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RESTREINT UE/EU RESTRICTED

INCOME TAX ACT NO 24 OF 1981

5 Seplember 2006
Effective Date; 5 September 2006

DETERMINATION OF THE TAXABLE INCOME OF CERTAIN
PHERSONS FROM INTERNATIONAL TRANSACTIONS:
TRANSFER PRICING

Section 95A of ihe Income Tax Act

{This Practics Note is mainly based on the OECD Guidelines and the South African Practice

ote.)

1. Definitions and terrinology

11

12

The concepts below are defined in secrion 95A of the Act:

1.1.1  Goods;

1.12 international transaction;

1.1.3 resident; and

1.1.4 services

Tt purposes of this Practice Note, the words below are defined as follows.

121 Advance pricing arrangement (“APA”): An APA is an arrangement that
determines, in advance of controlled transactions, an appropriate set of criteria
for the determination of the transfer pricing for those transactions over a fixed
period of time.

122 Connected person: A “connected person” is defined in relation to each of the
following categories of persons.

1221 In relation to a natural person:

(i) any rclative of such person (including by udoption), i
children and parents, grandchildren, grandparents, brothers and
sisters, great-grandchildren, great-grandparents, uncles and
aunts, nephews ané mieces, the person’s spouse and any person
who i8 2 relative of the spouse, the spouse of any of the above-
mentioned relatives; and

(ii) any trust of which such natural person or any relelive or spohse
referredd 1o ahove is a bensficiary. A beneficiary means any
pmonnnmd,lalhewi.ll,numdoedmletmohdshs,nsa
bencficiacy o1 as a person upon whom the (rusiee or the trust
bas & power to confer a benefit from the trust.

1.22.2 Inrelation lo a trusty

(U] unybemﬁciuyoimmh.mpmummaduu
beneficiary in the trust deed or letter of wishes, or any other
person in favour of whoni the trustes of the (rust exercises the
trostes’s discretipn; and

(ily any connected person in felation 10 such beneficiary, for
example any of the beneficiary's relatives and any trust of
which a relative may be a bencficiary, A trust and connected
pzrminrehﬂnnmthphwﬁdaduotﬁnm,m
connected persons.

1223 In felation to a connected person in relation to a trust {other than a
unir frust schemc inpmp-rtym:samhaﬂ:ed'uﬂe:mcum
Trust Control Act, 1981 (Act No. 54 of 1981)), any other persun who
is & connected person in relation to such trust.
All persons who ate copnected persons in relafion 0 @ Wust are
connected persons in relation to ezch other.
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12.24 In relation to & member of any partership;

() any other member of such partaership; and

{Hf) eny connested person in relation o any membér of such
partnership, for example any of that mcmber's relatives and
any trust in which a relative may be u beneficiary.

1225 Inrclalion lo & company:

(i) its holding company, ss defined in section 1 of the Companies
Act, 1973 (Act No. ﬁloflg?s)(iheﬁonwmiasml: )

(i) iusubﬂlﬁary,mdeﬂwdlnuecﬁonloiﬂn&mpmm;'

(i) ‘any other company, whore both such companiss are

. subsidisries (a8 defined) of the same bolding company;

(i¥) eny person, other thin 8 company as defined in section 1 of the

Act, who indfviduslly of jointly with any connected

person jn relation to such parson, holds (direclly or indirectly)

at least 20 per cent of the company’s equity share capital ar

vofing rights, Thepumnmmmplamd.wuldbelmtml

person, trust, close corporation or any entity which i mnot a
company for purposes of {he Companies Act;

{v) any other company, if at least 20 per cent of the equity sharc
capital of such company is held by such other company, and no
sharcholder holds the majority voting rights of such company,
This will be the case wherg companies B and C cach hold 50
pc:mmqfﬂieequkynhuempimofmkbom
companics, B and C, will be connected persons in relation to
company A;

(vi) any other company, if such other company is managed or

controlled by:
(aa)  any person (A) who or which is a connected person in
ion to such company; or
(bb) nnyperamwhumwl‘r.ichisammmtedpmin
relation to A,

Mmhwﬂhwmminthwmu{mu
company being managed or controlled by & conbected person in
rﬂn!nnwd;eu&urnompmy.asweunwtmumcompﬁhsm
mesaged or controlled bypmmwhommmemdpmmin
rduimbcxhodnr.ﬁrulnmh,lmmmﬁu,mwhmﬂ:m
mh:klhyswmmdumotlnr.wimﬂnmmmhym
mbuﬁdaryofmﬁﬁm,wﬂlhnmmdm_ i relation to each

Comnyhhdaﬁnlﬂnnmu!hﬂiedwicumpny;udaﬂmdin
udhnﬁl otmmﬁwmm@wﬁnnwum

(i) any member of such close corporation:
(i) any relative of such member, ot any trust which is a connected

person in relation 10 such member; and
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(tif) any other close corporation or company which is u connecled
person in relation lo any member or relutive or trast
contemplated in (1) and (i) sbove.

12277 1o relation to & person who is a connected person in relation 1o any
other person in terms of the forepoing provisions of this definition,
such other person.

123 Controlled transaction; A confrolled trenssction will be any transaction
between connected persons.

124 Uncontrolled transaction: A transaction which is concluded at drm’s-length
between enterprises that are not eonnected persons in relation 1o each other.

125 Multinational: The term: multinationsl s used to refer to any group of
connected persons. with members (incleding natural persons) or business
activities in more thar one country. The term “members™ refers to consiitient
parts (including natural persons) of that multinational, each having a separate
legal existence,

1.2.6 OECD Guidelines: The Organisation for Economic Co-operation and
Development (OECD) Report on Transfer Pricing Guidelines for Multinational
Enterprises &nd Tax Administrations, published in July 1995 and
supplemented with additional chapters and revisions to the contents thereof,

1.2.7 Transfer prices: Transfer prices are the prices at which an entity transfers
goods and services to connecled persons.

2. Introduction

2.1

22

23

r

Namibia use a source-based lax system, which means that Namibia will only include
in its tex base income arising within the Namibjan tax jurisdiction. The residence of
the tax payer will therefore be inrclevant.
The Namibisn Income Tax Act has been amended with an effective daie of 14 May
2005 to muke provision for the determination of taxsble income of cortain persons in
of international transsctions. This was necessilated by the current practices in
the market to shift taxable income from one entity 1o another to take advantage of the
lower tax rates in a certain tax jurisdiction and financial assistance abuses. Rules of
allocation have been idestiied and are predominantly based on the OECD Guidelines.
Transfer pricing describes the process by which entities set the prices at which they
transfer guods or services between cach other.
The transfer prices adopted by a multinational have a direct bearing on the
proportional profit it derives in each country in which it operates. If a non-market
value (inadequate or excessive consideration) is peid for the transfer of goods or
services between the members of & multinational, the income caleulated for each of
thoge members will be incoosistent with their relgtive economic contributions. This
distortion will impact on the tax revenues of the relevant tax jurisdictions in which
they operate.
Section 95A provides that the Minister may, in determination of the taxable income of
either the acquirer or the supplier, adjust the consideration in sespect of the
international transection to reflect an arm's-length price for the goods or services. This
15 based on the international texation principles that seive a dual purpose of securing
the appropriate tux base in Namibia and to avoid double laxation.
Although the Income Tax Act granis the Minister the power 10 adjust (ke consideration
in Tespect of a transaction, the reality is that numerous ransactions in respect of the
same goods of services are entered into between the connected persons. In practice the
Minister will exercise his discretion in respect of sll transactions entéred inlo in
respect of a product or service during any period.
The -OBECT has conlinuously worked to build a consensus on international taxation

‘pongiples to contribute to the cxpapsion of world trads on & multilateral,

519 [issue 21]

15790/17

ANNEX

AS/JB/fm

DG G 2B RESTREINT UE/EU RESTRICTED

www.parlament.gv.at

EN


https://www.parlament.gv.at/pls/portal/le.link?gp=XXVII&ityp=EU&inr=69919&code1=RAT&code2=&gruppen=Link:15790/17;Nr:15790;Year:17&comp=15790%7C2017%7C

RESTREINT UE/EU RESTRICTED

PRACTICE NOTES

non-discriminatory basis and to achieve the highest sustainsble sconomic growth in
Member countrics. -

The objective of this Practice Note is to provide tax payers with guidelioes about the
procedures to be followed in the determination of arm's-length prices, taking into
account the Namibian business environment. It also ssls out the Minister’s views on
documeniation and other practical issues that are relevant in setting and reviewing
transfer pricing in international agreements,

3. The Minister's approach 1o the Practice Note

3l

32

This Practice Note has been drafled 25 a practical guide snd is not inténded fo be &
prescriplive of an exhaustive discussion of every transfer pricing issus that might arse.
Each case will be decided on ils own merits, faking into sccount the taxpayer's
business strategies and commercial judgement,

Status of the OECD Guidelines

This Practice Mote i5 based on and scknowledges the principles of the OECD
Guidelines. Nothing in this Practice Note is intended to be contradictory to the QECD
Guidelines and in cases where- there is conflici, the provisions of the OECD Guidelines
will prevail in resolving any dispufe.

Any emendments made to the OBCD Guidelines will be deemed to be incorporated
into this Practice Note.

4. Tax treaties

4.1

4.2

Article 7 of the OECD “Model Tax Convention en Income and on Capital” provides
inter alia for the attribution of profits to a permanent establishment of an enlerpriss,
anhumore.Ankaul’ilnOBCDMudelIhCmnmimulpﬂtlesthlmcm's-
length principle must be applied (o commercial and financial relations between
associated companics residing in the contracting states. These principles are embodied
in each of Namibia’s tax treaties.

The "business profils” and “sssociated enterprises” articles in the tax treatics do not
hdhﬂ:pﬁoﬁthﬁ&dﬁ%dswbemwddammﬂnmibuﬁnnnfpmﬁuﬂ
un arm’s-length price. Therefore, the Minister holds the view that no inco

exists between domestic law and the tax Ueatics, as both embody the arm’s-length
principle as sct out in the OECD Guidelines.

The Minister acknowledges that paragraph 2 of Article 9 of the OECD Model Tax
Convention provides that a contracting slate must make an appropriate adjustment to
the amount of tax it levies on profits, if the other contracting siaie has made an
adjustment to the profits of a related enterprise,
nemnfmmgmmmmhmmpmmhm
encompassed within the scope of this Practice Note,

Even. though it is accepled that section 95A by definition can only apply between

wckwmmmmummmuwm&mmmm ’

between -

* & person’s head office with the bianch of such person; or

* ajperson’s branch with another branch of such person,

This is mdmmm&emummmmuh
pmmim:?ofAniah7nfﬂ:aDEﬂ)ModdTquwnﬁnanehnhm
ansactions and will consider the abovementioned transactions in terms of the OECD
principles stipulated in Article 7.

5. The arm’s<dength principle

51

The aim’s-length principle is the intemationel ansfer pricing standard that DECD
hhmbamumiahnwubemdhmmbymﬂmaﬁmnlm‘mﬂm
and tax mwimmsmwmmmmmmmm
conductcd at arm’s-length, In other words, transaction should have the subsiantive
finemcial characteristics of  transaction between independent parties, where each party

{lssue 21} 520
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will strive to get the ufmast possible bepefit from the transsction. The OECD
Guidelines interpretation of arm’s-length will be followed in the spplication of this
Practics Note,

The Ministry of Finance has adopted a policy that it will not be avinmatically assumed
that connected persons under a controlled transaction have sought to manipulate their
profits. The Minister will take cognisance of the gemwne difficulties to accurately
determine a market price in the sbsence of market forces or when a particular
commércial strategy has been adopted.

Other than tax considerations, factors such as governmental regulations (for example
price or exchange controls) may also distort the prices charged between connecied
persons. These factors are recognised by the OBCD Guidelines and the Minister.

‘The determination of an arm’s-length consideration is not an exact science but requires
jedgement an the part of both the taxpayer and the Minister, Accordingly, taxpayers
and the Minister need (o approsch each case, having due regard for the unigue
business and market realities applicable to cach individual case.

An arm's-length price does not necessarily copstitite @ single price, but a range of
prices and the ficts of each case will determing where, within that range, 8 specific
arm's-length price will lie. )

Arm'sJength prices may vary across differcnt mackets, even for transactions involving
the game product or service. To achieve comparability, it is important to ensure that
the markets in which the parties operate are comparable. Any differences must either

not have & malerial effect on price, or be differences for which appropriate adjustments
can be made,

6. Guidance for applying the arm’s-length principle

6.1

Principles of comparability

6.1.1 The application of the arm’s-leagth principle is generally based on a
comparison of conditions in a controlled transaction with the coaditions in
transactions between independenl enterprises. The preferred arm’s-length
methods are based on the concept of comparing the prices/margins achieved by
enngected persons in their dealings to those achieved by independent entities

for the same or similar dealings. In order for such comparisons to be usefol,

the economically relevant characieristics of the situations being compared

st be highly compérable.

6.1.2 To be comparsble means that none of the differences (if any) between the
sinations being compared could materially affect the condition being
examined in the method (e.g. price or margin), or that reasonably accurate
adjustments can be made 1o eliminate the effect of any such differences, [f
suitable adjustments cannot be made, then the dealings cannot be considered
comparable, -

6.3 Factors determining comparability:

(1) Characteristics of goods and services;

(k) functionsl analysis;

(£} terms and conditions of relevant sgreements;

() relative risk assumed by the taxpayer, connected enterprises and -any
independent party where such party is considered as a possible
comparable;

{#) economic and market conditions; and

{f): business stratzgies.

Characteristics of goods and services

The QECD Guidelines, at paragraph 1.19, mention a nen-gxbaustive list of features

that may be relevanl in cornparing two products:
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() Inthe case of transfers of tangible goods, the physical features of the goods,
its quality and relisbility, and the availability and volume of supply; and
(ii) in the case of inangible goods, the form of the transaction, the type of
property, the duration and degree of protection, 4nd the anticipated benefits
from the vse of the goods.
Functions] analysis
The compensation for the transfer of property or services between two independent
enterprises will usually reflect the functions that each enterprise performs, tzking into
account the risks amsumed and the assets used, In detérmining whether two
transactions are comparable, the fonetions upd risks undertaken by the independent
parties should be compered to those undertaken by the connected persans
Economtic theory predicts that when various fanictions are performed by a group of
independent enterprises, the enferprise thai provides most of the effort and, more
particulazly, the rare or unique funetions, and assumes the most risk should earn a

‘greater portion of the profit.

A practical way of evaluating functional comparability is to prepare a functional
analysis. A fanctional analysis is 2 methed of finding and organising facts shout a
business’ functions, assets {including intangible property) and risks. I aims to
determine how these sre divided between the parties involved in the iransaction under
FEVIaw.

A functional analysis should address all of the following:

{a) The functions and cisks undertaken by the relevant members of the mulinational,

(6) The relative coniributions of various functions: The number of Ffanctions
performed by a purticaler member of a multinational is vot decisive in
determining Whether that member should derive the greater share of the profit. It
is the relatrve importance of each function that is relevant.

(£} An appraisal of risk. In the open market, this assumption of increascd risk will be
compensated for by an inerease in the expected return, The risks assumed should
therefore be taken into account in the functional analysis,

{d) 1t must also be considered whether a purported sllocation of risk is consistent
with the economic substance of the transaction. In this regard, the Erdau'
conduct should generally be taken as the best evidence concerning true
allocation of risk, The functioss undertaken by an entity will, to some exient,
determine the allocation of risks.

Business strategies <
Business strategics are also relevant in determining comparability for transfer pricing
purpeses. Busincss straiegies are a legitimale aspect of arm’s-lengih operations. The
arm's-length principle, thercfore, acknowledges those strategies. Business stratagies
would take into account many aspects of an enferprise, such as innovation 1nd new
product development, degree of diversification, risk aversion and other factors which
have bearing upon the daily conduct of business.
Business strategies could also include market penetration schemies, A taxpaycer seeking
io penetrate a new matket or to expand (or defend) its market share might fomporarily
charge 2 lower price for its product than the price for otherwise products
in that market. Alternatively, it might temporarily incur higher costs becanse
of start-up costs or increased marketing efforts) and hence achieve lower profit levels
than other taxpayers operating in the same market.

The Minister may consider a number of factors in evalusting a taxpayer's claim of

following @ strategy thst tempocarily reducss profits in roturn for higher long-term

profits, for example, whether:

{a) the conduct of the parties is consistent with the profiessed business strategy;
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the mature of the relalioaship between the partics to the controlled transaction

Jjustifies that the taxpayer bears the costs of the business stratcgy;

there is a plavsible expectation that the business strategy will produce 4 return
sufficient to justify its costs, within a period of time that would be acceptabic in
4n arm’s-length arrangement.

6.2  Recoguition of the actusl transactions undertaken

6.2.1

622

The Minigtry of Finance’s exemination of a conroiled transaction will be

based on the transaction actually undeitaken by comnecied enterprises 45

structured by them.

However, the Minisiry of Finence will deviate from this epproach in the

following cases namely:

(g} Where the economic substance of a transaction différs from its form; and

() while the form and substance of the transaction are the same, the
arrangements made in relation to the fransaction, viewed in their wtality,
differ from (hose which would heve been adopicd by independent
enterprises behaving in 2 commercially rational manner and the actuat
structure practically impedes the tax administration from determining an
appropriale transfer price.

6.3  Evaluation of separate and combined transactions

6.3.1

The Ministry of Finance is aware that in certain cases separate transactions are
so closely linked or continuous that it is difficult to evaluate it adequately on a
separate basis. These transactions will therefors be evaluated together by
making use of the most appropriate arm’s-length method of methods.
However, the Ministry of Finance would still evaluate other transactions of
such enterprises separately. In other words, while some separately contracied
iransactions between associated enterprises may need to be evaluated together
in order to determine whether the conditions are arm’s-length, other
lransuctions contracted between such enterprises ss a package may need to be
evaluated separately.

6.4 Use of an srm’sJeagth range

6.4.1

642

643

G4

In some cases it will be possible to apply the arm’s-length principle to arrive at
a single figure (e g price or margin) that is the most relizble to establish
whether the conditions of a transaction are arm's-Jength.

However. the Ministry is aware that there will lso be many oceasions when
the application of the most appropriate method or methods produces a range of
figures =il of which are relatively equally reliabic, In these cases, differences in
the figures that compromise the tange may bo caused by the fact that in general
the application of the arm’s-length principle only produces an pproximation
of conditions that would have been established between independent
enterprises,

The Ministry of Finance would therefore uses its own discretion and
judgement o evaluale transactions. No general rule will be stated with respect
to the use of anges derived from the application of multiple methods because
the conclisions to be &rawn from their usc will depend on the relative
reliability of the methods employed 1o determine the ranges and the quality of
the information used in applying the different methods. ,

Tn the event that the relevant conditions of the controlled transaction (¢.g. price
or margin) fall outside the arm’s-length range ssserted by the Ministry of
Finance, the tax payer will be given an oppormnity (o preseat argaments that
the conditions of the transaction satisfy the arm’s-length principle,
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Adjustments will be made if the tax payer cannot provide sufficient erguments.
The adjnstment will be made to the point within the range that best reflects the
facts and circumstances of the particularcontrolled transaction.

6.5  Use of mulfiple year data

6.5.1

The Ministry of Finance may, in cerlain cases, examine the data of previous
years, ps well,

7. Acceptable méthods for determining an arm’s-length price
71 Inireduction

711

713

7.1.4

715

716

717

WNeither section 954 nor the tax treaties entered into by Numibia proscribe any

particular methodology for the purpose of ascerteining an srm’s-length

consideration. Given that there is o prescribed legislative preference, the

Minister would generally seck 10 use the methods that have been set oit below,

The most appropriate method in & given case will depend on the fects and

circumstances of the case and the extent and reliability of data on which to

basc a comparsbility analysis. Tt should always be the intention 1o select the

method that produces the highest degree of comparability,

The choice of the most appropriate method should therefore be based on a

practical weighting of the evidence, having regard to;

{a) the nature of the activities being examined;

{b) the aveilability, quality and reliability of the data;

{¢) the nature and extent of any assumptions; and

(d) the degree of comparzbility that exists berween the contralied and
uncontrolled transactions where the difference would affect conditions in
the arm’s-length dealings being examined,

I cases where there are no comparables or there is insufficient information o

determine sn arm’s-length outcome, the method to be usad should be & method

that produces  reasonable estimate of an arm’s-length outcome. Such estimate

must be based on the facts in hand.

The application of the principles set out in this Practice Note may require the

exercise of judgement. Afier the identification of an independent beschmark or

benchmarks egainst which the pricing of a multinational is to be compared, it

needs 10 be established to what extent the functions of the members of a

multinstional are similar to or differ from those of the independent

‘benchimark(s). An element of judgement is required to determine the exient to

which these similarities or differences have a material effect on the transfer
prico adopted by the multinational.

As 2 general rule, the most reliable method will be the one that requires fewer
and mare reliable adjustments to be made. Taxpagers will not be required to
underiake an intricale amalysis of all the methodologies, but should have 2
sound basis for wsing the selected methodology, This could entail providisg
reasons why secondary methods arc not appropriate.

This scction of the Practice Note considers the principles underlying each of
the various transfer pricing methods, Aa understanding of these principles is
useful for identifying the limitations of exch method and applying fhic methods
in practice.

7.2  The principle methods referred to in the OBCD Guidelines
7.2.1  Sevesal transfer pricing methods have been developed in international practice
for determining and appraising a taxpayes's transfer prices, Thess methods are
hrased on measuring & multinational's pricing strategies against a benchmark of
the pricing behaviour of independent entities in uncontrolled transactions.
[Issue 21] 524
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The standard transfer pricing methods recognised by the OECD Guidelines,

-are:

{a) The comparable uncontrolled price method (CUP method);

(£} the resale price method (RP method);

{c) the Costplus method {CP method);

{d) the transactional net margin method (TNMM); and

{g) the profit split method.

The CUP, BRP and CF methods are knbwn as the traditional transaction
methods and the TNMM and profit split method are referred to as transactional
profit methods.

The Minister endorses the CUP, RP, CP, TNMM and profit splil methods as
acceptable transfer pricing methods, the most apprepriate of these dependimg
on the particular situation and the extent of reliable data to enable its propar
application.

7.3 The hierarchy of methods

131

733

134

735

737

738

738

Section 95A does not impose a hierarchy for the transfer pricing methods.
Huowever, there is in effect 2 hizrarchy, in that certain methods may provide a
more reliable resull than others, depending on-the quality of available data and
the taxpayer’s circumstances.

The Minister acknowledges thal the suitability and reliability of a method will
depend on the facts and circumstances of each case. The most rcliable method
will be the one that requires fewer and more reliable adjustments.

It is essential to have an understanding of (he commercial and economic reality
underlying any particular transaction before beginning with a search for, and
cloge examination of comparable transactions between unrelated enterprises in
an application of the traditional arm’s-length methods.

As a general rule, the traditional transaction-based methods are preferred Of
these methods the CUFP method is preferred, as it looks directly to the product
or service transferred and is relatively insensitive to the specific functions
which are performed by the entitics being compared.

The RF and CP methods look at valuing the functions performed, Becauss
these mitthods examine gross margins, opcrating cxpenscs arc excluded and
therefore the impact of relative cosi structures should not be material.

I practics, the taditional methods may pet be able 1o be applicd, because of
information constraints, particularly the lack of comparable uncontrolled
transactiong or published data on gross margins. Hence il may be necessary to
resort to the transactional profits methods.

Of the iransactional profits methods, the TNMM is reasonably objective
because comparables are applied. Essentially, this is either the RP or CP with
varying levels of operating expenses incorporated into the calculations.

In theory the TNMM is inferior to the RP or CP methods where sofficient
information is available to epply all three methods, because comparing
operating expenses reguires a similar swructure of business (o be tuly reliable.
This presents a mose difficult threshold than functional comparability.

Wihere a taxpayer has considered a number of methods, it may be appropriaie
to document the reasons for discarding some: of those methods. The
availability of data is likely to be very important in & taxpayer's choice of
methot. Namibia is 2 small market and under certain circumstances this means
reliable comparables may be difficult for taxpayers to locate.
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The CUP method

741

Description

The CUP method compares the price cherged for goods or services transfermed
in a contrelled transaction to the price charged for goods and services
ransfersed in & comparable uncomtrolled tramsaction in  comparable
circumstances, If there is any' difference between. the two prices; this may
indicate that the conditions of the commercial and financial relations of the
associated enterprises are not arm’s-lengeh, and that the price in the controlled
transaction. may need to be substituted for the price in the uncomtrolled
transaction.

Application

The CUP method-is the most direct and reliable way to apply the armi’s-length
principle where it is possible to locate comparable uneontrolled transactions, A
compartble uncontrolled price can be determined by reference to similar
products o services transforred under similar circumstances by the taxpayer to
an independent party (internal comparable) or by reference to similar

or services transferred under similar circomstances by one independent party
to another (externai comparable).

The two transactions being compared will only be troly comparable if there are
no differences between the two transactions that will have a material effect on
the price, or if reasonably accurate adjustments can be made to eliminate the
eticat of differences that may materially affect the price.

It is important to keep in mind that two transactions will not be comparable
maymmmaormmammmm
should also be had to the effect on price of broader business functions and
economic circumstances other then just the product comparability.

The resale price method

751

752

Drescription

The resale price methad is based on the price &t which a product, which has
Beanpwd:md[rmaccnmmdmmpriu.ismldmanindapudem
mmdnhmnhmkmmdbyannppmpﬁmemmm:o
cover the reseller's selling and other operating costs, and to provide an
appropriate profit, d on functions performed, assets used and risks
assemed by the . The balance may be regarded as the arm’sdength
price before other adjustments in respect of, for example, customs duties.
Application

The resale price margin of the reseller in the controlled transaction may be
Wbym&m&ﬁomﬂnpﬁwn@n&utﬁuﬁ;dﬂhw
items purchased and sold in comparable uncontrolled transactions, as well as
by reference to the resale price margin obtained by one i party
selling to another, Functional comparability is very important and it is essential
that the funclions performed by the independent eatity are comparable to the
functions performod by the member of the multinational seliing 10 #n
independent enterprise. Theré should be no differences, which have a material
effect on the price, for which reasonsbly accurate adjistments cannot be made,
In applying the rosale price method, fewer adjustments are normally required
for product comparability than under the CUP method. Minor product
dirﬁmmamkuublybhmmomcxmpm&wgizsmmmmmu
pmﬁlmu;iusbrsimﬂ-funcdommmbcmhupdmt&diﬂeml
products will be equal oaly to the exient that products are substitates for one
another, For example, a distributor performs the same function to sell toasters
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and blenders and is therefore Jikely to require the same profil margin, but

‘bienders are not comparable in price to loasters.

Although broader product differences can be allowed in the resale price
methed, product similarity may still be important when applying this method,
for example when high value intangibles are invalved. All the other factors
affeeting comparability will have to be considered when applying the resale
price method.

The tesale price method focuses anly on the external sale price to ihird parties
and the gross margin requited to rewsrd the function performed by the rescller,
Thege factors are not overly sensitive te differences between the cost structire
of a member of u multinational and an independent firm. Thus, # the member
of the multinational operates a more efficient distributorship than the
independent firm, this will result in a higher net profit percentage when the
resale price method is used, and will not influence the gross profit perceniage.,
The resale price method is most appropriate where the reseller does not add
substaniially to the value of the product or does not posses valuable marketing
intangibles.

7.6 The cost plus mehod

746.1

762

Description

The cost plus method requires estimation of an arm's-length considerstion, by

adding an appropriate mark-up to the costs incurred by the supplier of goods or

seivices in a controlled transaction. This mark-up should provide for an
appropriale profit to the supplier. in the light of the functions performed, assets
used and risks assumed.

Application

This method is best suited to situations where:

(#) services are provided;

(b) semi-finished goods are sold between connected parties;

(€} connected persons have concluded joint facility agreements or Jong-term
buy-and-supply arrangements.

The mark-up should ideally be determined with reference 10 the mark-up

earned by the same supplier in uncentrolled transactions, I this is not possilile,

the mark-up should be determined by using the mark-up earned in comparable
mmansactions by an independent supplier performing comparsble functions,
bearing sinsilar rigks and cmploying similar assets (o those of the taxpayer,

An unconrolled transaction is compareble to a controlled transaction for

purposes of the cost plis method if one of two conditians is met:

() none of the differences between (he transactions being compared or
between the enterprises undertaking those transactions materially affect
the cost plus mark up in the open murket; or

(8) reasonsbly accurate adjustments can be made to eliminate the material
effects of such differences. i

Fewer adjustments are needed for product comparability than undet the CUP

and the same comparability principles as discusscd under the resale price

mnzihod will apply to the cost plns method,

7.7 Transactional net margin method (TNMM)

P

Descrigifion
TMTNMMaxamjnwthgmpmﬂtmminma:suquermlisu from a

controlled iransdction, relative to un eppropriate base, for example cost, sales
or assels. This ratio is raferred to 45 a profit level indicator. The profit level

527 [Tssue 21]
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indicator of the tested party is compared to the profit level indicaton(s) of
comparable independent parties,

Application _
Although the TNMM s classified as a transactional profit method, it is more
closely aligned to the CP and RP methods than to the profit split method. As
with the CPand RP methads, the TNMM focuses on'the functions performed
by an enterprise, The difference. is that the TNMM compares net profit rathes
than gross profit, ]

The TNMM is, however, consideréd less reliable than the traditional
transaction methods, This is becanse the net marging which are wsed in the
TNMM arc very sensitive to the relative cost structures of the entities being
compared, as they include operuting expenses in their caleulations. For
example, if & moltinational operates a°more efficient distributorship than the
independent firm, the application of the TNMM would resuit in a lower net
profit being determined for the distributorship than if the RP methed were
used. Thus, unless an adjusiment could be mede to reflect the relative
efficrency of the firms being compared, use of the TNMM would not provide @
reliable resull. '

Tn order to maximiss the selisbility of the TNMM, the member of the
multinational and the independent firm being compared would nsed to be
structurally similsr. In ice, firms are structurally vnique and comparisons
of indicalors between will tend to be less relisble than comparisons made
at the gross margin level. For this reason the TNMM, along with the profit
split method are considered to be methods of last resorl in international
practice. This observation does not preclude the TNMM from being used. It
must be recognised that relizble information on gross margins may be difficalt,
if not impossible, to obiain. Thos information conétrainls may diclaie the
TMMM as the only practical approach in many cases.

The connected perty (tested party) whose profit level will be compared to the
profit level of the independent parties. will usually be the party for which
relizble data on the most closely comparable transactions can be identified. It
is also usually the enterprise that is the least complex and that does not own
valuable intangible property.

78  The profit split method

7.81

Description

Thie first step in the profit split method is to identify the combined profit 1o be
split between the connected parties in a controlled transaction. In general,
combined operating profit is used, ensvring that both incoms and expenses of
the multinational are attributed 1o the relevant connecied persen consistently.

“Thst profit is then split between the parties according to an economically vald

basis approximating the division of profits that would have been aaticipated
and reflected in an agreement made at anm’s length,

Application

The profit split method is usvally applied where transactions are so interrelated
Ihat they cannot be evaluated separately. Linder similar circumstances,
independent enierprises may decide to set up a form of partuership and agree
to some form of profit split.

Twa alternative approaches to the profit split methed are outlined in the OECD
Guidelines. Under both approachcs, the first step i to détermine the combined
profit attributable to the parfies to the transaction. The combined profit is then
allncated as follows:
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split approach, each of the parties o the transaction is
of profit accerding io the basic functions that it performs.
o loss is then allocated between the parties on the basis of
nomic contribution in respect of the amount 1o be allocsted.

Under the contribution. analysis approach, it i generally the combined
operating profit (profit before interest and tax) that is divided between the
parties on the basis of the relative contribution of each party fo that combined

gross profit,

Hawever, parigraph 3.15 of the OECE Guidelines notes that these approaches
are not necessirily exhaustive or mutnally sxclusive. Thera mity be alternative
ways 10 split & profit to achieve a relisble s s-length result,

As is explained in paragraph 3.17 of the OECD Guidelines it may, in some
cireumstances, be appropriate to split gross profits {as opposed to operating
profits) between the connected parties and ther deduct the Operating expenses
incurrsd by or attributable to each refevant enterprige, The example used in
paragraph 3.17 of the DECD Guidelines s the ease of a mullinational that

ney

in highly integrated world-wide trading aperations involving various
Property. It may be possible to’ determine the enterprises in which
are imcurred or avriboted, Yut mot o accurately determine the

particular treding sctivities to which those expenses relate. In such case it may
be appropriate fo split the gross profil from each trading activity and then
A y 1

deduct from the resulting
by or atiributable to each
The allocation of
activities and risks,

overall gross profit the op & cxp

enterprise.
gross profit should be consisient with the location of
Care must be taken to ensure that the expenses incurred by

or atiributsble 10 each enterprise are consistent with the activities performed

and risks assumed by the relevant entities,

(2) Residual profit split analysis
nemiduajprmﬂtsplillpprmﬁmptwdesbmh the parties to the
transaction with a basic retury, based on what independent firms would
obtain for performing similar functions and undertaking similar risks.
Applying other transfer pricing methods, such as a cost plus method or a
resele price method, could zlso achieve this.

The residual profit remaining after the first stage division would be
allocaled among the parties, in accordance with the way in which rhis
tesidual would bave been divided between independent enterprises. Facts
and ciréumetances that could influence the profit allocarion in the second
stage include the parties’ contributions of intangible property and relative

bargaining positions,
This requires a
profil, and their

judgment about what factors contribute 1o the residual
relative contbation. For exatnple, it may be defermined

that the process development and the marketing are the only relevant
cantribofors o the residual profit and that each contributes 50 per cent to
that profit. A 50:50 split of the residual profit between the manufacturer
and the retailer would then be justified,

There is no defimitive guide on how the relative contribution of the parties
should be méasured. It is quite likely that the transaction betwesn the

parties will be unig

ue, 50 there will be no external benchimark against

which 1o test the reliability of the assessment of relative contributions. Tn
practice, the assessment of relative contribution may, of hecessity, need to
be a somewhot subjective measure, based on the facts and circumstances

of each
529 [Tssue 21]
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‘(b Contribution analysis
Maultinationals are o:gnnisaljnnaﬂy different from comparable domestic
enterprises. Large imegrated multinationsls may have the benefit of cost
savings stiributable to the scale of their operations, otherwise known as
economies of scale. Such savings are not necessarily available to
independent enterprises. For example, the sdministration costs incurred
by & multinational which both manufactures and retails toasters are likely
to be less than the ageregaied casis faced by bwo separale firms, one of
which manufactures toasters; and the other of which retuls them. In the
absence of intmngibles, the price determined under the cost plus method
would then be higher than the price determined under the resale price
method. This means that there would be & negative residual if the residual
profit split approach were (o be used.
Boonomies of scale are not an aspect which can readily be evaluated in a
traditional arm’s-lengthi analysis. However, it is an impostant factor that
needs to be addressed when determining whether a mulbinational's
transfer prices are consistent with the arm’s-length principle.
One approach lo this problem may be to use fhe contribution analysis
apprgach. Under this epproach, the combined gross profit of the two
prdoeto:mmmnmallomudbmmnthsm,mlbebaﬁscfthur
relative contribution to that profit. This differs from the residual profit
split approach, in that basic returns are not allocated to each of the parties
1o the ransaction before the profit split is made.

B. Admiristration

81

B4

[issue 21]

Examination pracfices

The Ministry of Finance is aware that tramsfer priciug cases can present special
challenges to the normal audit or examination practices. Transfer pricing cases are
fact-insensitive and may mvolve difficult evaluations of comparability, markets, and
financial or other industry information. However, the Ministry of Finance is in the
Process to sel up a special unit that will specifically deal with transfer pricing.
Technical assistance will also be provided to the Ministry of Finance by OECD and
the South African Revenue Services.

Burden of proof

The burden of proof is on the tax payer. However, the tax payer could be assured that
the burden of proef will not be misused by groundless or unverifisble assertions about
transfer pricing.

The mutna; agreement procedure

The Ministry of Finance is aware thet double taxation may occur a8 a result of transfer
pricing adjustments, The Ministry of Finance will, therefore, muke use of muotual
agreoment procedures o cndcavour to solve thesc issucs with compelent authorities
but is not bound to reach an agreement or (o resolve fax disputes. Both competeat
authorities will only endeavour to reach an agreement.
Corresponding and secondary adjustments

To elitninate double taxation in transfer pricing cases, the Ministry of Finance wiil
consider requests for corresponding adjustments. However, secondary sdjustments
will not be considered at ell.

Documeniation
AmmumﬁwwhmmﬂmmmmMmuh
Minister, 8s a result of this cxamination, substitutes an aliernative arm’s-length amount
for the one adopted by the taxpayer, the lack of adequate documentstion will make it
difficult for the taxpayer to rebut that substitulion, either directly to the Minister or in
the Conrls

530
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A lakpayer needs to demonstrate thet it kas developed 5 sound transfer pricing policy
in terms of whicli transfer pricas are determined in accordance with the arm’s-length
principle by decumenting the policies and procedures for determining those prices.

On the other hand, preparing documentation is time-consuming 2nd expensive. It will
therefore not be expected of laxpayers io go 1o such lengihs that the compliance costs
related to the preparation of documentation are dispruporticnate o the nature, scope
and complexity of the internationsl agresmenis entered into by takpayers with
connecled persons. In these circumstances laxpayers would be required & submit
abridged documentation identifying the relevant transactions and providing details of
{be methodologics applied. The laxpayer should use judgement to determins the level
of docurnentstion required. -

The documentation guidelines sel cut below broudly fallow Chapler V of the QECD
Ouvidelines. According to pacagraph 5.4 of the OECD Guidclines, the tax payer's
process of considering whether transfer pricing is appropriate for tax purposes should
be deterntined in accordance with same prodent business management principles that
would govern the process of evalualing a business detision of & gmilar level of
complexity and importance. The Minister would expect iaxpayers o have created,
referred 1o and retained documéntation m accordance with thig principle.

This Practice Note does not prescribe fo tax payers whal kind of documentation should
be available because appropriate documentation depends on euch fax payer's specific
facts and circumstances.

In determining an erm’s-length price, a tax payer would generally go through a
process which will usually include some form of a functional analysis and information
gethering on relevant comparables, Tax peyers should therefore be ahle 1o justify why
eertain ransfer prices are considered o be consistent with the arm's-length principle.

9. Advance pricing agreements (APAs)
Due to various factors, the APA process will not in the foresseable future, be made available
to Namiibian taxpayers. This Practice Note will thus not deal with APAs,
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2011
No 1 24 February 2011
Effective date; (1) In the case of any fmspayer other than 2
company 1 March 2010; snd
(2) In the case-of any taxpayer which is a company,
at the beginning of the financial yesr of such
company on or after I January 2010

GAME FARMING

Section 27 of the Income Tax Act, 1981 (Act No. 24 of 1981) as amended
(“the Act™) read with Schedule-1 of the Act

L. The Directorate Inland Revenue felt it necessary, due to the rapid growth in game farming
and organised hunting expeditions on game farms, 1o explain Tnland Revenue's practice with
regard to these aclivities.

2. It has come to the sitention of the Directorate Inland Revenue thet a targe number of fammers
are camying on farming operations with geme only or game farming in addition to other
farming operations.

3. The same tesis (hat are used to determine whether & person is catrying on ordinary farming
operations are applicable to game fayming. Game farmers should {herefore be able to
convinee the Direclorate Inlund Revenue that game livestock (“game™) is purchased, sold,
bred, etc., on & regular basis before the activities can be regarded as bona fide farming
uperations, Where & person who owns land and occasianally allows hunters, for example, to
cull the game thereon, such activines cannot, on that account aloge, be sccepted as
constiluting farming with game.

4. Tvwill therefore be required:

41  That game farmers should exercise proper contro) over their game on the farm and that
the property is properly fenced on the outer perimeters;

4.2 that game counts be performed and conducted on an snnual basis by means of physical
counts; and

43  that geme farmers keep proper records and/or registers in respoot of the game counts
and aill permits issued by the Ministry of Environment snd Tovrism relzting to the
hunting of game or any product derived there from including any documents or
permils relating to the sale, purchase, catch or translocation of game for audit

puFposes.
5. Game fanming:
51  Income:

5.1.1 The fortuitous sale of game, game carcasses, game skins, efc., and/or the sale
of any product derived there from or any income gencrated from or related (o
the hunting of game by 2 bona fide game farmer constitutes game farming
income and is taxable. Income derived from pessons to whom the right is
granied lo hunt game on the farm s also regarded as game farming income,

312 Income solely derived from the followmg activities will not be rogerded as
farming income:

*  Atcoramodetion end catering on the ferm;
*  admission charged fo persons for spending hiolidays on the farm; and
*  where the farmer, his or her employess or ficelance tour guides act as
guides for holidaymakers/hunters.
52  Expenditure:

A deduciion for the acquisition of gamé will only be ellowed to determine the taxshle

income from game farming if expenditure is uctually incurred to acquire the game.

[lasue 24} 532
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and Closing stock — Opening and closing stock should be exchuded

when calculating taxable income from geme ferming,
Every dong fide game firmer ghall include in his or her retum of income

rendered
indicate;
5321
5322
53.23

3324
53258

for a tax year # reconuiliation of geme, which reconiciliation should

The number of game sold and purchased;
the nuriber of game hunied;

An estimate number of the net aceruals after births and deaths have

been taken into congideration;,
the number of all game donaizd;
the opening and closing balances of game,

54 Paragraph 11 of Schedule T of the Act:
Geine, as mentioned above, is regarded as livestock if a PeTSon i5 Carrying on boma
Jfide game farming, It is sccepted thal where 4 laxpayer camies on farming opemtions
with gamie and game has been sold in the citcumstances contemplated in paragraph 11
of Schedule 1 1o the Act, the texpayer will be entitled to the relief provided for in the
seid paragraph.

55 lmprovements:
Capital improvements, 28 outlined in peragraph 10 of Schedule 1 of the Act, incurred
during = year of assessment by a hona fide game farmer will be allowed as a deduction
io determine the taxable income of such farmer if they are being used in connsction
with game Fayming operations.

5.6  Housing for safari-goers and buniers:
Expenditure incurred in respect of residential facilies such as bedrooms, dining
rooms and sifting rooms that are made available 1o safari-goers and hunters by any
farmer who is ot & bome fide game farmcr, is not farming expenditure and thetefore
not deductible in terms of paragraph 10 of Schedule 1 of the Act. Expenditure incurred
during the year of assessment by 2 bona fide geme farmer in respect of beds, tfumiture,

stoves, otc., will be allowed as a deduction in terms of section 17(1){e) of

the Act againsl camping fees, sccommodation fees and visiors foes
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