the US 

and Indian comparative analysis made above, the better option would be to enact 

some aspects of these guidelines like transfer pricing methods and comparability 

analysis into South African law. 

 

In this regard, it is recommended that section 31 should be amended to provide for 

supplementary transfer pricing regulations that will clearly explain how the transfer 

pricing methods are to apply as it is the case with the USA regulations which 

supplement the provisions of the IRC. Thus from a South African perspective, the 

regulations should form part of the transfer pricing legislation so that the binding 

effect on both the taxpayer and the Commissioner of SARS may effectively 

materialise. Such regulations should be updated regularly in order to prevent the 

current situation where taxpayers have to rely on outdated Practice Notes which are 

not aligned to the current law.  

 

Furthermore, the envisaged supplementary regulations should clearly explain the 

process and give practical examples on how transfer pricing methods are to be 

applied to a given transaction. It is recommended that the regulations should be 

adapted to suit South Africa’s economic circumstances as a developing country. It is 

recognised that the addition of supplementary rules or regulations may lead to a 

substantial overhaul of the South African transfer pricing landscape but that is 

considered necessary if South Africa is to win the war against transfer pricing 

manipulation. In view of this recommendation, sections 107 of the Income Act may 
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be amended to include a new category of rules which may be promulgated by the 

Minister; the amendment should read as follows:  

Rules to facilitate the implementation of section 31 may prescribe: 

(i) The categories of transactions which may be subject to this section 31 

(ii)  Guidelines on how to determine the arm’s length price. 

(iii)  Transfer pricing methods which can be used to determine the arm’s length price 

(iv) Specific factors to be considered when choosing a transfer pricing methods 

(v) Practical examples on how transfer pricing methods are to be applied to specific 

transactions. 

(vi) Transactions which may be exempted from a transfer pricing audit (APAs). 

(vii) Any other matter which the Commissioner may deem expedient to ensure the 

implementation and application of section 31. 

9.2.6 Introduction of Legislative Definitions of Transfer Pricing Concepts 

One of the biggest problems facing transfer pricing in South Africa is that the most 

important concepts relating to transfer pricing are not defined in section 31 or 

elsewhere in Income Tax Act. It may be argued that some of the terms used in South 

African transfer pricing can be gleaned from the OECD Transfer Pricing Guidelines. 

It is important to define and clarify these concepts in order to avoid interpretational 

disputes. important terms like ‘transfer pricing’, ‘arm’s length principle’, ‘arm’s length 

methods’ and ‘arm’s length price, thin capitalisation and other pertinent terms’ should 

be defined for the purposes of section 31. The South African transfer pricing 

provisions only define three concepts for the purposes of section 31, those concepts 

are: affected transactions,731 financial assistance,732 and connected persons.733 The 

problem with some of these definitions (except connected persons) is that they are 

couched so widely that it is difficult to confine them to a specific ambit in relation to 

the transaction. For instance, the term affected transaction is defined in section 31 

as: 

Any transaction, operation, scheme, agreement or understanding that has been directly and 

indirectly entered into or effected between or for the benefit of either or both a person that 

resident and any person that is not a resident. 

                                                            
731

 Section 31(1) of the Income Tax Act. 
732

 Ibid.  
733

 Section (31)(4) of the Income Tax Act. 



 

242 

 

The definitional problem of this term is further compounded by referring to other 

inadequately defined terms such as operation, scheme, agreement or 

understanding. Unlike the position in South Africa, the discussion in Chapter 7 above 

shows that in the US, the terms used in the transfer pricing provision (s 482 of the 

IRC) are clearly defined in regulations 1.482.1 to 1.482.8 to assist in the 

interpretation and application of the provisions. Concepts such as: ‘transaction, 

scheme, operation, understanding or agreement’ entered into ‘directly or indirectly’ 

as used in section 31 of the Income Tax Act must be clearly defined within the 

transfer pricing context in order to bring clarity. Section 31(1) should be amended to 

accommodate these definitions in line with the definitions transcribed from the IBFD 

International Tax Glossary and OECD Tax Glossary. Some of the definitions of the 

pertinent concepts may read thus:  

 

For the purpose of section 31:  

An ‘Advance pricing agreement is an arrangement that determines, in advance of controlled 

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

adjustments thereto, critical assumptions as to future events) for the determination of the 

transfer pricing for those transactions over a fixed period of time. An advance pricing 

arrangement may be unilateral involving one tax administration and a taxpayer or multilateral 

involving the agreement of two or more tax administrations.
 734

  

An Arm’s length principle is the international standard which states that, where conditions 

between related enterprises are different from those between independent enterprises, profits 

which have accrued by reason of those conditions may be included in the profits of that 

enterprise and taxed accordingly. 
735

  

A Global Formulary Apportionment Method refers to the transfer pricing method where the 

profits of each member of a multinational enterprise (MNE) are not calculated on the basis of 

arm's length dealings, but rather the total profit of the enterprise is allocated to the members 

of the multinational enterprise on the basis of, for example, the turnover of each member, the 

expenses incurred by each member or the labour cost of each member.
736

 

                                                            
734

 Glabush International Tax Glossary at 9. 
735

 Glabush International Tax Glossary at 23. 
736

 Glabush International Tax Glossary at 204. 
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A transfer price is the price charged by a company for goods, services or intangible property 

to a subsidiary or other related company. Abusive transfer pricing occurs when income and 

expenses are improperly allocated for the purpose of reducing taxable income.
 737

 

‘Transfer Pricing Adjustment’, means an adjustment made by the tax authorities after making 

a determination that a transfer price in a controlled transaction between associated 

enterprises is incorrect or where an allocation of profits fails to conform to the arm's length 

principle.
 738 

Traditional Transaction Methods refer to the traditional methods for determining the arm’s 

length prices for specified transactions. The main types of these methods are the comparable, 

uncontrolled price method, the resale price method, and the cost plus method. Such methods 

may be distinguished from other methods such as the profit split method or the global 

formulary apportionment method.
 739

  

‘Transactional net margin method is a transfer pricing methodology that analyses the net 

profit of a taxpayer from a controlled transaction relative to a defined base such as costs or 

assets.
740

 

Profit Split Method is a transfer pricing method that allocates the combined operating profit or 

loss from a transaction to associated enterprises in a manner that reflects the division of 

profits that would have been expected in an arm’s length arrangement. This may include a 

division based on the relative contribution of each participant to the transaction. The relative 

value will normally be determined by taking into account the functions performed, risks 

assumed and resources employed by a participant. Profit split methods include comparable 

profit split method, residual split method and the total split method.
741

 

‘Transfer pricing manipulation’ refers to trade between related parties at prices meant to 

manipulate markets or to deceive tax authorities. 

A scheme means: any arrangement or any plan, proposal, action, course of action or course 

of conduct, whether unilateral or otherwise.
742
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 Glabush International Tax Glossary at 449. 
738

OECD Glossary of Statistical Terms available at http://www.oecd.org/ctp/glossaryoftaxterms.htm#T, 
accessed on the 29 October 2018. 
739

 Glabush International Tax Glossary at 447. 
740

 Glabush International Tax Glossary at 448. 
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 Glabush International Tax Glossary at 335. 
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 Australian Income Tax Assesment Act 1936. 
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9.2.7 Introduction of the Alternative Transfer Pricing Regulation 

It has been proven throughout this research that there is currently no transfer pricing 

method which is more suitable than the other, hence the lack of hierarchy in the 

application of the methods. It has also been established in this research that any of 

these methods may be successfully applied to determine the arm’s length price of a 

transaction if facts and circumstances of the transaction permit the application of that 

particular method. In view of this important consideration, there appears to be no 

impediment in applying other alternative methods to regulate transfer pricing. In this 

regard, it is therefore recommended that the global formulary apportionment method 

be adopted as an alternative method to regulate transfer prices where the facts and 

circumstances are such that the arm’s length principle cannot produce the desired 

results.  

To this end, it is recommended that s 31 be amended to include global formulary 

apportionment method as an alternative regulatory measure in South Africa. 

Because of its nature, this method should be used as a last resort if the other 

transfer pricing methods cannot yield positive results in determining the correct 

transfer prices. Section 31 should also be amended to provide for procedures which 

should be followed in applying this method. Considering that the global formulary is 

similar to the profit split method, it shouldn’t be problematic to include it in South 

African tax law. 

9.2.8 Improved Capacity Building 

To improve the administration of the transfer pricing practice, SARS needs to 

engage in substantial capacity building and develop appropriate administrative 

policies and procedures in relation to transfer pricing. Capacity building should 

encompass training on transfer pricing and related international tax issues including 

tax treaties, and soft skills where necessary. An introduction of the legal aspect of 

transfer pricing will supplement the audit skills required in transfer pricing. Ongoing 

capacity building is required to ensure that the tax administration can address and 

stay up to date with local and international developments in the field. To avoid staff 

poaching by private companies’ and brain drain, tax administrations like SARS must 

strive to pay competitive salaries if they are to retain skilled transfer pricing 

personnel. 
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9.9  Concluding Remarks 

It has been proven in this research that transfer pricing is not an exact science and 

there are no exact set of solutions that can be applied to the diverse problem areas. 

It is therefore critical to note that recommendations suggested here are not 

panaceas for all transfer pricing manipulation problems in South Africa. In order to 

effectively apply these recommendations, South African economic circumstances 

must be considered given the fact that South Africa is still a developing country in 

dire need of foreign direct investment. This means that a mere regurgitation of 

similar principles applied elsewhere will not bear any fruit and may have disastrous 

consequences on the economy.  

 

The implementation of some of the recommendations will need a dramatic overhaul 

of the transfer pricing practice and a paradigm shift in some long-standing practices 

such as the reclassification of impermissible tax avoidance concept.743 In other 

words, these recommendations will remain academic with no pragmatic effect if 

there is no political will from the lawmakers to make a paradigm shift on controversial 

issues like the criminalising of the impermissible tax avoidance, introduction of 

domestic transfer pricing on specified transactions and adoption of alternative 

transfer pricing methods like the global formulary apportionment method. The MNEs’ 

main aim is to minimise costs and maximise profit, and the aim of SARS is to collect 

the maximum tax revenue. In the quest of accomplishing these two competing 

objectives, great circumspection must be exercised to strike a balance (between 

these objectives) so that these interests do not impede one another. In this regard, 

taxpayers must make a profit in a legally acceptable way by engaging in permissible 

transfer pricing practices whilst SARS should guard against introducing rigid and 

unreasonable laws which will ultimately stifle the economy and result in the very loss 

of tax revenue that they are intending to protect and collect.  

 

                                                            
743

 Tax Practices brought about by issues such as the inadequate definition of impermissible tax 
avoidance which allows illegal tax behaviour to be treated as legal.  
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