Chapter 10.4. South Africa Country practices

THE ARM’S LENGTH PRINCIPLE: A COUNTRY PERSPECTIVE

10.4.1. Introduction

10.4.1.1. South Africa’s transfer pricing legislation (set out in Section 31 of the Income Tax Act 58 of
1962) came into effect on 01 July 1995 followed by Practice Note 2 (introduced 14 May 1996) and
Practice Note 7 (introduced 6 August 1999) which served to provide taxpayers with guidance on how
the South African Revenue Services (“the SARS”) intended to apply the legislation. Practice Note 2
covered thin capitalisation whilst Practice Note 7 dealt with transfer pricing. As of 01 April 2012 the

SARS made several amendments to its transfer pricing rules.

10.4.1.2. The fundamental principle underpinning the South African transfer pricing legislation since
inception has been the arm’s length principle as set out in Article 9 of both the United Nations
Model Double Taxation Convention between Developed and Developing Countries and the OECD
Model Tax Convention on Income and

e time of this publication these had not been released.

n its infancy with






the business model of taxpayers across the whole value chain, gaining an in-depth understanding of
the commercial sensibilities and rationalities governing intra-group transactions and agreements etc,
it is evident that the SARS does not look to comparable data alone or in isolation from other relevant
economic factors in determining whether or not the appropriate price or arm’s length level of profit

has been achieved.

10.4.3. Management Services

10.4.3.1. As a result of an increase in S e



change usuallyswhgidiaigiaries

10.4.3.4. With regards to the determination of whether or not a service has provided the recipient
with economic and commercial benefit, a demonstration of adherence to the arm’s length principle
becomes difficult. In practice this is becoming more and more subjective. The economic benefit of
services cannot always be measured in actual monetary or other such quantifiable terms and as such
it is often demonstrated by the assertion of the taxpayer rather than being a matter of fact. It is
often reiterated that transfer pricing is not an exact science and tax administrations are encouraged
to take into account the taxpayer’s commercial judgement as well as their own. This becomes
difficult when such judgement has the potential to translate into a significant tax adjustment for

taxpayers.

10.4.3.5. A possible solution is for a tax administration to clearly set out its requirements for
documentation and burden of proof. However this is likely to meet with resistance from taxpayers
who will claim that this places an increased compliance cost burden on them. The SARS is currently
taking a pragmatic but firm approach to evaluating payments for intra-group services and where
clear commercial justification or evidence of reasonableness for such payments are lacking, such

payments are disallowed.

10.4.4. Contract Risk Shifting 1 YearteEnd Adjustments

10.4.4.1. There appears to be an increasing tendency for parent companies of South African
subsidiaries to shift profits via a year-end adjustment to either the cost of goods imported by the
South African subsidiary or directly to the operating margin, to bring the South African subsidiary in
line with “comparable companies”. What occurs is usually a global policy change by the parent
company aimed at limiting the return of its subsidiaries (including those based in South Africa) to a

guaranteed return (determined by way of a cmparable






10.4.5.4. From a SARS perspective there is merit in the argument that economically the



