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Bearing up under SARS scrutiny
Companies advised to keep records as commercial justification under transfer pricing investigations

WOUTER SCHOLTZ
Mazars Moores Rowland

U
NDER section 31 of the In-
come Tax Act, South African
Revenue Service (SARS) has
the discretion to adjust prices

charged for goods and services involv-
ing South African resident enterprises
and foreign connected parties, such as
a foreign subsidiary company.

The discretion to adjust prices is
intended to counter opportunities for
profit shifting between related
enterprises.

Transfer pricing rules are a com-
mon feature of developed tax systems.
While SA is not a member of the Or-
ganisation for Economic Co-operation
and Development (OECD), SARS has,
in practice note no 7, tended to adopt
the OECD transfer pricing guidelines.
The guidelines provide detailed guid-
ance regarding how revenue author-
ities may adjust prices between related
parties in cross-border transactions.

Section 31 calls for an adjustment to
be made by SARS where the price
charged for goods or services in in-
ternational related party transactions
does not accord with an arm’s length
price. In practice, SARS will only in-
tervene if the effect of the pricing is to
reduce the profits subject to tax in SA.
This could take place either because
the South African enterprise sells its
goods or services to a foreign connect-
ed party at an artificially reduced price,
or because it pays excessive prices for
imported goods or services.

In determining whether a price ac-

cords with arm’s length standards,
SARS will usually look to “comparable
uncontrolled prices”, being the prices
charged for comparable goods or ser-
vices between unrelated parties. If the
actual prices charged deviate from
comparable uncontrolled prices, SARS
will ordinarily give the enterprise an
opportunity to make submissions as to
why an adverse transfer pricing de-
termination should not be made.

If an organisation is facing a trans-
fer pricing inquiry, it is best to know at
the outset how to best respond under
fire from SARS.

It is, in particular, important that
the entity at the outset appreciate that
an apparent deviation from arm’s
length prices is only the beginning, and
not the end, of the analysis.

Both the guidelines and practice
note 7 are clear that in the event of an
apparent departure from arm’s length
prices there is to be a second or sup-
plementary inquiry. This inquiry is di -
rected at whether the apparent depar-
ture from arm’s length pricing may be
explained by reference to considera-
tions other than taxation. To put it
differently, one has to determine
whether the apparently abnormal pric-
ing is attributable to purely commercial
considerations, such as might have
been taken into account even by un-
related parties.

The commercial considerations
that may legitimately be put forward
(by way of responses under fire) are
summarised in the guidelines, and re-
iterated in practice note 7.

The key commercial considerations

fall under the following headings:
■ The terms of the contract between
its parties;
■ The economic circumstances sur-
rounding the transaction;
■ The business strategy of the enter-
prise or enterprises in question.

As regards economic circum-
stances, current economic conditions,
and reduced demand for goods and
services, may well justify lower than

normal prices and reduced margins.
As regards business strategies, both

the guidelines and practice note 7 ac-
knowledge that “market penetration”
— of new overseas markets — may jus-
tify a temporary reduction in the price
of goods or services supplied to an over-
seas affiliate while it seeks to establish
a foothold in the market.

It is important to appreciate that
SARS will not, in the nature of things,
be astute to find reasons as to why a
departure from standard pricing may
be justified. The onus is on the taxpayer
to come forward with commercial jus-
tifications for the departure.

There is distinct risk that if com-
mercial justifications are first advanced
while under scrutiny from SARS, these
will be met with scepticism. An or-
ganisation’s responses are more likely
to be credible if it can point to evidence
of deliberations around the time when
the price was set, and before the entity
attracted scrutiny. If the company has
contemporaneous board minutes, or
contemporaneous correspondence be-
tween buyer and seller, which reflect
the considerations which justified a de-
parture from normal pricing policy,
such documentation will be more cred-
ible than subsequent justifications.

While section 31 of the Income Tax
Act does not explicitly require enter-
prises to formulate and record their
transfer pricing policy, and to docu-
ment the considerations for a depar-
ture from their standard pricing, en-
terprises engaged in international
transactions would be well advised to
establish and maintain such records.
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C o l l e c t i ve
i nve s t m e n t
scheme

Although the proposed changes ap-
pear to address the taxation of income
received by collective investment
schemes and distributions made by
scheme fund managers should take
note of the following issues which arise
from the proposed changes:
■ The act does not specifically provide
for the deduction of costs by a collective
investment scheme, such as the man-
agement fees, and normal principles
would therefore apply.
■ No changes have been proposed to
the controlled foreign company rules
as a result of the changes to the tax-
ation of a scheme. This begs the ques-
tion of whether investments by a
scheme in a foreign company, where
the scheme holds more than 50% of the
participation rights, would constitute a
controlled foreign company of such in-
vestment scheme or the unit holder in
the scheme?
■ In practice at present a scheme may
not be paying tax, but such a scheme is
still subject to tax. Any income trapped
in the collective investment scheme ac -
cording to the provisions of the pro-
posed section 25BA or the controlled
foreign company rules, would in future
be taxed at the rate of 40% instead of
the companies’ tax rate of 28%.

If an organisation
is facing a

transfer pricing inquiry,
it is best to know at
the outset how to
best respond under
fire from SARS

LAVERY MODISE
& LEBOGANG KUTUMELA
Eve rs h e d s

T
HE purpose of the Basic Con-
ditions of Employment Act of
1997 is to establish minimum
terms and conditions of em-

ployment for employees.
Among the important provisions of

the act is the granting of annual leave
on full remuneration.

The Basic Conditions of Employ-
ment Act provides that employees who
work 24 hours or more per month are
entitled to a minimum of 21 consecutive
days per annual leave cycle. An annual
leave cycle is defined as a period of 12
months’ employment with the same
employer immediately following an
e m p l oy e e ’s commencement of employ-
ment or completion of his or her pre-
vious legal cycle.

Annual leave must be on full pay,
calculated at the rate applicable im-
mediately before the beginning of the
period of leave. Annual leave may not
be taken during the period of other
forms of leave or during the period of
notice of termination of employment.

Where a public holiday falls on a day
during the employee’s annual leave,
where the employee would ordinarily
have worked on that day, the employer

must grant such employee an addition-
al day of paid leave.

Annual leave must be taken subject
to an agreement between the employer
and the employee, failing which the
employer may determine when leave is
to be taken. On termination of em-
ployment, an employer must, among

others, pay to an employee, remuner-
ation for any period of annual leave due
that the employee has not taken.

The determination of “leave due”
and accordingly warranting payment
(on termination of employment) is a
highly debated issue: whether leave not
taken by the employee during a leave
cycle accrues to the employee or
whether it is forfeited.

A key provision in the Basic Con-
ditions of Employment Act is contained
in section 20(4) which provides that an
employer must grant annual leave not
later than six months after the end of
the annual leave cycle.

The interpretation of this section by
the Labour Court has intensified the
debate around this issue, with two
Labour Court judgments coming to
two different decisions.

The Labour Court decisions are Jar-
dine v Tongaat-Hulett Sugar; and
Jooste v Kohler Packaging.

The Labour Court in Jardine v
To n g a a t - H u l e t t Sugar held that section
20(4) of the Basic Conditions of Em-
ployment Act existed for the protection
of employees who might otherwise be
denied annual leave. Therefore, leave
not taken within six months after the
end of the leave cycle is not forfeited.

In contrast, the Labour Court held
in Jooste v Kohler Packaging that the

purpose of the legislation is to ensure
that an employee takes annual leave.
The Labour Court therefore held that
payment will only be made in respect of
leave accrued in the cycle immediately
preceding that during which the ter-
mination takes place. In the event that
an employee fails to take annual leave
within six months after the end of the
annual leave cycle, such leave will be
forfeited and the employee will not re-
ceive payment for such leave days upon
termination of his employment.

The employer and employees are
not allowed to contract out of the main
provisions of the act such as the grant-
ing of the minimum period of annual
leave. They may, however, regulate the
e m p l oy e e ’s leave entitlement in excess
of the minimum 21 days provided by the
Basic Conditions of Employment Act.

The employer may not refuse the
employee annual leave entitlement. If
the employer refuses the employee
such entitlement, the employee may
refer the matter to the Labour De-
partment. In light of the remedies avail-
able to the employee and the purpose
of the Basic Conditions of Employment
Act, the Labour Court’s decision in
Kohler Packaging seems preferable, as
it ensures employees exercise their
rights and take annual leave.

Take a break — yo u ’ve earned it
Two judgments offer different conclusions with regards to the highly
debated issue of annual leave payment

The employer
may not refuse

the employee annual
leave entitlement. If
the employer refuses
the employee such
entitlement, the
employee may refer
the matter to the
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