5th Report - BASNG THE SOUTH AFRICAN INCOME TAX SYSTEM ON
THE SOURCE OR RESDENCE PRINCIPLE - OPTIONS AND
RECOMMENDATIONS

Chapter 1 - INTRODUCTION TO THE TAXATION OF INTERNATIONAL
INCOME BY USING THE SOURCE AND RESDENCE PRINCIPLES OF
TAXATION

When a ocountry’s own citizens or resdents transact busness or invest abroad, or
foreigners trade or invest within its domestic jurisdiction, the tax system as it affects
these activities needs to baance caefully domedsic and internationd  economic
objectives On a globd bads, countries need to mantan orderly tax regimes to
promote internationa trade, and there is a need for accepted rules and conventions
limiting any one country’s rights to tax its own dcitizens or reddents operaing or
invesing aoroad, or the citizens or resdents of other countries doing SO in its own
juridiction. Two maingream principles or bases which have developed for this kind
of "internationd" taxation are respectivdy the source and the residence bases. On the
internationd leve, thee are then amplified by a network of bilaerd Double Tax
Agreements which seek to remove any remaning potentid conflicts and to diminate
the danger of taxing the same income twice.

1.1  DEFINITION OF THE RESIDENCE PRINCIPLE

111 Under a resdence sysem income which accrues to a resident of a
country should be subject to the taxes of that country. In the case of
the United States, dl ditizens, even if not resdent, may be 0 subject
on their worldwide income this is an exceptiond pogtion, and the
posshility of basng tax on dtizenship is not congdered further in this
report.

112 The basc rationade of a resdence bass of taxation has been contrasted
to that of a source based sysem in the following terms by the
Appdlae Divison (Kerguelen Sealing & Whaling Co., Ltd v CIR,
1939 AD 487, 10 SATC: 363):

"In some countries residence (or domicile) is made the test of liability
for the reason, presumably, that a resident, for the privilege and
protection of residence, can justly be called upon to contribute
towards the cost of good order and government of the country that
shelters him. In others (as in ours) the principle of liability adopted is
‘source of income’; again, presumably, the equity of the levy rests on
the assumption that a country that produces wealth by reason of its
natural resources or the activities of its inhabitants is entitled to a
share of that wealth, wherever the recipient of it may live. In both
systems there is, of course, the assumption that the country adopting
the one or the other has effective means to enforce the levy."
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A less convincing argument is that resdent taxpayers should dl be
ubject to the same tax system since they live in the same country. The
later agument ignores the fact that the income in quedtion is
generated  under subgantidly  different  circumstances  in - other
jurigdictions. The differing tax treatment in the foreign country is
usudly reated to the paticular cdrcumdances petaning to the
taxpayers operating in tha sysem, for example low tax raes often
compensate for poor infrastructure or other deficiencies in order to
attract investment.

DEFINITION OF THE SOURCE PRINCIPLE
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Under a pure source sysem income is taxed in the country where that
income originates, regardless of the physcd or legd resdence of the
recipient of the income.

In addition to the mativaion emphassng enjoyment of the source
country’s resources as noted by the Appdlate Divison in the
Kerguden case, a source system is dso motivated by the degree to
which it ensures far competition between taxpayers in the paticular
jurigdiction and taxpayers (competitors) from other jurisdictions.

The primary right of the "source' country to tax “active' busness
income is widdy recognized internationdly and soundly anchored in
the prindples underlying double taxation agreements - even where the
taxing country has a resdence system.

APPLICATION OF THE RESIDENCE AND SOURCE SYSTEMS —
INTERNATIONAL TRENDS
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Nowhere in the world areeither of these systems gpplied with
any degree of purity.

In terms of double tax tregties and in many ingances under the
national regimes of resdence based countries, these countries ae
genedly required to exempt income generated in the other contracting
date or to provide a credit for the tax imposed in the source Sate.
Accordingly, dl resdence based sysems dill tax nonresdents on
income sourced within their jurisdictions

Countries with a source sysem have gradudly extended the scope of
ther taxes by dautorily deeming certan types of income (especidly
of a passve naure) to be sourced within their jurisdictions, and
therefore to be subject to tax there. (They then, too, grant relief to their
taxpayers for taxes suffered in the source jurisdiction.) The arguments
in favour of taxing passve income generated aroad ae more
pragmatic than convincing. Essentidly, it is argued tha the date of
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resdence of the taxpayer has endbled him to accumulate capitd (to
lend offsore), to deveop intangible property (to license offshore), or
to acquire a capitd asst (to lease offshore), and that the taxpayer does
not activdy use the infrastructure of the other state where another
taxpayer usesthe capital or asst.

Both these sysems dbet in hybrid form, ae srongly represented
amongs the tax systems of the world. In Latin America there is ill a
grong territorid  sentiment, dthough farly recently both Brazil and
Argentina changed over to a reddence based system. In the case of
Argenting, the Commisson had evidence from various sources that the
change, introduced by way of a few cayptic lines of legidaion in
1992, is as yet unaupported by any form of regulaion or deal
resulting in serious problems Mdaysa dso experimented with both
gysems From 1948 to 1967 the country’s tax sysem was teritorid,
with a remittance basis. In 1968 it changed to a worldwide system, but
this lasted only until 1973 wheresfter it reverted to the territoria basis.

Internationd bodies are dso pointing towards territoridity or source as
a favoured sygem. In 1955 the Internationd Chamber of Commerce
changed their earlier support for a wordwide bess of internaiond
taxation to suggest that the source country should have ‘the sole right’
to tax internationd income. At its 1984 Buenos Aires conference the
Internation Fscd  Asociaion pointed  out  the  economic
dissdvantages of worldwide taxation. The Asocdation went on to
reconmmend ‘a sysem of teritorid taxaion or exemption’, and
gopeded to governments who had adopted the worldwide bass to
recongder their pogtions.

While the academic debate continues, the ultimate result of the two
sysems is not that different once dl the exceptions and compromises
ae recognised. The sysem gpproprigte to a given country often is
dictated more by other factors such as economic drategies, net cross
border cepitd flows the rdaive szes of the naiond and domestic
economies, reldive tax rates, higory, and adminidrative capecity.
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21  HISTORY OF INVESTIGATIONS
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The firg income tax laws in South Africa were based on the
principle that tax would be levied only on income sourced in the
Union. Since then, severd invedigations into the advisability of
this sysem have been made. In 1951 the Steyn Committeet
recommended that the source bads of taxation be retaned. Its
reesoning was based manly on the pecaved complexity of
changing to a resdence sysem, and the fact that it did not foresee
amaerid impact on revenue.

The Franzeen Commissor’, on the other hand, recommended the
opposite in 1970. Its main arguments were that more income was
beginning to flow into South Africa without being taxed, South
Africads mgor trading patners were on a worldwide bass, the
worldwide bass enhanced the individud’'s ability to pay, and the
Income Tax Act had dready deviated from a pure source bads
through the introduction of vaious deeming provisons. The
Government in a subsequent White Peper accepted  these
recommendations, subject to further dudy on various aspects.
This intention to change to a worldwide sysem was never
pursued.

The Mago Commisson®, which reported in 1986/87 ds0
reviewed the whole issue comprehengvey. It recommended thd,
subject to the posshility of extending some of the then exising
source deeming provisons, the source basis should be retained. It
highlighted two reasons which would militate towards a resdence
bass

) If exchange controls were lifted, a worldwide bass might
be ingrumenta in curbing consequentid tax avoidance

and

()] The "independent nationd dates’ that then exiged (and to
some extent the exisence of other countries in the rand
monetary area) exposed the sysem to schemes of
avoidance, and a worldwide sysem would help counter
this
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At the same time the Mago Commisson noted some
considerations in favour of retaining the source bass.

0] It conddered thet legidation for and the adminigration of
a worldwide sysem would be congderably more complex
than the system then pertaining;

(i) While income inflow from off-shore was incressing, the
falure of a source sysem to tax such income made
relatively little difference to the yidd as in terms of
interngtional  convention, South  Africa would have to
grant credit for the foreign taxes dready pad; and

@)  The fiscd bendfits tha might be deived from a
worldwide bass would be reduced as and when the South
African tax rates were reduced.

In condudon, the Mago Commisson advised that the digruption
caued by a change would not be judified by the possble
benefits. The Government White Pegper following the report
accepted the recommendation. In  consequence, the current
postion is that South Africa dill bases its tax sygem on the
source principle, dthough over the years the hybrid naure of the
sydem has grown through deeming proviSons as to Source,
especidly in the passve income arena.

SOUTH AFRICAN BACKGROUND FACTORS

Various factors have a bearing on what may be an appropriate system for
South Africa

2.2.1 An Open Economy

In 1987 the Margo Commisson reported (in para. 26.2):

"The Republic has an open economy and seeks to create an
environment that will attract investment and facilitate trade. A
hospitable fiscal environment is seen as an integral part of such
endeavours. Transnational corporations are making valuable
contributions to the growth of developing countries through their
inputs of expertise and capital, and they should be encouraged.”

Snce then, the democratisation of South Africa has triggered a
dramdic increese in the rentegration of the South African
economy with the globd economy, and this process should
continue.
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Protection of Financial Capital and Human ills

While foreign invesment in South Africa and South African trade
with and invesment in other economies reman a vitd part of any
growth drategy, outward investment must not become a long-
term export of South African financid capitd and sills Instead,
it should form another plaform for South African economic
growth, centered aound an influentid, localy based multi-
netional sector.

Exchange Controls

South Africa dill has exchange controls over resdents.
Government policy is that the controls should go, but this is likdy
to hgppen by gradud process raher than as one dramdic
measure.  Certanly, as the controls ae lifted, South African
resdents are increesing the off-shore dement of thar investment
or opeaions. The Commisson heard contradictory evidence as
to the likdy investment patterns that would emerge when controls
were lifted, but the differences seemed to be more of degree than
of kind Mos agreed that there would be some net capitd
outflow, especidly immediatdy after mgor rdaxations. Although
factors like the rate of exchange, the red return on investments,
and the gradudism in rdaxing controls would influence the
suddenness of movement, it seems likey that the flow of income
to South Africa will increese. Approvd for operationd or red
invesment by South African busnesses off-shore is dready being
granted more reedily by the exchange control authorities, and the
Commisson recaved little evidence of a likdy mgor outflow of
direct investment capitd.

Capital Flows

Digegading any chort term capitd flows immediately after
exchange control reaxation, South Africaa as a devdoping
country, is likdy to reman a net cgpitd importer for a
condderable period. Neverthdess it will be fully subject to the
internationd  phenomenon  of both finendd and human  capita
having become much more mobile than ever before,

Regional Headquarters Base

South Africals current source based tax sysem postions it well as
a head office, finance or management company locetion for
investment into Africa north of its borders. With the expectation
of an important South African role in regiond or even continenta



economic reviva, this will impact on South African invesment
into Africa, and non-African invesment into the continent via this
country with its relaively developed financid dructure and other
infrastructural advantages.

2.2.6 Treaty Network

Snce 1987, South Africa has dramdicdly increesed its network
of double taxation tredties. With the exception of the United
Sates and Jgpan, the country now has tredties with mogt of its
mgor trading patners (the tresty with the USA has been Sgned
and negotiations with Japan and Audtrdia have commenced).

First Report of the Committee of Enquiry into the Income Tax Act (The Steyn Committee Report), UG
No. 75-1951 (Pretoria: The Government Printer), para. 68, p. 19.

2Commission of Enquiry into Fiscal and Monetary Policy in South Africa (The Franzsen Commission
Report). Taxation in South Africa: Second Report. RP 86/1970 (Pretoria: The Government Printer
1970), para. 20.

3Report of the Commission of Inquiry into the Tax Structure of the Republic of South Africa (The Margo
Commission Report), RP34/1987 (Pretoria: The Government Printer 1987), para. 26-3.
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CONSDERATIONS RELEVANT TO BASING THE TAXATION
OF INCOME ON EITHER THE RESDENCE OR THE SOURCE

PRINCIPLE

Severd objectives for a new sysem were advanced in evidence by
vaious paties. Conflicts amongs these ae inevitable, but a baanced
sydem would seek to find the optimad compromises. The Commisson
bdieves that the following objectives should be accommodated to where

feasble.

3.1.1 Generation of tax revenue
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The primary function of the tax sysem is to rase
revenue for the sate With the mobility of capitd in
the modern world, the evidence is tha once relevant
exchange controls are lifted, South African resdents,
induding the inditutions will meke congderadle
passve invesments off-shore. From a purely revenue
viewpoint, a worldwide sysem will therefore be more
effective in securing the tax revenue on income from
such investments.

Direct invetment which rdaes to active busness is
dictaled more by red commecd factors and is
therefore less mobile It is difficult to proect the
potentid yiedd of a worldwide income tax sysem on
active or busnes income. Unlike passve income,
direct invetment income cannot be switched in and
out of South Africa or between foregn jurisdictions
While it is difficult &fter many years of foregn
invesment  redrictions, both  through  exchange
controls and through politicd factors to predict the
potential revenue loss on income from such direct
investment, the lesser mobility will tend to dow down
any tax-opportunisic export of capitd. Mo foreign
countries tax the profits that derive from investments
in ther jurigdicions Even if South Africa were to
grant a credit for those foreign taxes (as opposed to
exempting income dready taxed), the gan to the
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fiscus would be redricted to the excess of South
African tax over the source country tax. It was with
this in mind that the Margo Commisson commented
inther report (para. 26.19):

"The fiscal benefits resulting from the introduction of
a world-wide basis of taxation would be reduced if
there were a reduction in South Africa of the
individual and/or company rates of tax, as has been
recommended by the Commission ..."

3113 On an ovedl bass it is to be noted thet, even if the
resdence/source  options were farly consgently
aoplied, the revenue difference for South Africa would
be sndl in view of the fact that the South African
Gross Naiond and Gross Domestic Products vary by
only one or two percentage points.

3114 The Commisson concludes that, from the perspective
of collecting revenue, adopting a resdence or source
bass will make little if any difference as regards direct
investment (referring to active income), but that as
regards passve invesment, a resdence or worldwide
system will bring arevenue advantage.

Neutrality

3121 Neutrdity is a sound tax principle, but in the
international context dso has a paticular competitive
dimension which isimportant to South Africa

3122 An important criterion for an ided tax system is that it
shoud not influence busness behaviowr. In the
internationd context, the  literature  sometimes
didginguishes between "cepitd export” and "cgpitd
import' neutrdity’. Export neutrdity is seen as
ensuring that the investor pays the same totd income
tax (domedtic plus foreign), whether he recalves given
invesment income from foregn or from domestic
sources. Import neutrdity is seen as ensuring that
cgoitd funds originging in vaious countries should
compete on equd terms in the capitd market of any
country. According to these definitions then, export
neutrdity would imply a wordwide system of taxation
with foreign tax credit, and import neutrdity a source
based system, or one exempting foreign income.
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Professor Klaus Vogd suggedts that the differentiation
is not that smple. He points out that export neutrdity
does nat, in fect, achieve neutrdity of competition in
the country of the foreign investment?:

"We cannot exclude, therefore, that to an investor the
prospect of being taxed more heavily than his
competitors in a low tax country may influence his
decison (made in his country of residence) whether to
invest at all in the foreign country. If so, even capital
export neutrality isdisturbed.”

The man dam to neutrdity (namdy, capitd export
neutrdity) of the worldwide system rdies on kesping
dl domedic busneses on an equd compeitive bass
tax-wise, no maiter where they operae internaiondly.
Vogd deveops the theme of nonneutraity of the
wordwide sysem further by pointing out that, agpart
from tax, a variety of dae-induced circumstances and
adminigrative and other infragtructurd  varidbles
operate to make such neutrdity amyth.

In the South African context, where our tax rates are
dill higher than those of many of our trading partners,
it means that South African business trying to compete
abroad would, under a worldwide sysem, do 0 & a
materid tax disadvantage. This goplies both to some
of our treditiond trading and invesment patners like
the United Kingdom (with a current corporate tax rate
of 33%), and to the economicdly dynamic region of
the Pecfic Basn where severd countries have
ubgtantidly lower tax rates than South Africa A
resdence based sysem would therefore put South
Africen busness a& a compditive disadvantage in
these and dmila jurigdictions through a totd
corporate and/or individud tax rate wdl in excess of
their levels

Vogd concludes as follows on this metter:

"Whether the distinction between capital export
neutrality and capital import neutrality is accepted or
rejected, taxation of direct investment in foreign
countries is economically efficient only if the investor
pays no more tax than is imposed on domestic
enterprises in the same country in which the enterprise
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was established. This is consistent with a source-based
taxation if ‘source’ is defined to be the place where the
enterprise - or partial enterprise - established by
direct investment is located. It is not consistent with a
worldwide taxation of income, even if mitigated by a
foreign tax credit” (supra, 1988).

The Commisson has noted the need for South African
busness to become rentegrated with the world
economy. Such outward direct invesment would not
only reault in the longer term inwad flow of both
technology and the income deiving from tha
invesment, but it dso often forms the channd through
which the multinationd’s operaions located in this
country find access to intenationd trade and
technology. The compditive tax neutrdity of South
African direct foreign investment is therefore accepted
as an objective of any new system, and is seen by the
Commisson as an important indicator in favour of a
source based system as far as direct investment is
concerned.

As concans foreign direct invesment into South
Africa, the Commision also accepts tax neutrdity as
an obective. In its Frd Interim Report the
Commisson recorded its view that foreign investors
should not be discrimineted againg, nor should they
be favoured over domedic investors As pointed out
by Vogd (supra 1988), this is indeed one of the
advantages of taxing foreign invesors on a source
basis.

The Commisson therefore interprets the objective of
neutrdity as meaning tha South African busness
competing  off-dhore, and  off-shore  business
competing domedicaly, should in each case do 0 on
the bass tha the tax burden is neutrd in the
jurigdiction of direct invetment. An  important
corollay is tha such a neutrdity favours developing
economies. That is why Vogd dates unqudifiedly that
the source besed sysem:

"..benefits capital importing countries, which
normally are poorer countries' (supra, 1994).
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This theme is supported by Lef Muten of the IMF,
who agues tha a worldwide system is economicaly
detriment, in  paticua to deveoping countries.
Norman Ture argues the same and concludes that only
the source sysem leaves the internationa flow of
commerce and cepitd unaffected (see Vogd, supra,
1994).

The Commisson condudes tha the South African
internationdl tax regime should promote neutrdity of
competitive advantage for South  African  direct
invesment abroad, and equdly for foreign direct
invetment in South Africas as agang domedic
busness. It condudes that a source basis is more likey
to achieve these objectives.

Protection of South African Capital Base
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South Africen multi-nationds trading in the world
economy will only contribute to the wedth of this
country for as long as they reman South African
based. In a post-exchange control era, and in a world
of mobile capitd, a reativey higher South African tax
rate may have a red potentid to become a contributing
factor to an emigration of financd capitd and human
sills  through rdocation of the ultimate holding
location. The Commisson recelved evidence from a
broad range of South African busnesses both
individudly and through organised busness dructures
that such an emigraion of resources would be a likey
result of a resdence based system for as long as our
rates exceeded those in dternative jurisdictions.

The Commisson concdudes thet, while our tax raes
exceed those of maeid trading and  invesment
patners, a residence based sysem will cary a red
danger of promoting the export of South African
finandd and human capitd, and contribute towards an
under-deve oped South African multi-nationa sector.

Enhancing South Africa’srole asan attractive base for
regional investment

3141

The current South African source based system makes
it an ided location from a tax viewpoint for the

location of headquarter companies, finance companies,
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or  with minor concessons even  management
companies, for invesment into Africa north of our
borders. Already there is evidence of this occurring.
Protecting this advantage will not only benefit South
Africaitsdf, but the entire region.

The Commission concludes that a source based system
is favoureble to the objective of edablishing South
Africa as a base for headquarter, finance and regiond

management companies

3.1.5 International compatibility
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It is accepted that South Africas re-entry into full
internationdl  trade is a mgor nationd economic
objective. While the tax sysem should primarily be
geared to rase revenue, it should do so in a manner
that poses a minimum obgadle to the normd flow of
cross-border commercid activity.  The Commisson
accepts internationdl  compdtibility of the system as a
vitd objective of any tax reform as regads the
sourcelresidence issue.

There ae three possble dimensons to the
internationa compatibility of a source sysem:

(i) Exceptionality:

It is sometimes suggested that a source based
sysem puts South Africa out of step with the
world, thus inhibiting its commercid efficacy. The
Commisson does not accept this notion. Mogt
systems, the South African one amongst them, are
in fact hybrids which come to much the same
result in prectical terms. Evidence presented to the
Commisson indicaes tha investors or trading
partners are less concerned with the label given to
the system than that the sysem should be clear and
predictable in its effect on the taxpayer.

(i) Treaty Negotiations:

It is sometimes clamed tha a source bass of
taxation compromises a oountry’s pogtion  in
double tax tresty negotiations. It is argued that the
basc OECD Modd Convention requires the



source country to meke subgstantid tax sacrifices
and thus dlows the residence country to tax the
paticular item of income. A country which does
not impose tax on a resddence bass is then sad to
have sacrificed its right to tax source income,
without a corregponding ability to tax income
which the treety may dlocate to the resdence
country.

This argument, however, ignores the fact that dl
countries which tax on a resdence bass dso tax
nonresdents on a source bass. Furthermore, it
ignores the fact that most of the countries which
tax on a resdence bass dther provide a credit for
foragn taxes pad or actudly exempt income
generated abroad.

It is ds0 sometimes argued that a source system
would, under typicd tregty providons lead to an
exemption from tax in both countries This
Stuation may occur in the following cases:

@ In accordance with treaty rules reding to
the taxation of busness profits such profits
may only be taxed in the source country if
the taxpayer caries on business through a
pemanent edablishment in  the source
country. Usudly, a permanent
edablishment is edablished through a
presence in the source country of a fixed
base which is used regularly. Under the
current source system, it is theoreticaly
possble tha a South African taxpayer
operates in the other country without
cregting a permanent edtablishment, i.e
qudifying for the exemption in the source
country. Owing to our source based system,
the taxpayer may dso be exempt from tax
in South Africa However, such cases
would be rare dnce it is unlikdy that the
dominant or even a maerid contributing
caue of the income would be located
outsde South Africa if the taxpayer had
such a limited presence or activity abroad.
Under the proposed new sysem (see
bdow), the ‘activé income generaed
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abroad would escgpe South Africen tax
only if the taxpayer generated such income
through the equivdent of a subdantid
presence abroad.

(b) The source country is required to reduce its
withholding taxes on income (usudly
‘passve’) pad to a reddent of the other
country: if South Africa is not entitted to
tax such income in the hands of the resdent
recipient, the recipient would agan enjoy
gther total exemption or very low taxation.
While this may be true in a pure source
sysem, the proposed taxation of passve
income on a worldwide bass (see bdow)
would remove such a problem. In
extremely rare cases where such passve
income is not subject to tax, there may dill
not result an actud loss of yidd snce
expenditure incurred  to  generate  the
income would not be tax deductible.

Apat from the fact that South Africa today has
negotiated tregties successfully with mogt of its
mgor trade or invedment patnes, the
Commisson bdieves tha aty concans as to a
compdtitive disadvantage in  double tax treaty
negotiations are unfounded or would be addressed
even further by the new sysem proposed in this
report.

Internationalisation of concepts and terminology:

The third, and posshly mog important dimenson
of international compdtibility reates to the darity
of a country’s tax laws as they affect foreign trade
patners or investors, or South African busness
investing or trading aoroad. The Commisson
therefore accepts such darity as an  important
objective of tax reform. In the internationd tax
context, an important aspect of that clarity is the
ue of internationdly recognissble tax concepts
and terms. In a world where the two concepts of
resdence and source based systems are 0 close in
ther practicd impact, usng internaiondly
familiar  concepts and teminology  contributes



more to the required internationd integration than
the labd caried by the sysem. This integration
with international  concepts will adso endble the
sysem to bendfit with a minimum disuption from
the oontinuing evolution of internationd  tax,
caused for example by the increesng impect of
electronic communication (see Section 7.7 below).

3.1.6 Adminigrative effectiveness and feasibility
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A sydem that cannot be adminisered effectively,
no mater how effective in theory, can only bring
about poor ocollection and utimady a <df-
defeeting digegpect for the law. In the
internationd  context such a sysem  breeds
uncertainty as to the tax outcome of busness
actions, and in itsdf becomes a deterrent to
interngtiond invesment and trade In  the
internationd area as much as esewhere, therefore,
the Commisson sets as one of the objectives of tax
refoom that the sysem can and will be
adminigered effectivdy by the South African
Revenue Sevice (SARS). The Commisson dso
takes cognisance of the drain it would put on the
adminigration especidly as regards active income
to change over now from a source based system to
aresidence based one.

As regads passve income, it is noted that such
income is dreedy the subject of quite wide-ranging
deeming providons as to source, as wdl as of
vaious foreign tax credit proviSons  Any
refinements or  extensons in  this regad  will
therefore not impose a mgor additiond complexity
or adminidrative burden.

3.1.7 Uncoupling the tax and exchange control regimes

3171

The posshility of a short - or long term outflow,
paticulaly of passve invesment, when exchange
controls are lifted, has been referred to above. The
Commisson has ocommented on  previous
occasons tha it believed exchange control policy
dhould be determined independently of its tax
implications, that is the tax sysem should be adle
to protect itsdf agang eroson of its base without
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reliance on an exchange control sysem. To the
extent that complete freedom to make passve
invesments offshore may result in an outflow of
such invesments and may negdively impact on
the South African tax base the tax system should
cary its own counter messures Tax neutrdity
would indicate that invesment decisons should
preferably not be made with reference to tax
condderations  With the mobility of passve
invesment that will come in a pog-exchange
control era, an ability to escape the rdatively
higher South Africen tax rates through Imple off-
shore passve invesment would represent just such
alack of tax neutrdlity.

3172 The Commisson has conddered whether the
current deemed source provisons could be
extended to provide for dl cases where resdents
derive passve income offshore. However, this
course of action in the past hes created severd
problems and loopholes and the Commisson
beieves tha a worldwide sysem of taxdion in
repect of passve income would provide more
effective protection to the tax system. It would
bring the neutrdity that would result in the
required uncoupling of the tax and exchange
control systems.

Badic characteristics of tax reforms proposed

In response to the factors andysed above and towards
achievement of an gppropriate bdance between the objectives as
dated, the Commisson has developed an overdl goproach to tax
reform in the internationd area. Severd more detailed aspects are
andysed in  further sections of this Report. The basc
characteridics of the sysem recommended by the Commisson
are summarised below.

321 The sysgem should recogniss a difference  between
"active' income (income deriving from direct, operaiond
ativity), and "pessve' income (income which is derived
from passve forms of invesment, such as interest or
roydties). This divison is wdl recognissd in modern
internationdl tax law.



322

323

324

325

326

"Activé' income should continue to be taxed on a source
bass. This will gcure the objective of neutrdity and equd
competition for both inwad and outwad invesment,
protect South Africals capitd and <ills, facilitate the
heedquarter  company  function, and take redidic
cognissnce of  current  adminidraive  limitations
Combined with an effective worldwide sysem on passve
income, an active income source bads  will  be
internationally compatible, and can be made even more
compdible through some of the measures suggested
bdow. Revenue loss will be limited to thet caused by tax
rate differentids (which, as a mater of generd policy,
should not be dlowed to go too far anyway), as wdl as
through the lesser mobility of direct or active business as
opposd to passve investment. Through fadlitating South
Africds competitive paticpaion in the globd economy,
the nationd god of economic growth should be enhanced,
and the overal result should be an improved tax yidd.

"Pasdve' income should effectivdy be taxed on a
worldwide bass This will protect revenue insofar as
invesment which gives ris2 to passve income is highly
mobile and may othewise be exported or manipulated
purdy for tax reasons. It will dso promote the required
independence between the tax and exchange contral
sysems.

In defining what "ectivé’ income is internationd norms
should be used, plus some degree of specific definition.
Passve income will be dl income which is not active
income.

Approprigte  anti-avoidance measures, with reference to
international precedent, ae necessary to  prevent
avoidance through re-characterisation of taxable income
into nontaxable dividends or the deferd of taxation by
accumulating passve income aroad. The Commisson
proposes that anti-avoidance messures should drike a
commonsense  balance  between  effectivdly  curbing
maeid abuse, and not burdening the sysem with
complexity which will lead to falure.

No atempt a a detaled st of rules to determine the
source location of active income should be atempted.
Indead,  guiddines which ae genedly usd
internationdly, and egpecidly in the treaty context, should



be incorporated into our law. This will gredly enhance
cdaity and therefore internationd compatibility. Mogt
deeming source provisons will become unnecessary and
should be scrapped.

327 The current dl-or-nothing goproach of dominant source
favoured by our courts should be replaced by a grester
cgpacity in the system to dlocate source. This should be
accompanied by rules of dlocation of rdaed expenditure.
Agan, for the ske of internationd recognisability, the
wdl-tried dlocaion methodologies of internaiond  tax
law and tax treaty law should form the basis of these rules,

1Musgrave RA and Musgrave PB. 1972. " International Equity" in Bird RM and Head (Eds) Modern
Fiscal Issues, page 63.
2See "World-wide vs. Source Taxation on Income - A Review and Re-evaluation of Arguments", first
published in Intertax 1988 Nos. 8-11. Reference must also be had to his subsequent article, Taxation
of Cross-Border Income, Harmonization, and Tax Neutrality under European Community Law,
published by Kluwer: Erasmus University, 1994, Vol 2, Foundation for European Fiscal Studies.



5th Report - BASING THE SOUTH AFRICAN INCOME TAX SYSTEM
ON THE SOURCE OR RESDENCE PRINCIPLE - OPTIONS AND
RECOMMENDATIONS

CHAPTER 4 - DEFINITION OF ACTIVE AND PASSVE INCOME

41  GENERAL

411

412

413

414

The spedific didinction between "activeé® and "passve' income
has not been recognised explicitly in South African tax law. In
cdrecumscribing these basc concepts for a new tax system, it
would be advisble to use concepts and interpretations which are
goplied internationdly.  This should promote cetanty, in
paticuar for foregn investors but dso for South African
resdents.

The tax concepts which are used in double taxation agreements
have been devedoped by the internationd fiscd community over
many decades. A subdtantid body of internationd commentaries
has ds0 been produced. The mogt rdlevant in the internationd tax
aena is the Commentary by the OECD Committee for Fiscd
Affars on the OECD Modd Double Taxation Convention on
Income and Capitd. In Downing v SR, 1975 (4) SA 518 (AD),
the Appdlae Divison acknowledged this Commentay a an
important guide in interpreting concepts used in South African
double taxation agreements.

The OECD Modd Convention uses the concept "business
income' in conjunction with the concept of a "permanent
edablishment” to describe the circumstances under which the
"source' country may tax the income generated from economic
activities within its borders. Such items of income could generdly
be regarded as "active' income as opposed to other items not
generated through busness operdions caried on through a
permanent establishment in the source country (such as dividends,
interes and roydties). The latter items of income, as defined in
the OECD Modd Convention, could be regaded as "passve
income'.

Severd other types of income are ds0 separady dedt with in the
OECD Modd Convention such as pengons  income  from
dhipping, income from immovable propety, ec. However, the
basc didinction as suggested above could be regarded as the
overiding guide to determine whether an item of income should
be regaded as "active' or "passve’. This would require some
legidative recognition of the OECD Modd Convention concepts



4.2

4.3

and definitions. The OECD Commentay on the meening of
"busness profits’ should adso be given formd recognition as a
guiddine for interpretetion.

ACTIVE INCOME

421 To provide more certanty, it would be advisble to lig cetan

gpecific items of income which would be included in the concept
of "active' income. The examples used in cetan sdected
countries (mainly in ther Controlled Foreign Corporation or CFC
rues) have been andysed and the following provides an
illusrative, but non-exhaustive, list:

@) Income from agriculture and foredtry;

(i) Income from the buying and sdling of goods,

(i) Income from manufacturing, processing, assembling or
ingdling goods/assts,

(iv) Income from condruction activity;

(V) Income from the rendering of services,

(Vi) Income from the mining or exploration of natura resources,
(vii)  Income from a banking, broking or insurance business,

(viii)  Income from the effective management of shipsor
arcraft; and

(iX) Income from the generation of energy.

PASSIVE INCOME

431

432

The Commisson has conddered whether any datempt should be
made to define "passve’ income separatdy and spedificdly, or to
uggest indead that, once active income has been defined,
anything outsde that definition will automaticdly be "passve'
income.

Discussons were hed with Professor Vogd about the need to
define "passve' income. Professor Vogd pointed out that the
definition was introduced into the German Foreign Tax Adt
(Aussensteuergesetz) to counter abuse. Prior to the introduction,
many taxpayers disguised "passve’ income as “active' income by
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means of window dressing, for example by sdting up a finance
company in a tax haven with a basc office and personnd. It was
generdly very difficult for the tax authorities to prove tha the
finance company was not actudly carying on a bona fide
"banking" or “active financng® busnes. Therefore, it was
decided specificdly to exdude such types of income (i.e. income
with a socdled "capitd invetment” character) if the finance
company was Stuated in a low tax jurisdiction. However, Vogd
suggested that such anti-avoidance messures should not  have
been introduced under the circumscription of the "active' income
exceptions, but should rather have been st up as separate anti-
avoidance measures. (See further discusson of the German anti-
avoidance rules in the Annexure).

It may well be advisable, therefore, for anti-avoidance provisons
to lig certan income items which would be regarded as passve
income unless the taxpayer can show that such income was
derived off-shore through permanent busness premises uitably
equipped for the generdtion of such income For example, if the
taxpayer can prove that he is carying on a genuine financing
busness (in line with the United Kingdom test outlined in the
Annexure), the income derived from such activities would Hill be
"active'. There will thus be a rebuttable presumption that a related
finance company derives "passve' income unless the taxpayer
can satidy the SARS tha the finance company carries on genuine
finance activities through a permanent esablishment abroad,
which condtitute an active finance business.

The Commisson has ds0 conddered whether “"passve’ income
extracted by a South Africen parent company from an active
foreign subsidiary should be regarded as “"active’ income as being
merdy a mechaniam to repatrigte the underlying active income of
the subsdiary. Such an argument would however ignore the fact
that such income flows can only be generated if the parent
company actudly makes dther capitd or fixed assatsintangible
property avalable to the subsdiaay so that the income is
compensation for such use. The fact that the capitd or assets are
used by a related paty as opposed to an independent third party
should not change the basc characterigic of the income.
Furthermore, the exisence of independent legd entities should be
recognissd. An oppodte view resllts in severe didortion of the
basc didinction between "active' and "passve' income, and dso
cregtes serious inequity between taxpayers. It would dso result in
a bias in favour of invesment offshore and thus digort
commercid condderations for such decisons.
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However, the Commisson concluded that this case should be
diginguished from the case where the offshore subsdiay
devdops an intangible asset or accumulates capitd  and
ubsequently  licenses such intangibles or lends such funds to
other entities offshore Such income would be linked to an
offshore active busness and should thus aso be treated as active.
A potentid mechanism to counter abuse is to provide that this
"concesson” would lgpse if the active busness which generaed
the intangible or capitd is substantiadly downsized or terminated.

It would of course be important to introduce rules to ensure, for
example, that taxable passve income is not routed via an off-
shore company to creste exempt dividends, or to avoid the
accumulaion of passve income aroad amed a defearing tax.
This and other anti-avoidance aspects are explored further in the
Annexure to this report as regads the socdled Controlled
Foreign Corporation and Foreign Investment Fund rules.
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RECOMMENDATIONS
CHAPTER5 - DETERMINING THE SOURCE OF ACTIVE INCOME

Once it is accepted that active income will be taxed on a source bads, it becomes
necessary to consder how source should be determined or located. Indeed, the
Commisson's indructions were cognisant of the confuson that often arises
aound the concept of source, and charged it with condgdering whether a
datutory definition of sour ce and its location would be advisable,

5.1 INTERNATIONAL EXPERIENCE

511 The Commisson is not in favour of atempting a detaled
definition of a phenomenon that can have as many vaigbles as
internationad  commerce and invesment in the hands of endlessly
cregtive entrepreneurs. Even in the United States, with arguably
the mos ddaled legidaion in this regad, the dtempt a
codification has often run into trouble. A good example was the
rule that sdles income would be sourced where title of the goods
pases. The pasing of title, being a legd concept, was easly
manipulated contrectudly so as to suit the tax needs of the
contracting parties. The reection of the American Law Inditute on
International Agpects of United States Income Taxation was
interesting. The Inditute suggested that the sdler’s country of
resdence should be regarded as the country of source (this
postion could have been judified on the baess that the US is a
maor exporter), but the aforesaid suggestion was qudified by
stating that sdes income should be congdered to be sourced in
the purchaser’s country in any dtudtion where "dther a
subgantiad sdes activity is caried on in that country through a
fixed place of busnes dgtuaed there, or, if the propety in
quedion is 0ld for use, consumption or digpostion in the other
country, ... & less a dgnificant amount of activity is caried on
through a fixed place of busness in tha country" (see Vogd,
upra, 1988). This line of thinking has snce found its way into
American tax law in terms of the 1986 Tax Reform Act.

512 The Commisson recommends agang a dealed codification of
gened source rules, but suggests that condderation be given
indead to introducing internetiondly intdligible prindples which
can then be interpreted according to the circumstances of each
case.



513 Vogd ponts out tha there is no universa definition or even
underganding of the meaning of source. Ye, even in reddence
based systems, source remains a crucid concept where taxes are
levied on non-resdents, as well as where there are rules for
granting exemption or foreign tax credit reief on foreign income
on which their resdents have been taxed.

514 In Common Law countries there tends to be a more formdigic
approach often devating the place where a contract is concluded
to being an important factor in determining source. Yet many of
these sysems, in ther gpplication, revert to some combination of
activity and presence. As mentioned, the United States has even
inroduced these concepts into its legidaion. The United
Kingdom refas to the concepts of trading ‘withh or trading
‘within' the United Kingdom. Canada refers to the place of
contract, but then looks a whether contracts ae habitudly
concluded in the country.

515 Many countries explicitly incorporate the concepts of an activity
linked with some form of permanent establishment into their law
when it comes to wha is often termed ‘busness profits.
Switzerland, France and Audrdia are examples. The French refer
to the concept of an indudrid or commercid activity which ‘is
execised habitudly’ in a cetan country. Many European
countries  atribute income to pemanent edablisments by
tregting them as if they were independent enterprises, usng ether
separate accounting methods or formulae.

516 FHFndly, the entire international tax tresty convention on busness
profits tends heavily towards the concept of the right to tax
rdaing to the degree to which business profits can be attributed
or dlocated to some or other permanent establishment within the
taxing country. As such, the rdevant terminology and methods of
dlocation have become an interndtiond language with an
established meaning.

52  SOUTH AFRICAN ISSUES

521 Currently, South Africas income tax sysem experiences severd
problems in the determination of source for active or business
income. It is submitted that these problems inhibit the smooth
flow of trade and invesment across our borders. Some of the
difficulties are listed beow:

(i) There is no dear guiddine as to the source of income
generdly, and particularly not of active or businessincome;



(i) In our Income Tax Act (the Act heredfter) there are severd
deeming provisons on source with respect to active income,
and not dl of these enhance definition and underdanding, or
any sense of underlying logic. Some examples are asfollows:

Section 9(1)(a) - Thishighly formdigtic provison which deems
the proceeds of a sales contract to be sourced where the contract
was ‘made, was the subject of criticism by the Margo
Commission. Subsequent governments have not reacted to the
criticiam. The Commisson is of the opinion thet the provisonis
an example of lack of darity, and futility - very smilar to the
United States' ‘passing of title'. It iseasly and formdigticaly
circumvented, and has little to do with any red substance asto
where the red cause of the proceeds may have been located,

Section 9(1)(d) - This provison seeks to extend the source of
active or busness income and has become dl but unusad in view
of regtrictive court interpretations of itsterms. Aswill gppesr, it
a0 runs counter to the nation proposed in this report;

and Section 9(1)(d)bis- This provison extends the source of
proceeds from the rendering of personad services and is another
example of aformdigtic measure which is easily avoided.

(i) In theory, a non-resdent who derives any income from a
South African source, even if only in the course of one day, is
subject to tax thereon. This is mosly unenforcesble and a
whole regime of non-enforcement on short-duration income
has come into exigence this undemines compliance
enforcement generdly, and encourages non-compliance even
beyond the de minimis stuations, and

(iv) Although our courts have more than once recognised the
posshility that a given dream of income may have multiple
ources, in every ingance they have then continued to find a
dominant source. This adherence to an uncodified sysem of
dominant source has contributed to an dl-ar-nothing approach
which can be abused, which poses a serious concern to off-
shore investors, which creastes uncertanty to South Africans
trading off-shore, and which often resllts in a tax
consquence not in line with the redities of internationd
trade.

53  RELATINGINCOME TO A ‘PERMANENT ESTABLISHMENT’
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The Commisson recommends that the internationd trend, both in
vaious nationd legd sygems and in internationd tax tregty law,
of lidblity to tax aidng from identification of a permanent
edablishment should be formadly introduced into South African
tax law. Taxability of crossborder active income will therefore be
determined by the interaction between two basic concepts -
presence (through a pemanent edtablishment), and activity.
When, and to the extent that, active income generated by the
activity can be atributed to the permanent edsablishment, it
should be taxed in the jurisdicion where tha permanent
esablishment is located. This should be applied both as regards
invard and outward trade. The OECD Modd Convention would
provide the basc concepts and terminology for the legidation but
the Commisson recommends that the scope be extended to cover
gtuations described in the United Nations Modd Double Tax
Convetion. Essentidly, the later Modd dlows the source
country more lditude to impose tax on the resdents of the other
State.

A reddent who has a pemanent edtablishment outsde South
Africa will not be taxed on any active income dtributable to that

permanent establisiment. At the same time, a nonresdent will
not be taxed in South Africa on ective income if tha active
income is not atributable to a permanent egtablishment in this
country.

This gpproach will have the following advantages

(i) It recognises the fact that there is a didinction between trading
with a country and trading in a country, and that the former

does not necessaxily give South Africathe right to tax income;

(i) It creates certanty in that non-resdents will eesly recognise a
familiar terminology which is supported by an extensve body
of internationd law;

(iii) It recognises the fact that it is difficult to tax a nonresdent
who isin this country for ashort period,

(iv) It faclitates the decison as to the source of the income for
South African resdents carrying on business abroad;

(v) Since the permanent establisment rules will be drafted in
accordance with the United Nations Modd Convention, that
is, in such a manne tha the reguirements for a permanent
edablishment are essly met, South Africa would be in a
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postion to rdax these reguirements when it negotiates treties
with foreign jurisdictions; and

(vi) It isan equiteble basis of levying tax.
DEFINITION OF ‘PERMANENT ESTABLISHMENT’

It is recommended that the definition of ‘permanent establishment’
contained in the United Naions Modd Double Tax Convention should
be used as bads for the definition in our law. This definition is preferred
above that contained in the OECD Modd Tax Convertion as it dlows the
source country a wider scope to impose tax on the non-resdent. It aso
endbles our treaty negotiators to be in a pogtion to negotiste concessons
with other countries, or dlows them to offer some benefits to resdents of
countries  which have conduded tregties with South Africa The
definition as proposed would need to be qudified in a number of minor
respects. Two may be highlighted:

(i) The degree of ‘fixedness implicit in the tresty definition is no
longer appropriatein the light of modern trade practices, and

(i) Some initid ‘time cut-off’ is desrable before the exisence of
a pamanent establishment would result in taxability, s0 as to
prevent unenforcesble short periods from peverting the
system asawhole.

541 A "place"

5411 While the concept of some relevant presence needs to be
retaned, the Commisson feds that the degree of
‘fixedness required by the tresty definition does not
recognise the technologica advances which have made
possble fadlies such a the ‘mobile officg. |t
therefore recommends that the definition be adjusted by
removing the requirement that there be a ‘fixed’ place of
busness, and that in its place be put the requirement of a
busness fadlity ‘suitably equipped for the particular
business.

54.12 This concept, again, is not new in internationd tax law.

Gemany and the United Kingdom offer usgful
precedents.

542 A"period"
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All sygems that have incorporated a time dimenson to
indicate when income may become taxable have in mind
some degree of permanency: a period beyond a mere
incidentd or very brief presence. The same goplies to
international tax tregties. This concept of some period of
presence being required coincides with one of the
philosophicd platforms of a source based system,
nandy that the person deriving income from a source
within the taxing country’s juridiction is enjoying the
legd, physcd or economic infradructure of the hogt
country.

The Commisson recommends tha a place of busness
be regaded as a ‘pemanent establishment’ only once
the faclity has exiged in the rdevant jurisdiction for a
minimum of, sy, 3 months (or 92 days. Such a
limitation should be determined per fiscd year. For
South  African reddents operaing off-shore, the
requirement should aso be ovedl as opposed to beng
ubjected to a by-country test. The period should not
need to be continuous. The overd| test should be the use
of a autable busnes fadlity through a more-than
temporary presence off-shore.

More detailed rules will have to be developed around the
definition. For example, if it was envisaged a the outset
thaa a taxpayer would not have a permanent
esablishment, but he is found subsequently in fact to
have esablished one, he would be deemed to have had
such an edablishment from the outsst. Rentd of
faclies chould dso gve rise to a pemanet
edablishment if the rentd period exceeds a certan
period, for example 3 months. Any activities connected
to this activity should be subject to tax in South Africa
(s source or host country), eg. the supply of
maintenance Services.

The reason for this cut-off period is two-fod. FArg, it is
amply a pragmatic meesure that brings the law in line
with the redity that very short periods cannot be policed
- in effect it recognises a kind of de minimis principle
Secondly, such a cut-off period can be judified with
reference to the argument that income eaned during
such short periods is unlikdy to have utilised to any
material extent the capitd and infrastructure of the
temporary locetion - it is therefore in line with the basc
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philosophicd  judification for texation on the bads of
source.

Normdly, the definition of a permanent establishment in
internationd tax treaties indudes the following:

(i) Place of management;
(i) A branch;
(i) An office;
(iv) A factory;

(v) A workshop;

(vi) A mine, an oil or gas wdl, a quary, or any other
place of extraction of naturd resources (including
the exploration of such resources whether on or
offshore);

(vii) A bullding dte a condruction, assmbly or
inddlaion project or a supevisory or planning
activity connected therewith if it lasts more than
three months. (It might be advissble to ded
oedificaly with associated services to ensure that
they are dso taxed if the contract extends beyond the
goecified term. This may incdude the rentd of
Ubgtantid  equipment or  machinerly where this is
being used for more than a specified period.); and

(ixX) The furnishing of savices induding consultancy
svices, by an enteprise through employees or
other personnd engaged by the enterprise for such
purpose, but only if the activiies of tha naure
continue (for the same or a connected project) for a
period aggregating more then three months within
any onefiscd period.

The treaty definition of a ‘permanent establishment’
specificdly excdudes a list of
activitiessuch as.

(i) The use of fadlities soldy for the purpose of sorage
or the display of goods or merchandise It is noted
that the UN Modd Convention does not indude the
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ddivery of goods in this section whereass the OECD
Modd Convention does,

(i) The maintenance of a stock of goods or merchandise
soldy for the purpose of Sorage or display;

(i) The mantenance of a dock of goods or
merchandise solely for the purpose of processng by
another (unrelated) enterprise;

(iv) The mantenance of a fixed place of busnes soldy
for the purpose of purchasng goods or merchandise
or for collecting informetion;

(v) The maintenance of a fixed place of busness solely
for the purpose of carrying on for the enterprise any
other activity of a preparatory or auxiliary character;
and

(vi) The maintenance of a fixed place of busnes soldy
foo  awy combinaion of activiies mentioned
provided that the overdl activity resulting from the
combingtion remans prepardory o auxiliay in
nature.

Thee activities are exempt to the extent that the activity
itsdf does not form an essentid and dgnificant pat of
the activity of the enteprise as a whole. For example, an
after-sde savice would not fdl to be exduded as it
would be regarded as an essentid and Sgnificant part of
the budness. This exemption typicdly does not goply to
an entity which has a place which engages in sdes as
opposed to merdy ddivery.

It is recommended that these or Imilar exemptions be

liged in the Income Tax Act to enhance certanty in
these typical cases.

A taxpayer will not normdly be regaded as having a
‘pamanent edablishment’ if he caries on busness
through a broker, generd commisson agent or any other
agent of independent datus (i.e.  independent both
legdly and economicdly) provided that other person is
acting in the ordinary course of his busness. However
when the activities of such an agent are devoted wholly
or dmost whally to sarvicing that enterprise, i.e if he is
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legdly or economicdly dependent, he will be
consdered a dependent agent.

5427 Whee a pason other than an agent of independent
datus is acting on behdf of another person and
habitudly exercises an authority to conclude (negotiate)
contracts in the name of the other enterprise, that person
will  be deemed to conditute a ‘permanent
edablishment’. Where tha person does not have the
authority to condude an agreement but habitudly
maintains a dock of goods or merchandise from which
he regulaly deivers goods or merchandise on behdf of
the enterprise, he will be deemed to be a ‘permanent
establishment’ of the latter.

ATTRIBUTION - MULTIPLICITY OF SOURCES AND THE
APPORTIONMENT OF INCOME

551
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A tax regime where taxability aises by virtue of an activity
caried on through a presence in the taxing jurisdiction caries
with it the ineviteble notion of dlocation of income to tha
presence Only income dlocable to the permanent establishment
should therefore be drawn into the tax net.

Furthermore, the Commisson bdieves that the tendency in South
African law to find a dominant source should be replaced by a
sydem of dlocaion between two or more contributory sources.
The precticd result of the current tendency of taxing according to
a dominant source results in an “dl-a-nothing” type gamble
which is not in accordance with typicd redity and poses a mgor
concern to foregn investors. The concept of gpportionment has
been recognised by our Courts (see CIR v Tuck - 1988(3)SA
819(A) - which decison was judified with reference to CIR v
Lever Brothes & An - 1946 AD 441). The principle of
goportionment as raised in the Lever Brothers case may thus be
regarded as authority for the goportionment in determining source
issues, notwithstanding the fact that Tuck's case dedt with the
diginction between the capitd and revenue nature of income.
However, to achieve more certainty in determining the source of
income, the Commisson recommends that the principle of
goportionment with respect to the source of income be enshrined
in our law in such a manner that our Courts will be obliged to
gpportion income between its various sources.

The Commisson recommends tha the wel-known example of
internationd tax tresties be followed:
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(i) There shdl be attributed to each activity the taxable
income which it may have been expected to make if
it were a didinct and separate enterprise engaged in
the same or dmilar activities under the same or
gmilar conditions and deding whaly independently
with the other parts of its busness;

(i) In detemining the taxable income the locd
opertion will be dlowed to dam as a deduction
expenses which are incurred for the purposes of the
locd operation induding executive and generd
adminigrative expenses so incurred; and

(ii) The taxable income will be determined by the same
method yer on year unless there is good and
aufficient reason to vary the bass.

Where a non-resdent has a ‘permanent establishment’ in South
Africa, but derives other profits that are not atributable to it, the
guestion aises whether those profits should dso be taxed by
virtue of the permanent establishment. An argument in favour of
such a propodtion is that the requirement of a permanent
edablishment is something of a concesson, and not one required
by the nonresdent who dready has some more established
presence here. On the other hand, this would conflict with the
notion that income should not atract tax in a jurigdiction where
there is no red rdiance on the host country’s infrastructure
towards the earning of that income. The Commisson beieves that
there is little red income that turns on this question, and that non-
taxability of income not dlocable to the permanent establishment
is the preferred route. However, it should be dear that the onus is
on the taxpayer to prove tha any given item of income cannot o
be dlocated to the exiding permanent establishment, and full
disdosure of dl income should be legdly required so tha a
proper determination can be made.

The UN Modd Tax Convention specificdly stipulatesthet no
deduction shall be dlowed in respect of amounts if any, "pad"

by the permanent establishment to the head office or any of its
other offices (in law, within the same legd entity) by way of
roydlties, fees or other paymentsin return for the use of patents or
other rights, or by way of commission for pecific services, or for
management, or by way of interest on moneys lent to the
permanent establishment. Likewise no account shall be taken of
amounts charged (other than the dlocation of actud expenses) by
the permanent establishment to the heed office or other dfficesby



way of roydties, fees or other smilar paymentsin return for the
use of patents or other rights, or by way of commission for
specific sarvices, or for management, or by way of interest on
moneys lent to head office or any other offices. In denying a
deduction for such notiond expenses, these rulesarein
compliance with our present law, and it is recommended that they
should be retained. This does nat, of course, contradict the
procedure, as contemplated in the Modd Tresties, that in
determining the prafits to be dlocated to a permanent
edtablishment, these notiond expenditures should be considered
asif the branch and head office were separate entities.
Furthermore, it does not prevent the dlocation of any third party
expenditure, incurred by one of the offices for the benefit of the
other office, to that other office.



5th Report - BASING THE SOUTH AFRICAN INCOME TAX SYSTEM
ON THE SOURCE OR RESDENCE PRINCIPLE - OPTIONS AND

RECOMMENDATIONS

CHAPTER 6 - IMPORTANT CONSIDERATIONS WITH REGARD TO
THE TAXATION OF PASSIVE INCOME

6.1

RES DENCE STATUS

Despite the recommendation thet the South African income tax sysem
should continue to tax active income on the source beds, the taxing of
passve income effectivdy on a worldwide bass would 4ill require a
definition in South African law as to the meaning of ‘resdence, both for
individuas and for juridica persons.

6.1.1 Natural persons

6111

6.1.1.2

The Commisson bdieves that the concept currently
ud in our lav of ‘ordinaily resdent is wel
undersood and, subject to the qudification in the next
paragraph, should be retained.

Wheae, under current rules, it is not possble to
edablish any one sngle place of resdence for a
natural person, it is recommended tha his or her
reSdence datus be determined in accordance with the
tiebreek provisons as contaned in the OECD Modd
Tax Convention. This presents a olution for an
otherwise difficult problem which is both practicd and
internationdly familiar.

6.1.2 Personsother than natural persons

6.1.2.1

The current definition of a domedic (read "resdent”)
compary is a company incorporated in South Africa,
o a compay "maneged and contralled’ in South
Africa The man citicdiam of this definition is thet it
has proven subject to rdaivdy dSmple formdistic
manipulation. This concept is dso out of line with the
commonly used, and much more subdantid, tax treaty
expresson  of  "effecive  management’.  The
Commisson recommends that the concept of effective
management as referred to in Artide 4(3) of the
OECD Modd Tax Convertion be used conggently to
desgnae the tax reddence of persons other than
naturd persons. This may perhgps be best achieved



6.2

INTEREST

through an appropriste definition in Section 1 of the
Income Tax Act. Agan, the change will have the
benefit of employing internationd and, therefore
commonly understood terminology.

6.2.1 Interest flowinginto South Africa

6.211

6.2.1.2

6.2.1.3

Investment capitd is highly mobile and can be moved
edly in ad out of juigdictions not only with
reference to commercid investment criteria, but dso
according to tax advantages. That is why most tax
systems tend to tax interest on a worldwide basis. Due
to exchange controls, South Africa has so far not been
exposed to any maerid tax diven outflow of
domedtic capitd. Conssquently, only a limited degree
of protection agangt movement of capitd from the
South Africen tax jurisdiction has been required. The
essentid  provison is section 9(3) of the Act which
deems certain bank and dmilar deposts off-shore to
giverise to South African source income.

To counter the avoidance of this and other deemed
source provisons, South Africa introduced its own so-
cdled "Controlled Foregn Corporation’(CFC) rules
under section 9A of the Act. Thee provisons ded
with the gtudtion where deemed source income is
rauted through a company in a neighbouring country
(induding  Botswana, Lesotho, Namibia ad
Swaziland) 0 as to convet the income to tax free
dividends. Because mogt of these territories (except
Botswang) fdl within the Rand Mongay Aresg, the
combingtion of no exchange controls and, in some
cases, favourable tax regimes, combined towards a
copitd outflow to these juridictions, therefore,
effectivdly a "regionwide' sysem was imposed The
same kind of avoidance can be expected should South
Africa now lift controls over South African resdents
invesing off-shore. Again the only proper answer is to
expand the anti-avoidance provisons to ensure that dl
forms of passve income are taxed on a worldwide tax
bass.

The Commisson commented in its Second Interim
Report that the tax system should protect the tax base



6.2.2
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6.2.15

6.2.1.6

independently of any exchange ocontrol measures.
Falure to ensure this would make exchange controls
hostage to deficencies in the tax sysem. The
Commisson therefore recommends thet, subject to
any other gopliceble exemptions or provisons of the
Income Tax Act, dl interes receved or accrued by
South  Africen  ordinary reddents or  resdent
companies should be subject to tax.

To counter the avoidance of such taxes by routing
income through offshore entities, the CFC rules
embodied in section 9A of the Income Tax Act need to
be expanded to cover dl offshore entities. As in the
case of a permanent establishment, interest received or
accrued by an  off-shore permanent  establishment
which is not effectivdly connected with the busness
and opedions of that permanent establishment will be
subject to taxation in the hands of the South African
resdent; i.e it should not be possble to escape
taxation by merdy flowing funds through a permanent
establishment.

The Commisson dso recommends that for purposes
of any provisons pertaning to crossborder interes,
whether pertaning to an inflov or an outflow, the
concept "interest” should carry the meaning ascribed
to it in section 24J of the Income Tax Act as different
meanings coud rexlt in  random  discrimingtion
between locd and cross-border funding Stuetions.

If these recommendations are accepted, the exiging
deeming provisons regarding the source of interest
can be sorgpped. Obvioudy, where interest  derived
from other jurisdictions is subjected to tax in South
Africa, it may dso have been taxed in another
jurigdiction. Apat from the protection agang double
taxation afforded by the tax tregties most systems
contain meesures againg this double taxation in ther
naiond lav. In this regad, the Commisson
recommends tha the current foregn tax credit
provisons be reviewed and be replaced by more
gopropricte measures  (see  further discusson in 64
bdow where foregn tax credits ae congdered

generdly).

Interest flowing from South Africa



6.22.1

6.22.2

6.22.3

Mog worldwide or reddence based sysems of
taxation subject nonresdents to taxation on income
derived from a source within ther juridiction, and, in
principle, there should be no objection agang doing
the same as regads interest accruing to or beng
recaved by a nontresident from a South African
source. However, in this ingance, the high mobility of
cepitd militates agang the adoption of a pure
goproach. Mogt  countries  refrain from o taxing
interest, a least as regards interet on debts with
unrdlated parties (socdled portfolio interest). At the
same time, mogt of those sysems tax interest flowing
between related parties. The reason is tha in the latter
Studions interet merdy represents another form  of
extracting profits from the jurisdiction where they
were earned, and of course would enjoy a deduction in
gopropriate crcumgtances. In following  these
tendencies South Africa will ensure that it remans
competitive in internationd cgpitd  makets  while
dill, like mogt other countries, protecting the tax base
on income arising from South African operations.

The gpplication of this sysem requires some definition
of the source of interest. Currently there is no statutory
Oefinition of the primay source of interes and both
Revenue practice and our courts have been relying for
many years on the uncdear ratio from the decison in
the Lever Brothers case (supra). Essentidly, it was
hed tha the source of interet was the making
avalable of the credit. However, to determine the
location of the source, the court conddered various
factors particular to that case. Over the years the
goplication of the tet goplied in the Lever Brothers
cae has become highly over-amplified, and the credit
was generdly held to be sourced where the agreement
was concduded and the funds "phydcdly” meade
avalable to the debtor. This amplification not only
fals to condder the many other circumdaces the
mgority of the court relied on for ther decison, but
hes led to a damaging formdiam in the sourcing of
interest. 1t has become very smple to locate the source
of interest tax advantageoudy, without affecting the
economic subgance in any way.

The Commisson is of the view tha the arguments
dated by Schreiner JA in his minority judgment in the
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6.22.5

6.2.2.6

6.2.2.7

Lever Brothers case have both practicd and theoretical
merit. He commented fird on the common sense

which needs to be brought to bear on matterslikethis:

"In common parlance, by which it is a sound rule to
judge definitions, the property itself, or, which for
present purposes amounts to the same thing, its use, is
treated as the source of the income” (14 SATC 1 a

page 17).
Pursuing this gpproach, he said:

"Essentially¥the interest is the fruit of the money and
comes from where the money is, irrespective of where
the contract was made or the interest is payable.”

Judge Schreiner concluded that the source of interest
on a loan should be congdered to be where the capita
is used and therefore where the debtor islocated.

To obtan cetanty as to the source of interedt, the
Commisson recommends that the source of interest
should be dautorily defined as the location where the
credit or funds are beng goplied - which in most cases
would be where the debtor is located.

The proposed change of the source of interest would
have the result that mogt interest payments to non-
resdents would technicaly be subject to normd tax in
South Africa However, the exemptions currently
avaldble under paticulaly sections 10(1)(h) and
10(1)(hA) of the Act should function to exempt such
interest from normd tax.

The Commisson recommends tha the current
exemptions be reaned for unrdated (e not
connected parties) non-resdent lenders, and indeed be
expanded to incdude the wider definition of “interet”
as per section 24 of the Act in order to ensure that
South Africa is in a podtion to atract foreign loan

capitd.

However, where interest is paid to a nonresdent who
is a connected paty, such payments actudly function
to reduce the South African tax burden of the non-
resdent in favour of the fiscus of the non-resdent, as
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6.2.2.8

6.229

ROYALTIES

the income would usudly be taxed in the other
jurigdiction. The non-resdent will normaly be entitled
to a foreign tax credit for South African taxes imposed
which means that the only bendfit to the nonresident
under the current sysem is that the lender may benefit
from a lower tax burden aroad. The Commisson thus
recommends the reintroduction of non-resdents tax on
interes (NRTI) in respect of such connected party
interest.

When interest received by non-resdents was dill
taxable, it was subject to both normd South African
tax and NRTI. The NRTI was then creditable agangt
the normda tax. The Commisson is aware tha in the
past, when both these taxes gpplied, in practice mogt
taxpayers amply pad the NRTI without ever filing a
refurn to be assessed for normd tax. It recommends
that this practice be given legd vdidity by making the
NRTI, which will goply only in connected paty
gtuations, as a find withholding tax. This will bring
the South African NRTI in line with Smilar taxes in
other juridictions. The rate a which this NRTI should
aoply is the prerogaive of the government, but the
Commisson does not ewissge somehing materidly
different from the previousrate of 10%.

In summay then, where interest flowing from a
primary South African source to a nonresident
conditutes a portfolio invesment (i.e payment to an
unconnected lender), it should continue to be exempt
from both normd tax and NRTI. In the case where it
flows between connected paties, only the exemption
from normd tax should apply. The exemption from
withholding tax (NRTI) would therefore not apply
between connected parties, in consequence whereof
the NRTI will become afind withholding tax.

Before conddering the taxation of roydties the definition of the term
itsdf requires comment. The Commisson recommends thet, for ease of
underganding and internationd  compdibility, the OECD Modd
Convention definition of roydties should be utilised. This is contained in
Artide 12(2) of the modd and reads as follows:



"The term ‘royalties as used in this Article means payments of any kind
received as a consideration for the use of, or the right to use, any
copyright of literary, artistic or scientific work including cinematograph
films, any patent, trade mark, design or model, plan, secret formula or
process, or for information concerning industrial, commercial or
scientific experience.”

Following this route dso reduces the posshility which currently exids
that dements of roydty payments may be dassfied as such under
naiond law, but not be covered by our typicd tax tregies The
recommendation contemplates that this definition should replace the
current implied definitions contained in sections Y(1)(b) and Y(bA) of
the Act. It is neverthdess emphasised that, even if the exising definitions
wereto be retained they would require amendment, viz -

() The Commisson bdieves tha physcd plant and
equipment have no place in the concept of
intdlectud property. In this regard the wording of
the current sections 9(L)(b) and 9(1)(bA) is
acceptable; and

(i) It should dso be noted that the OECD dfinition
maekes no reference to sarvices The omisson of
sarvices would be an improvement on the present
wording in section 9(1)(bA) of the Act which
incdludes in the ambit of the deaming provison,
svices redaed to the utilisstion of intdlectud
propety. The Commisson does not bdieve tha
the concept of roydties should extend to payments
for sarvices (as didinct from the conveyance of
knowledge or experience). This would be
incondgent with the basc didinction between
ative and pessve income that has been
recommended. It has dso led to great uncertainty
in practice. To the extent that internationa roydty
agreements often contain service eements, the
recommendations in the OECD commentary tha
contrects should dlocate the contract payments as
between roydty dements and sarvice dements
should be the depature point; obvioudy, any
dtribution by the taxpayer, whether contractudly
or by way of decladtion in tax returns, will be
subject to anti-avoidance provisons incuding the
new trandfer pricing rules in the Income Tax Act.
In this manner current uncertainties will  be



reduced, but the sysem will find a functiond
resonance with internationa norms and practices.

From a tax technicd viewpoint, in a sysem which
seeks neutrdity as far as possble, there seems to
be no judification for excduding roydties for the
ue in South Africa of printed publications - i.e.
books or magazines. The Commisson
recommends that this excluson should be removed
from the ambit of section 9(1)(b) of the Act.

6.3.1 Royaltiesflowinginto South Africa
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6.3.1.2

6.3.1.3
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Under South Africen tax law, income derived from
the exploitation of intangible property is regarded
as sourced in South Africa if the intangible
propety was devdoped in South  Africa
irrespective of where the asst is used to generate
roydties (see the basc principles as to source of
roydties as expounded in Millin v CIR 1928 AD
207). Therefore, roydty income generaed by a
South Africen reddent is lagdy taxed on a
worldwide basis under the current system.

Roydties would usudly be regarded as passve
income and would thus be taxable on a worldwide
bass under the proposed sysem. Since most
royaties are currently effectively subject to tax on
a worldwide bass, the proposed sysem would not
materialy change the status quo.

An goproprite foreign tax credit mechaniam
should goply. Section 6(bis) currently provides
such credit reief in respect of roydty income. It
should be noted here that this provison is more
gopropriate  as a credit mechanisn than the
providons of section 6(quat) (which goplies
generdly) in that it does not require the foreign tax
to be exacted on income which is foreign source
according to South Africen source principles.
Ingead, it reguires tha the foreign income tax be
properly payable, without aright of recovery.

As in the cae of interest, the CFC regime
recommended esewhere in this report will serve to

curb practices whereby the taxation of roydties are



avoided through ther transmutation into dividends
via fadlitaing off-shore dructures.  Furthermore,
roydties routed through an off-shore permanent
establishment (as referred to in this chapter) and
not effectivdly connected with that permanent
edablishment, will continue to be subject to
taxation. In line with the proposds as to the
taxaion of passve income, where the roydties ae
effectivdly connected with such a permanent
edablishment in that they are generated through
the subdantive busnes activity of tha
edablishment, they will not be taxable in South
Africa in accordance with the basc principle that
active income generated offshore will not be
congdered as sourced in South Africa

6.3.2 Royaltiesflowing from South Africa
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6.3.2.2

As dated with regard to the source of roydties, such
payments to nonresdents would usudly not  be
sourced in South Africa However, most resdence
sysems impose some form of withholding tax on such
paymerts. Currently, South Africa ds0 imposes a
withholding tax on such payments in accordance with
deemed source providons. It is proposed that the
fallowing would gpply:

(i) Where a nonresdent receives or accrues roydties
from South Africa which ae not of a South
African source, but which relate to the use in South
Africa of the rdevatt intangible, the deemed
source  provisons and a  withholding  tax
mechaniam should continue to gpply; and

(i) Where a nonresdent derives South African source
roydties, norma tax prindples shdl goply to
determine whether the income is dtributable to a
permanent establishment. If it is not attributable to
a permanent edablishment, the income should only
be subject to the withholding tax.

If the recommendation is accepted that roydties
should be defined with reference to the OECD Modd
Tax Convention, sections (1)(b) and A()(bA) of the
Act chould be replaced with a provison that
incorporates the new definition. The source deeming
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dement should be retained. Tha is the withholding
tax will aoply to roydties as then defined, derived
from the use or right of use of the rdevant intangible
in South Africa

The Commisson sees little benefit in the complicated
manner in which the roydty withholding tax rate is
computed, and recommends that a flaa rate be
introduced. If this rae should vay too much from
some reasonable gpproximation to the normd tax rae,
it should be adjusted together with other rates in the
gydem. To fix the rae is the prerogaive of
Government, but the Commisson would not envisge
anything that maeridly increases or decreases the
current effective rate.

The Commisson undedands that the provison in
terms of section 35(2)(f), whereby a subsequent return
can be filed in respect of the roydty, is both narrow in
scope and vey rae in goplication. The roydty
withholding tax, for dl practicd purposes, hes been a
find  withhdding tax axd the Commisson
recommends that this be formdised by removing this
provison.

64 RELIEF FROM DOUBLE TAXATION THROUGH GRANTING
FOREIGN TAX CREDITS

6.41 Genegad

64.11

6.4.1.2

When a home country, i.e. one in which the taxpayer
reSdes, seeks to tax foreign-source income of
resdents or the domedic-source income  of
nonresdents, the posshility of double taxaion
becomes red. As noted dsewhere, typicdly the source
country will be favoured and the resdence country
will be expected to grant rdief. A juridiction that
follows the resdence principle has therefore only one
practicd sdution a its disposa if it wishes to adhere
to the neutrdity canon in its income tax system. It
mus grant tax relief, ather unilaterdly or through the
negotiation of bilaterd double tax agreements.

South Africa has for many years taxed some passve
income effectivdy on a worldwide bass and has
therefore built such rdief into its sysem, manly
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through credits againg its own taxes on taxes pad in
foreign jurigdictions, the socdled foreign tax credit or
FTC. The Commisson bdieves this mechanism is
entirdly appropriate, and therefore deds only with
adjugments to this sysem tha would flow from its
propased expansion to aworldwide basis

It has been mentioned that section 6(quat) of the Act is
too limited and that the current section 6(bis) may be
an gopropricte darting point for a full foreign tax
credit system. Such a sysem will, however, have to be
extended to dl income subject to tax in South Africa
raher than be limited only to intdlectud property
income. With South Africa increesng its participation
in international trade and invetment, however, its
provisons need to be amplified in some repects to
comply with internationa norms.

6.4.2 Foreign tax credit pools

6421

6.4.2.2

The foreign tax credit should be limited to a credit for
foreign income or withholding taxes imposed on the
income which is dso subject to tax in the hands of the
South African resdent. Therefore, foreign taxes on
active income or dividend income would not be
crediteble taxes A primary consderation is whether
there should be only one comprehensve foreign tax
credit pool or severd according to type of income
andlor country of origin of the income Obvioudy,
dthough foreign income (subject to tax in  South
Afric) may be divided into vaious pools there will
be an ovedl redriction placed upon foreign tax
credits in that the ovedl credit granted will not
exceed the South African tax on the foreign income.

A dngle poo would gretly enhance smplicity,
epecidly in a sysem where there is provison for
carry-foowards of unutilised credits as recommended
bdow. The argument agang a sngle pool is that it
dlows taxpayers to manipulate ther foreign tax
burdens as between high and low tax jurisdictions so
as to maximise the credt agang the home taxes.
Ancther problem is that it dlows them to mix highly
"mobilé’ forms of income with the less mobile forms
which leads to the manipulaion of different kinds of
income merdy to maximise the foreign tax credit from
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one type of income agang another. The most obvious
example of this latter phenomenon is where interest
bearing off-shore invesments are located in particular
jurigdictions with the sole purpose of exploiting the
taxpayer’ s overdl foreign tax credit profile.

The Commisson conddes in the firg place that
providing for separate pools by country will introduce
digoroportionate complexity without materidly
enhancing revenue collection. Due to the high mobility
of cepitd, the Commisson gave condderaion to the
posshility of recommending that foreign tax credits on
interet  income should be accounted for separady
from those on other income In this other sysems
were conddered, thee ranging from the Audrdian
multiple pod sygsem to the Geman sysem, where
effectivdy only one pool is used. The Commisson
condders thet, even in the cae of interes, the likdy
manipulation of foreign tax credits will not be lage
enough to judify the addiiond complexity in the
foreign tax system that separate pools will bring about.
It therefore recommends that a generd foreign tax
credit sysem should provide for only one pool of
foragn income, regades of geogrgphic origin or
naure. The gtuaion can be monitored and, if it
gppears that there is an unacceptable degree of foreign
tax credit maenipulation as South African off-shore
investment increases, a separae pool for interest
income may be introduced a alater stage.

6.4.3 Carry-forward and carry-back rules
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6.4.3.2

There is litle condgtency aound the world on the
carry-forward or cary-back of unutilised foreign tax
credits. At the one extreme the United States and
Canada, for example, dlow a 7 year caryforward
plus a 3 year caryback. The United Kingdom and
New Zedand, on the other hand, dlow mo carry-
forward or carry-back. Jgpan dlows a 3 year cary-
forward, and Audraiaone of 5 years.

Falure to dlow a least some degree of carry-forward
coud resdt in inequity, inhibiton of intenaiond
trade and the expenditure of much unproductive effort
in atifidaly managing credits so that they may not be
log. For these reasons the Commisson recommends



6.4.3.3

6.44 Tax losses

6.4.4.1

6.4.4.2

6.4.4.3

that a carry-forward of unutilised foreign tax credits be
dlowved.

The Commisson conddered whether any carry-back
should be dlowed, and whether there should be any
resricion imposed as to the number of years for
which the foreign tax credit could be caried forward.
It concluded that, in line with the current trestment of
tax loses in the South African system, foreign tax
credits should not be dlowed to be caried back, but
should be dlowed to be carried forward indefinitely.

In order to have a smoothly functioning sysem of
foreign tax credit it is necessay that there be a
convention regarding the ordering of the utilisstion of
foreign tax credits versus the utilisation of current or
caried forward South African tax losses Assuming
there is a combination of South African assessed loss,
foreign source taxable income and foreign tax credit, a
canvention is required to edablish which takes
precedence. |Is the assessed loss first set off againgt the
foreign source income, or is the foreign tax credit firg
st off agang the South Africen tax agpplicable to the
foreign source income?

The Commisson would opt for the sysem of firg
utilisng the foregn tax credit agang the foreign
source income. To do othewise would be to the
detriment of the taxpayer in that it could create a loss
of foreign tax credit. However, the more subdtantid
reeson for opting for the convention is that the
Commisson does not wish to discourage  South
African  resdent companies or individuds from
edablishing activities and performing services abroad.

It should be pointed out that this issue of ordering only
becomes citicd in a gtudion such as that in the
United Kingdom where foreign tax credit cannot be
caried foroward a dl. The UK has in fact reversed
their convention regarding this ordering, so as not to
discourage the utilisstion of the UK as a base for
foreign invesment, and has adopted a convention most
favourable to the taxpayer.



6.4.5 Computation of profits
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The Commisson notes that, in order to determine the
amount of applicable South African tax with reference
to the foreign source income, the foregn income
which is taxable in South Africa needs to be
recondituted according to  South  African  tax
principles. Such a computation is necessay to
determine the maximum creditability in respect of
foreign tax for the given year. When te South African
taxable income has been computed - with reference to
the foreign source income - foreign tax credit will then
be avaladle to the extent of the South African tax on
that foreign source income as recomputed.

6.4.6 Secondary Tax on Companies(STC) and the offsetting of foreign

tax credits

6.4.6.1

6.4.6.2

6.4.6.3

The extenson of the deemed source provisons
automaticdly raises the issue as to whether passve
income would be subject to STC. Currently, foreign
source income is excluded from the ambit of STC. It is
the Commisson's view tha such passve income
should not be exduded in the computation of STC,
egpecidly snce South Africa has ddiberatdy syled
STC a a tax on the company, and not on the
shareholder. The affected income would therefore be
subject, not only to normd tax a 35%, but dso to STC
a 125%. The necessxy corollary of that would then
be that our foreign tax credit sysem mus dlow
foreign taxes to be st off agang both norma tax and
STC. The Commisson recommends accordingly.

It is suggested that the smplest procedure is to dlow
the rdevant foreign tax to be offst agang the
atributable normd tax. Then, to the extent that there is
an excess this should be dlowed agang the
atributable STC. Any remaning credit would be
caried foowad to the folowing year if the
recommendations as to the carry-forward of credits are

accepted.

Litle additiond adminigdrative effort would be
required, sSnce <section 64B(6) dready requires
taxpayers to cdculate an apportionment between locd
source and foreign source net annud profits. The tax



6.4.6.4

recun could be modified to dlow companies to it
the locad source section into normd source and
deemed source portions. The foreign tax credit would
then only be deductible againg the STC attributable to
dividends declared out of the latter.

The only adminidrative complexity would reae to the
order of st off. This follows because the company
will only be able to st off agang STC an excess
remaning after the norma tax set off, and this excess
is only properly determingble once the company's
annud tax return is assessed. Since such returns are
assessed only annudly, and are frequently subject to
condderable dday, and dnce dividends may be
declared a frequent intervads the potentid for
inequiteble trestment (and confusion) is condderable
unless areasonable estimate is accepted.
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CHAPTER 7 - OTHER RELATED MATTERS

7.1  CORPORATE HEADQUARTERSAND HOLDING COMPANIES

711

712

713

Encouraging the formation of internationd corporate headquarters
and hoding companies locaed in  South Africa will be
advantageous to the economy in two ways.

(i) 1t will encourage locd investors to expand offshore without
sending scarce human resources abroad; and

(i) 1t will encourage foreign investors to expand into Africavia
South Africa

Both of these factors would lead to the retention and importetion
of <kills and a subsequent contribution to overdl economic
activity in the country.

As daed before, a resdence tax sysem would not encourage
such companies to locate in South Africa The current system, on
the other hand, has been less than successful because:

(i) Theinvesment dimate was hodtile prior to the country’s
democratisation;

(i) Thereis concern that aresdence (worldwide) tax sysem will
be introduced;

(i) The existence of exchange controlsis a deterrent; and

(iv) Cetan items of income generated by headquarter companies
are taxed in South Africa, ether because they represent South
African source incane like head office management services,
or by virtue of section 9(1)(d) of the Act.

The fird congderation has disgppeared, and the third fdls outsde
the scope of this Commisson's responghiliies  The
Commisson's recommendaions in this chapter, however should
favourably impact upon the second factor. The fourth
condderdtion requires a legidative solution. If South Africa is to
encourage the formation of new internationd headquarter and
holding companies, and prevent the migraion of those dready
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7.16

717

esablished, it is essatid that ther tax datus be cetan and
unasallable.

The key fiscd aitributes of a regime conducive to the formation
of internationa holding companies are;

(i) A reasonable double tax agreement (DTA) network;

(i) The exemption of offshore corporate dividend income from
locd income tax;

(i) The exemption of other defined offshore corporate income
from local income tax;

(iv) The dxsence of locd corporate capita gainstax;

(v) Low or noloca withholding tax on dividends paid to
shareholders, and

(vi) An efficent locd tax rulings system.

In contrast, and in addition to the above, the key fiscd atributes
of a regime conducive to the formaion of internationd
headquarter and service companiesare:

(vii) No tax on head office services rendered a the heed office to
the multi-nationa group; and

(Vi) The exemption of offshore persond remuneraion from loca income
tax, where the employee works exclusvely offshore for a
certain minimum period.

By way of compaison, and to define the environment in which
South  Africa is competing, the conditions conducive to
internationd  holding companies prevaling in fifteen countries in
Europe and Asia have been conddered. In addition to these, there
ae of course numerous tax havens esch of which is d0 a
potentiad  competitor. When, however, South Africas geographic
proximity, regiond superiority as regads infragructure, and
common cause with Africa are conddered in addition to fiscd
fadtors, it could become a highly dtractive location for these
types of companies a leest for operations in Africa (and
epecidly Sub-Saharan Africa).

It is ds0 ggnificant that, while for a long time there has been little
or no initiaive by other African countries to establish their dtaus
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in this regard, the Commisson undersands that Botswana is
conddeing a regime in terms of which fees ec. eaned by
headquarter companies would be tax exempt. Audrdia is another
jurigdiction in the larger region which dready provides this kind
of exemption. The Commisson recommends tha sSmilar
exemptions be introduced for South African headquarter
companies.

The tax regime as it currently exigs, or as further recommended
in this report, to a large extent satisfies the preferred criteria listed
above. The Commisson recommends, however, that
condderation be given to a statutory commitment that headquarter
and holding companies edablished a the time of any change in
legidation that affects this favourable status will be protected by a
delayed implementation, or would be given a phasein peiod in
which to adjugt.

DEEMING PROVISIONS AND EXEMPTIONS

721

722

There are severd deeming provisons as to source currently in the
Act which, under a new dispensation, would have to be removed.
Some of these have been indicated, but a proper inventory of
them should be made and judgment exercised in eech case as to
their retention. It is certainly not so that dl will disgppear, but
those remaining should be compatible with the new system.

Some of the exiging exemptions of cross-border income would
have to be reviewed to harmonise these with the new system. For
exanple, in its Second Interim Report, the Commisson
recommended that the provisons of section 10(1)(hA) of the Act
should be amended to deny the tax exemption on interes received
by nonresdents where the nonresdent caried on busness in
South  Africa through a branch. The intention with this
recommendation was to prevent foreign banks carying on norma
lending operations in South Africa through a branch and thus
obtaining an unfar advantage over their domedtic competition.
When this recommenddion was legidaed, however, the
exemption was denied in dl cases where the interet was
effectivdly connected with the busness caried on by that non-
resdent in the Republic. The concept of carrying on of a busness
in South Africa is much wider than the concept of doing o
though a locd branch, and this has crested some uncertainty in
dtuations not intended to have been affected. It is recommended
that the redriction should refer rather to the existence of a branch,
and then more edficdly, in the context of thee
recommendations elsawhere in this report, to a nonresdent



carying on the busness through a permanent place of business
suitably equipped for carrying on such a business. Interes which
is dtributable to such a busness should then not qudify for the
exemption.

73 REMUNERATION OF EMPLOYEES WITH REGARD TO
CONTRACT WORK PERFORMED IN SOUTH AFRICA

731

732

Contractors and sub-contrectors who participate in projects in
South Africa, but who often fall to make ther presence known to
the tax authorities, have long been a problem to the sysem. The
1986 Mago Report recommended that a form of withholding tax
should be invedigated. It recommended further that details of
foreign contrectors and individud job seekers and employees
entering the country should be made available by the Department
of Home Affars to enable Revenue to register them as taxpayers
and, in the case of independent contractors, as employees for
PAYE purposes. The subsequent Government White Paper agreed
that this posshility should be invedigated, and dated thet
arangements had been made to get the suggested informetion
from the Depatment of Home Affars. Nether of these has
achieved the degred reault.

The issue involves severd practicd and adminidrative problems,
but the Commisson agrees with the suggesions of the Margo
Commission and urges thet gppropriate action be taken.

74  THEELECTRONIC FUTURE

741
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The Commisson receved much evidence regarding a not too
digant future where internationd trade invesment  will
increesingly  become a  function of globd  dectronic
communication such as through the Internet. There is no doubt
that these devdopments will greglly impact some of the basc
tenets of international taxation as they exis today. Examples
include the irrdevance of physcd presence in order to trade
(impacting on "permanent esteblishment” concepts), the ease with
which current reddence notions can be manipulated through
hyper-mobility of an entire office and trading or management
capacity, and the manner in which goods or sarvices can be
contracted for, advetised and even ddivered via dectronic
means.

The Commisson has found no precedents around the world, nor
even proposds, which pupot to ded with thee likdy
devdopments. This is a matter that will affect dl economies, and



no doubt measures will be developed & the impact increases. The
Commisson is of the view tha it would be premaure now to
introduce an entirdy new regime of internationa taxaion which
seeks to cope with these developments, indeed, to seek a
pioneering role here would be both arogant and dangerous. On
the other hand, by the mgor thrust of integrating South Africas
internationd  tax arangements as dosdly as proposed  with
international  tax conventions and concepts, the South  African
sysem should be better placed than most to absorb technicd tax
changes as they deveop between trading nations. For example, it
can be reasonably assumed tha much of this tax evolution will
teke place through tresty negotiations aound concepts like
pemanent  edablishment  definitions,  atribution rules  or
exemptions or credits affecting passve income. By incorporating
many of these interndiond concepts into our naiond law,
successful - devdlopments  internationdly  will meke our options
dear and fadlitate ther implementation where it is fdt they have
aufficient merit.



5th Report - BASING THE SOUTH AFRICAN INCOME TAX SYSTEM
ON THE SOURCE OR RESDENCE PRINCIPLE - OPTIONS AND
RECOMMENDATIONS

CHAPTER 8 - ANTI-AVOIDANCE MEASURES

81  GENERAL

811

812

8.13

814

It would be easy for a taxpayer to change "passve' income into
exempt dividends by re-routing the income through an offshore
company. Furthermore, taxation can be deferred by accumulating
income in offshore entities. Such schemes have to be countered
by goecific antravoidance rules, snce the generd antitax
avoidance providons of section 103(1) of the Act would often not
aoply, for example, such an offshore company may adso function
to avoid or reduce foreign taxes.

It is adso important to recognise that more extensve anti-
avoidance rules will become necessay in the South African
sysem not as a result of the proposds in this report, but smply
because, once exchange controls ae relaxed, cross-border
invesment will increese in quantum, sophidication and variety to
a levd where current measures will be wholly inadequate. To the
extent that additiond messures introduce grester complexity, this
is the inevitable price to pay for the find Step towards full
integration with the globa economy.

The Commisson's review of interndiond sydems induding
discussons of ther effectiveness and practical  agpplication  with
those more convesant with ther actud  implementation,
convinced it that anti-avoidance measures mugt drike a baance
between perfection and pragmatism. Messures which seek to
address every possble eventudity become highly complex with
two results firdly, they inhibit legitimae trade, which is a sure
dgn of a bad internationd tax sysem; and secondly they more
often than not lead to an ineffective antravoidance regime
because ther complexity prevents proper adminidrative
implementation.

The specific anti-avoidance provisons of Audrdia, the UK and
Gemany are furnished in some detall in the Annexure, as thee
indicate representative  examples of anti-avoidance  systems
ranging from a highly complex anti-avoidance regime to a less
ambitious one that is from an adminidrative perspective perhgos
more redigtic and efficacious.



8.2

SELECTED COUNTRY ANALYSS
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The problems which necesstate anti-avoidance measures are dso
expaienced by countries which base ther tax sysems on the
resdence principle. South Africa has not s0 fa had to devedop
detaled rules of this nature due to the exchange control and other
inhibitions on making off-shore investments. Elsewhere offshore
intermedary entities can be used to change the character of
income to dividend (exempt) income or Smply to defer home
country taxation by accumulating income in the offshore entities
Deferrd may dso be achieved by the use of offshore trugts, which
may be utilisad by elther companies or individuas.

Mog countries which tax on a resdence bass have introduced
goecific measures to counter such practicess The measures
goplicable in the United Kingdom, Germany, the United States of
America, Audrdia and New Zedand have been conddered as
guiddines for suggesting wuiteble rules for South Africa The
rues gpplicdble in Audrdia, Gemany and the United Kingdom
could be regarded as representetive of the basic options available.

The rules goplicdble in the sysgems andysed dl didinguish
between "activé' and "passve' income dbat that different
concepts are used. New Zedand rgected the didtinction as being
too uncetan with regad to thar "Controlled Foreign
Corporation” (CFC) rules, but gpplied smilar concepts in thar
"Foreign Income Fund" (FIF) rules.

The rules gpplicable in the USA, Audrdia and New Zedand ae
vay complex and comprehensve. The Audrdian rules ae
possbly the most comprehensve and they seem to dtempt to
cover every conceivable cae The rules gpplicable in the UK and
Gemany aopear far more smple and generd, i.e they do not
atempt to be exhaudive, and may rather be seen as guiddines,
with more discretion left to the tax authorities The latter
goproach appears to be the more practicd in the light of the
tremendous adminidrative effort required under the former and
gnce both authorities and taxpayers will have a large body of
internationa guidance on which to rey.

The rules andysed relate essentidly to the atribution of income
to the locd shareholdersparticipants/controllers of a controlled
offshore intermediary entity. However, some countries have dso
introduced specific rules to counter the accumulation of income in
foreign investment funds which are not necessarily controlled by
locd reddents or beneficiaies (the Foreign Invetment Fund



8.3

rules). Such funds engble investors to escape or defer dl tax, i.e
both foreign and locd, and these rules should dso be consdered,

particularly since locd retirement funds are now subject to tax.

RECOMMENDATIONS

8.3.1 CFC Rules

8311
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To counter the rerouting of taxable passve
income through offshore intermedigte entities to
convert the income to tax exempt dividend income
or cgpitd didributions, or to achieve a deferrd of
taxation by accumulaing funds in such offshore
entities, Controlled Foreign  Corporation  (CFC)
rues should be introduced. Essentidly, the income
derived by the intermediste entity <should be
dtributed  proportionatdly to the  contralling
resdent in South Africa This implies an extenson
of the exiging provisons under section 9A of the
Income Tax to cover dl foreign jurisdictions and
al foreign taxable entities.

A CFC chould be defined to indude al foreign
entities which would be regaded as taxable
entities under South African income tax law, i.e
tax trangparent entities should not be incduded as
the income would not accrue to such entities for

tax purposes.

The definition of "contro” should be wide to avoid
manipulaion, paticulaly through the use of
"drav persons’ as directors as well as the use of
offshore discretionary truss as holding  entities.
This ds0 implies an extenson of the current
definition of a controlled company under sedion
9A of the Income Tax Act. In this regard, the tests
goplicable under the German CFC rules could be
conddered. Their definition of "control" indudes
any form of indirect control through a person
holding shares or voting rightsparticipation where
such a pason has to follow the indructions of a
loca resdent in such a way that he/she does not
have red freedom to make his or her own decison.

Under the German CFC rules income of a foreign
intermediate  entity controlled by a German
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resdent will be atributed proportionady to the
resdent if such income was subject to low taxation
aoroad, even if the income was socdled active
income. Before such  atribution  will  goply, a
shareholding or voting right/participaetion of 50%
is required. The German dtribution rules in respect
of income with a "cgitd investment character”
aoply where a German resdent owns a least 10%
of the shares of a CFC. This application of the
rules to a stuation where in fact there is no control
is out of dep with the notion of controlled foreign
corporation rules. It is dso uncommon, and the
Commisson recommends that this gpproach
should not be folowed. The atribution should
only apply in cases where South African resdents
control 50% or more of the shareholding/voting
right/participation of the CFC.

The CFC rules would not gpply if the CFC derived
the income through the carying on of an active
busness. In this regard, the examples of tests for
genuine budness activities as outlined in  the
decription of "exempt attivities' in Pat 1l of
Schedule 25 of the UK Income and Corporations
Taxes Act could be a ussful guiddine,

The ocondition for exemption of active income
under both the UK and Geaman rules tha such
income may not be subject to tax at a rate below a
minimum levd, should not be introduced under the
new rules as tha would contradict the basc
premise that active income would only be taxed on
the source basis.

This condition could be induded in the new rules
in respect of passve income i.e if such income is
subject to an effective tax burden eguivdent to the
South African tax burden on such income. There
would be no loss to the fiscus in the later case as a
foreign tax credit would be avalable in respect of
such foreign taxes.

The exception provided under the UK rules in
repect of "acceptable’ didributions should not
aoply as the dividends would not be taxed anyway.
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Dividends ae taxable in the UK, hence the
exception.

The redriction under the UK rules that a CFC must
cary on an active busness in the country of its
incorporation is not recommended. In terms of the
basic teds for active income outlined above any
offshore presence (qudifying as a permanent
edablishment) should suffice to  dasdfy  the
atributable income as active income.

The redriction gpplicable under both the UK and
the German rules that a CFC may not derive the
income through transactions  with  connected
persons should not be introduced as trandfer
pricing rules should be sufficent to counter any
related abuse.

The UK guiddines refer to a motive tes in terms
of which the rules would not gpply if the taxpayer
can show tha the motive for edablishing the
offshore CFC was not only to divet profits from
the UK, and that there was a bona fide busness
purpose. Such a tes is not recommended as it
would make it very easy to avoid the gpplication of
the rules. It is suggested that the rules should apply
in dl cases where passve income was re-routed
through an offshore CFC irrespective of the
moative.

The UK has introduced specid rules in connection
with offshore banking and insurance companies. In
the light of the potentid manipulation in this areq,
soecific rules for such activiies should be
conddered. The UK rules should be conddered in
formulating such rules

The German rules ded gpecificdly with renting or
leesing of movegble property. It is required that the
CFC caries on a commercid renting or leasng
busness and paticipates in busness dedings and
performs dl activities typicd of such a busness It
is submitted that the later conditions are a&in to
the tet outlined aove for active income and
would therefore not add to the gpecific anti-
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8.3.2 FIF Rules
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avoidance rules. However, this test could be ussful
in formulating the tes for "active' income.

The gpecid exception under the UK rules of
exduding offshore liged companies should be
introduced under the new rules The de minimis
exception under UK rules should dso be
introduced.

The Geman sydem <spedficdly excudes the
goplication of its rules in cases where an offshore
holding company extracts passve income from a
foreign active subsdiay. As pointed out above
the Commisson is not in favour of such an
exception. On the other hand, where the offshore
CFC generates the passve income as incidenta to
its active income, eg. where cash is generated
which is onlent to a foreign subsdiary or where
an intangible was devdoped and lessed to a
foragn subsdiary, such income should not be
atributed under the CFC rules.

As in the UK, the find rules should be daified by
means of a Revenue Practice Note which could be
expanded to cover practicd problems encountered
in their gpplication.

To counter the avoidance of South African income
tax and, in paticular, the new tax digpensgtion for
retirement funds, in cases where resdents invest
abroad into entities or funds which they do not
control, Foreign Income Fund (FIF) rules should
be introduced. The Audrdian FIF rules provide a
useful example.

Essentidly, invesments by  South  African
resdents in offshore entities or funds should not
provide an opportunity to defer or avoid tax on
investment returns. The FIF rdes should goply to
dtribute the underlying income of the foreign
entity or the invesment fund to the South African
invesor in proportion to his or her invesment. To
determine the actud return on such a participating
invesment  will be virtudly impossble in mogs



cases and therefore a deemed return based on the
oiigind capitd amount inveted chould be
assumed. The Audrdian precedent is useful in this
regard.
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CHAPTER 9 - SUMMARY OF RECOMMENDATIONS
GENERAL PROPOS TIONS

91 The sygem dhould recognise a difference between "active' income
(income deriving from direct, operaiond activity), and "passve' income
(income which is derived from passve forms of invesment).

92 Active' income should continue to be taxed on a source bads.

93 No detaled definition of source should be atempted and ingead the
gened concept usad internaiondly of taxing busness profits with
reference to a combination of “ativity” linked to a "permanent
establishment” should form the badi's of taxability.

94 "Passve' income should be taxed on aworldwide bass.

95 South African tax law, insofar as it relates to invesment and trade across
borders should seek generdly to incorporate concepts and terminology
widely used and recognised internationaly.

96 Suitable anti-avoidance measures should be introduced both to meke
current provisons which are beng retaned, as wdl as new provisons
proposed, effective. Such measures must drike a baance between being
aufficiently detailed to be effective, but not so daborate as to be counter-
productive and unduly inhibiting of internationa trade and investmernt.

CHAPTER 4: DEFINITION OF ACTIVE AND PASSIVE INCOME

Active Income

9.7 In defining active income, reference should be made to the internaiona
treety teminology of busness income, together with an illudtraive, but

non-exhaudive lig of activities which shdl be regarded as active income
[paras. 4.1and 4.2].

Passive | ncome

98 Passve income should not be separatdy defined, and should include dl
income which is not active income.



9.9

9.10

For purposss of ati-avoidance, certain income should be deemed to be
passve income unless the taxpayer can show that such income was
derived off-shore through a permanent edtablishment suitably equipped
for the generation of such income.

Passve income extracted by a South African company from an active
foreign subsdiary should not be regarded as active merdy by virtue of
the connected party reationship [para 4.3].

CHAPTER 5: DETERMINING THE SOURCE OF ACTIVE INCOME

911

9.12

9.13

9.14

The Commisson recommends agang a detaled codification of generd
source rules and suggests the introduction ingeed of internationdly
undersood source principles, which can then be interpreted agang an
internationdly available base of andyss and expertise [para 5.1].

The Commisson recommends thet the internationd trend, both in various
nationd legd sydems and in internationd tax tregty law, of tax ligbility
aigng through a permanent egablishment should be formdly introduced
into South African tax law. Taxability o cross-border active income will
therefore be determined by the interaction between two basc concepts -
presence (through a permanent establishment), and activity. When, and to
the extent that, active income generated by the activity can be atributed
to the pemanent edablishment, it should be taxed in the jurigdiction
where that permanent establishment islocated [para. 5.3].

With certain qudifications [see paas 541 and 54.2], a permanent
esablishment should be defined with reference to the typica treaty
definition, preferably that contained in the United Nations Draft Modd
Convention [para. 5.4].

International treety concepts of atribution of profits to a permanent
egablishment should be introduced into our law, and there should be a

less emphasis on a dominant source [para. 5.3].

CHAPTER 6: IMPORTANT CONSDERATIONS WITH REGARD TO
THE TAXATION OF PASSIVE INCOME

Residence status

9.15

The definition of reddence datus for both naturd persons and others
should in severa respects be digned with internationa norms [para. 6.1].

Inter est
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9.20
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9.22

Subject to ay gpplicable exemptions or provisons of the Income Tax
Act, dl interest recelved or accrued by South African ordinary residents
or resident companies should be subjected to tax [para. 6.2].

To counter avoidance, the Controlled Foreign Corporation (CFC) Rules
currently embodied in section 9A of the Income Tax Act need to be
expanded to cover dl offshore entities.

Whether  affecting interes  flowing into or from South Africa, for
purposes of ay provisons rdding to interest flowing cross-border, the
concept of "interex" should cary the extended meaning ascribed to it in
section 24J of the Income Tax Act.

Exiding deeming provisons asto interest should be scrgpped.

Current foreign tax credit provisons should be reviewed and be replaced
by measures gppropriate for the expanded scope of taxation of off-shore
interest [para. 6.4].

Where interest flows from a South African source to a nonresdent who
is a connected party, such interet should attract a withholding tax,
nandy a nonresdents tax on interest (NRTI). The exemption from
norma tax should stay, thereby making the NRTI afind withholding tax.

The source of interest should be datutarily defined as the location where
the credit or funds are being applied - which in most cases would be
where the debtor islocated [para6.2].

Royalties

9.23
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9.25

9.26

The definition of "roydties' should be digned with the internationa
treety definition [para 6.3].

Roydties should be taxable in South Africa if receved or accrued to a
South  African  ordinaily resdent individud or resdent company,
regardless of the source from which they originate.

As with interest, anti-avoidance measures, includng CFC rules should
be expanded, and suitable foreign tax credits provided for.

The withholding tax on roydties recaved or accrued by nonresdents
should be fixed a a fla rate, and should be made a find withholding tax
(the Commisson's recommendations are not intended to bring about a
materid change in the actud rate used).

Foreign Tax Credits
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The current principle of granting a credit in respect of foreign taxes pad
agang income taxed dso in South Africa is sound and should, subject to
suitable adjustments, be retained [para. 6.4.1].

A gengd foregn tax credit sysem should provide for only one pool of
fordgn income, regardiess of geographic origin or nature. The Stuation
must be monitored and, if it appears thet there is an unacceptable degree
of foregn tax credit manipulation as South African off-shore invesment
increases, a separate pool for interest income may be introduced at a later
sage [para. 6.4.2].

In line with the current trestment of tax losses in the South African
system, foreign tax credits should not be dlowed to be caried back, but
should be dlowed to be carried forward indefinitdly [para. 6.4.3].

The foreign tax credit sysem should dlow foreign taxes to be st off
agang both normd tax and STC where these taxes were levied on the
foreign income.

It is recommended that taxpayers should be dlowed firs to st off the
rlevant foregn tax againd the atributable norma tax. Then, to the
extent that there is an excess this should be dlowed agang the STC
dtributable to the passve income taxed in tems of thee
recommendeations. Any remaning credit would be caried forward to the
following year if the recommendeaions as to cary-forward are accepted
[para. 6.4].

CHAPTER 7: RELATED MATTERS

Corporate Headquartersand Holding Companies

9.32

The current favourable regime for corporate headquarter and holding
companies  (which will be reaned by the Commisson's
recommendations as to source), should be further enhanced:

- through gppropriate exemptions regarding fee income to such
companies, and

- through a statutory commitment that heedquarter and holding companies
edablished a the time of any change in legidation that affects the favourable
datus, will be protected by ddayed implementation, or would be given

aphase-in period in which to adjust [para. 7.1].

Deeming Provisons and Exemptions



9.33

9.34

All desming provisons as to source currently in the Income Tax Act
should be reviewed as to their retention in view of the recommendations

in this report.

The exemption on interest receved by or accrued to non-resdents is
currently restricted with reference to interest effectively connected with a
busness caried on in the Republic by such a nonresdent. This
restriction should be amended to refer to interest reaing to a permanent
establishment as recommended in thisreport [para. 7.2].

Contract Work

9.35

The Mago Commisson's recommendations towards increesng the
effectiveness of tax collection from foreign contracting parties in South
Africa, accepted a the time by a Government White Paper for further
investigation, should be pursued urgently [para. 7.3)].

The Electronic future

9.36

It is not recommended that South Africa should seek to pioneer a whole
new tax regime to cope with the mgor changes coming about through
modern  dectronic  communications. However, the recommendations in
this Report towards the internaiondisation of South African tax law

afecting international trade and invesment will be a mgor factor in the
country’ s cgpacity to deal with these changes [para. 7.4].

CHAPTER 8: ANTI-AVOIDANCE

General

9.37

9.38

Current rules in South African tax law to inhibit the recharacterisation of
taxable passve income into exempt dividend income, or the deferd of
taxable passve income, should be extended.

These antravoidance rules should be sufficiently detailed to be effective,
but should not become so complex as to become counter-productive and
inhibiting of internationd trade and invesment. In this regard the rules
contained in the Geman and United Kingdom sysems gopear of
particular indruction [para 8.1].

Controlled Foreign Corporation (CFC) Rules

9.39

The exiging provison under section 9A of the Income Tax Act should be
extended to cover dl foregn jurisdictions and dl foreign entities which
would be regarded as taxable entities under South African tax law [para



831 of the report contains severd more detailed recommendations in
this regard).

Foreign Income Fund (FIF) Rules

940

To counter the avoidance of South African income tax and, in particular,
the new tax dispensation for retirement funds in cases where residents
inves aboroad into entities or funds which they do not control, Foreign
Income Fund (FIF) rules should be introduced. The Audrdian FIF rules
provide useful examples of such rules [para 8.3.2].



5th Report - BASNG THE SOUTH AFRICAN INCOME TAX SYSTEM ON
THE SOURCE OR RESDENCE PRINCIPLE - OPTIONS AND
RECOMMENDATIONS

ANNEXURE 1 - CFC RULES APPLICABLE IN AUSTRALIA, THE UK AND
GERMANY

1 The andyss bdow is not intended to be exhaudive or a complete summary of
the sysems in question but merdy to provide examples of the essentid
provisons of the rules applicable in the particular countries,

Rules Applicable In Audtralia
Basic Tax System
2. Audrdiaimposes tax on aresdence bass.

3. A company reddent in Audrdia is essantidly taxed on its worldwide income
However, there is an exemption for foreign branch profits of Audrdian
reSdent companies deived from carying on busnes in a liged country,
provided the profits ae not "desgnaied concessoned income’, i.e income
taxed a concessonay rates. Badcdly, "liged" countries ae countries
imposing taxes comparable to Audrdian taxes on such income.

4, There is dso an exemption for "non-portfolio® dividends (where the
shaeholder holds an interes of & leet 10% in the company paying the
dividend) pad by the non resdent compaty to a compaly resdent in
Audrdia, provided the dividend is derived from profits which were not
"designated concession income'.

5. The exemption in respect of foreign branch profits requires:

(@ the carying on of abusness through a permanent establishment
in that foreign country;

(b) that the country must be alisted country; and
() that the income may not be "designated concesson income.

6. The carying on of a budness through a "permanent establishment” is defined
with reference to the concept in an goplicable double taxation agreement or a
gmilar concept embodied in the Audrdian Income Tax Assessment Act
(ITAA).

7. The liged countries impose taxes which are comparable to corporate taxes in
Audrdia (with aminimum rate of 25%).



8.

"Desgnated concesson income' is income which enjoys spedid tax incentives
in the liged country which result in a subgtantid reduction of the effective tax
burden on such income,

CFC Rules

9.

10.

11

13.

14.

Where income is routed through an intermediate offshore entity controlled by
Audrdian resdents, the income of that offshore entity may be attributed to the
Audrdian resdents, subject to certain conditions.

Essentidly, if the CFC is resdent in a liged country, its income will not be
atributed to the Audrdian paticipants provided the income is not desgnaed
concesson income. If the income is desgnated concesson income, it will be
0 atributed except if it qudifies under the "active' income exemption or the
de minimis exemption.

If the CFC is reddent in an unliged country the income will be attributed
unless it qudifies under the active income exemption or the de minims
exemption.

"Adtive _income' is not gpecificdly defined. However, cetan gspecific
conditions are Sipulated in the Act. The essentid conditions are:

(@ the CFC must carry on business in the country of residence
through a permanent establishment in that country; and

(b) the CFC may not receive "tainted" income equd to or
exceeding 5% of totd income.

"Tanted income™ conssts of:
(8) passiveincome;

(b) tainted sdlesincome; or
(c) tainted service income.
"Passveincome” includes
(@ dividends

(b) unit trust dividends;

() tainted interest income;

(d) annuities



15.

16.

17.

18.

19.

20.

21.

(e) tainted rentd income;
(f) tanted roydty income;

(9 congderation for the assgnment of any copyright, patent,
design, trademark or Smilar property;

(h) income derived from tradng with or disposa of tainted assets,

(i) tainted commodity gains and

() tainted currency gans.

"Tanted sdes income' is broadly spesking gross income from sdes of goods

purchased or sold from/to a related party ether resdent or carrying on business
through a permanent establishment in Audraia

"Tanted services income” is income from the provison of services to a rdaed
paty resdent or carying on busness through a permanent esablishment in
Audrdia

"Tanted interes income" means interet or other payments that would be
assessable under the Audrdian discounted and deferred  interest  security
provisons, and factoring income.

"Tanted commodity gans' incdude gains from a forward contract or a future
contract in respect of a commodity or any right in regpect of such a contract,
except if the CFC caries on a busnes of producing or processng the
commodity or if the hedging contract was entered into to reduce risk reding to
another commodity transaction.

"Tainted currency exchange gains _and losses"  will indude dl  such
gains/losses except where they relate to an active income transaction.

"Tanted rentd income” includes income from leases to relaed parties and red
edae ds0 induding income from loaning of ships arcraft, cago contaners,
and plant for use on ships.

"Tanted roydty income" incdudes dl but cetan specified roydties. Roydties
will be exduded if the CFC recaives roydties from non rdated parties and the
CFC produced or substantidly developed or improved the intangible property
involved.

"Tainted assets’ indude loans and other financid indruments, shares, interest
in a trus or patnership, futures and other derivatives, life insurance policies,
rights or options relating to such assts, assats hed soldy or principaly to



derive tainted rentd income and asset’s other than assats used soldy in
carying on a busness Specid rules goply to determine the tanted income of
finandd inditutions and insurance companies.

23. In accordance with the de minimis exemption, if the desgnated concesson and
untaxed income exceed the lesser of $50 000 or 5% of gross turnover of the
CFC, theincome will not be atributed.

FIF Rules

24. The FIF Rules were introduced to counter tax avoidance opportunities which
remained after the introduction of CFC and Foreign Trust Edtates Rules.

25. They address the accumulation of income in foreign companies not controlled
by Audrdian resdents and in foreign trusts in which the Audrdian resident
has an interest but no present entittement to income. The FIF messures dso
extend to cetan foregn life assurance polices tha have an invesment
component.

26. The FIF rules do not goply if the foreign company is principaly engeged in
certain active busnesses. This exception does not goply to foreign trusts but if
the trus invests in a foreign company carying on "digible activities' (i.e
active busness), such income will be excluded.

27. Specific exemptions are avalable for investments in foreign liged (gpproved)
companies, banks certan life insurance busnesses liged foreign insurance
companies, lided red edate (commercid) invetment companies and certain
goproved foreign trudts.

28. Three methods may be used to determine the amount of FIF income which is
atributed to the Audrdian resdent, namely:

(& the market vaue method;
(b) the deemed rate of return method; and
(¢) the calculaion method.
29. Theinterest in aForeign Life Policy may be caculated on:

(8) the deemed rate of return method; or

(b) the cash surrender value method.



31

32

The maket vdue method essatidly applies objective market vaues (quoted
vaues on goproved dock exchanges) and deducts any prior year losses not
used earlier.

The deemed rae of return method essentidly gpplies indicative factors to
determine the vadue. Severd methods may be used. The firds method refers to
recent quoted vaues (on goproved stock exchanges). The second method uses
an independent vauation. The third method applies a deemed rate of return for
eaech year with reference to the capitd origindly invested.

Adjustments are made for fluctuations subsequent to a va uation date.

The Rules Applicablein the UK

Basic tax system

33.

The UK imposes tax on a resdence basis. In some cases income earned abroad
is only taxed when remitted to the UK (essatidly for individuds not
domiciled in the UK).

3. Double taxetion of foreign source income is avoided by granting tax credits for
foreign taxes payable Companies may adso qudify for tax credits in respect of
certain underlying foreign taxes paid by subsidiaries and effiliates doroad.

Satutory CFC provisons

35. The dautory provisons goplicdble in the UK ae very dmple and dear in
comparison to the Audrdian rules.

36. In terms of section 747 of the UK Income and Corporation Taxes Act, 1988 as
amended (ICTA), the UK Revenue may goply the CFC rules if they have
reason to believe that the company:

(a) isresdent outsde the UK;
(b) is controlled by persons resident in the UK; and
(c) issubject to alower leve of taxation in the
territory in which it is resdent.
The "company™ in question is defined to indlude any body corporate or
unincorporated association.
37. The Revenue may then gpportion the chargesble profits and dtributable

creditable tax among the UK resdents who had an interest in the CFC a any
time during the fiscd years.



39.

There are severd redrictions on Revenue's discretion to apply the CFC rules.
In the firg place, the rules will only goply to agpportion income to a UK
resdent company if a leest 10% of the CFC's income could be aitributed to
the UK company (induding amounts apportioned to pesons who ae
connected or associated with the UK company). Secondly, "lower levd of
taxation” may only be assumed if the tax pad by the CFC in its country of
resdence is less than % of the corresponding UK tax on the offshore profits of
the CFC. References to profits exclude capitd gains.

In this regard, the UK Revenue has published a lig of countries in which
resdence and the carrying on of business will not trigger the CFC rules. Part 11
of the lig contans countries where the CFC will qudify only if it does not
enjoy certain tax concessons.

Furthermore, the following gecific exceptions are Sipulated in the ICTA:

(& where the CFC follows "acceptable’ digtribution palicy;

(b) where the CFC is engaged in exempt activities,

(c) where the CFC complies with the approved
public quotation condition;

(d) where the de minimis limitation gpplies and

(€) where the reduction of UK tax isnot themain
reason for the existence of the CFC.

"Acceptable’ Distribution Policy

4]1.

42,

43.

Esstidly, an acoeptable didribution policy for a foregn trading CFC
requires a 50% didribution of profit. A non-trading company must didribute a
leest 90% of its profits The dividends must be pad not more than 18 months
after the end of the rdative accounting period of the CFC.

Profits are the "chargegble' profits less the "creditable' tax. "Chargesble’
profits are the profits exduding chargesble gains, on which the CFC would be
liableto UK tax if it were resdent in the UK.

A "trading company” for purposes of the CFC rules is defined in section
756(1) of the ITCA as " a company whose busness congsts wholly or manly
of the carrying on of atrade or trades.”

"Trade" is defined in section 832(1) as "every trade, manufecture, adventure or
concern in the nature of trade.”



45.

"Exempt _edtivities" ae outlined in Pat 1l of Schedule 25 of the ICTA.
Essentidly, the CFC mugt cary on a busness in the teritory of its resdence
wholly or manly through ressonably permanent premises i.e a concept
gmilar to the pemanet edablishment concept used in double taxaion
agreements. Furthermore, the company’s budness affars must be effectivdy
managed there. This requires tha the CFC mugt employ sufficient people in
that teritory and any sarvices tha the CFC provides for persons resdent
outsde the territory must not be peformed in the UK (subject to certain other
conditions).

Certain activities are Specificaly exempt or "permissible’. Two tests must be
saidfied to qudify:

(& The man busness of the CFC mud not consg of "investment busness' or
deding in goods for ddivery to or from the UK or to or from connected
persons, unless the goods are actudly deivered into the CFC's country of
resdence. "Invesment busness' includes holding or deding in securities
holding intdllectud property and leasing business, and

(b) If the CFC is engaged in wholesdle, didributive or financid busness, less
than 50% of its gross trading receipts must be derived from connected
persons.

There are gecid rules for banks and insurance companies. Holding companies
which ae CFS's may dso qudify under these exemptions if thar subsdiaries
cary on exempt activities;

Motive Tests

47.

Even if the exdudons and exemptions do not apply, the rules may not be
goplied if two motive test are satified. In the firs place, if any of the CFS's
transctions achieved a reduction in UK tax but the reduction was ether
minima or was not the man purpose for the transactions, the rules may not
goply. Secondly, the rules will not goply if the reduction in UK tax through the
diverson of profits from the UK, was not the main reason for the exisence of
the CFC.

"Public quotation” condition. A CFC will satisfy this condition when:

(@ shares (except preference shares) conferring at least 35% of the voting
power in the CFC, are publicly held throughout the fiscd yeer;

(b) within the fiscd year, any such shares have been dedt in on a recognised
gtock exchange in the territory of residence of the CFC;

(c) within the fiscal year, the shares have been quoted in the officid ligt if such



49,

stock exchange;

(d) the CFC' s principa members possess no more than 85% of the voting
power in the company; and

(® a "principd membe” means someone who possesses (directly or via
others) more than 5% of the voting power, unless there are more than 5
such members in which case only the member with the grestest percentage
would be a principad member.

"De_minimis _exemption'. If the changesble profits in the fiscd year do not
excead £20 000, the rules may not be gpplied.

The Rules Applicable in Germany

Basic tax system

50.

Gearmany imposes tax on a resdence bads However, foreign source income eg
income generated through a foreign branch, which is effectivdy a permanent
edablishment under treaty law, is often exempt from German tax. Furthermore,
dividends derived from foregn companies are usudly tax exempt in the hands

of a corporate taxpayer, provided they are not "portfolio investments'.

Satutory CFC rules

51

52.

The Gaman CFC rules are embodied in section 7 - 14 of the Foreign Tax Act
(Aussensteuergesetz, 1972). The rules are dso rather smple compared to the
Audrdian rules.

Section 7 determines that the income of a non resdent corporetion, association
or ast fund may be dtributed to German resdents if they hold a participation
in the foreign entity equivaent to more than 50%.

Gaman resdents are conddered to paticipate in more than 50% of such a
foreign entity if sharesivoting rights in the CFC are held by a person who has
to follow or actudly follows the indructions of a Garman resdent, in such a
way that the person has no red freedom to meke his own decisons. Such
shares/vating rights shdl be atributed to the German resident.

An important extendon of the basc rule is tha whee a foregn company
functions as an intermediary in respect of income with a "cgpitd investment
character” (essentidly passve income), and a German resdent owns a least
10% of the shares of such a company, then the proportionate share of the
income shdl be taxable in the hands of the German resdent regardiess of
whether the other preconditions mentioned have been met.



This extendon shdl nat goply if the gross passive income does not exceed 10%
of the totd gross income of the foregn company and the de minimis limitation
of DM 120 000 is not exceeded.

Section 8 dipulates that the income of a CFC may be dtributed to German
shareholders if the income is subject to low taxaion and which is not derived
from:

(a) agriculture and foredtry;

(b) the manufacture, processing, trestment or assembly of assets,
generation of energy, or the search for and the

exploitation of minerds;

(c) the operation of a banking busness or an insurance busness if a business
edablisment is mantaned which is commedadly eguipped for this
busness, unless the busness transactions ae predominantly made with
Gaman resdents who have a paticpaion in the foregn corporation
according to section 7, or with persons being rdaed within the meaning of
section 1(2) with the aforesaid persons,

(d) trading, unless -

(i) an individud or corporae resdent who paticpaes in the foregn
corporation in accordance with section 7 or a person related with
the sad resdent within the meaning of section 1(2) deivers the

commoditiess or goods 0 traded from Gemany to the foregn
corporation; or

(i) the commodities or goods are deivered by the foreign corporaion
into Germany to such a resdent as defined above or to such a
related person, except if the resident (as defined) can prove that the
foreign corporaion mantans a busness edablishment suitebly
equipped for such commercid transactions paticipating in generd
busness dedings and that the foreign corporaion peforms the
activities reative to the prepaation, the concduson and the
fufilment of those transactions without the assgtance of the
resdent or of the related person as defined above.

(€) services, except -
(i) if the CFC uses the sarvices of a German resdent who participates

in the CFC as defined above or of a rdated person who is taxablein
Germany on such services income,
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(i1) if the CFC renders sarvices to a German resdent or related person,
unless the taxpayer can prove that the CFC mantains a suitably
equipped budness edablisimet to enable it to peform such
sarvices without the assstance of the German resdent taxpayer or
connected person:

(d renting and leasing, except for -

(i) the granting of the right to use rights, plans, desgns, processes,
know-how and knowledge, unless the taxpayer can prove that the
foreign caporation exploits the results of its own research and
development underteken without the assstance of a taxpayer who
holds a paticipation in the foreign corporation in accordance with
section 7 or of a person reated to such taxpayer within the meaning
of section 1(2);

(i) the renting and leasing of red edate, unless the taxpayer proves that
the income reaulting therefrom would be tax exempt in tems of a
Double Taxaion Convention if receved directly by the reddents
who hold paticpaions in the foregn corporation as defined in
section 7; and

(iii) the renting and leesing of movables, unless the taxpayer can prove
that the foreign corporation operates a commercid renting or
leesng budness and paticipaes in generd busness dedings and
perfams dl the activities typicad of such a commercid rentd or
leesng busness without assdance of a resdent holding a
paticipation in it in accordance with section 7 or a person reated
with such aresdent with the meaning of section 1(2):

(@ the borrowing and the granting of loans if the taxpayer can prove that the
cgpitd was rased exdudvey on foregn cepitd makets and not from
related persons and further, that the funds were gpplied in businesses or
permanent edtablishments aoroad which cary on exempt activities, or
goplied in abusiness or permanent establishment in Germany.

A foreign holding company will not be regarded as an intermedialy CFC if the
holding company holds a leest 25% of the shares in ancther foreign company
for a period of a least 12 months prior to the caculation date and the taxpayer
can prove that:

(@ the principd place of management and the corporatle seat of this
corpordtion is located in the same country as the foreign corporation and
that it derives its gross income excusvely or dmog exdusvdy from the
exempt activities mentioned above; or
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(b) the foredgn company’s holding is commerddly linked to activities of its
owvn fdling under the exempt adtivites mentioned above and if the
company in which the foreign corporation 0 participates derives its gross
income exclusvey or dmost exclusvely from such activities.

"Low taxation" within the meaning of sub-section (1) exigs if the income is
neither in the country of the principd place of management, nor in the country
of the corporate seet of the foreign corporation, subject to a tota tax burden on
income of 30% or more, provided this is not the result of a mixing with income
from other sources, or if the taxes thus to be taken into condderation are - by
operaion of law of the country in question- reduced by taxes which have to be
borne by the company from which the income originates Income which is to
be exduded from the amount of atributions in accordance with Section 13 and
tax relative thereto shall not be taken into account.

"Income_with a capitd _invesment character” indudes income of the foregn
company derived from the holding and management of investments The
"holding" of invesments indudes pasive ownership of the invesnents but
d the redisation of such invesments, i.e gans from such digposds would
be dtributable income  The "management’ of invesments implies the
management of the investments hed by the holding entity and not of the
invesments of others "Invesgments’ incude indruments of payment (cheques,
promissory notes, cash, etc.), cdlams (including loans, debentures, etc), shares,
bonds, profit participaion cetificates, interex in a patnership (passive),
options, advances, tc.

Income from the holding of investments includes gains from the
redisation/liquidation of the investments. Income from the holding of financid
ingruments also includes currency gains. However, if the taxpayer can prove
that the incomeis linked to its own exempt activities (stipulated above), the
income will not be trested asincome with a capitd invesment character.
Furthermore, 60% of the income will aso be excluded if the taxpayer can
show that the CFC earned the income in funding foreign related companies or
branches which mainly carry on exempt activities.
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5th Report - BASING THE SOUTH AFRICAN INCOME TAX SYSTEM
ON THE SOURCE OR RESDENCE PRINCIPLE - OPTIONS AND

RECOMMENDATIONS
EXECUTIVE SUMMARY

Snce the democratic dections in 1994, South Africa has rapidly rgoined the
globd economy. This devdopment now requires a caeful anadyss of the
internationd dimendgons of its tax sysem in generd and, more paticulaly,
whether that system should be based on the socdled resdence or source
principle. This report seeks to provide this andyds. Given the complexity of the
ubject, an executive summary is provided as an overview of the underlying
themes and the man proposas. For a complete underdanding of al reevant
issues, the full report needs to be studied.

The Basic Options- Source or Residence

As trace and invetment devdoped an internationd character, nations darted
making a choice between two badc principles by which to levy tax on income
generated by internationd economic activity - namey, the resdence or the
source principle.

According to the resdence principle, a country seeks to tax dl the income
derived by its resdents, regardless of the source of such income. This gpproach
is usudly judified by the argument that resdents enjoy the protection of the
date, and should therefore contribute to the cost of the government of the
country in which they resde, even with tax on income earned outsde that date.
The source principle aso expects resdents to contribute towards such costs of
the date, but it is premised on the bads tha, irrespective of resdence, any
person who derives income within a dat€'s jurisdiction, should contribute to the
cost of that state.

In the complex world of interngtiond trade, no Imple principle can be goplied in
a pure form. Both basc principles have typicdly been modified in the direction
of some common middle ground. Resdence basad sysems, usudly adopted by
developed and net cepitd exporting countries, have compromised by taxing the
resdents of other countries if they derive their income from within the domestic
economy; that is they have "imported' an demett of the source principle
Source basad sysems, usudly adopted by deveoping and net cgpitd importing
countries, have extended their tax nets by deeming a whole range of income (in
particular passve type income) received by its resdents to be from a domedtic
source and thus taxable, irrespective of where the income actudly originates.
("Passve’ income is typicdly invesment income such as interest or royadties,
while "active' income derives from active trade or commerce.)



The compromise has gone even further. As interndionad trade expanded,
countries garted concluding double tax tregties with each other to prevent the
same income being taxed twice between the two jurisdictions In addition, many
provided for rdigf agang such double taxation in ther nationd law. Double
taxation would have radicdly reduced internationd trade and investment. In
devdoping these measures againg double taxation, the country of source has
more or less universdly been given preference; that is, whether provided for in
nationd law or tregties, where both the country of resdence and the country of
source sought to tax the same income, the country of resdence would typicaly
be expected to grant rdief agang its own tax, whether through an exemption of
the income, a deduction of the foreign tax, or a credit for the source country’s tax
agand its own tax.

South African Options

The South African sysem has developed on the source bass, and, in accordance
with the experience of other countries goplying the source principle, has been
extended by a number of deeming provisons that bring passve income derived
from sources outside South Africainto the tax net.

The Commisson's recommendaions have a few man themes briefly
summarised below and analysed further in the report itsdlf.

Activeincome - Maintain Source

South Africa should continue to tax active income on a source bads The
following congderations are andysed further in the report.

Direct revenue should not be very different from that yiedded by a resdence
system snce South Africa would have to provide rdief for foreign taxes under a
resdence sydem. Furthermore, if the recommendaions regarding passve
income are implemented, the mgor risks of revenue losses would be avoided.

South Africds reintegration into the world economy will be enhanced by the
proposds which should materidly contribute to the entire economy and
therefore, indirectly, to revenue collection. So long as South African tax rates are
effectivdly higher than those of mogt of its trading and invesment partners,
taxing on a resdence bass would mean tha South African busnesses would
have to compete in foreign countries a a maor competitive disadvantage - they
wauld pay more tax on income earned in those countries than the host and often
third country competitors. Furthermore, by continuing to use a source bess for
active income, foreigners operding in the South African economy will generdly
pay tax on the income they derive here from such activities a the same rate as
domedic busnesses. In the South African context, therefore, mantaning the
source principle on active income provides the kind of tax neutrdity that is good
in principle and facilitates our participation in the globa economy.



It is vitd for economic growth tha the nationd finendd and human/ills
cgpitd be mantaned. This means tha we mug avoid policies that encourage
therr emigration. If South Africa were to tax al foreign income of South African
multi-nationds, including income from ther active operations abroad, and do o
a the present reatively high raes, South Africa may lose many of these multi-
ndionds through emigration to more beneficdd tax enwironments The
Commisson has receved much evidence tha holding companies, headquarters
companies and finance companies are likey to rdocae from South Africa if a
resdence bass of taxation were now to be introduced. This emigration of capitd
will become much esser in a pog-exchange control environment. Tax should
not become an atificid contributor towards such a devel opment.

The current source system facilitates the development of South Africa as a mgor
loction for domedic or foredgn busneses to base holding companies
headquarters companies and finance companies for invetment and trade into
Africa, and in paticular Southern Africa Presarving and even extending that
dae of afars will benefit the South African economy directly and hep the
country to acquit itself of itsregiond devdopmentd responghilities

The adminidraive complexity of changing the sysem from source to resdence
for active income militates againg the introduction of such a system.

Passive | ncome - Go Worldwide

The Commisson recommetds that passve income should effectivey be taxed
on a worldwide basis. In a broad sensg, this is the same as extending the current
deeming provisons as to source to indude dl forms of passve income That
means tha South African resdents, corporate or individud, should pay South
African tax on ther passve income, irrepective of the source of such income.

This measure would protect the tax base from possble eroson when exchange
controls are lifted. Capitd has become highly mobile and passve income can be
rdocated with little inhibition in pursuit of tax objectives rather than financid or
commercid ones. Protecting the tax base without relying on exchange controls
would uncouple the tax and exchange control regimes so that policy decisons on
controls could then be made without concern for their effects on the tax base.

In adopting this approach, South Africa will effectivdy follow compaative
precedent; therefore, there should not be any negetive internationd impact.

Snce South Africa dready gpplies a far messure of "worldwide' taxation of
passve income, as wdl a commensurate anti-avoidance measures in  that
context, some adminidrative and legd infrestructure dready exiss. Therefore,
expanding it need not add materidly to complexty.



As with dl other resdence based sysems, South Africa will have to continue to
dlow rdief agang its own taxes for tax pad on tha passve income in the
country of source to avoid double taxeation. However, snce passve income is
frequently exempt from tax in the source country, the tax relief to be granted in
South Africa in respect of such income should be subgtantidly lower than in the
caxe of active income Theefore, the commensurate increese in revenue
collection would further justify extending the tax net on passive income.

I nternational Compatibility

In making its recommendations, the Commisson coondders that the
implementation thereof will provide a unique opportunity to ensure that our law
is compdible with intenationa convetions and terminology.  Those
conventions and terminology ae contaned both in the interndtiond treaty
nework and in the internationd dimensons of nationd tax laws In this way,
foreign invesors will have a much quicker underdanding of our tax regime, it
will equip domedic busness to plan in a more familiar environment, and both
taxpayers and authorities will have a mass of internaiond expertise avalabdle in
interpreting and implementing the tax law fairly and effectively.

Severd recommendetions pursue this internationdisation of our tax lavs The
advantage of this reform is most evident in the proposed rules to determine the
source of income. The Commisson recommends that the taxation of active
income should be basad on the notion of busness activity through a minimum
presence within the taxing juridiction. If a foreign resdent derives active
income from a presence in South Africa that has sufficient substance, it should
be taxed here. Conversdy, where a South African resident derives active income
through such a presence in another jurisdiction, it should not be taxed by South
Africa In goplying these tests the Commisson recommends thet well-developed
and internationaly accepted concepts should be applied. For example, the
concepts of a "permanent establishment” would be used to determine whether the
taxpayer has a subgtantive presence in a paticular jurisdiction, and only income
"atributable’ to that edablishment, according to widdy accepted internationd
norms would be taxed in tha jurgdiction. In the same way as income,
expenditure will dso be dtributable to tha income according to internationd
norms.

In pursuing this gpproach, the South African sysem will be based on tested
internationd  prindiples, compatible  with  internationd  tax conventions  and
teeminology. Moreover, as intenationd  trade  practices,  technology,
computerisation and  dectronic  communication impact the development  of
international tax law in the future, the South African sysem should be better
equipped to absorb the changes effected internationaly.

Anti-Avoidance



Severd recommendations are made regarding the development of South Africas
anti-avoidance measures in our internationd tax law. Some of these are complex.
However, the Commisson emphasises that the need for these measures, and the
complexity that comes with them, is not the result of its recommendations as
such, but of South Africal's growing re-entry into the globd economy, egpecidly
once exchange controls are rdaxed. As South Africans participate increesngly
in the globd economy, the country will require messures Smilar to every other
control-free system, irrespective of whether it is primarily resdence or source
based.

The Commisson hes emphassed that anti-avoidance messures should remain
sample enough to be capable of effective implementation. On a broad bass, two
goproaches can be identified internationdly in this context - that which seeks to
address every possble eventudity regardiess of complexity, and that which
addreses the main areas of avoidance but seeks to do so0 through a managesble
baance between scope and pragmatism. The United States and Audrdia may be
seen as examples of the former, Germany and the United Kingdom of the latter.
The Commisson grongly recommends that this latter baance be sought as over-
eaborate anti-avoidance measures ae often less effective than adminigretively
feesble ones furthermore, such messures can serioudy inhibit internationd
trade and investment.

The Commisson is aware that many of these measures would need to be refined
and daborated in legidative drafting, but it recommends that the above
comments be borne in mind.

Concluding remarks

These comments merely provide a frame-work for the many more detailed issues
rased in the body of the report. As such they conditute an ad to reading the
report itsdf, but are dso dependent for their full content on a careful reading of
the report.
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