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Changes to Transfer Pricing Legislation

MICHAEL HONIBALL AND THABISO MONTSHO

Indirect transactions caught in the net

31 of the Income Tax Act (58 of 1962), the transter
pricing section, will be substanti Ipnmmdadwm

effect from Octobier 1 2011, The new s31 seeks to
capture indirect transactions for transfer pricing purpos-
s, thereby substantially widening the scope and applica-
tion of the section.

In terms of the new s31, mansfer
pricing will apply to any transaction,
opetation, scheme, agreement or un-
derstandmg that has been directly or
indirectly entered into between
connecred persons or that has been
diecily or indirectly entered into
for the benefit of ewher or both con-
nected persons. Effectively, there-
fore, transactions between third par-
ties could potentially be caught in
the ner.

For purposes of s31, the new in-
clusion of "mdivect” rransactions is not
novel as che current thun capiealisa-
uon provisions apply 10 both the
drect and mdirece granting of finan-
cial assistance by a non-resident 1o a
resident connected person. Further,
s9TH2ANi) provades for che applica-
tion of transfer pricing to any mansac-
tion, operation or scheme bevween a
controlled foreign company and any
connected person un relation to that
conwolled foreign company. This
wording on its own is, arguably, wide
enough to include transactions
berween CFC's and third parties.
The new wording , to the extent that
1t tefers to @ ransaction, operation,
scheme, agreement or understanding
is, therefore, very similar to the word-
ing already conrawed in the eurrent CFC legislation for purposes of imposing
transfir pricng on neer-CFC transactions, The wording of the new s31 has
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also been used in other sections of the Income Tax Act, like the general ant,-
tax avoidance provisions contained m sB0A,

In terms of the current legislation, transfer pucing and thin capiralisa-
tion provisions are dealt with separately under s31(2) and d31(3) respec-
uvely. d31¢2) only applies to direct transactions whereas $31(3) applies 1o
both direct and indirect transactions, as mentioned. The proposed 531
changes this by combining both transfer pricing and thin capitalisation
principles into a single subsecuon and reads as follows:

“(2) Where -

{a) any transaction, operarion scheme, agreement or understandmg has
been direcily or mdirectly entered into between or for the benefit of either
ar bath -

(i) (aa) aperson that 15 a resident; and
(bb) any other person thar 1s not a resideny;

{ii} {oa) aperson that is not a resident; and

(bb) any other persom that is not a resideru that has a permanens
establishment in the Republic 1o which the transaction, apera-
tiom, scheme, agreement gr understmdmg velaces;

(iii} {az) a person that is a resident; and

{bb) any other person that 15 a residens that has o permarent estab-
tshmens oweside the Reprblic to whuch the transaction, opera-
tion, scheme, agreement or understondmg relaces;

and those persons ave comnected persens in relanon o one another; and

{b) any ezrm or condinon of that mansactiom, operation, scheme, agresment
or understanding — ’

(i} s different from any term or concivion: tha would have exiseed had
those persons been mdependent persons dealing at m'’s length;
and

{i6) restdts or uall vesult in any rax benefit being derived by any person
that is a party to that rensaction, aperation, scheme agreement or
understanding,

dmmmﬁemofeachpersanrhmuapamwﬁmnmum.

operanon, scheme, ggreemant or undersumding that derives the tax benzfit
must be caleulated as of thar mansaction, operation, scheme, agreemen: or
understanding had been entered it on the terms and conditions that would
have existed had thuse persoms been mdependent persons dealing a1 am’s
length.” (emphasis added)

The spectfic mcluson of indirect transacrions within the scope of South
African wansfer pneing was partly donven by a recent United Kingdom
court case on transfer pricing, namely, DSG Retail Limited v HMRC [2009]
STC (SCD) 397. The facts of this case are briefly that DSG Retail Limited
(DSG), a UK resident company, sold electrical goods covered by a manu-
facturer’s warranty. DSG's customers were also entitled o purchase an
extended warranty, which was offered when purchasing the goods at DSG
seares, for a fixed premwm. The extended warrancy was provided by a third
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party msurer based in the UK, which i tum reinsured 95% of the risk with
DSG's group capuive msurance company established m the Isle of Man,
Dixon Insurance Services Limited {DISL).

Below 15 a simplified outhne of the transaction.

DSG Retan Er—— .
Lumied
& (UK) Exlanded varranly
Connectat Thed Pary 4
pevsons wisurer {UK)
¥ DL . Runyrance
{Isbe of Man}

A rew years later, DSG decided, for tax reasons, o stop offering msur-
ance contracts o us customers and started offering service contracts
mstead.  Accordingly, the agreement between DSG and the third pany
msurer was termunated.  The labiliry for the new service contraces was

~assumed by a different third party company established m the 1sle of Man

and wsured by DISL (after changing its regulatory authorisarion from rein-
surer Lo nsurer).
Below 15 2 simplilied outline of the revised mansaction.

— DSG Relad b » Customer —
Limited Sade ansatchon %
Y
IConnecled Sahn0s onbiset
Parzons
............. -l
UISL < conteacl Thid party lq
(Isle’of Man) {Isla of Man)

The arrangement berween the third party wsurer and DISL led to
DISL makng a substancial increase in profits which were not taxable in
the UK. Since the UK could not impose tax on insurance profits derived
by DISL, the Commissioner for HMRC sought to impose tax by mvoking
ransfer pricing provisions, notwithstanding the face that the transaction
mvolved a third party thar had been interposed berween the DSG and
DISL.  Furthermore, there was no agreement entered into directly
between the DSG and DISL for purposes of offering insurance contracts
to DSG's customers,

The HMRC successfully argued thar DSG had entered into third party
agreements based on the mutual undenstanding chat che third party will
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reinsurefinsure with DISL. The HMRC also suceeeded in arguwing that, had
the whole tansaction been entered into between third parues, DISL would
have had o compensate DSG for the point of sale advantage. Thar is,
because DISL benefited from wnsurance contracts sold within the DSG
stores, thus benefir should be charged for on an arm's length basis.

This case is, therefore, authoruy for the proposttion that transfer pricing
provisions may be invoked to attack indirect transactions where these
rransactions, if entered into berween independent third parties, would
result in a different allocation of profits between the related parties
uwvolved. Despite the persuasive authonty of this case for South African
courts, the legislanure has considered it necessary to insert the so-called
indirecr principle in the DSG case wnte our transfer pricing lemslation. It is
against the background of this case, therefore, that the new teference o
indirect transactions for purposes of transfer pricing should be interpreved,

It is to be hoped that the SARS will not, however, extend the applica-
tion of transfer pricing principles to rransactions which are so indirect that
genuine commercial undertakings are thereby frustrated, as this will create
considerable uncertainty for global mulunationals with authentic commer-
cial undertakings, Currently, such uncertainty already exists n relavion o
the application of thin capialisation rules to local entities. For example,
s31(3} is clearly wide enough to include a loan advanced by a foreipn
wwvestor o a South Aincan subsidiary company, Company B, held by
anather South African company, Company A, However, it s unclear
whether the equity capital of company A can be added to that of Company
B in order 1o calculate the 3:1 ratio. The wide wording of the new provi-
sions of 531 could also potentially be abused by the SARS should it be
unable w collect taxes by using other specific anti-avoidance measures, like
CFC rules. It is to be hoped, therefore, that the SARS will offer some guid-
ance an how indirect transactions will be subjected to these new wransfer
PriCINg provisions.

Iry this regard, the SARS has announced that its current practice note un
wransfer pricing {SARS Practice Note 7) will be withdrawn and a revised
wransfer pricing practice note wall be issued somerime in the next six months,
Guidance on this particular issue is expected in the new practice note. The
current practice note on thin capitalisation (SARS Pracuce Note 2} will
similarly be withdrawn and the new practice note will also include guide-
lines an how the SARS will treat thinly capitalised entities. #

Honiball is a partmer in the tax department of Wapber Wentzel and is o
visiting professor at the University of Johannesburg and Montsho is a
candidate attorney
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