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INTRODUCTION
1) This document seeks to make a contribution on the phenomena of transfer pricing in South Africa. Whilst the document acknowledges that the phenomenon of transfer pricing co-exists with the phenomena of tax base erosion and profit shifting as means of tax avoidance and evasion, the transfer pricing phenomenon is isolated in order to make concrete policy and legislative recommendations. 

2) Transfer pricing constitutes the core of illicit financial flows, which according to credible research institutions such as the Tax Justice Network, Global Financial Integrity, OXFAM, the High Level Panel on Illicit Financial Flows led by former President Thabo Mbeki, and tentatively the Organisation of Economic Co-operation and Development (OECD) costs the African continent billions of dollars annually, and far exceeds the amount Africa receives in developmental aid. 
3) In one case that was investigated in detail by researchers at the Universities of KwaZulu-Natal Centre for Civil Society and University of Manchester Leverhulme Centre for the Study of Value, a single company, De Beers, allegedly misinvoiced R30 billion in products shipped to and from South Africa over a recent seven year period. The problem has become a source of extreme capital outflow, and once estimates of transfer pricing are included with other capital flight, University of the Witwatersrand researchers suggest that in one peak year, 2007, the outflows cost South Africa 23% of GDP. Yet the topic is barely mentioned in the local media, nor is it widely known that in early 2014, the South African business community was found by PricewaterhouseCoopers consultancy to be the ‘world leader’ in fraud, including illegal capital flight such as transfer pricing.
4) The recommendations on how to respond to transfer pricing will cut across political, legislative, technological, revenue and law enforcement aspects and could address the related phenomena of base erosion and profit shifting if considered in totality. This document will therefore do the following:
a. Provide a conceptual basis on what transfer pricing is.
b. Provide background information on transfer pricing in South Africa.
c. Highlight the consequences and damages caused by transfer pricing using different reliable sources of information.
d. Discuss and highlight South African Government’s response to transfer pricing practices.
e. Provide concrete recommendations on what is to be done.
f. Conclude.

A. CONCEPTUAL BASIS: WHAT IS TRANSFER PRICING?

5) The phenomenon of transfer pricing falls within the broader category of capital flight, illicit financial flows and the Base Erosion and Profit Shifting phenomena, which have received substantial attention from various organisations. These organisations have different recommendations and approaches to combat transfer pricing, at times reflective of their own class, national, and continental interests and pursuit of justice.
6) These organisations include the Organisation for Economic Co-operation and Development (OECD), the Global Financial Integrity, the Tax Justice Network, African Monitor, OXFAM, etc. While coming from different ideological backgrounds, there is  a degree of common understanding on what transfer pricing is amongst these organisations, and the following constitute the key components of what it is:

a. Transfer pricing broadly refers to a trade mechanism through which multinational corporations existing in more than one country avoid taxes in the country where they generate profits through manipulation of the international (sometimes intra-national) trade system.
b. A transfer pricing arrangement occurs whenever two or more businesses (whether corporations or not) which are owned or controlled directly or indirectly by the same people trade with each other. The term transfer pricing is used because if the entities are owned in common they might not fix prices at a market rate but might instead fix them at a rate which achieves another purpose, such as tax avoidance. If a transfer price can be shown to be the same as the market price then it is acceptable for tax purposes. What are not acceptable for tax purposes are transfer prices that increase the cost or reduce the sales value in states which charge higher tax rates and increase the sales value or reduce the costs in states with lower tax rates (Tax Justice Network). 

c. The term ‘transfer pricing’ is used to describe arrangements involving the transfer of goods or services, at an artificial price, in order to transfer income or expenses from one enterprise to an associated enterprise in a different tax jurisdiction.
d. Transfer pricing is usually utilised by multinational corporations as a form of tax avoidance through doing the following:
i) Selling the goods and services (particularly commodities) at a lower price than would at arm’s length in order to pay lesser taxes in the country of production.
ii) Overpricing the services a multinational corporation receives for intangible services from its subsidiary corporation located in a tax haven. 
e. Transfer pricing happens as a means of manipulation of the international trade system in order to transfer huge amounts of money to tax havens or jurisdictions without or very low taxes. 

7) The Thabo Mbeki Foundation notes that, “Most illicit financial flows today are facilitated by some 60 international tax havens, secrecy jurisdictions creating and operating disguised corporations, shell companies numbering in the millions, anonymous trust accounts, fake charitable foundations, money laundering techniques and trade mis-pricing” (TMF, 2013).
8) Discussing Capital Flight under Apartheid, Rustomjee (1991) says, “In cross-border trade, capital flight can take place if the agreed price for the commodities is higher or lower than the prevailing market price. An exporter might under-value goods, receiving less remuneration in the exporting country and retaining the balance in the country of destination. This can be done through agreement with an arms-length trading partner but is easier to effect by trading with a subsidiary. Effectively the exporter is syphoning capital out of the national economy. This is known as 'transfer pricing' and is a common practice of transnational corporations (TNC), who use this procedure to maximise profits of global operations by manipulating individual subsidiary accounts in, for example, high tax countries to reduce profits through over/under-pricing goods and services supplied by one or other of the TNC offices (Rustomjee, 1991: 91). 

9) Many desktop definitions of transfer pricing tend to highlight that it is a legal phenomenon, and this is done due to the fact that many countries do not have adequate legislation and mechanism to determine the illegality of the abusive parts of transfer pricing. Abusive Transfer pricing in the extent and context within which it is happening in the world trade system cannot and should not be legal because it robs developing countries in excess of US$6.6 trillion and in 2012 only, developing world lost US$991.2 billion in illicit financial flows, (GFI, 2014: 25). In South Africa, abusive transfer pricing is committed as a form of aggressive tax avoidance and therefore illegal in terms of Section 31 of the Income Tax Act.
10) Most countries in the world do not have comprehensive and enforceable legislation to deal with the phenomenon of transfer pricing, it cannot and should not be legal for multinational corporations to avoid taxes in countries where they generate profits. As a matter of principle, all corporations that generate profits from specific countries should pay taxes in those countries.

11) It should be highlighted here that the phenomenon of transfer pricing is used interchangeably with the phenomena of base erosion; profit shifting; and trade mis-invoicing. These concepts mean the following;

a. Base Erosion and Profit Shifting-- BEPS, or base erosion and profit shifting, is used to describe tax planning strategies that rely on mismatches and gaps that exist between the tax rules of different jurisdictions. These strategies are designed to minimise the corporation tax that is payable overall by either making tax profits "disappear" or by shifting profits to low tax operations where there is little or no genuine activity.

b. Trade mis-invoicing-- is a method for moving money illicitly across borders which involves deliberately misreporting the value of a commercial transaction on an invoice submitted to customs.
12) It should be noted that whilst the OECD has been a dominant role player in the conceptualisation and provision of proposed solutions to the phenomena of base erosion, profit shifting and transfer pricing, it is not the sole authority on these realities. There are cogent alternate narratives and proposed solutions from other role players such as the Tax Justice Network, OXFAM, Global Financial Integrity, African Monitor, and most recently the High Level Panel on Illicit Financial Flows of the African Union.
13) The OECD proposed solutions have in many instances failed to contain the phenomenon of transfer pricing, and this is acknowledged by Joseph Andrus, who was head of the OECD’s transfer pricing unit when the BEPS process was launched. He made an insightful comment on February 13, 2013 when the process was germinating. He said: “Whatever it is we are doing isn't producing accurate results if it turns out that 75 percent of the world's income, under the current transfer pricing system, is reflected as being earned in Singapore, Switzerland, the Cayman Islands, and Bermuda” (cited in TJN, 2014).
14) An acknowledgment is made that indeed transfer pricing is a global phenomenon, yet this does not take away the reality that countries and/or states ultimately carry the obligation to pass legislation which should combat transfer pricing. In most instances, countries that seek to control transfer pricing and pass legislation in that regard, do not pay attention on the multinational corporations that commit these crimes in other parts of the world.
B. TRANSFER PRICING IN SOUTH AFRICA:

15) The phenomenon of transfer pricing has been recognised and acknowledged in South Africa from as early as 1990, and the following areas of concern will be highlighted as constituting the key events upon which its existence was acknowledged: 
a. In 1991, Rustomjee observed that “The magnitude of unrecorded outflows since 1970 at current prices is $37.1 billion ($55.3 billion in 1988 prices). Note that South Africa's foreign debt stood at $21.2 billion in 1988” (Rustomjee, 1991: 92). Furthermore, Rustomjee observes that, “In 1985, the USA was the largest importer of South Africa's specified exports, importing some $1 512 million or 17.5% of total specified exports of $8 628 million. A detailed (yet preliminary) breakdown of SA-USA trade for 1985 by commodity type according to CCCN (formerly Brussels Tariff Nomenclature) classification indicates that under invoicing exports to the USA amounts to $724 million, about 32% of reported US imports” (Rustomjee, 1991: 96). 
b. In 1994, the Minister of Finance in South Africa instituted a Commission of Inquiry into Certain Aspects of the Tax Structure of South Africa chaired by Judge Katz (The Katz Commission). The Katz Commission issued and submitted a total of nine Reports, which were submitted to the Joint Committee on Finance for consideration between 1996 and 1999. In virtually all the interim reports, the question and phenomenon of transfer pricing was highlighted. 
c. The Katz Commission 3rd report issued in 1997 said, 
“During his 1995 Budget speech, the Minister of Finance drew attention to the high level of tax avoidance, much of it implemented by means of sophisticated financing structures. The Commission was requested by the Minister to investigate the question of tax avoidance.  In complying with this request, the Commission has given particular attention to:
i. the need for a general tax anti-avoidance provision;
ii. the efficacy of the existing legislation contained in section 103 of the Income Tax Act ("the Act"); and
iii. The desirability or otherwise of the imposition of penalties in the case of avoidance” (Katz Commission, 1997).
16) Whilst making a relatively thorough diagnosis of the problem of tax avoidance amongst other things, the Katz Commission broadly recommended that the mechanisms proposed by the OECD should be applied to combat the occurrences of transfer pricing in South Africa.
17) In a dissertation submitted for a postgraduate diploma in Income Tax Law at the University of Cape Town, Tristan Sacha Lord notes,
In its First Interim Report, the Commission of Inquiry into Certain Aspects of the Tax Structure of South Africa (“The Katz Commission”) articulated the fact that there was a lack of protection against the abuse of transfer prices. The Katz Commission noted that the South African tax system needed legislative teeth with which to protect itself against excessive price manipulation between related parties. The Second Interim Report listed the following four approaches, as developed by the worlds’ tax systems, from which the South African Legislative had a choice to implement in order to counteract transfer pricing:

a) the most stringent approach has legislative teeth backed up with formal, detailed and binding regulations as to what constitutes acceptable pricing, exemplified by the United States; 

b) b) a second approach, also with legislative teeth, does not have formal regulations, but does have detailed guidelines as to acceptable pricing, such as the German model; 

c) c) the third approach also has anti-transfer pricing legislation, but relies on arm’s length concepts to dictate acceptable pricing practices, as in the United Kingdom and other countries which rely strongly on OECD guidelines; and 

d) d) a fourth approach which does not have any specific transfer pricing legislation and relies on normal, general anti-avoidance provisions and tax law to combat transfer pricing, such as in the Netherlands.

The Katz Commission recommended that the third approach, which relied on arm’s length concepts as contained in the OECD guidelines, be implemented in South Africa” (Lord, UCT).
18) Fine et al (2011) note, “Whilst illegal capital flight was also characteristic of the apartheid era, and is equally prevalent for much of Africa, its sheer volume in the post-apartheid economy, as calculated and presented, is particularly noteworthy. As suggested, the retention, or retrieval of such capital is a potentially rich resource for meeting developmental goals. As such, consideration of capital flight needs to go far beyond a casual granting of an amnesty to those who confess and pay a penalty. And why should they bother to do so at all given the stated goal of allowing such transgressions to be legal in the future? Rather, there needs to be a full investigation into capital flight along with a reconsideration of how and for whom financial policy has been implemented, and policed, and how and for whom it should be designed in the future” (Fine et al, 2011).
19) In their recurrent submissions to the Portfolio Committee on Finance, South Africa’s Finance Intelligence Centre has illustrated that over the last decade, South Africa has lost in excess of R600 billion in illicit financial flows, and transfer pricing plays a major role in this instance.  

20) The High Level Panel on Illicit Financial Flows from Africa points to the fact that “Abusive transfer pricing occurs when a multinational corporation takes advantage of its multiple structures to shift profit across different jurisdictions. While it is not wrong for trade to take place between companies that are part of a single group, they would have to comply with the “arm’s-length principle” for them not to be considered to be engaging in base erosion and profit shifting. We found evidence that abusive transfer pricing was occurring on a substantial scale in Africa. In a particularly telling example, an African President informed the Panel that a multinational corporation in his country had never paid taxes over a 20-year period because it consistently reported making losses. He was certain that this could only have been due to profit shifting, since no business entity could remain in operation if it were making losses for such a long time” (High Panel on IFF Report, 2015).
21) Importantly, the High Level panel uses a case study in South Africa wherein “The South African authorities informed the Panel about a case in which a multinational corporation was found to have avoided $2 billion in taxes by claiming that a large part of its business was conducted in the United Kingdom and Switzerland, which at that time had lower tax rates for their business, and moving the legal site of their business to these jurisdictions. When the South African authorities investigated the case, they found that the UK and Swiss subsidiaries/branches had only a handful of low-paid personnel with relatively junior responsibilities, and that these offices did not handle any of the commodities in which the company dealt (nor were they legally able to take title to those commodities). The company’s customers were often in South Africa, but for each transaction, a paper trail was created that would route the transaction through the Swiss or UK offices to give the impression that these offices were critical to the business. The South African authorities were able to reclaim the tax that was avoided because it was clear that the substance of the company’s activities was conducted in South Africa” (High Panel on IFF Report, 2015).
C. WHAT ARE THE CONSEQUENCES OF TRANSFER PRICING IN SOUTH AFRICA?
22) The Global Financial Integrity indicates that “trade misinvoicing accounts for a substantial majority—77.8 percent—of illicit financial flows over the period of this study [2003 to 2012], meaning that curbing trade misinvoicing must be a major focus for policymakers around the world”, and notably, South Africa lost US$122 billion (close to R2 trillion) between 2003 and 2012 in illicit financial flows (GFI, 2014). 

23) There are varying degrees of the consequences of illicit capital flight and/or transfer pricing in South Africa and the following point to the possible degree of what this could have caused South Africa:
a. The High Panel on Illicit Financial Flows from Africa convened by former President Thabo Mbeki observes that “Illicit financial outflows 
i) drain hard currency reserves, 
ii) heighten inflation, 
iii) reduce tax collection, 
iv) cancel investment, 
v) undermine trade, 
vi) worsen poverty, 
vii) Widen income gaps” (High Panel on IFF Report, 2015).
b. In the submission made to the Portfolio Committee on Trade and Industry, the South African Mining Development Agency highlighted that the following constitute the impacts of transfer pricing in South Africa’s mining sector:
i) Outflows exceed local spend significantly;
ii) Projects committed to are underfunded because of a perceived loss of profitability;
iii) Commitments are scaled back and delayed;
iv) BBBEEE partners to mining companies are robbed of profits and so dividend which would go towards paying re-paying loans and funding products leading to cancelled BBBEEE deals” (SAMDA, 2014).
c. It should be highlighted that the South African Mining Development Agency (SAMDA) illustrated that virtually all resource extraction companies in South Africa are involved in transfer pricing, and could disclose these companies if guaranteed protection, (Miningnews, 2014).
d. The AIDC says, “Profit shifting is done at the expense of both mine workers fighting for a living wage of R12, 500, for example, and the South African Revenue Services (SARS) which collects tax on the profits of these subsidiaries. Transfer pricing also moves money away from Black Economic Empowerment (BEE) minority shareholders. They expect to be paid dividends from the local entities – the subsidiaries that produce all new value in the group and where they hold shares.
e. In a report about Lonmin, which has not yet been credibly disputed, AIDC observes the following, 
"In sum, Lonmin, just for the years 2008 to 2012 transferred in commission fees $160 million (R1, 231 billion) to a Lonmin subsidiary, Western Metals Sales Limited based in Bermuda, a well-known tax haven. A further $155 million (R1, 170 billion) was paid in management fees to Lonmin Management Services. These amounts were shifted from Lonmin’s South African operations and effectively put out of reach of possible wage demands, meetings of its social labour plan commitments and beyond what would have been “taxable income”. It is necessary to ask is if this a case of the so-called “illicit financial flows” that has so worried African heads of state and prompted the Economic Commission for Africa (ECA) and the African Union (AU) to establish the High Level Panel on Illicit Financial Flows. Lonmin’s Bermuda connection is one piece in a complex inter-company labyrinth and picture of excessive dividend payments before the 2008 crash, exorbitant executive salaries as well as yearly management fees to head offices" (AIDC, 2014). 
24) In an interview conducted with Moneyweb, the Director for African Monitor, Namhla Mniki-Mangaliso admits that 
“South Africa lost R237bn in illicit financial flows in 2011 and over R1trn between 2002 and 2010”, and this is due to the reality that “South Africa does not have any internal system of monitoring what these quantities are and we all generally – both government and NGOs – depend on Global Financial Integrity to gather that data” (Moneyweb, 2014). Furthermore, the African Monitor Director points to the reality that, “We know that SARS has this infrastructure; however it's not publicly available. And parts of what we want to recommend is in fact processes which are transparent about which South African companies are undertaking those kinds of activities” (Moneyweb, 2014). 
25) The African Monitor Director Mniki-Mangaliso further observes the following:
a. “And if we start considering what R237bn is … we did a bit of an assessment in our own study and we realised that, with those kind of funds for instance, you could create six million new jobs per annum, or you could use the same amount of money to create … for one million students per annum. In other words, what we are trying to say as African Monitor is we are not just concerned that this is illegal activity, but we are also concerned that these are resources that could in fact be directed to investment in development and in inclusive growth in our own country. It's a significant loss” (Moneyweb, 2014).
b. “SARS has a department that primarily focuses on that … Despite the incredible efforts they are making, they have only in the last two years been able to investigate only 30 important cases of illicit financial flows and particularly mis-pricing. And so there is a dire need to multi… and create our own technical capacity to be able to check these things … In fact the issue of technical skills is the one area South Africa needs to focus on, which means not just focusing on government skills but also to focus on the roles that academic institutions can play in all the … tracking some of these companies, the roles that civil society can play in also independently monitoring some of those companies. But we can't start doing that without government creating a … such as merchants known to us who are big companies that evade checks on an annual basis – and most of those known to South African citizens, which those companies are” (Moneyweb, 2014).
26) In a report released by the Global Financial Integrity, it is stated that between 2003 and 2012, South Africa suffered illicit financial outflows totalling more than $122-billion between 2003 and the end of 2012.
a. The Global Financial Integrity specifically says, that “South Africa moved into the top ten, jumping from 13th to tenth. India and Malaysia swapped places, with India now fourth and Malaysia now fifth in the developing world.

27) A closer examination of all Mining corporations in South Africa will reveal that virtually all mining corporations have subsidiaries in jurisdictions considered as tax havens and have financial relationships with the tax havens, whilst there is no real activity from those tax havens. This includes mining corporations with BEE Shareholders, even in relatively successful cases such as Patrice Motsepe’s African Rainbow Minerals.

D. HOW DOES SOUTH AFRICA RESPOND TO TRANSFER PRICING?
28) It is important to highlight the reality that in his response to the question posed by the Economic Freedom Fighters to the Deputy President Cyril Ramaphosa in the National Council of Provinces on transfer pricing, this is what he got to say,

“Honourable Member, there is currently no plan to establish a commission to investigate tax evasion and capital flight from South Africa.

Tax evasion and the illegal transfer of capital across borders is dealt with by relevant authorities, which include the South African Revenue Service, the South African Reserve Bank, and the law and prosecuting authorities.

 

As part of their routine activities, the South African Revenue Service and the South African Reserve Bank continually assess taxpayers and significant financial transactions where they believe that such activities are not declared or are not legitimate.

 

The most significant form of tax evasion practices are done via base erosion and profit shifting, known as BEPS, which describes tax planning strategies that rely on mismatches and gaps that exist between the tax rules of different jurisdictions. These strategies are designed to minimise the corporation tax that is payable overall by either making tax profits "disappear" or by shifting profits to low tax operations where there is little or no genuine activity. In most cases BEPS strategies are not illegal. Largely, they exploit differences in tax rules between countries.

 

This is a global problem, and for this reason the Organization for Economic Cooperation and Development has commenced a major research project to sharpen the mechanisms to deal with transfer pricing and base erosion” (Ramaphosa, 2014).
29) The interim report of the Davis Tax Commission illustrates the fact that, 

“South Africa has transfer pricing legislation in section 31 of the Income Tax Act. As the OECD recommends, South Africa applies the arm’s length principle to curb transfer pricing. The legislation focusses on cross-border transactions, operations, schemes, agreements or understandings that have been effected between, or undertaken for the benefit of, connected persons. If the terms or conditions made or imposed by the connected persons differ from the terms and conditions that would have otherwise existed between independent persons acting at arm’s length, and the difference confers a South African tax benefit on one of the parties, the taxable income of the parties that have benefitted must be calculated as if the terms and conditions had been at arm’s length. To determine an arm’s length price South Africa makes use of the methods set out in the OECD Transfer Pricing Guidelines, which are also set out in SARS Practice Note 7.

30) Indeed South Africa’s approach to the phenomenon of transfer pricing is dealt with through existing legislation,

31) The SARS’ Practice Note No 7 para 7.3 states that: 
… the problem to be resolved is how a multinational should determine what price would have arisen if transactions between its members were subject to market forces. The solution advanced by the arm’s length principle is that a comparable transaction between independent parties (an uncontrolled transaction) should be used as a benchmark against which to appraise the multinational’s prices (the controlled transaction). Any difference between the two transactions can then be identified and adjusted. An arm’s length price that will reflect the economic contributions made by the parties to the transaction can be determined for the controlled transaction.

32) Despite the inadequacies that have been identified in the OECD approach to the phenomenon of transfer pricing, the Davis Tax Commission still recommends the following;

a) “The legislators should ensure that section 31 of the Income Tax Act refers to the OECD guidelines. This is stated in SARS Practice Note 7, but SARS Practice Notes are not legally binding. At least one legally binding General Ruling, as provided for in section 89 of the Tax Administration Act, 2011, should be enacted on section 31.

b) Without departing from the OECD Transfer Pricing Guidelines, the suggested General Ruling should include a set of principles reflecting the South African reality.

c) SARS should ensure that the enforcement capacity of its transfer pricing unit is adequate. It should also ensure that there is sufficient transfer pricing training and capacity building in its transfer pricing unit” (Davis Tax Commission, 2014).
33) Now, these recommendations are not helpful for the following reasons,
a) The OECD is a club of rich countries, and its member states will be under constant pressure from their large corporations to maintain the status quo, or to make only modest adjustments to how the tax pie is allocated between the “residence” countries (where large multinationals are resident; usually rich OECD countries), and the “source” countries (which are the source of multinational corporations’ profits; very often developing countries.) This will create tensions with developing countries, which on the one hand want to participate in the BEPS process and its promise of producing remedies for the shortcomings in the international tax system, and on the other hand, feel the pressure to assert their own fiscal sovereignty, conscious that a club of rich countries may be seeking to protect primarily its own membership first, (TJN, 2013).
b) The Tax Justice Network illustrates that “Many companies strive to use the arm’s length principle faithfully. Many companies strive to move in exactly the opposite direction. In truth, however, the arm’s length principle is very hard to implement, even with the best intentions.

c) The Tax Justice Network quotes Joseph Andrus, who was head of the OECD’s transfer pricing unit when the BEPS process was launched, made an insightful comment on February 13, 2013 when the process was germinating. He said: “Whatever it is we are doing isn't producing accurate results if it turns out that 75 percent of the world's income, under the current transfer pricing system, is reflected as being earned in Singapore, Switzerland, the Cayman Islands, and Bermuda” (TJN, 2014).
E. WHAT IS TO BE DONE?
34) The solutions and response to the phenomena of transfer pricing and broadly illicit financial outflows should be located within the global and continental attempts to combat these phenomena. This should be the case because there are many other tax jurisdictions that have to legally consent to combatting transfer pricing and altogether combat illicit financial flows.  
35) The fact that these are global and continental phenomena does not prevent South Africa from combatting these phenomena within its own scope. So because more often, corporate crimes committed by multinational corporations are shifted to the ‘global context’ and the multilateral institutions at this level do not have the teeth to enforce multilateral conventions and agreements, and in some instances, they are part of the crimes committed. The OECD and even United Nations guidelines on transfer pricing have largely failed and cannot be the basis upon which SA deals with transfer pricing. 
36) The proposals and recommendations that should be considered in combatting these phenomena are categorised into four categories, which are a) the political actions, b) economic actions, c) the technical actions, and d) reject the OECD and implement the sixth Method. Each category of the proposed solution have concrete action plans on what is to be done. In principle, the solutions provided here represent superior logic in the context of what South Africa has dealt with concerning transfer pricing. 
a) Political actions. 

37) As illustrated above, the post 1994 Government was made aware of this phenomenon as early as 1995, and proper institutional memory and derivation of lessons from other parts of the world and failed internal experiments should have made the political leadership to pay particular attention to this phenomenon.

38) Whilst incapable to contain the extent and volumes of transfer pricing, South Africa has instruments that could address transfer pricing and the entire illicit financial outflows phenomenon. These include: 

i. Parliament through a thorough commission of inquiry of transfer pricing in South Africa, derive lessons from countries that have made progress in this regard, invite civil society organisations from in and outside South Africa to make presentations on the phenomenon of transfer pricing. After this, then a suitable legislation will be passed to criminalise transfer pricing and combat this phenomenon. 

ii. SARS through building adequate internal capacity to monitor the movement of goods and services.
iii. Financial Intelligence Centre should be given a Parliamentary and/or Presidential mandate to conduct a forensic commission of inquiry and report to Parliament in order to guide appropriate actions, such as prosecutions in the case of aggressive tax avoidance, and legislation where the law falls short.
iv. Hawks through thorough criminal investigations of Managers who engage in deliberate tax avoidance schemes.

v. The South African Reserve Bank should develop a different approach to trade liberalisation and loosening of exchange controls because the expected outcomes out of what was envisaged by the Growth, Employment and Redistribution (GEAR) policy have not been realised.
vi. As in many countries, the bankers which facilitate the outflows of capital amongst many similar operations should be subject to fines, prosecution and jailings. Those banks that persist with policies detrimental to the national interest that stretch the exchange control laws should be nationalised. The exchange control legislation should be updated and tightened, and the Treasury and SA Reserve Bank instructed to make South Africa much less vulnerable to both corporate transfer pricing, and to more general predatory behaviour by multinational corporations, international merchants and the world’s financial institutions. Even the International Monetary Fund has recently shifted its own policy thinking, much more in favour of capital controls.
b) The economic actions.

39) There are various ideological questions that arise out of this approach, and as Ha Joon Chang (2014) says, economics is always politics. State ownership and control of the strategic mineral resources and participation in trade of commodities will lead to the realisation that there is something wrong with the existing role players in the mining sector. The vehement refusal by the current mining bosses that Mines should be nationalised and that the state should play a role in mining is not an economic argument, but protection of the criminal tax avoidance practices that exist in the sector.
40) More often, the ruling party’s opposition to State ownership and control of resource extraction sectors, particularly mining is premised on the supposition that the state does not have the requisite capacity. This is a fallacy, and can be exposed through action, i.e. creation of a State Owned Mining company. Despite exposing the transfer pricing phenomenon, the State Owned Mining Company will lead to many other developmental outcomes such as local beneficiation and industrialisation of mineral resources. 
41) The South African Reserve Bank’s mandate should include combatting the phenomenon of transfer pricing through many national and international surveillance mechanisms. The Voluntary Disclosure Programme of the South African Reserve Bank should be revisited and reconceptualised with an understanding that South Africa has suffered high volumes of illicit financial flows and transfer pricing. 
c) Technical actions. 
42) There are many suggestions on what should be the solutions and here we provide the relevant and concrete solutions suggested by various bodies that have been concerned with these realities. In this regard, some of the recommendations made by the Global Financial Integrity need attention, and they are:  
i. Trade transactions involving tax haven jurisdictions should be treated with the highest level of scrutiny by customs, tax, and law enforcement officials;
ii. Policymakers should require multinational companies to publicly disclose their revenues, profits, losses, sales, taxes paid, subsidiaries, and staff levels on a country-by-country basis;

iii. Governments should significantly boost customs enforcement by equipping and training officers to better detect the intentional misinvoicing of trade transactions.

iv. Government authorities should adopt and fully implement all of the Financial Action Task Force’s anti-money laundering recommendations; 

v. Regulators and law enforcement should ensure that all of the anti-money laundering regulations, which are already on the books, are strongly enforced;

vi. Tightening of border control and of goods illegally brought from South Africa’s neighbouring countries. This should happen through usage of scanners to scan the trucks that enter South Africa from the neighbouring countries. 

43) These are areas that need a committed and ideologically sound political leadership, which when implemented will assist South Africa and provide a sustainable model for the developing world. 

d) Reject the OECD methods and implement the SIXTH METHOD:
44) The PriceWaterhouse Coopers (PWC) policy brief on the Sixth method illustrates that 

“the OECD Transfer Pricing Guidelines describe five transfer pricing methods that may be applied to establish whether the conditions of controlled transactions are consistent with the arm’s length principle: three ‘traditional transaction methods’ (1] the comparable uncontrolled price (CUP) method, 2] the resale price method, and the 3] cost plus method) and two transactional profit methods’ (4] the transactional profit method and 5] the transactional split method).
45) The sixth method is therefore a mechanism to deal with transfer pricing, which departs from the OECD methods, which have been applied in many countries over decades and failed. The PWC, which disapprovingly wrote about the sixth method illustrates that; 
“The sixth method originated in Argentina, where the government sought to address raw materials transactions that utilised an agent located in a country where significantly less tax was paid than in the exporting country. For many developing countries, exports of commodities are such a significant part of the economy that it is important to avoid price manipulations that lower transfer prices and taxes collected.
For developing countries with economies heavily dependent upon commodities exports, changes to transfer pricing rules may be viewed as a source for raising taxable income. This strategy appears to be supported by international development organisations. Mandating use of the sixth method has been an effective way for governments to increase the tax assessed on companies exporting commodities” (PWC, 2014)

46) The South African Parliament and Government should directly and through SARS and the Davis Tax Commission study the sixth method on transfer pricing, but in general, the sixth method may apply in the following circumstances,

a. Export/import transactions of tangible goods (classified as commodities) between related parties.

b. The price of the tangible goods are publicly quoted in the transparent market (known as public price)

c. In certain case, where is a foreign intermediary in the inter-company transaction such that good do not reach the final consumer directly (triangular transactions), (PWC, 2014) 
47) The PWC policy brief further illustrates that “the sixth method attempts to avoid transfer of passive income to jurisdictions with low or no taxation. The application of this method considers quoted  prices of export/import goods at the time of shipment, regardless of volume, geography, and other factors that influence the price” (PWC, 2014).

48) Perhaps the most important aspect about the sixth method is that developing countries are beginning to adopt is a model to address transfer pricing. The PWC (2014) policy brief illustrates that 

“Argentina in 2003 was the first country to implement the sixth method, with countries such as Ecuador and Uruguay soon following. Latin American countries have been active in adopting the sixth method in the last two years. Of the new jurisdictions in Latin America introducing transfer pricing legislation (e.g., Dominican Republic, El Salvador, Guatemala, and Chile) all but Chile introduced the sixth method and of those amending the current regulations (e.g., Brazil, Panama, Peru, and Colombia), Brazil and Peru adopted the sixth method. India also has introduced a sixth method that appears to expand the CUP method” (PWC 2014). 
49) Furthermore, in July 2014, Bolivia adopted the sixth method, and this and many other practical reasons call on South Africa to thoroughly investigate with the intention of adopting the sixth method. Coupled with the concrete recommendations and actions proposed under the political, economic and technical actions above, adoption of the sixth model will be a major step towards combatting transfer pricing in South Africa. 
50) Efforts to provide durable solutions should be precede by real research activities, which should entail visiting countries such as Argentine to study the sixth method, and invitation of major players in the tax justice network and the Global Financial Integrity. Solutions that are not properly assessed will never be durable, and might lead to even more disastrous outcomes.

Consider the tax Justice Network Recommendations:

51) Added to these specific recommendations, the Tax Justice Network Recommendations need closer consideration as broad policy guidelines. These recommendations might include the ones made above, yet they constitute a progressive and useful framework on how developing countries can and should deal with the massive phenomenon of tax avoidance. The Tax Justice Network recommends 10 approaches which developing countries should adopt, and these are: 

a) Implement strict General Anti Avoidance Rules (GAAR). This way, any impermissible tax avoidance structures, where the main purpose is to obtain tax benefits, would be subject to challenge. GAARs are framed to minimise tax avoidance for example, by reallocating profits to tax havens. Under these rules the tax benefits of transactions or arrangements can be denied if they do not have any commercial substance or consideration other than achieving the underlying tax benefit itself. 

b) Tax authorities can do more audits of service fees and royalty payments that are made by MNC's to related parties. China is leading by example by doing selective audits for years 2004 to 2013, paying particular attention to companies in tax havens and to related parties in other overseas jurisdictions that have few or no functions. 

c) Ensure that domestic law and tax treaties follow the "source rule" for royalties, management expense, interest expense, and other payments. To illustrate how this works, take royalties as an example. Suppose an MNC uses intellectual property (IP) in a business carried out in a developing country. The MNC’s subsidiary in the developing country pays a royalty to that MNC, thus stripping (taxable) profits out of the developing country and shifting them to the MNC’s country of residence. Under conventional arrangements, this will reduce the company’s tax bill in the developing country. To tackle this, the developing country can treat the royalty payment as foreign-source income by the MNC, and subject it to local withholding taxes in the developing country. The royalty payment would then be subject to withholding taxes. Domestic law should insist on this, and the tax treaties should follow that legal interpretation. Developing countries need to ensure that 'nil withholding tax' does not apply in any circumstance. Countries should be willing to renegotiate tax treaties, if need be, to ensure that this objective is in place. 

d) Strengthen the home country’s resources on Advance Pricing Agreements (APAs), so that more of these agreements can be expedited and signed. An APA is an agreement between a company and the taxing authority on an appropriate transfer pricing methodology to be followed for some set of transactions at issue over a fixed period of time. Agreements such as these give certainty to MNCs but also give certainty to governments on the taxes that would be payable. India is considering rolling over existing transfer pricing litigation (under the arm's length principle) into APAs once they have been signed: essentially, if there is any litigation pending for those years, and is similar in nature to the APA that is negotiated, then those cases would be closed along the APA guidelines. 

e) Implement Safe Harbours, which put caps on allowable tax deductions (see point 4 here for further explanation.) For example, in the IT sector, safe harbours have been introduced in many countries at cost plus 25 percent. This means that in this sector, the targeted profit margin (or safe harbour) is fixed at 25 percent, and is taxed as such. Both parties agree to it in advance, and no litigation by the tax authorities would take place, nor would there be any audits. The tax revenue is protected and the developing country and the company both get the certainty of income tax being paid on that profit margin. The developing country gains when the profit margin is less than 25 percent, and the company gains when it is more. These safe harbours can also apply to service fees, interest expense, management fees, and other intercompany charges. For example, a management fee of 2% could be agreed to as a safe harbour, and that would become a cap on the maximum account that the company could charge. Any profit shifting through the MNC charging its subsidiaries in developing countries excessive management fees can thus be avoided. 

f) Adopt a wider use of the profit split method in determining source country taxation. Basically, this method adds up the profit from a group of transactions for all related parties, then divides these profits among those related parties according to certain proxy measures of genuine economic activity. These measures include headcount, sales, functions performed, risk borne, and assets employed by each party. (This could be considered as a very restricted, transaction-level version of Unitary Taxation.)

g) Developing countries should expect sound transfer pricing documentation from MNC’s. They could be asked to file information returns on all transactions above a certain amount. This further puts pressure on companies to ensure that the arm's length principle is not being misused for tax avoidance purposes. 

h) Countries can start implementing policies consistent with the spirit and intent of BEPS through both legislative and enforcement activity, without waiting for the final recommendations to be agreed. Some countries are already doing so. For example, new tax laws in France and Mexico have included several BEPS-related changes including restrictions on the deduction of financing costs. This can serve as an important model for other countries. 

i) Developing countries need to also evaluate carefully their informal economy, especially the sector driven by domestic corporations that keep a major portion of their taxable income outside of the formal sector through trade mispricing or other means. If the primary objective of BEPS is to tax “where the economic activities take place”, then developing countries also have an obligation to look inwards, to look at their own domestic companies, and ensure that tax evasion is not taking place. Suppose that a country has a significant portion of its exports being re invoiced through Dubai, Singapore, or Mauritius. In such case, the country is deprived of the tax revenue on the profits, and the funds often ‘round-trip’ back as black money or foreign direct investment. It is important to rein in this ‘parallel’ economy, so that domestic tax resources can be better mobilized. 

j) Invest not only in better training for tax administrators, but also share or publicise successful best practices with other developing countries. We can learn from each other, and we should. A good case in point is China's current challenge to companies with respect to all management fees that are charged by headquarter companies, thereby stripping profits out of China. These fees are being viewed by Chinese tax authorities as a stewardship cost that is necessary to protect and support the investment in China, and a cost that should therefore not be charged to the overseas subsidiary. There is nothing to constrain other countries from taking a similar approach on these kinds of charges that reduce the reportable profits that foreign MNCs have in their subsidiaries in developing countries” (TJN, 2014). 
CONCLUSION

52) This submission has provided a detailed background and context of transfer pricing as it relates to South Africa, and argue that its manifestation in South Africa is a form of aggressive tax avoidance through manipulation of the international trade system. Whilst intended at combatting aggressive tax avoidance, South Africa’s legislative framework is not adequate to combat transfer pricing. 

53) The political, economic and technical capacity and will to combat transfer pricing are inadequate and lacking. South Africa over-relies on the OECD guidelines on transfer pricing and these have not brought forth adequate and required outcomes. The submission proposes a combination of political, economic and technical solutions which when implemented, will save South Africa from tremendous theft of potential revenue which should be redirected to developmental programmes and activities. 

54) The sixth method is specifically and importantly proposed as one mechanism which should underpin South Africa’s transfer pricing legislation, regulation and oversight. This should, of course, be supplemented by a through taxation and financial laws enforcement regimes. The institutions mandated with these tasks should be provided with the necessary political and resource support to end all forms of illicit financial flows, in particular transfer pricing.

55) As an economic emancipation movement which fights for the discontinuation of private ownership of exploitative property and against economic colonisation of Africa and the developing world by few multinational corporations, the EFF will consistently make cogent and substantial submissions on What is to be done, because as Lenin observed in 1902, “We are passing from the sphere of history to the sphere of the present and, partly, of the future. But we firmly believe that the fourth period will lead to the consolidation of militant Marxism, that Russian Social-Democracy will emerge from the crisis in the full flower of manhood, that the opportunist rear-guard will be “replaced” by the genuine vanguard of the most revolutionary class” (Lenin, 1902).
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