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Jopin) residence and source bases of taxation
! Anner Wanyana Ogutin
)
ABSTRACT
[ B T 0 . Bt o B = R H N freves B
{iitcd Kingdom) ny COUNITY £0 have ain effective cax sysiem, it has o consider the right basis for caxing the income of
% .4 Kined dents and non-residenes crading wichin ics borders. Internacionally, mainly a worldwide/residence or
pited Kingaom ' . 0 . . i . S R
i ) : erritorial/source basis of taxation is applied. In that context one of the main ax policy issues rhat
ates e
ators have to grapple with is where a couniry oughr to be on che broad spectium thac runs from a
nited States Prozocol ) o ) - o j" ) - ..
%} ‘Rho fesia) are worldwide syscem to a puie rerricorial svseem. This paper shows that in the first 100 years of income
tBtn desii 5 - . ) Lo .
i in South Alvica, legislation to advance each basis of taxation appears to have been enacted
PP
c6d Scates) s 10 N
= R y

hazardly. This is done against the background of the rationale for these bases of eaxation, che

ples of 2 good tax system, perceptions abour these bases, and incernational developments. Tas
cy in South Africa has swung from one cxtreme whereby che first income eax laws were
_.‘-","e%ominutcly source based — resulting in numerons rax avoidance loopholes; to the other extreme
wheceby ourward-bound income cax laws (0 buttress che residence basis of taxation for residents) were
-'-;:"c oncrous than source rules that apply to non-residents — which impacted on the competiveness of
4 I{Ib;:‘i:cstic enterprises. In recene rimes, while South Afiica was strengthening its outbound income tax

s, incernacionally many developed councries began to move cowards largely tervicorial systems, o

tited Kingdom Prococol)
ited Kingdom Supplemengg
fen)
.fécation of Southerm Rhodes
i :
L

sia and Nyasaland)

i)‘.‘:

%ﬁ:West Afiica) otect the competitiveness of domestic companies. Qver che lase fow years, Souch Africa’s policy makers
;ﬁfoland) : gein to have moved to some middle -grouncl, \.vith the emphasis placed on bod‘f residence and source
[ :\i.tanaland) -n{arion. Relaying the lessons learnt from leaning heavily towards the extremes in the past, this paper
i}z?ﬂand) akes a case for the basis of taxation South Africa should gravitate cowards if it is to have an effective rax

i . ; “system that ensures comperiveness of the economy in a globalised world.
nteo Rhodesia and Nvasaland) B P yinag

) e

*!'ngdom Extension) -I,NTRODUCT]ON

;gl}gdom) _"l"‘he acceleration in the globalisation of trade and investment, and the removal of barriers to che free
hern Rhodesia) - g ovement of capital,' have rosuleed in increased competition among businesses in che global markerplace
dtzerland) '

] and encouraged individuals, entities and multinational enterprises o increasingly develop strategies to
& maximise profits and reduce cheir global tax exposure.® To protect cheir tax bases and remain competitive in
F.a globalised world, many countrics have been compelled to modernise their tax systems to reflect these
nds} ";%g:lpbal developments.? Since che primary function of any country’s eax syseem is to raise revenue for che
4) : _fgiéte," governments are always looking for new, sustainable ways of raising revenue’ The need for an

éggﬁ'cctivc Tax systein often requires councries to consider the right basis for taxing che income of its residents

v
tited Kingdom Protocol)
lKingdom revised

] i' Organisation for Economic Co aperacion and Developmens (QECD) Harnfil Tax Competition: A Enrerging Global Issne
(1998) 13-14 (‘OECD 1998 Repore).
1

q=

£y
and’ Stares e M Grundy e Waild of furernational Tox Plaming (1984) 1-2; A Ginsberg Inrernational Tax Havens 2 d (1997) 5,
‘@z OECD 1998 Report (n 1) 13-14.
nskei ) - @5 MM Kar, {chairman) “Fifth Interim Repore of the Commission of Inquiry ingo Certain Aspects of the ‘Tax Steuecurc of South
’h“tha[swana) ;’::Aﬁicz: Basing the Souch African Income Tax System on the Source or Residence Principle - Options and Recommendacions (1997)
) ] ,.‘:!:ara 3.1.1 (*Kacz Commission Reporr’),

WB Barkes ‘Incernacional tax reform should begin ac home: Replace the corporate

5 income tax with a cerricorfal expendicure tay’
B _(2010) 30 Issue 3 Nosthwesiern fournal of Tuteriational Law & Bresiness 651,
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25052
and the non-residents rading within its borders® For a counwy o levy cax on income derfred nationgj)y o
lhat

ang
cieizenship;® che owo main bases for calag income thar are applied inceenadonally ace che “ertitor|

incernationally, a connection (basis). or “tax nexus’ muse be established berween the counry ang
income. Although chere ave other bases of taxation applied in the would zoday, for example: domicile”

(source) basis and the worldwide (vestdence) basis of taxation (both explained in paragraph 2 bclow)_s i
Nowhere in the world are cither of ehese bases applied with any degree of purity.'® In many counciies, by,
these bases are applied in a hybsid form; with some couneies leaning more towards the cervicorial $¥stem
and others leaning moie wowards the worldwide basis of caxation. The basis of raxation appropiiare 19,
given country is often dictaed by various factors, such as: cconomic scracegies, net cross border fows, the
size of the national cconomies, relative tax vates, historic developments and the adminiserative capacity of
the country." Depending on the factors a play in a given country, one of the main tax policy issues thar che
legislators have to grapple with is where the country ought to be on the broad spectvum char runs from ,
pure worldwide system to a pure tervitorial system. The answer to chis question requires the legishatorg o
consider whether the country’s resources and administrative capacity should be used o cast che domesie
rax net worldwide so as to tax irs vesidents’ foreign investments; or whether the couinery’s resources shauld
be used to effecrively tax income that is wichin their borders and encourage che competiveness of domegie
enterprises to invest offshore. Generally, counevies do not adhere to onc of these policy objectives at the
complere expense of the other: rather, chey gravitare towards one fiscal policy chat combines elemencs of
both objectives. The rescacch problem analysed in chis article is thatr South Africa does not appear to have 4
clearly seared fiscal policy on this matrer. The Income Tax Act merely provides that residenes are taxed ona
wortldwide basis and non-residencs on a source basis.'* Income cax legislative amendmenes over dhe vears
seem to indicare that developments in the country’s income tax laws tend to swing from emphasising one
basis of taxation over anether, wicth no clear tax policy." The atm of chis paper is to provide a case For the
basis of raxation South Africa should gravitate towards if it is to have an effective tax systam.

The paper is structured as follows: Firstly, a deseription s given of the territorial and che worldwide
bases of taxation and the rationale thercof. Then a discussion follows of the principles of a good tax svstem,
Theteafter an analysis of the international fiscal background and the perceptions held abour che different
bases of raxacion is provided. Next follows a discussion of how these bases of taxation have been applicd in
South Africa over the years. Thercafter a comparative study is presenced of changes in tax bases that some of
Souch Africa’s rading parmers have had to make as they strive to remain competitive in che global economy.
Based on this analysis the paper provides che legislators some guidance as to which basis of raxation South
Aftica should gravitate towards it it is to effectively collece raxes and ensure che compertivencss of the
ceenonyy in a globalised world. Tt should be noted that the scope of this paper covers mainly the policy
considerations behind the laws, The relevane scetions of the Income Tax Act and the relevant conie cases is
not discussed, save in so far as is necessary to clavify a marter under discussion.

¢ Barker ‘International tax reform’ (n 3) 631.

Domicile as a basis of taxation is ter instance applicd in che UK. There are differenc riles to decermine domicile in common kaw
jurisdictions and civil law jurisdictions. Sec L Olivier & M Honiball Zeversational Tavs A Sontlr Africair Perspective S ed (2011) 46
% Citizenship or nationalicy as a basis of raxagion is not often used. In councries where it isapplied, for instanee in che US. an individ
ual’s nacionality or citizenship is used 20 tax his or her income irrespective of whether he or she permanently lives in his or her country
of citizenship or in anothes counary. In the USA case Copk » Torit 265 US 49 (1924), the Supreme Coure of Appeal upheld the right
to tax US citizens on their worldwide income icrespective of where they actually lived. The justitication for this basis of casagion
that the US provides benefies to s cizizens irrespective of where they live,
* D Meyerowitz Meyeroteirz oi fucome Tax (2008) para 7.1.
Karz Commission Report (n 4} para 1.3.1
Katz Commission Report {n 4) para 1.3.6,
* The definition of ‘geoss income” in s 1 of the Income Tax Act 38 of 1962, as amended.
¥ AW Oguren 'Developing South Aliica as a gateway for forcign investaent in Africa: A eritique of South Africa’ headquarees
company regime’ (2011) 36 Soseth Afvican Year Book of Iureynational Law 92,
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y tax on income derived Natiop
shed betrween the country ang 4
dd roday, for example; domiciler 4
ed internazionally are e terri

h explained in pazagraph 2
e
low 7 T;n day justifications for the residence and source basis of income raxarion can be taced back to the

€of puricy.™ In many COUNrics, bl o
?morc towards the territoriy) g o Would War 1 (1914-1919)" when the incidence of double taxation increased dramaricalty
% SY

];c basis of taxation appropriae’ i
: :cglcs, net cross border flowsy’ iy i
_.’,.“. the adminiserative Capam;;

=mam ax polm issues l:ha}‘{

ORIAL AND WORLDWIDE BasEs OF TaxaTion

w0, oo have craced the origins of residence and source taxation back many centurics. For example,
|1| .

ource basis of zaration can be found as far back as che 13ch cenmury in England and in che
ofi* souice b > k g
s

- of an income tax, the source basis was clearly alveady in use in Pitcs income tax of 1799.1

dustrialised countries became concerned abour capital Aight which proved an obstacle o che
uction effores, as companies were increasingly rrading in forcign markets due to che industrial
don.'® Before World War 1, chere existed a small network of similarly worded bilaceral tax rreaties

mainly the German-speaking European countries, which would serve as a basic reference point

o “r thc conclusion of cax treaties and the effort to develop a model solution for the problem of double
85

estlon requuu; the [cclsiat 2 e pn after the War!” The existing tax treaty nerworl was rudimentary and ies theoretical
e ors g :

mmngs not well articulated. This necessitared industrialised countries to engage about the policy
. erations in an attempt to reach a consensus position for an incernational legal framework for
ccompctwt.mss of dom ting double raxation of encities that transacted internationally and to also protect their domestic
these policy ObJLCtlves % & : s.)* So at the 1920 Brussels Inrernational Financial conference, the industrialised nacions
gf “ B cd to the Financial Cominirtee of the Luagua of Narions to tal\c action to (.lummce double

irsee of technical experes on double raxation and evasion” who prepared areport in 1923 enritled

»3

ton double raxation;*' which dealr with the cconomic aspects of international double taxation. In

report, the four economises articulated the doctrine of ‘economic allegiance’ as underpinning the
rional competence or basis o tax income; noting thar ‘a part of the total sum paid according to
ity of a person, ought to reach the compering anthorities according to his economic interest
r each authority’. The economises posed four questions by reference to which they proposed
omic allegiance should be determined:

¥ gWhere is the yield physically or economically produced?

Where are the final results of complete process of production of wealch acrually found?

thrc can the rights to the handing-over of these resules be enforced?

B Where is the wealth spent or consumed ot otherwise disposed of # 22

our economists noted thar not every economic function could fall easily inte these four questions
ncome is a complex concept and it is not ¢asy to theorctically assign, in a quantitative sense,
ercions of allegiance to the differene couneries interesced.”® From the above lise of questions, the
! Economists concluded that the two most importane factors thar determine economic allegiance are,

war
2

®Harcis Drcome Lax in Comien Latw Juvisdicrions (2006) 47, 58-60, 112, 415.
; vi-Yohan Advanced hitroduction to Taternational Tax Law (2015) 3.

(] Mchm te Developing Conntrices and butersatinial Coapertini on bicomne Tox Matters: oA Historical View (2015) 1.
Hamngh On the origins of model tax conventions: 19th century German tax treaties and daws concerned with the avoidance of
ble caxarion” in | T]Ecy (ed) Studies iu the Hiseory of Tax Law vol 5 (2013) 31-79.
WM Becerra e pretation and dpplication of Tax Treaties in Novth Amevica 2 ed (2013} chap 2 para 2.1,
B League of Narions was Formed to ensure world peace atter World War 1 (1914-1919),

Cﬂnsnsnng of Prof. Einaudi (Lealy), Prof Bruins (Necherkands), Sir J Stamp {Unized Kingdom) and Prof Seligman (United Staces of
ca). Sce Avi-Yohan Jdvanced Dutrodisetion ro futernational Tax Law {n 15) 3.
omic and Financial Commitcee, League of MNations ‘Repore on Double Taxation” (5 April 1923, Geneva, League of Nations)
3.F.19. at 25[4029]. Available at hrep://ade library.usyd edu.au/view *docld=law/zml-main-texes/brulegixml&chunk.
396&ct0c.id=d640e3968: database=& collection=&brand=ozfed, accessed on 25 May 2015,
poct on Double Taxation” (n 21) 23[4029].
rt on Double Taxation’ (n 21) 25([:1029].
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fivse, the place where che vield is physicallv or economically produced (che origin of wealeh). Thi, factg
connores che benefies principle which is able to underpin boih the residence and source basis of f¥atigy &
N . . - 3. s

in thar cax is levied based on the bencfic (For example, sevvices) received from the Stacet The othe 3
R

factor is che place where wealth is spens, consumed or ocherwise disposed of ~ chac is, the plag

of residence of the persen who consumes the wealth and this is whae underpins the residence bagjg .
raxation.? Residence and source are lewal concepts and it is not alwayvs scraighcforward to reconeils theg,
with the economic theories. The Andings of cthe four cconomists proved to be controversial ang they ]
were nos immediately adopeed in aciual s oeaties and unilateral measures dealing wich Lloub];.
taxation; however, these ideas have endured and arve considered as the “intellectual base” from which

subsequent model solutions for double taxation were developed.*

Since then, residence and soure, %
factors expressing ideas abour economic allegiance continue to be the main jurisdictional bases of

income taxation applied in the world roday. &

Tesritorial basis of taxation

Under this syscem, persons are taxed on income thae originates within the tervicorial or geogiaphicy]
confines of the counery, irrespective of the raxpayer’s home counery.™ e is based on the propesition thar,
country has the right o rax income chat has ‘avisen’ in that country.” The erricorial system is considered
direct method of assigning a cax base to a nation in that it links raxation with power over the subjec
mazecr of the tax. Pracrically, the rerritorial system draws lines between those transactions and economie
events that occur in a councry and those chat do not. Taxpayers are generally noc liable for tax on their
income earned abroad that is nor broughe into the territory.™ The justification for territorial caxation is
that a taxpayer can be cxpected to share the costs of running the councry chat makes it possible for the
taxpayer to produce income.’’ Councries that apply the tervitorial system of taxation eypically provide
exemprions for dividends received from foreign subsidiaries. They also apply che exemption system in
their cax treaties o avoid double taxation of income™ in that where a restdent of a contracring seate derives
income or owns capital that may be taxed in the other stare, the source stare must exempr such income or

capiral from tax.” This system minimises compliance costs, it’s relatively simple for the tax authovities.

Worldwide basis of taxation

This system is an indircer method of assigning a tax base to a nation.”” Residents are raxed on cheir
worldwide income regardless of the source of the income.™ Generally, this basis of taxation appliesa
personal jurisdiction approach in that ic ignores the focus of the acrivity or facrors that give risc o the

' DR Tillinghase Toax ctspects af Lnternativiral Traasactions (1934) 3. See also OECD Addressing the Tax Challesges of the Digital
Economy (2014) 38,

¥ ‘Report on Doublbe Taxatien' { n 21) 25[4029].

% HJ Aule ‘Corperate integration, tas tweaties and the division of the internacional eax base: Principles and practice” (8992) 47 Loy
Law Review 367.

¥ Meyerowtez fircorre Tax (n 9) para 7.1,

* B} Armeld & MJ Melneyre futernational Tax Primer 2 ¢d {2000) 15,

¥ WB Barker 'Qprimal incernational taxacion and rax competition: Overcoming the contradictions’ (2002} 22 Tssae 2 Nopahuwestom
Jovraal of lntersational L & Business 181,

® Barker ‘[nternational tax reform’ {n 5} 650.

N Kevgenden Sealing & Wihaling Co Led v CIR 1939 AD 487 ar 507,

2 P Disemer ‘A global perspective on gerritorial taxation’ (2012), available at heeps//raxfoundation.org/article/global-perspective-tet
ricorial-taxation, accessed on 10 Seprember 2014

¥ Article 23A ot the OECD Model Tax Convention.

M Barker ‘Optimal international taxation” (n 29} 181,

% Olivier & Honibail arernational Tax (n 7) 194 L Olivier Residence-based caxation’ {2000) 1 Sereh Afican Lasw jorvinal 20: G
dy The Mordd of Tntersational Tix Plasming (n 2} 3.
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e and inscead looks co che person ov enricy that caras the income, The vrisonal reladonship
|
en the nacion and a cesident gives chac nacion the sighe and the power ro tax chas peson on their

wide income™ The juscfication for the residence basis of raxacion is chat as a residenc enjoys the

on of the seace, nv should contiibuee cowards che cose of the governmenc of the councry in which
fides, even it income is earncd ourside thae country. It is also justified by the fact thar residents know
:hC" can 11‘\!1"5 rerurn to the counery of residence w?wm rver chev wane and .hr:f_f will have the

dwtdt SYSTCINS Zians X r‘u‘dm for tazes pa |d o foauon coungries.” The eredic is c.esmrmh

tion of an amount chat the resident szate allows from its own rax, which muse equal (not c.\:ceec[}

3

g paid in the foreign country.” The credis for foreign raxes is limired to the amount of domestic tax
eign source income. Thus the foreign cax paid by a resident raxpayer on foreign source income
fiices domestic raxes payable by the amount of foreign cax.® Where the forcign tax paid is less chan the
tic tax, the foreign taxes have to be ropped up so that che combined domestic and foreign rax raee
feign source income is equal to the demestic rax rate. I che toreign rax exceeds the domestic cx, no
nd is granted.” Thus, residents are veated equally from the perspective of total domestic and

m rax cxcept il foreign raxes exceed domestic caxes.

Bhicrc in the world, is cither of these bases of raxation applied in their pure form. In praciice. the two
Fof taxacion are at opposite ends of a specerum and many countries” policics fall somewhere in the
fle. Countrics chat apply the residence based system normally tax non-residencs on a terricorial basis.
:rics ehat apply the tervitorial system often extend che scope of their domestic rax laws by deeming
n types of income (especially passive income such as dividends, incerest and royalrics) to be sourced
& cheir jurisdiction.” Incernationally, double tax ereaties recognise the primary vight of source
Pitrics o tax aceive income even where the taxing country has a residence based syseem.” [n a trearv
fiexc, it is also recognised that in order to prevene double raxation of income of a person who is
cnt in one weaty country and cairies on business in the other counery (source country), the
fence stace of che eaxpayer is required to grane a tax credic or exempt income chat is taxed in the

EL STare,

BNCIPLES OF A GOOD TAX SYSTEM

2 basis of raxation to accomplish the goals of cflective taxation, it has o comply with the principles
od tax syscem, which are: equicy, efficiency, cereainty and simplicizy.®

ker “International cax veform’ (n 55 650,
towicz fcomze Tax (n 9) para 7.1,
le 238 of the QECD Modef Tax Convention: Barker Incernational tax reforny {n35) 680,
umicle 235 of the OECD Model Tax Convenrion,
old & Melneyre uternational Tax Priser (n 28) 36,
Bold & Mclneyre (n 28) 36.
E Commission Repore (nd) para 1.53.3.
Commission Reporr (n ) para 1.2.2.
¢ 23A and 23B of the OECD Model Tax Convenrion.
Solnmcrfdd SA Madeo, KE Anderson & BR Jackson Coiveepis of Taxarivs {1993) 10; WA Raabe KB Packer Linvation
b5 for Decisioon Making (1983) 1.

e,




= e e ot o B P . O/ et corint
230 Enuing o vight balance in applyizg ie s

Equiry

Adam Smich’s frsc canon of raxation is that cazes should be cquitable.

Equity requises chat a coy,
should ensure chac ic gevs its fair share of revenue from cross-border transacrions. This entails prozeq
a country’s cax base by developing domestic faws chac are fair and impartial. Equity also reqy
imposing equal tax burdens on taxpayers wich equal income, withour reference o the source of

aT
mavers oy mast The 0
CaYeLs =D = =0T Cia

niling

economic view is thae the allocation of the rax burden is faiy wheie cach pesson contribugg
accoidance with che benefics he or she receives from governmen: seovices ™ Indeed, tha by
principle” of taxaxion is considered che primary theory thac underlies che terricorial basis of caxazio
that rax is justified on the basis of benefic received.”? The vesident basis of taxacion subscribes ¢
“abilicy to pay’ principle,” in char the vax obligation is based on the special relacdonship between
taxpayet and a state. This seatus justifies worldwide raxation without regard to actual benefies cecejve,
the caxpayer.’!

Efficiency

This elemenc requires chat tax should be imposed so as to minimise the social costs inherent in
collection thereof. Taxes are considered to be efhcient if resources arc used in a way chat maximises
output.” An efficient tax should encourage neutrality of tax, in chae che incidence of the tax should
change the refative prices of goods and services in the public sector. A cax is inefficient when its incide
distores cconomic decision making.®® In the international serting, rax rules are noe neutral where ¢
affect the location of an enterprise or investment especially when factors of production (for cxam
capical, technology, wademarks and labour) are mobile.** Traditionally the debate about cthe efficie
and nearality of a tax system has depended on whether the country adheres to the theories of ‘cap
export neutralicy (CEN); or ‘capital impore neurralicy’ (CIN).* Both CEN and CIN acknowledge
source countries legitimate right ro tax income and capital of non-residents. Both theories also recogs
that it is the investor’s country of residence thar can determine whether capital is efficiently alloca
worldwide. However, the cheories differ as to what the vestdent countries’ response should be.* Cap
import neutrality requires that counery residents who invest abroad should be raxed ae the same ran
the residents of the councry in which they invest.”” It requives that a country should avoid wx lawst
might cause ies multinational companies to bear higher effective tax burdens in forcign mackerts than
multinational companies of other countries. Capital import neuralicy is violated if, for example, fore
investors in a host councry are taxed on their invesement income at che home counery vave, while the b

“ A Smich Jn Tnquiry into the Navere and Couses of the Iealth of Nations Vol 5 ¢h 2 (1776) 2,
7 For example, a group of related companies should be charged che same rax as 2 single company engaging in comparable activitis
Use of the ‘arny's length principle’ to curzail cransfer mispricing is an example of a provision that can ersure that refaced corapanies
taxed at the same races s single companies engaging in comparable activicies. See s 31 of the Tncome Tax Act 3§ of 1962 as amend
® B Pecters fhe Concept of Tax: 2003 EATLP Congress Naples { Caserta) (2005} 2+4.

? Tillinghase Tovx Aspects of fnternational Tiassactions (n 24) 3.

* Barker ‘Optimal international taxation” (n 29) 187,

* Barker ‘Optimal international taxation’ (n 29} 187.

" Barker ‘Incernational sax reform” (n 5) 655,

> RA Musgrave & PB Musgrave Public Fieance it Theovy and Practice 3 ¢d (1994) 193.

5 A Easson Taxation of Fareigit Divect fnvestinene: n Tutroduction (1999) 17,

* Armold & Mclntyre (n 28) 5 T Horse 'A note on the optimal txation of international investmene income’ (1980) 94 The
Quarterly fournal of Economics 793,

% Barker ‘Intesnacional tax reform’ {n 5) 636,

5 D Sandler Tax Treavics and Conrrolled Foreignn Company Legistation Tax: Pushing the Boundaries 2 ed (1998) 14
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v does not levy incoms tax on investment income.™ The verricorial syscem is said co be consistens
CIN.?
. Capiral expoit neurvalicy requires thar all vesidencs of a country should face che same marginal

‘ty requires thae a coung
s. This entails Protecting
al Equity also reQuires
ce 10 the source of the:
Bpaycrs 10 pav” The clag;

B person contribues i)
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gocrive CLX race, Wiccher aey litvess in chac counoy or abroad. In ocher woids, che cax syscem should be

arral with regard co decisions co invest at home or abroad & Capiral export neurrality suggests that 2

nury should design ies incernational tax laws so as ro neicher encourage nor discourage outtlows of

iral. The wortldwide system, wich appropriate double raxation relief, is said to comply wich CEN® |

l'-' . + = » .
it ensuves that no macrer where a company is locazed, its prohes will always be subject to canes.

ged, the overarching purpose of worldwide raxation is o create equality among resident taxpayers, so
ot 1o distore che investment decisions of domestic companies toward low-tax jurisdictions.®
pivever, in today’s global ecconomy characrerised by less bavriers o the Aow of goods and capiral,
: }prises can move o a different country with move comperitive tax conditions as taxes form a major
sideracion in business strategy.® Capital export neutralicy is violazed if, for cxample, both the home
{ the host couneries fail to tax income from investmens in the host counery, while an investment in the
h';e country is taxed. This could happen when che home country allows rax deferral and the host
intry does not impose a tax on foreign invescors. In chae case, inveseors would prefer vo invest in the
counery racher than the home country even if the pre-rax yield on the domestic investment were
er. This gives rise to many opportunities to defer the payment of tax on foreign profits, leaving
fim in che hands of the foreign subsidiary that earned them. This is a breach of the CEN,® since
Bkic2] reduces the present values of the tax burden substancially. Often countries enact controlled
picign company (CFC) legislation to guard against the erosion of the domestic tax base by che residents
gucsting in non-resident companics as a means of addressing this concern.® However, some counries
not have CEC legislation possibly because they do not have a strong commitmene to CEN (chat
denc taxpayers should pay the same tax on their domestic income and foreign-source investment
ome).”” Other countries may not have CFC legislation because the extent of avoidance of domestic
; =by the use of non-residens companies may not be such a significane problem in their particular
pcumstances that it justifies legislacion of chis nature.%

Since the source basis of taxation implies thac all investors within a councry face the same tax burden
ardless of the country of residence, if the tax vates between countries vary, the source basis of taxation
res invesemene allocation as there might be an incentive to move investments co other countries so

%

ERS Avi-Yonah ‘Comment on Peront, Fleming and Shay, ‘Getting serious about curtailing deferral of US tax on forcign source
e’ (1999) 32 Soudlrers Methodise University Schoof of Laws Rteview 533,

Barker *Internarional tax reform’ (n 5) 636.

Sandler Lz Tivaries (n 57) 14

{MA Desai ‘New foundacions for raxing multinagional corporations’ { 2004) 82 Tiexes 39; Barker ‘Tnteraational ax ceform’ (n $)

rker ‘Internacional tax reform’ (n $) 680.
OECD 1998 Repore (n 1) 13-14,
vi-Yonah ‘Comanent on Peroni. Fleming and Shay’ (n 58) 532
Tilev Revenne Law 5 ed {2005) 1139,
Tiley Reveniee Law {n 65) 1139,
ECD Suudies in Taxation of Foveign Sorvce hzeane: Controlled Fureigr Company Legistation (2000) 11
ECD Studdios in Tavittion of Foreign Somice fncome {n 67) 11.
MG Asher & RS Rajan ‘Globalisation and tax systems: fmplications for developing countrics with particular ceference o
mutheasc Asia’ Discussion Paper 2, Adelaicte Universicy Auseralia, Centre for International Economic Studies {1999) 8.
B Amnold & Melneyre (n 28) 5-6.
b Asher ¢ Rajan (n 69} 8.
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A good tax syseem must epsure certaincy for foreign investors. Certaingy gows hand in hand with
adminiscracive cfficiency; that is, low compliance and adrminisciative coses. Thus, i designing an effocg,
: ! i e

basis of raxarion, consideration needs to be given to che cost of compliance so as to ensure
g that lht
syseem does not place oncrous documentation requirements on caxpayers. The cerrivoifal bagig ol
hy ik empleyed by o

countries. Since the residence basis of taxation covers the worldwide caxation of a country’s resideny

ILe oty

taxacion s considesed o be casier oo adminisczs, and dhac is wny Bk 52 Affticay
very few councries have the adminisiradve capacity o cast sheir nues worldwide, so chis basis of wvagy,
is usually adopeed by developed and ner capital cxporting countries.” Inevitably the residence bagis o
taxacion has very high informacional requirements and it presencs high compliance coses.™ The syseq
requires that the auchorities of the foreign country in which the vesident axpayer invests, PI‘O\'i&c th
necessary information to the rax authorities of the taxpayei’s country of residence; or chaw che raxpay
rruchfully reporss cheir forcign incomes, both of which are highly unlikely™ It is submirced tha {f
syseem cannot be adminiscercd effectively, no macrer how effective in cheory, iv will bring about poorgy
collection and ulcimarely a self-defeating disrespece for che law.”

Simplicity
This principle of a good rax system requives thar tax faws are not too complex. The legislation should b
clear and unambiguous; casy to comply with and casy to adminisecr.

INTERNATIONAL FiscaL BACKGROUND

Historically most countries tax policies were generally terrivorial in nature in thae chey were developed
deal mainly wich domestic cconomic and social concerns. Although che domestic tax syseems of me
counties also had an international dimension, since they had to deal wich the toreign souice income
domestic residents, che interaction of domestic tax systems was relacively minimal, since there w
limiced mobility of capital™ With the globalisation of trade and the removal of barriers to the fi
movement of capital, many developed countries shifted towards the worldwide system of razation
ensure the preservation of their caxes even when their residents invested offshore. Faced wich hight
cates in cheir councries of vesidence, txpayers began to increasingly employ global tax avoidar
steategies to maximise profies, lessen their global tax exposure; and so theiv links with any single count
wich 2 favourable tax climate became more tenuous. Taxpayers would ensure that foreign assees a
income were concealed and kepr outside their domestic tax jurisdiction. In response, countrics enadt
various anti-avoidance legislacion (such as CFC legislation and ransfer pricing provisions) to cun
these tax avoidance serategies buc raxpayers are generally a step ahead. The cycle of continu
amendiments to cover loopholes in the legislation made the provisions more complex and yee this did1
prevent well-advised taspayers from aggressively avoiding domestic taxes by keeping their income in ke
tax jurisdictions. To remain competitive in 2 globalised world, redace administvative costs and to ens
the simpliciey of theiv rax systems many developed countries (as cxplained in section 6 below) have
the past decades been compelled ro migrate o largely territorial systems.” Indeed, rerritorial zaxat

"2 Oljvier & Honibalt (n 7) 60.

* Asher & Rajan (n 69) 8.

" Asher & Rajan (n 69} 9.

™ Karz Commission Report {n -f) para 3.1.6.

“ QECD 998 Repore(n 1) 13-14.

“ 1 Rush & M Mincicli‘Are US zaxes causing a global disadvantage? (2040) 26 Mo 3 Fiunaarcial Exevitive 34- 39,
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cen referved to as A pragmacic response o the practicalities in a would where comperition js fasr
and traly global)™ It should however be noced that the basis of taxazion appropriate o a given
iy IS often dicrated by various factors, such as: economic straccgies, nee cross border Bows, che size
- naional economiy, rclacive cax vaces, hiscoric developmenes and the adminiscracive capacicy of the

7 Although the facrors that influence faiv and efficient raxation for domestic and toreigi income
gein different countries, the primary focus of any tax syscent shonld be to raiss revenue and proszas the
Bistic tax base from erosion.™ The domestic income cax base geneially comprises chree incerrelaced
: (i) the domesiic source tax base for all saxable presons, both domestic and foreign: (i) dhe
an source income of vesidencs; and (iii) che foreign source rax income of non-resident coiporacions
d by residents. The firse aspec targers effective rerrivorial caxacion of taxable peusons. The sccond
ird aspects targer effcetive extra-cerrivorial (worldwide) caxarion of residents’ income. It is argued
while the second and cthird aspeces may be appropriate objectives of policy in some situacions, the
ary goal of internacional tax rules and their reform muse be the firse concern (resritorial taxation of
B mestic cax base)

EPTIONS ABOUT THE BASES OF TAXATION

R most common negazive perception abour the territorial system is chac it foreign caxes ave lower chan
B cric taxes, this would result in increased investment abroad and reduced domestic investmenc®
ever, foreign investment does not necessarily imply reduced domestic investment. Often foreign
B domestic investments complement rather chan substitute each other, as boch outbound and inbound
gécments are associated with economic groweh.® Foreign investment can boost a company's
Byduccivicy; provide access to new factors of production; and open up new markees. This promores the
flth of companics and the economies in which they operate®" The terricovial syscem is designed wo
ralisc the tax costs between incernational competitors operating in the same jurisdiction, so rhat all
anies can invest where they can achieve the greatest after-tax recurn on invesement.* It is argued
this is good for domestic investors, as putting up barriers to growth

abroad ultimately slows growth
gihome “

In Canada where the cerritorial system has been historically applied, the Federal Teade
missioners have an explicit mandate ro facilitace investment by Canadians abroad. Similacly, The
therlands {(which has also historically applied the rerrirorial system) recognises that its small domestic
nsumer base cannor self-sustain growth or suppost economies of scale, so it upholds the policy thar
Brcrnational cxpansion that is good for companies is also good for the country; as it results in increased
fofics and employment for the Dutch.™ This tcasoning turther dispels other percepeions thac applying
terricorial system leads to job losses at home as domestic capital would go to employ foreign racher

1
i

United Staces Congress How Other Countrics Have Used Tax Reform to Help Their Companics Compere in che Global Marker:
ing Before the Commiteee on Wavs and Means US House of Represencatives” | 12ch Congress, Fisst Session (24 NMay 2011) 34,
Katz. Commission Repore (i ) para 1.3.6.
g American Bar Association $Section on Taxacion ‘Repove of the Task Foree on Internarional ‘lax Reform’ 5% Tox Law (2006) 639

fe also 1 Vogel " Worldwide v source maxation of income — A review and se-evaluation of arguments’ {Part 11) (1988) 16 Freertay

10-312.

b Ancrican Bar Association Section on Taxarion (n 80} 639 Vogel ‘Worldwide v souree rxacion” (n 80) 310-312.
 Dittiner ‘A global perspective on terrivorial eaxacion’ (i 32),

: Divtmer (n 32).

Barker ‘Incernational sax reform’ (n 3} 656.

Dicemer (n 32),

= The Conference Board of Canada, briching by Daniclle Goldfarb ‘Direce investment sbioad: A strategic ool for Canada (Jaa 201 1)
vailable ac heep:/ Avvneconferenceboard.cale-Libracy/a bstrace.aspx 2did=3958, aceessed on 29 Sepeember 2014,
Vianduren " Why exerpe forcign business proties?” (2002) 25 Tinw Nores Luternativinal 1099,
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than domestic workers. Studies show char the teend internationally for mose multinadonal enterprig B
appeais to be that low value-added work ofien moves to developing councrics, bui high valye. addui

e\'p ertise woik moves o developed counciies? Often overseas production does not change the Aggreged i
i

evel of employmens (For example che faccory in @ given counery would oiten say), buc chae L]‘angcsm
composicion are usually in managerial and technical employmens.™ It should also be nored thas althoy
terricorial caxation is eriticised for encouraging movements of mobile factors of production re "al'lou;
locarions; there are other factors of production found in a ration thac are sufficient vo attrac: and rcram
economic aceivizies. [t is chese nadonal endowments that benefit economic activity thas forp s
jusciﬁcation for rerritorial tax® An example is economic rents, over which all counuries, inc]ud'.'“?
developing countries, have real raxing powes. A territorial tax on rents is cthus one of the most ]““'ﬁabh
cases for the taxation of all corporations in a sousce counery.”

It is also argued chart the territorial system can result in lower effective tax razes on foreign carnings; i
which induce greater levels of profit shifting into low tax countries and the avoidance of domestic tax’® "
However, the motive for profic shifting is ofen to reduce overall cax burdens for multinationals and ¢
often occurs (in the absence of anti-avoidance rules) when raxable income is reported in a jusisdiers
ditfevent from that in which it would be reported. Thus profic shifting can occur whether a a:oum,;y
applies a rerricorial or a worldwide system. Profit shifting s driven by glebal rax comperirion, Whlch

Eaud

undermines boch residence and source raxation. Tax competition undermines residence taxation bt.causg
it makes it possible to eain capizal income in other jurisdictions in ways chat make it possible to esca §
taxagion at home either by avoidance or by actual evasion (concealment). It undermines source mvano

divectly by allowing raxpayers the mobility to choose o locare in jurisdictions offering lower rax ratcs':
Countries need to have che right anzi-avoidance provisions in place. The most common schemes § 0
reduce overall tax burdens and shift profits to low-tax jurisdictions often involve: teanster n1i.spricin£,,
manipulasing the location of debt and the location of patents and other intangible property; all of whick’
enable companies to overstate taxable income in low tax jurisdicrions and undesstare income in high tax
jurisdictions. These are the activities that erode the domestic income tax base thereby reducing domcsuc
eax revenues.™ So che argwment that tervitorial syseems pes se can result in profic shiczing and thus lowcr«
tax collection is not very convincing. Studies™ have observed no statistical difference in the scopea of

profit shifting activity berween terrirorial and worldwide syseems.
Then chere is a percepeion that worldwide systems are more prone to higher ax collections than

tervitorial systems — this too is not a convincing argument. OF course the corporate cax races that,
countries apply have to be taken into consideration, but it all facrors remained constane, usuaﬂz}
worldwide systems that permic defereal of raxes on active income resule in effective taxes on such income
being deferred (somecimes indefinitely) unil repatriated. Non-repatriation of income i furthef
encouraged by the face char since worldwide syscems generally apply che ciedic method to velieve double
eaxation, the credit for foreign raxes pmcl is normally limiced ro the amount of domestic zax pavable, any

extra foreign taxes must be paid. This can discourage reparriation of income and ¢hus resul in Jower rx

# Ditemer (n 32).
" RE Lipsey "Home-counary eflects of ourward direct investmenc in Al Feldseein, [R Hines & RG Hubbared (eds) T
Mydtisnationad Corporarions {1995) 12.

M Backer ‘Tneernational rax vetorm’ (n 5) 688,

2 Barker ‘International rax vetorm’ (n 5) 688.

% Dicemer (n 37)

*t Digrmeer (n 32

RS Markle ‘A u.mnp.unon ol the tx-morivaced income shifting of multinetonals in testicorial and worldwide countries " Oford
Universicy Censre for Business Taxacion Working Paper 12/06 {1 {7\0' 2010) 2.
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dde svseems.™ On the conirary. cimee termiomiin! crerame do alty apply the
worldwide syscems.™ On the congrary, since tevricorial systems do not generally apply che
o ‘od, but they zenerally exempe i‘brci.gn seuree income from tax, this £neourages repairiation
B, dy by Markle” shows thac when it comes to revenue collection from repatriated income,
;syg[cn1$ appear <o o¢ faring equally as weil as, and in some cases betier chan, worldwids
B Licther research demonserazes char when counrries aczemipt to poach revenue from incorme

ther countries, they tend 1o receive no mere than their rerrizorial counto:

gk

=] investigation of how the basis of cazation has developed and been applied in South Afica can
i or's view) be broken down inco three main phases. The frst phase shows chae che initial income
;di:cd heavily on the souree basis of taxation {the term sousce” racher chan eriitorial® is used in the
BT 20 discussion as that is the statutory concept used ). The second phase depicts the incroduction
: B ldwide basis of raxarion (applving co vesidents) and che bolstering of anzi-avoidance vules for out-
;.-' ansactions by South Afiican residents, while the source basis of taxacion (which applied to non-
s largely neglecred. The third phase shows a wend rowards stiengthening the soucce basis of
5, creating a serong withholding rax regime and ¢fforts aken o create a Headquaster company
(c;}}.)laincd below) chat is relieved of various anti-avoidance rules,

: Initial income tax laws based on the source basis

ithe introduction of income tax in South Africa, state revenue was mainly derived from crade
er fees, indirect taxes and mining taxes.” Income tax was incoduced in South Afiica (ithen
o as the Union of Souch Africa'™) in 1914 under the Income Tax Act No 28 of 1914, which
origins in the New South Wales Act of 1895, The first income tax laws were based on the
Bbic that taxes would be levied only on income thar was sourced within the borders of the Union af
rica.""! After 1933 serier exchange concrols applicd to prevenc the Row of funds our of South
=The 1914 first Income Tax Act went through namerous amendmencs, culminating in the
Bicn: of the Income Tax Act 58 of 19629 The 1962 Act consolidated the [aw velating ro the
n'of income and donations. The initial section 9 of the Income Tax Act 58 of 1962 provided for
ircumstances under which an amount was deemed to have accrued to any pegson from 2 souice
the Republic if it had been veceived by, accrued to or in favour of such peison,
£ 1962 Income Tax Ace has also undergone various amendments."™ However, che predominant
the source basis of raxacion opened up numerous loopholes for tax avoidance since income was
Bonly when it was gencrated in South Afica. Before 1994 the Souch African government practised
eid (racial segregation), and so cconomic sanctions were placed on the county by the
ional community and ir was barred from international trade and relacions. These actions,

d with the stringent exchange conirol regulations. led to che dwindling of incernacional trade in

er {n 32),

& 'A comparison of tie sax-motivated income shifting of multinationais’ (n 95) 2.

er (n 32).

dom "20144: 100 Years of Income Tax in Souch Africd Solidaricy Press Releases (23 February 2014Y, wvailable ac hezps://

gEnicit.co.2a/en/ 20 14- 100-years-income-mx-south-afviea/, accessed on 26 Auguse 2045

L the sccond Souch Afvican Anglo-Boer War (1899-1902), Britain wolk concrol of all pares of Sourh Afvica, and in {930, 2
of South Afvicawas eurablished wich four proviees: the Cape, Naral, the Orange Free Smee. and the Teansvaal.

erowicz [ircomre Tax (n 9) paca 7.5,

hed in Goverment Gzetre 250 0F 1942,
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South Africa and so not much was done to develop tax laws o deal with cross-border cansacidons, Thy,
environment «icouraged South African residencs as well as non-residenes to ke advaniage of the
loopholes in che cax faws and to get involved in a wide variety of vax-efficiens swacegies in offshore
jua'isdicsions.""’ In order to prorect Souch Africa’s tax base, over ihe years, che Tncome Tas Ace devlaned
from a pure sonyce basis and a hybrid system was adopred wheveby the source basis of raxation wag
applicd on accive o and cion: daaming provisions (which were essencially based on the residenc,
principle) were applicd on passive tncome. Nevevcheless, there were still concerns about che right basig
of tazacion che counery ought o apply. Thus over the years a number of commissions of inquiry inco the
Mmattel weie serup.

fn 1951 che ‘Steyn Commitree” recommended that che souice basis of raxation be retained owing o
the then perceived complexity of changing to a residence system."™ In 1970, che ‘Franzsen Commission’
cecommended thas the residence basis of caxarion should be introduced as more income was beginning
to fow out of South Africa without being taxed. This Commission pointed out that the introduction of
the residence basis of caxation would not be such a complex procedure since the Income Tax Acy had
already deviared from a pure source basis through the incroduction of various deeming provisions.™
This marter was further ilwcsrigatcd in 1987 by the "Mavgo Commission’. This Conunission highligheed
the need to incroduce a residence basis of raxation, noting that if exchange controls were lifted, a
worldwide basis might be instrumencal in curbing consequential rax avoidance. This Commission
further poinzcd ouc chat che ‘iadependent pational states’ that chen existed (and to some cxtent the
existence of other countrics in the Rand monetary area) exposed the syscem o schemes of avoidance,
which a2 worldwide system of taxation could help to counter.”™ However, che ‘Marge Commission’
advised that as there are complexities in administeringa residence-based taxarion system, che souice basis
should be retained and ehe existing deeming provisions be extended.'”

Wich the fall of apartheid in 1990, South Africa was reincegrated inco the global econemy. The
heightened global trade and the mobility of capital in the modern woild encouraged South African
residents, both individuals and corporations, to make considerable cross border investments and since
then, there has been continued internacional incerest in Souch Africa by foreign investors. The inciease
in incernational trade and investments raised further concerns that the outflow of investmenis would
lead to the depletion of Souch Africa’s tax base. A decision had to be made as to whether Souch Africas
cax syscem should be based on the residence or source basis of taxacion.

In 1997, the Katz Commission''" was appointed to inquire into the ability of the tax system of South
Africa to deal with the consequences of the globalisation of trade. The Karz Commission noted that the
loopholes in South Africas tax syscem that were augmented by the relaxation of exchange control
cegulations in mid-1997, requised a change from the source o a residence basis of caxation in order w
protect the country’s rax base.!! However the Karz Commission recommended that the residence basis
of taxation should not be introduced drastically, buc that there should be a gradual adjustment of the

0 Ginsberg butevitatioial lax Havews {n2)594-395.

Wi [ arz Commission Report (n 4) paras 2.4.2 and 2.1.5: Ginsberg (n 2) 397,

19 R Sgeyn (Chairman) ‘TFitst Interim Repore of the Commiteee of [nquiry inte the Income Tax Act LG No 75-1951 at para 69
('Steyn Commicees Repore’).

w DG Franszen (Chatrman) *Commission of Inquiry into the Eiscal and Monerary Policy in South Atrica: Taxacion is Souch Africa.
Seeond Repore R $6/1970" para 20.

195 |7 acz Commission Repore (n 4) para 2.1.3.

@ 5 Masgo {Chairman) ‘Report of the Commission of Inguiry into the Tax Structure of the Republic of South Afvica RP 34 1987
paras 26-30.

10 iz Commission Report (n 4) 4.

V) Maren The Taxation of Foreigi Sosreed Tnvesiment Facome i the Hands of Senth sfyivas Resicdeais (1999) 21: Cinsberg (0 2)

397.
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s rcc-bnsed ax system in 01'dr:'r 0 fat:ilifarc South Atvica’s invegracion inl:o the clobal economy. Ie was

arce bases of taxation and chat t[‘llb would protece South Africa’s tax basc uncil a i(.bldl.nu. ba-;ui
sem was ﬁllly adopu:d e Lomcqucmlv as from july 19‘)/‘ in the interim, awaiting the introducdon

iu}' annuity, interest, n.nt;tl income, lOVEllL} or any tncome 01- a alrmlat nagure.''s The Lhcn section 9D
s designed o tax forcign-source investment income in the hands of South African residen:

|"ﬁ“\;‘;evcr. these provisions could not effectively councer offshore tax avoidance, because they covered a
e scope and they were poorly drafred.'* As a result, many cax-planning schemes weve entered into, in
dcr to take advancage of the loopholes in these provisions.'* There was thus a need to improve on
;hesc provisions if chey were to be the foundation on which a new residence-based suuctnive was o be
5 llt.

"i

X imse 2: Residence system introduced, strengthening tax avoidance rules on outbound
B iansactions while neglecting the source basis

: bty odction of the vesidence basis of taxation

V"Vi:h the gradual phasing out of exchange controls, the introduction of a residence basis of taxation was
inevitable. The tax auchorities were convinced chac the introduction of the residence basis of caxation
lviould significantly broaden South Africa’s tax base, limit the opporeunities for oﬁshorc rax avoidance
and also bri ing South Africa’s tax system inco line with internacional bese pracrice.'’” Thus from the years
o’f assessment commencing 1 January 2001, the iesidence-based system of taxation was inereduced in
South Africa, ushered in by the Revenue Laws Amendment Ace 39 of 2000, which amended che Income
Tax Act,

5 Currently. the principles thar underlie che basis of raxation in South Africa are laid our in the
"'itﬁﬂiti()ﬂ of ‘gross income’ in section | of the Income Tax Act. This scction makes a distinction berween
the basis of raxarion applied to residents and chat applied to non-residents.!"® Residents are raxed on a
_.'r'i;.sidcncc basis, in that their worldwide income is taxable in Souch Afvica, frrespective of where it is
B carned. ' The definition of “tesidence’ in seccion 1 of the Income Tax Ace distinguishes between narueal
j)crmm and persons other than nataeal pessons. A natural pesson is resident in Souch Afvican when the
person is ‘ordinarily resident in South Africa or when the person meecs the requirements of the

LM Gimberg (n 2) $97.

F 5 QOlivier & Honiball {n 7) 561.

‘_ " Maren e Taxation of Foreigi Sovsced Investiizent Freome (n [11) 11,

2" D Meyerowitz, TS Emslic ¢ DM Davis ‘Edirorial: The Revenue Laws Amendmene Act’ (2000) 49 The Taxpayer 181,

“Maren (0 111) 28,

 Meverowitz fucome 1 {n 9) 181,

b " The defnicion of ‘gross income” in s | of the Income Tax Act.

" Section 1 of che Income ‘Tax Act.

P In Levesee 0 IRC [1928] AC 217, it was held thac an individual is said co be ‘ordinarily resident” in South Afvica ificis his or her
habmnl and normal counery of residence, in the sense of living here with sorae degree of concinuity, In Codesr v CIR 19416 AD 174
pL; (A} the court held thac a person’s ordinary residence “would l'n. the conntry ro e lm h he would naturally and s & mazter of course
“teturn from his wanderings’ This would be the country a rxpayer mighe call ais “wsual or principal sesidence and would be described
-as his real home?
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physical presence test.*' A person ocher shan a nataral person is vesideny i incoiporated, established or
formed in the Republic or if it’s place of «ffective management is locaced in the Republic.'* The soug,
basis of raxation was, however, nov discarded. It is used to rax the income of non-residents derived from ,
South African source’® and in raxing income attribuced to permanenc establishmencs (dedned delow) iy

the contexr Of [ax sreatics.

Strengrhening the natuire of tax avoidance rudes for ontbonad transactivns

Afver che mroduction of the residence basis of caxation commencing ! January 2001, theve rollaned ,
erend of screngthening laws to curtail cax avoidance for outbound wransactions'® by residents. Such Ly
included: controlled forcign company legislation, specific anti-avoidance legislation rthat dealr with
investmenes in ofshore erusts as well as transfer pricing and chin capicalisation provisions (to mention

bur a few).

Controlled foreign company provisions

In ordes o bring into the taxing net the income earned by South African-owned foreign entities and 1o
counter the deferral of raxes, the worldwide taxarion of South African residents is sxtended in the
Income Tax Act, by deeming the income of a foreign company to be thar of Souch African vesidents,
notwithstanding the fact that the actual income is received by ov accrues to a foreign company.' This s
done through the use of CFC legislation set our in section 9D of the Income Tax Act. As poinred ouc
above, this CFC legislation has its foundations in the previous seceion 9D, which was introduced in
1997.1% With che introduction of the residence basis of taxation in 2001, the then scetion 9D was

amended to strengthen its application and it has since gone through various other amendments. This
legislation ensures that the deferral of taxes is curbed by taxing the Souch Afvican owners of forcign
companies on the income eamned by those foreign companies, as if chey had repatriated cheii forcign
income as soon as it was carned.'™ A CFC is any foreign company in which Sonch African residents own
mote than 50% interest in the profits or capital of the company or by means of vorting rights. However,
this definition excludes residents who are connecied persons, who in aggregate hold more than 50% of
the participacion rights or voting rights in a controlled foreign company bue individually hold less than
10% of che participation rights or voting rights in the conerolled foreign company.' The CFC rules are

120 [y cerms of the definition of ‘resident’ in para {2){it} of s | of the Income Tax Act.a narueal person whe is not ordinarily vesidunt in
Soueh Africa will be resident if he is physically presens in South Africa for a period or periods:

» exceeding 91 days in aggregate during the curvent year of assessment and

* exeeeding 91 days in aggregare during cach of che five yeavs of assessment preceding the currene yeas of assessmene and

o exceeding 915 days in aggregare duing che five years of assessment preceding the current year of assessment.
132 “The concept phace of effective managemene is a ereaty eesim, used as die breaker rule in the case of dual resident encitics. The
meaning of the teem is sec ot in the commentary on are 4(3) of the OECD Model Tax Convention on lacome and on Capital
(2014). For derailed discussion of che meaning of the term see: AW Oguicu ‘Resolving double caxation: ‘The concepr “place of
effective management” analysed from a Soueh African perspective’ (2008) XLI No | The Comparative and fteriational Law Joisvind
af Southerst dfrica SB-104.
12 Meyerowitz fizcome Tax (n 9) para 7.3: Olivier & Honiball (n7)11.
121 A cransaction involving che exporc of capiral or ather resources from a country is seferred co asan ourward-bound cransaccion, Ste
Arnold & Melnryre (n 28) 4.
5 RD) Jooste "The imputation of income of controlled foreign encities' {2001) 118 the Souty ciffican Law Jormnal 473474 AP de
Koker Silke o Sonths Afvicas licome Tax: Being an Fxposition of the Litw, Practice and licideirce of Tncome Lax i Souctly Afvica Vol |
{2014) para 8.10.2.
126 Por a cricical review of s 9D before its amendmenc, see Maren {n 111) 101,
17 Joaste “The imputation of income of controlled Foreign encities (n 123) 47+4.
¥ This de minimis rale is sec oue in s 9D{2) of the Income Tax Act. See also e Koker Sille o Santh Afiican lucome lax (n 1230 para
A4,



L qubject to various exemptions.'™ From a policy perspective, chese exemprions ave pare of a
sework that seeks to strike a faiv balance berween procecting the tax base and the need for Souch
an mulcinacionals to be incernazionally comperitive, The practical implication is chara taxpayer chac
ges income chac is cxempe from che TFC vules can deter South African cax (cven indefinicely) on its
son income unil it is discributed as dividends to the shareholders and remicted o Souzh Africa. In
s of seceion Ggua(1) of the Income Tax Ace. in caleulating the taxable income of a resident raxnayer

bate or unilateral tax credic is granted in vespece of foreivn taxes levied on their income. Despice the
that the CFC rules closed many rax-avoidance loonholc:., the rules have been riddled wich many
plcx amendments chat hinder their efficiency." The complexity of this legislation is perhaps one of
_rea:,ons why there have been hardly any cases decided on this legislation since its incepion.'* Iis
Plucn:v has also made it harder for cax administracors ro uap the well-advised raxpayers who are one
p ahead of them. Taxpayers ave generally betver off arranging their affairs in order to avoid the
blication of the legislarion racher chan risk an assessment under ie.'* This legislation also poses heavy

133

4 Plnncc and administrative costs.'* It is chus importane chat in designing laws ro protece the tax base,

only tax revenue bue also compliance costs should be considered. The compliance coses thac fow
‘fn overcomplicared legislation should be weighed up against the vevenue derived from taxing foreign
giies. ' Such compliance cost often makes ic difficult for taxpayers to compete internacionally, which

e
£
'

ay encourage them Lo '-’!\’L ap their residence status, in ['&VOLI[ OFlelanCC 0 a jllllsdiLEIOll wich maoye

voumblc. tax rules,. '

Taxation of income from offshore trusis

E

' e residence basis of taxarion was also strengthened in the contexr of South African residents
investments in offshore trusts. Wich the continuous velaxation of the Exchange Control Regulations,
which began in 1997, there has been a rendency of South Africans residents to invest in offshore
'trusts' * South African residents have been known ro eransfer assers to offshore wrusts by means of

.'donanom by ¢specially parents resident in South Africa who desire their children who are residenc in

othcr countries to be able co inheric their wealth."” Assees can also be sold o non-resident rrusts for cash

For on loan account, which may or may not bear interest, depending on the circumstances of the case.'™
- Over the years, the legislacor came up with provisions to close opportunities for South African residents
F 1o avoid raxes by accumulating income in non-resident trusts. Section 25B(2A) of the Income Tax Act
provnd‘.s that if a resident person has had a contingent right to an amount accumulaced in a non-residenc
" trust for 2 number of years, and he/she acquires a vested right to any amount representing the capical of
! that non-resident erust, he/she will be liable in that year for tax on the accumulared income acer uing to

' The foreign business establishment exemprion in s 9D{9E); the exemprion from certain wichholding taxes in s 9D(9){ck che
uunptlon from South African caxable income in s 9D(9)(e): the exemprion of forcign dividends in s 9D{9)(,() the vxemption of

. income from interess, royalties, rencals and simitar amounts in s 9D(9}FA): and the c.1p|t1| gains exemption in s 9D(9) (FB} of the
Income Tax Act.

" Editorial “Taxacion Laws Ameadmene Ace of 20007 (2000} 49(11) The Taxpayer 181; Maren {n 97) 28.

" D Sandler ‘Case notes: ‘Tax weatics and controlled foreign company legislation” (1998) 1 British Tax Review 54.

1" Sandler 'Case noees (n 131) 54,

" QECD Studies in Taxation of Foreign Sonzee Income (n 67) 94.

21 Olivier & Honiball (n 7) 428.

¥ Olivier 8 Honiball (n 7} 429.

% Ginsberg (n 2) 29 and 581; ) Ware & P Roper “The impact of residence-based tax on offshore wuses’ (2000) 16 Daswiirice aid T
Jonrial 21.

""" Ginsberg (n 2) 386; Olivier & Honiball (n 7) 356.

" Ware & Roper ‘The impact of residence-based rax on offshore truses’ {n 136} 21.
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him/her.™ Anocher provision thac can e applied to prevene «x avoidance whein Ivesiments aie myde 1
in offshore truscs is section 7(8), which provides char where
chan « controlled foreign entity) chat would have constitugeg

here shall be ineluded in che income of such cesident 30 much

a4 pesidene makes 2 donadon, setilement of

acher dispasition 102 non-residenc (other
income had that person been a resident, ©
of that amount as is accribucable to such donation, scrtlement or other disposi-:ion.' “

Transter pricing and thin capitalisation provisions

South Afiica also has transker pricing provisions i section 31 of che [ncems s arm’s
lengch principle is applied co guard against profit shifting when related parties sce prices ac which they
ranster goods or services berween each other!' The arm’s fengreh principle provides cha -
conditions are made or imposed berween two associated enterprises in cheir commercial or financig
m those which would have been made berween independent enterprises, then
nditions, have accrued to one of the enterprises, bug, by reason
, may be included in the profies of thar eneerprise and taxed

also incroduced under che chen section 31(3} w

relactons which differ fro
any profies which would, but for those co
of those conditions, have not so accrued
accordingly.* In 1993,15 thin capitalisation rules were
limit che deduceibility of interest payments wheve resident encitics are financed by disproportional iaios
of debr as opposed to equiry capital. " The initial thin capitalisation vules were based on a combination
of a shareholder debe/equity formula and an arm’s tength approach. The sanction for being outside the
a denial of the deducrion of interest. as well as che ercanment

prescribed chin capitalisation norms include
115 I rerms of the Taxacion Laws Amendment Act 24

of the excess intevest as a dividend fov tax purposes.
of 2011, thin capitalisation rules have now been merged wich the transfer pricing pules effective trom
years of assessment commencing on or after | April 2012. Section 31 of the Income Tax Act requites that
gax payable in respeet of international transactions involving wansfer pricing and financial assistance
should be based on the arm’s length principle. The Souch African Revenue Service (SARS) is of the view
chac merging of the rules is in line with international trends in chae it offers greater cereainey and

minimises the scope for interpretational diffculies in domestic law and in tax eveasies. “

Overview

In general the anti-avoidance provisions have been reventative in nature as taxpayers wend to cary out
3 pm !

avoid cheir application. The South Alrican Revenue Sevvice is however aware

this has not stopped well-advised South African

South Africa had o come up with the Eschange

their activities in order to
thar despite the above anti-aveidance provistons,
vesidents from holding income offshove. In 2003,
and Amendment of Taxation Laws Ace which granted amnesty for cercain persons

Contgol Amnesty
egulations and cereain tax Acrs to regulaiise their affairs in

that had contravencd the Exchange Conrrol R

respece to their forcign assets. The amnesty was to chsure maximum disclosure of foreign assets and

19 e also Meyerowitz (n 9) para 16,1424 De Koker {n $23) para 12.15A.

10 See also De Koker (n 123) para 12.23A; A Duncan Hidden Assees’ ( July 200:8) Do Redns 32.
1USARS Practice Note 7 Determination of Taxable Income of Cercain Persons from Internagional ‘Taxacion: Teansfer Pricing (&
Aug 1999} para 2 1, OECD ‘Proposed Revision of Chaprers 1 - L1 of the Transfer Pricing Guidelines: 9th Seprember 2009 - 9th !
January 2010, available ar Iw:p://\l.'w\\'.uccd.org/dntnoccd/1/37/436‘35703.pdi". aceessed on 15 January 2010

1t Article 9(1) of the OECD Moded Tax Convention.

1 A M Kaez (Chaieman) Commission of Inquiry inzo Cerain Aspeces
the Cominission of Fquiry iute Cevtain Aspects of the Tw Structre of Sonth
W Kasz Second futerim Report (n 143} 1.

115 Edirorial "Thin Capitalization: The Sceond
para §7.34,

s Egplanatory Memorandum on the
17 Acr 12 0F 2003

of the Tax Structuee of Souch Aftica Second Lnteiiiit Repert ol
Africa: Thin Capitalisatioi Rudes {1993) 1.

Report of the Karz Commission’ (1993} 44(9) The Lixpaver 162 De Koker (n 1250

Tuxation Laws Amendment Bill of 2010 Page I(C) para 5.3,
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nce when | L .
Investmens: Blicate repatriation thereof 1o the country; thereby extending the tax base. By Seprember 2004, a toral

nakes a donation, Setrlemem 6 033 applications had been adjudicated wich levies paid totalling abour R826 million.** In 2010,
ty) that would haye coﬂsntu P onte !’Q1 came up with draft legislation regarding a voluntary disclosure programme to run from 1
come of such residen, 50 Ember 2010 to 31 October 2011." The draft legislation was intended ro encourage raxpayers to come
posicion. " ard during this period to disclose any unpaid taxes and rectify their tax affairs so as avoid furure non-
o crcuonary imposition of interest. When the Tax Administration Act was enacted in 2011, provisions

g to the voluntary disclosure programme were permanently included in Pare B thereof.®®

‘are m

i Jatin
me Tax Act, whereby the arme .
yarties set prices a¢ which ¢ :

rinciple provides thag wher
their commereiq] or financial l
mdcpcndent CRterprises, the
o cnterpnses,

balect of the source basis of taxation

rom 2001 when the residence basis of raxation was introduced to apply to residents and the source basis

fraxacion was left to apply to only non-residents until 2011, when source statutory provisions were

. cndcd not much was done to strengrhen the source basis of taxation. Instead, as explained above, the
:slators placed 2 lot of emphasis on bolstering rax laws applicable to outward-bound transactions®' by

i sldents, over tax laws applicable to inward-bound transactions'® by non-residents. As a result, the rax

| but, by reason
-n;pgnf}that €nterprise and rayeq
dcr %hc then secrion 31(3)t
%y disproportiopal ratiog
w:rc‘bascd on
a combmauo T
mctlon for being outside th
ercst as well as the trcarmcnt
onLaws Amendment Act 24
“pricing rules effective frorn i
acome Tax Act requires ghat
iing and financial assxsrancc v
gevice (SARS) is of the wcw ¥

offcrs grcarcr certainty and '
Fireaties, A

ystem was rather more onerous for residents than for non-residents.
J As background to explaining how the source system applied before che 2011 amendments, it is
N portant to note thar secrion 1 of the Income Tax Act clarifies that for non-residents, ‘gross income’ in
elation to a year or period of assessment is the total amount, in cash or otherwise, received by or accrued
0 or in favour of such non-resident from a source within South Africa, excluding receipts or accruals of
Bcapital nature, but including certain amounts whether of a capital or revenue nature as set out in
aragraphs (2) to (m) of that definition. This general rule applies to both natural persons and persons
Bther than natural persons (for example, companies). With the exception of non-resident companies,
hich are currencly taxed at the rate of 28%, non-residents that derive South African source income are
ftaxed at the rates that apply to residents and they are entitled to the deductions that apply to residents.
on-residents could also be subject to withholding taxes, which are discussed below.
A Although non-residents are taxed on income from a ‘source’ in South Africa, the term ‘source” has
‘never been defined in the Income Tax Act. The meaning of source’ in Sourh Africa has historically been
Mdetermined with reference to case law. One of the earliese cases that derermined the meaning of source is
Sthe 1939 case of Rbodesian Metals Ltd (in Liquidation} v COT'® in which it was held thar [s]ource
fmeans not 2 legat concept but something which a practical man would regard as a real source of
lincome’’* and that the ascertaining of the actual source is a pracrical hard matter of fact. This was
' conﬁrmcd in the 1946 seminal case of CIR v Lever Brothers and Unilever Ltd'™ in which it was decided
Hinesty for cerrain persons J‘h 'thal: the source of income is established by first determining the originating cause (that is whar the
oregulanse their affairs in :_ y __;: Staxpayer does to produce the income) and then by locating the originating cause. In this regard
1“11"3 of foreign assets and Watermeyer C} held that:
|
,1;

A
..I.II I
I N
.‘.'axpaycrs tend to carry out
Ie Service is however aware

rcll-adv:scd South ' African !
I:nc up with the Exchangc

itfation: Transfer Pricing’ {6 I
& 9ch Scptcmbcr 2009 = 9th
4;;,' 2010

. ! Narional Treasury *Taxation’ available at hrep://www.reasury.gov.za/documments/mtbps/2004/mtpps/ Chapier%204.pdf, last
' accessed on 20 March 2009,
' National Treasury ‘Draft Taxation Laws Second Amendment Bill 2010) available at hrep:/ /wwiv.saes.gov.za/home.asp 2pid=294,
*Accessed on 6 July 2010.
' Tax Administration Act 28 of 2011.

3! Arnold & Melneyre (n 28) 4.

1 4 rransaction involving the import of capital or other resources from a foreign counery is referred to as an inward-bound
 transaction. Sec Arnold & Mclneyre {n 28) 4.
| %1940 AD 432
'™ Rhodesian Metals Lid (in Liguidation) v COT 1940 AD 432 ac 436.
- 1946 AD 441.

j!'l-fri Ca Second Interin: Repor:
_ £p07i g
gu[es {1995) 1. !

%’J"f 462; De Koker (n 125)

:'|'"' -
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‘the source of receipts, received as income, is not the quarter whence they come, but the
originating cause of their being received as income, and thar this originating causc is the
work which the taxpayer does o earn them, the quid pro quo which he gives in return for
which he receives them, The work which he does may be a business which he carrics on, or
an enterprise which he undertakes, or an activicy in which he engages and it may take the
form of personal exertion, mental or physical, or it may take the form of employment of

capical cither by using it to earn income or by lecting its use to someone else.?%

The courrs acknowledged cases of multiple sources of income in thar different causes an

d factors May 8
contribute to the ultimare earning of income,

some of which may originare inside and others ourside of N
the country. Since the Income Tax Act did not provide for the apportionment of the

the courts held char what must be considered was ‘the main, the real, the domina
source of the income’'™ In the case of profits resulting from combined transactions;
and selling’ or ‘manufacturing and selling’ in different councries,
determine the source of income. s

source ofincom,,-;i;':'_'
nt, the subsran:iaﬁ"
for example, ‘buying';}"
the ‘dominan activicies test” applied gl

Since the ‘source” of income has to be located in the geographical confines of a given country, it ;
important that the boundaries of a country are made clear especially for coastal countries such as Sougy ﬁ*
Africa, where a portion of the ocean along its coastline constitutes part of the country. In terms of the ;{4
Revenue Laws Amendment Act 36 of 2007, the Income Tax Act was amended b
of the Republic of South Africa when used in 2 geographical sense,
as well as any area ourside the territorial sea which has been or ma
law and the laws of South Africa, as

y adding the definition "_
to include the territorial sea thereaf ¥
y be designated, under intcrnariona]-._.i;
areas within which South Africa may exercise sovereign rights Olf'.-':'l'-
jurisdiction with regard to the exploration or exploiration of natural resources.

To determine the source of different types of income, case law specified che rules for the ‘cruc’ it
(actual) source of that income. A few examples of rules re
income included the following:

garding the ‘true’ source of some types of i

| . . P

* The true source of income from the sale of immovabie property was the locarion of the i

. 159 4
immovable property. &

|

4

— o
" CIR v Lever Brothers and Unilever Ltd 1946 AD 441 at 450,

""" CIR v Black 1957 (3) SA 536 (A) at 543. This case concemed a stockbroker w|

ho carried on the business of| buying and selling shases in
Johannesburg, and who had a simil

|
v buc clearly separare business in London. The authorisation or confirmation of the transactions was “J
mostly given telephonically by che stockbroker in Johannesburg to his agents in London, who boughr and sold the shaces for him, Only Tl
the capizal and certain overdraft facilitics which he held in London were used 1o finance the London transactions. The Appellace Division j
held ¢haz it was reasonable to conclude thar the main, real, dominant and substantial source of the income was the use of the stockbro- 5
ker's capital in London and the conclusion and execution of the contracts in London. The income, therefore, was not derived from a <:_%
source inside the South Africa and chus was not taxable here. |
"% In Essential Stevolin Prodvcts (Pry) Lid v CIR 1993 (4) SA 859 (A) the taxpayer developed some medicine in South Africa, but ,q
registered it in Wesc Germany. The active substance of the medicine was manufactured in South Africa x
Germany where fillers were added, packed and marketed. The medicine had to be properly registered a
It could be sold in Germany. The dispuce was about the righe to a lump sum paid to the company for
manufacture the medicine in the evene thar che company was unable ro. It w
sclling of the medicine, a

and ¢ehen exported to x
nd patenced in Germany hefore 208
the righe o be able ro

as held thae the dominane cause of the income was the

s the medicine could only be sold in Germany since that is where it was registered. Germany was the source
of the income. In Transvaal Associated Fide and Skin Merchanrs (Pty) Ltd » COT, Borswana Court of Appeal, Botswana (1967) 29
SATC 97, the Appeal Courr in Botswana found that the manufacturing or producing activity was the decisive factor. In chis case, the
taxpayer was 2 company registered in South Africa, The company bought, cured and worked hides in Botswana for sale in South
Africa. Its contracts were concluded in South Africa and payment took place here. Although some of the judges disagreed, the

majority ruled that the source of profic was Botswana since the putchase and working of che hides, and not their sale, was the
dominant factor.

1% Rbodesia Metals Ltd (in Liguidation) » CoT 1938 AD 232
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hey come, but the o The mruc source of income from the sale of movable goods was desermined by
nating cause is the considering: the place of conclusion of the contracr, the performance by the seller,
gives in return for the payment by the buyer or a combination of the abovementioned possibilities. The
h he carries on, or
nd ic may take che

of employment of

decision depended on which was the dominant canse.'®

> The mue sourse of rens was where the asser was sizuaced'®

o The true sousce of dividends was determined by veference to location of the share
i register.'®
'i%gs and factors may N
BE L
%ﬂi others outside of
of the source of income,

s The crue source of royalty income thar arose from created work or personal effort was
3

where the work was done. '

However, diverging court decisions on the ‘true” source of the different types of income often caused

e, T T

uncertainties. For example in the case of interest, it was held in the 1918 case of COT v Williain Dunn &

creditor’s business is located. The decision in the Lever Brothers case was however overruled by the 2002
decision in First National Bank of Southerin Afvica Ltd v CSARS' where the court ruled that the source
" of interest eained was the bank’s business activities and operations in South Africa even though che loans
- were denominated in a foreign currency and were lent to customers outside Souch Africa. The court
“overlooked the narrow view in the Lever Brothers case of only considering where funds were made
2 available but considered the whole transaction that gencrated the incerest with a view to determining the
location of its source. To ensure certainty of the source of income in cases such as the above, statutory
‘deeming’ source rules were enacted to apply to some categories of income. In the case of the source of
¢ cinterest, for example, che previous section 9(6) and 9(7) deemed any interest to be received or accrued
z;from a South African source where such interest was derived from the ucilisation or application in the
: country by any person of any funds or credit obrained in terms of any interest-bearing arrangement.
Other examples of staturorily deemed source rules include:
o rovalty income, which was deemed o be from a South African source if ineellecenal properry was
used in South Africa (then section 9(1)(%) - now amended).
- e acapieal gain or capital loss, which was deemed to be from a source in South Africa if it was in respect
of the disposal of immovable properey (or any right in immovable property) situated in the councry.

[ In general, if che ‘true’ source of a receipt was outside Souch Afvica bue a scatutory provision ‘deemed’ the
‘source to be within South Africa, the deemed source rule prevailed over the ‘true’ source rule. Foreign
" source income existed only once it was determined that the income was neither actual {truc) South African
 source under case law principles nor deemed South African source under the Income Tax Act.

. " CIR v Epstein 1954 (3) SA 689 (A).

.‘, U COT b British United Shoe Machinery (S4) (Pev) Ltd 1964 (3) SA 193 (FC).
&~ ' Bovd v CIR 1951 {3) SA 325 (A).

" Millin v CIR 1928 AD 207,

% 1918 AD 667,

%1946 AD 441

1% 2002 {3) SA 375 (SCA).
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Phase 3: Suengthening the source basis, creaving a strong withholding wax regime ¢ %
relaxing anti-avoidance sules for headquarter companies

Strengthening the sonice basis of faxation

Statutory changes o strengrhen the source basis of taxazion (which applies only o nen-residents) Were
only inooduced in 2011 by che Taxadon Laws Amendmenc Ace 24 of 201 The source vules Were
amended to ensure a uniform syssem under the curreni seceion 9 of che Income Tax Act. The Explan

Loy
Memosandum co che Taxacion Lavs Amendmene Bill 2011 seaces chac che previous source nides

gave rise
to uncertainey, which posed additional coses in respece of cross-border activities with liztle or no benefy,
for the fiscus. Part of this uncertainty stemmed from differing interprerations about the application of
case law.'* The new syseem iepresents an amalgamation of the case law, pre-existing stacatory law and ray
weaty principles.' The uniform source rules reflece internacional rax treaty principles (wich a few addeq
built-in protections) to ensuie that the Souch African syster is in line with incernational practices,
Seceion 9 of the Income Tax Ace provides for the rules for determining the source of different types of
income. The case law source rules largely remain as a residual method for certain caregories of income
but the deemed source concepe has been eliminaced.

Sotsice basis of taxation and tax treaties: Conceins regarding the pemanent establishinent concept

As noted above, the source basis of taxation is also velevant for the double tax treacies South Afvica has
entered into with other countries. Where a non-residenc secs up a taxable presence (other chan a separace
legal entity) in Sourh Africa, such a taxable presence is veferred to in tax ereaty terms as a permanent
eseablishment (PE). For South Afiican income tax purposes a PE is defined in section 1 of the Income
Tax Act, with reference to the definicion of the concept in article 5 of the OECD Model Tax
Convention.'® In terms of article 5(1) chereof, a PE is defined as ‘a fixed place of business chrough which
the business of an enterprise is wholly or partly carried on’ In terms of article 5(2), this would include a
place of management; a branch; an office; a factory; a workshop; and a mine, an oil or a gas well, a quarry
ov any place of extraction of natural resources."™ Article 5(4) sets out certain exclusions to the PE
concepes and these are largely activities of an auxiliary or preparatory nature.””! Areicle 5(3) scts our a
special PE rule for a building site, construction or installation projece provided it lasts for more than
12 months. The definition of a PE also covers a dependent agent who has auchority to conclude contracts
on behalf of the enterprise and habitually exercises chis authoricy in che source country.'™ In terms of
article 7(1) of the OECD Model Tax Convention, only profits aceribucable to a PE sicnaced in a source
state ave taxable in thac seace. The significance of the PE concept is that it gives the counery in which the
PE is siruated (the source country) the right o tax the PE’s income, notwithstanding the face chac the PE
has no separate legal existence."”

" Para 4.2 (11) of the Explanatary Memorandum to che Draft Taxacion Laws Amendmens Bill 2011.

155 Para 4.2 (11} of the Explanatory Memorandum to the Drait Taxacion Laws Amendment Bill 2011,

" Downing v SIR 1975 (4) SA 518 (A) the Appellate Division acknowtedged thar the OECD Model Tax Convention and its
Conunentary is an important guide in ingerpreting concepes used in Souch Africa’s double cax wmeaties.

17 Article 5(2) of the QECD Model Tax Convention,

" Article 3(4) of the OECD Model Tax Convention.

"2 Article 5(5) of the OECD Model Convencion. See alse L Dazinger fiteriational Tax Lue (1991) 334; R Rohatgi Busic
Lirersnational Tavarion (2002} 77.

Y AA Skaar Peraasent Estabisheni: Evosion of a Tax Treaty Principle (1991) 1; AW QOgureu “The challenges of taxing profin
ateributed to permancne establishments: A South African perspective’ (2010) 64(3) Bulletin for lnternatioial Taxatioir 172-200.

o o T T e
~

o 1 ek i

Ty, -



cArrzet Winayang Ogoiie 255

[t a ‘foswign company’ (defined in sectien 1 of che Incoime Tax Act as any company chat is noc
; ,-ésidcnt) peceives fincome from a Souch African source (for cxample through ies branch or an ageney - a
B pE). che foreign company will be liable co rax in South Aftica on income accribueable o che branch or
- o ency. Currendy noa-residens companies dhas derive Souch Alvican source incoine are SBOjecs {0 ax on

heir taxable income ar a rate of 28%. A non-resident company doing business theough a branch or
i v'ency in South Africa is also taxed on a source basis ar a vace of 28%. With respect o capical gains cax
chT) liabilicy, which was introduced in South Africa from 1 Ocsober 2001, paragraph 2 of che
_ ighti\ Schedule ro che Income Tax Acc provides that 2 non-resident is subjece to CGT on dhe disposal
3{ any immevable property sicuased in South Africa, or any tnrerest or right in immovable pioperty
muated in the country, as well as any asset of a PE of the non-resident in the country,
i Concerns have been raised in South Afiica abour the inabilicy of SARS to cfectively derect and
amonitor if PEs have been created in South Afvica especially when non-residents sec up represencacive
B ofhices that could escape che PE threshold on the prevext thar cthe activities ave auxiliary or preparacory in
mature.” Similar concerns are aised wich regard to consultants; for instance, those offering engineering
Bcrvices. whose stay in the country may be of a eemporary nature. To detect the presence of such business
cﬁterpriscs and to determine whether they have creaced a PE in Souch Africa, rules should be put in place
;iig: require non-residents carrying on businesses in South Afvica co register with SARS and o file cox
ri_(ums. This will ensuie that such non-residents are brought inio the tax system for SARS ro determine if
;Ig.ey have created a taxable presence. Essentially che system should place the onns on the non-residens to
;tovc that they have not created a PE. Lack of proper registration and monitoring of business acriviries is
fanc of che reasons why cereain foreign entides are improperly avoiding South African eax altogecher,
f'aving monitored if theve is a raxable presence, the PE rules should chen apply to PEs and normal source
fules/ withholding taxes should apply for those that do nor meet the PE threshold.

?

trengthening the withholding tax vegiine

Buc o the face that tax auchorities often find ic difficule to collect tax on the carnings of non-residents
rived from business carried on wichin cheir boundaries, governments often impose withholding raxes

b payments to non-residents. Generally a vesident taxpayer is appointed as the non-resident’s agens, and
fis'obligated to withhold a certain percentage of tax from payments made to the non-residenc and chen
gy it over o the tax authoritics. If che resident agene doces not comply wich chis ducy or if he/she
thholds an incorrect amonnt of rax, personal liability can be imposed on rthe residens agene.'™ From
BO12, Souch Africa reinforced its source basis of raxation by increasing the types of withholding caxes
vied, ensuring uniformicy in che rares of withholding cax levied and ensuring a fairly similar scrucrure
the working of che withholding taxes.'™ The analysis below sets our the salient features of the
ithholding taxes chat are in place.

B! Capical gains rax (CGT) was incroduced under s 26A of ehe Income Ty Acr and che Eigheh Schedule co the Income fax Act by

e Tavation Laws Amendment Act 5 of 2001, The amount of a person’s raxable capical gain for a year of assessment is therefore

Bated as a component of that person’s taxable income and subjected to normal tax at the relevane races applying to chat person. CGT
refore rreated as 2 tax on income.

Article 5(4) of the OECD Mode! Tax Convention.

B AN Ogureu ‘An overview of Souch Africa’s withholding cax segime” TonTafk (Mavch/ Aprif 2044).

For details on the workiing of dhe wichholding cases ser ot below see Ogutzu "An overview of South Afriga’s withholding rax

(| 176).
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Withholding tax on royalties
One of the oldest withholding caxes thar South Africa has been levying is the withholding rax on royalge
2 vymng & yalties
Historically, in terms of the initial section 9(5) of Income Tax Act 58 of 1962."* royalties (being aMountg
derived from the use or granting permission to use, the imparzing of or the undertaking to impart any
knowledge dirceedy or indirectly in South Africa of any patent, desien, wade mark or copyright) we
) =} JHipHL) Were

deemed o be sourced in Souch Al

ca whether such payreent had been made by a pesson residens i o
out of the country. In terms of the initial section 35(1) of Income Tax Act 58 of 1962, a non-resident
recipienc of a voyaley in cerms of scetion 9(8) was deemed ro derive » taxable income equal to 30% of the
amount of the 1ovaltv In terms of secrion 35(2)() and (&) any person who incusred a liability o pay
royalties to a non-resident was obliged o deducc o withhold 30% of the amount of the royalty in respece
of such other person’s obligation to pay normal cax, and pay it over to the Commissioner and chis
represenced an advance payment of the tax on behalf of that non-residenc. Subsequently, section 35(1) of
the Income Tax Act was amended by scerion 39 of Revenue Laws Amendment Act 59 of 2000 to provide
for the levying of a final withholding rax on royalties at a vate of 12%. Clause 39 of the Explanatory
Memorandum on the Revenue Laws Amendment Bill 2000 clarifies that unlike che previous provisions,
wherc an amount of 30% of royalty receipts and accruals would be included in raxable income, under the
amended provision, any person liable to pay any such royaley to any non-resident was expecred 1o
withhold an amount equal to 12% of such amount as final withholding tax and pay it over to the
Commissioner. The amendment came inco effect on 1 January 2001 and applied for years of assessmenc
commencing on or after that date. Section 35(1) was then repealed by sccrion 80 of the Taxation Laws
Amendment 22 of 2012, which inserted section 49B in the Income Tax Act to deal with the ievying; ofa
final withholding tax on royalties at a rate of 15% on the amount of any royaley paid by any person, to or
for che benefit of any foreign person to the extent that the amounc is regarded as having been received by
or accrued eo that foreign person from a source within South Africa in terms of section 9{2)(c), (), (c) or
(£} of the Income Tax Act. Section 49C states that the foreign person to whom a royaley is paid, is the one
liable for the withholding tax on the royaltics, Secrion 49D sers our certain cxemprions from the
i withholding tax on royalties. Section 49E sets out the procedures and obligations placed on the resident
§ to withholding the tax and section 49G sets out the procedures for the refund of the rax.

Withholding tax on foreign entertainers and sportspersons

This withholding tax was ineroduced in South Africa in 2006. In che Explanatory Memorandum to the
il 2005 Revenue Laws Amendment Bill, SARS recognised char it is difficult to collect income tax on the
it | carnings received by foreign entertainers and sportspersons from activities thac chey per form in South
Africa since they are present in South Africa for a shore period of time, which impacts on SARS’ abilicy
to collect tax. The Revenne Laws Amendment Act 31 of 2005 inserted Pare IT1A inco the Income Tax
Act, which levies a final wichholding tax ac a flat rate of 15% on the amount veceived by or accrued toa
non-resident entertainer or sportsperson. Section 47(B)(1) provides an excmption from che cax for a
non-resident person who is employed by a resident employer and is physically presentin South Africa for
more than 183 days in aggregate during any 12-month period in which the acrivity is exercised.

Withholding tax on the disposal of immovable property

This withholding rax was inserted in the Income Tax Act by the Taxation Laws Amendment Act 3of
2007. In terms of section 35A of the Income Tax Acr, any person who purchases immovable property

s Published in Governinent Gazette 250 of 1962, Explined above,
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on.fchenc a -mhhoich-w tax cqual to: 3% il Ll'w non- L(.bld(...ﬂf 15 an individual; 7.5% if the non-
¢ is a company; and 109 if the non-resident is 2 rruse. This is not » fAnal wichhol tding rax and a
> calculadion seill has vo be performed ac the end of che year of assessment whereby excessive
slding can be refunded or addicional ax paid.

dend withholding tax

' g years of assessmene cominencing 1 April 2012, a dividend wichholding vax was increduced in
B Africalevied at a rate of 15%. In terms of section 64D to 64N of the Income Tax Act, the dividend
liholding rax is [evied on both resident and non-resident shareholders in respect of dividends paid by
. compmy other than a headquarter cempanv The dividcnds eax is payablc by Seuth Afrimn rcsidcnt

Jast d'lv of che month i‘o[lowmcr the monch during which the dividend is paid by i:he <.0mpanv H1c
to withhold dividends tax is however imposed at the corporace level.

ved or accrued from a source wichin South Africa in terms of section 9(2)(!}). Section 50C provides
ita foreign person who receives a payment of ineerese is the one liable for the withholding tax on interest.
terms of secrion SOH(2) the levying of withholding tax on incerest came into operation on 1 January
d 15 and applies in vespect of interest that is paid or that becomes due and pavable on or after that dare.

v fithholding tax on service fees

filic Taxation Laws Amendment Act 31 of 2013 amended the Income Tax Act by the insertion of Pare [V
p Chaprer 11 of Act 38 of 1962, o deal with withholding tax on scrvice fees. [n terms of section 1A of
he Income Tax Act, service fees’ means any amount that is received or acerued in respect of technical
: mcca. managerial services and consultancy services, Section S1B provides for the levying of a final
1p'ltl'll'nolchnﬂr tax on service fees, at a rare of 15% on che amount of any service fee that is paid by any person
t6 or for the benefic of any foreign person o che extent that the amounc is regarded as having been
tceived by or accrued to thae foreign person from a source wichin South Africa. Section S1C provides
that a foreign person to which a service fee is paid, is the one liable for the withholding tax. Section
BIH(2) provides thar the withholding rax on sevvice fees will come into operation on a date yet to by
ldetermined. '™

Cdeis hoped that the challenges of identifving non-residents’ activities of a teraporary nature (such as
engineering and consuleancy services) will be ameliorated by this withholding tax. This will also ensure
that such non-residenes’ activities do not escape taxation on the pretext that they have not created a PE
in South Africa. It is hoped that this withholding rax will cnsure that such non-residents can file tax
feturns and are caprured in the tax system. It is submitted thar even though the principles set our in
article 7(1) of the OECD Model Tax Convention suggest char the taxation of income of non-residents

I Ogurtu “An overview of Souch Africa’s wichholding rax regime” (n 176).

i
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i a source stare should be limired o those atwvibucable to a PE, the mere exisceace of a PE shoyld nog
shiele all locally sourced income from withholding raxes. South Afvican sourced interese, covalsies or
service fees earned by foreign entities outside of the PE vule can still be subjecr coa 15% withholding tax

provided a cax reaty permits this.

Mrooest

[ -

It should be noted thae the efiectiveness of chese withholding raxes is greate in cases where the nop,.
resident’s counery of residence does noc have a double cax wreacy wich Souch Afvica, Wheew a double gy
ereaty is in place, the optimal effecriveness of South Africas withholding rax vegime will have o b
backed up with double tax rreary reforms, chrough the rencgotiation of older weaties or signing
protocols to take into consideracion the withholding raxes that are now in place."™ Tax weaties based op
the OECD Model Tax Convention ser a limit on the rates of withholding raxes thae may be levied by
source countries.'™ Treaty negotiators often oy to negotiate favourable rates for their countries,
However, most of South Africa’s treaties (gﬁnerall}' based on the OECD Model Tax Convention) da nog
present favourable withholding taxes rates for South Africa. Now thar the domestic withholding tax rage

is generally uniform at 13%, ic is imperative thae our treaty negotiarors rencgotiare and negotiate berger

rates for South Africa.'™ Ir should however be noted that high withhoelding raxes (especially in 2 non.
wreaty conext) can be a deterrent to foreign investment. Foreign investors prefer to base investments in
jurisdictions with low withholding rax rates. Thus, in treaty negotiations, effore should be made o ensure
2 balanced approach that does not stifie foreign invesimene and at the same time preserves Souch Alvicss
tax base."™

Relaxing anti-avoidance vules for headquarter companies

In 1997 (when South Africa was still predominately applying the source basis of taxacion}, the Kawz
Commission recommended chae South Africa’s use of che source basis of taxation could be used 1o
position the country as a head office, finance or management company location for investment into ]

Afvica norch of its borders,'™

and thar che location of multinational corporations in South Africa would
be a vical strategy for the counery’s economic growth."™ The Karz Commission also noted that if Souch
Africa weie to adope the residence basis of taxation, this would not be conducive for basing foreign
companies in South Africa."™ The Karz Commission recommended that a favourable regime for
corporate headquarter and holding companies should be cnhanced through affording appropriate
income ax cxempeions to such companies.'’” The residence basis of raxation was nevertheless introduced

in 2001 and, as discussed above, various anti-tax avoidance measures, such as controlled toreign company

legislacion, wansfer pricing and chin capitalisation measuves, were also adopted, which do not creatv a !
conducive fscal environment for basing headquarter or holding/conduic companics.'
Desiring chac South Africa cake advantage of its regional economic and infrastrucrural superioricy to
bl =1 e -

position itself as a basc for foreign investment into the rest of Africa, a headquarter company regime

1 Quuzre ‘An overview of Souch Africa’s wichholding tx segime” (n 176).
151 Olivier & Honiball (n 7} 273.

12 Oguren ‘An overview of South Africas withhelding tax regime’ (a 176},
2 Ogueeu ‘An overview of South Africa’s withholding tax regime’ {n 176).
%1 Katz Commission Report (n 4) para 2.2.5,

15 Facz Commission Report {n4) para 2.2.2,

52 Karz Commission Repore {n ) para 7.1.2.

" Kaez. Commission Repore {n 4) para 9.32.

i A Rapalko Buse Company Lrvation (1989) 20-21.



vtion

aere existence of 3 Pr
can sourced intep

sbject to 2 15% withhald;
ing ray

greater in cases wher, the
with Africa, Where 4 doub
ling tax regime wif] have
mrof older rreaties or
1. 180

mplace.™ Tax treaje

.

ing taxes that may be

i

otiate and negori

fart should be m

&
i
i

{of taxation), the Kacz
@nation could be e

Tr

Rt dro
'qg;.for investment jneg
I-!g;:South Africa would
i.-notcd that if Souch
ve for basing forcign
avourablc regime for
g ording appropriace
: ‘ﬁgl;clcss introduced
c ign ¢ any
w . On‘:lgn LOI]'IPJI'])

ich do not creare a

Utal supcrioriey 1o
comp:my regime

'
&)
1

hop: %
IL‘ tax ‘
0 be,

s based op
: fevied by.
rates for their Countries.
dF] Tax Convcntion) do not
:do’:é_icstic withhold; NE TAX rage
ate begger
{Bg:caxes (especially in 4 hon-
I g.{":? to base investmengg in

ade to ensure

) _%'prescrvcs South Africas

ki

cliviet Hiiwasng Oz

ch was moie of an incermediaiy holding company tegime) was adopred in 2003, This inizial

Tt e created headquarter companics as non-residenss and so they wese taxed on 2 source basis. This
ﬁ that rules such as rthe CFC rules, which apply ro residents, did not apply to the then headquaiter
: PanicS~ Teansfer pricing provisions could only apply il a PE of che non-resident headquarrer
:g Iﬁpan}' was connected o a resident. As non-residents, headquaster companies were eazed on cereain
beapital g2in5 thac arose from cthe disposal of immovable propevty or any incerest in such peoperty in
fisuth Africa, and any disposal of assets arcributed to a PE in Souch Africa.”! And, as non-residents, the

" [cadquaiter companics did noc qualify for any benefics in Souch Africa’s sax crreaties char apply o

yidents only. The old headquarter company regime was ineffective sinee it did not have any wax reljef
iden ) 1 pany reg Y

Yacasures that would aterace the eseablishmente of headquarter companies'™ and so the regime was
ealed in 2004 by the delerion of the definition of a headquarter company from the Income Tax Ace.!”*
In:2010, the headquarter company regime (which is more of an incermediary holding company regime)
was reinstated. ™ This time around, ehe legislators atrempeed to rectify the weaknesses of the old regime
was [ > p >

by ensuring that headquarter companivs are now considered residents for tax purposes. This necessirated
- that certain anti-avoidance provisions had to be relaxed with regard to their applicacion to headquarter
1. éompanies 50 as to encourage Foreign investois 1o base the same in Sourh Afvica. For example:

i The definidion of a CFC was amended in 2011'5 1o exclude headguareer companies in the

decermination of che participation rights and voting rights of Souch African residenss in a forcign
company. This amendment ensures thac foreign subsidiaries of companies that qualify as headquarter
companies ace not created as CFCs if the headquarter company has significant equity inzerests in
those foreign subsidiaries. ¢

In verms of section 31(5) of the Income Tax Act,"” transfer pricing and thin capitalisation rules arve
relaxed with regard to headquarter companies. This section provides that financial assistance, for
example interest-free loans, to forcign companies (in which a headquarter company holds an incerest
of ac feast 10%) is not subjecred to che transfer pricing and thin capitalisacion rules. Thus, the rules
do not apply in instances of back-to-back cross-border toans involving the headguarter company. In
addition, forcign credirors of the headquarter company arc exempe from withhelding tax on inceresc
in respect of the back-to-back loans.

In terms of section 64B of che Income Tax Ace (as amended),™ if 4 company qualifies as a
headquarter company, the dividends it declares are exempt from income eax in the hands of the
sharcholders,

" verms oF < 12(1)(2) and (/) of the Revertue Laws Amendment Act-+5 of 2003, See gencrally Oguctn "Developing South Africa as
agateway for for¢ign invesumens’ (n 13),

™ See s 31(1) as iz applied before the Taxazion Laws Amendmeint Act 7 of 2010

™ Para 2 of the Eighth Schiedule to the Income Tag Act.

™ Olivier & Honiball {n 7) 70+,

" Seerion 12(1){g) and {/} of the Revenue Laws Amendiment Act 45 of 2003,

" Taxatton Laws Amendmenc Act 7 of 2010 see generally Ogueeu Developing Souch Africa as 4 gaceway for toreign invessment’

{n 13)

" Wich effece from years of assessmene commencing on or after 1 fanuary 2011, the definidion of 2 CFC was amended by s 16 of che
Taxazion Laws Amendment Act 7 0F 2010 1o provide thar: 2 ‘conerolled torcign company” means any foseign company where more
than 50 per cenc of ehe toral participation sighes in that foreign company are divecely or indivectly held, or more than 30 per cenc of
the voting rights in that foreign company arc directly or indirectly exercisable, by one or more persons that are residencs ocher thao
persons that are headquarter companies

" Explanatary Memortandum on che Taxacion Laws Ameadmene Bill of 2010 Pare {11 para 5{).

" Inteoduced by the Taxarion Laws Amendment Act 24 of 2011,

"™ Section 64B as amended by s 68(1)(6) of the Taxation Laws Amendmens Ace 7 of 2010 states: “There shall be fevied and paid for
ehe benefic of the Nasional Revenue Fund a rax, to be known as the sccondary tax on companies, which is caleulazed ar che race of

10 per cent of the nec amoune, as decermined in terms of subsection (3). ol any dividend declared by any company, other than a
headquarter company, which s 2 resident,
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5 Parageaph 64B of the Eighch Schedale co the income Tax Act provides thae a headguarcer compay,
is deemed to be a forcign company for CGT purposes and so CGT ie not levied on the disposal of
shareholder’s incerest to a non-residenc,

The headquarter company regime has however not been very eifective, presumably due 1o South Africyy
lack of clear policy on rax comperition, which translates inco lack of boldness to participare in thic

spheve (unlike the case of ocher countries such as Mauritius)."”

INTERNATIONAL TRENDS

Counmics generally sclect a tax system based on their own unique ¢conomic position or ety
requiremencs.”™ Examples of countries chat usually apply the worldwide system include the USA, Chile, ¥
Greece, Ireland, Israel, Korea and Mexivo.™! Examples of countiies that generally apply tervitorial
systems are Canada, Germany, the Netherlands* Malaysia and Singapore, plus many Latin American
and African countries.™ As indicared in section 4 above, internationally, there has been an increasing )
trend of developed countries moving rowards the territorial system of taxation™ due to the challenges of
globalisation, which make che simplicity of the rerritorial syseem a more appropriace basis of taxation to
apply.®® Of the 34 OECD member councries, 27 employ some form of territoriality system or are |
giadually gravicaging ro this system.*® Examples of OECD member countries thae have moved or are
gradually moving towards the rerritovial system include: lecland in 2003, Czech Republic in 2004,
Novway in 2004, Estonia in 2005, Turkey in 2005, Poland in 2007, Japan in 2009, the UK in 2009, Now ;
Zealand in 2009 and France in 20003 Often the first steps cowards this system encail building

exemptions inco tax treaties as a means of preventing double raxation and then gradually adopring broad 4
exemptions for foreign affiliazes.™ The discussion below selects three countries and briefly explains their i
4

200

basis of taxation and the rationale thereof.

Japan
Priot 10 2009, Japan applied the worldwide basis of raxation. The then Japanese system provided foreign ra
credies to prevent double raxation; allowed deferral of tax on active income until repatriation; and levicd 2

2% Tn the 2009 budger che then Japanese Minister of Economy, Trade and

very high corporare tax rate,
industry announced that the country would move o a rerritorial svseem of taxacion as part of a new
groweh serategy’ designed to stimulace innovazion in Japan chrough strengthening the compertidivencss of

apanese companies in foreien markers and encouraging revatriarion of overseas earnings.”' Thus in 2009,
el [ ] )

" Sy wenevally Oguren *Developing Souch Africa asa gateway tor forvign invesiment’ (n 13)92-120.

™ Dicemer {n 323

M Rush & Minciedi (n 77} 34-39.

2 Digomer (n 32).

¥ Karz Commission Repore (i) pare 1.34,

™ The majority of coustries in the Qegasisacion for Economic Coroperation and Development {ORCHY and che majorizy of the (8
councrics have adopreed the eerrizosial tax syster. See Tax Foundation “Hhe United Kingdom’ move g0 terrirorial vazacion’ available a7
hetp://eaxfoundacion.org/article/unired- kingdoms-move-terricosial-raxation, aceessed on 3 Sepember 2010

% "Fax Foundacien “The United Ningdom’s move to terricorial taxation” (n 204).

T Macheson, ¥J Perry & C Veunyg “Territorial vs worldwide corporate taxation: Implicacions for developing couneries [MF
[Incernacionad Monctary Fund | Working Paper WP/ 15/203 (OQcrober 2013) 4.

7 Dicemer (n 32).

* Ditumer (n 32).

* Dicer (i 32).

A Ditemer {n 32).

M Ditemes (n 32).
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b % moved from a worldwide basis of razacion co a generally teviicavial syster. This move was primarily
‘ih‘ f w0 co! The
;#ond concern was chat the worldwide system han‘npc_lcd the competitiveness of Japan’s muldinationals in
g

a1 markegs.™?

.ﬁ'l-' inisters would allow Japanese companics to grow in foreign countries; and would ‘uldmacely lead w0

werns that the worldwide system vesulred in accumulacion of foreign camings overseas™'?

of the view char the rey

.t

* The Japanese legislators waes oriab syseem would be simpler oo

g P . 3 3 i a 4 LI A dXI4 o ] [N g
’,ddltloml INVESTIMENES and jOb crearion wichin _]apan. To piomote the COMPETILIVENESs O 1T companics

3ad actract investment, Japan also lowered its corpovate zax vate.
apan’S adoption of a rervitorial rax system was pert of a broader tax veform o reduce the tax burden
the foreign-source income of Japanese multinational corporations by exempting dividends from non-

anese subsidiaries from Japanese tax. The dividend exemprion system replaced the previous foreign

md;r system that was used to prevent double raxation. The eax ceforms also included some tighter anti-
54

m-ha\’cn rules*"® For instance, ro guard against crosion of the corporate tax base through income

‘h,ﬁm , Japan enacred a series of strict rransfer pricing and reporting vegulations.*'

: It also imposed rules
3 ', ased on effective rax rates of conerolled foreign corporations. If any subsidiary pays an effeccive tax rate
o foreign tax authorirties of less than 20% and cannot prove that it is actively engaged in business, the

vidend exemption does not apply. Japan also lmposes ‘thin capitalisation rules’ co kimir che ability of
cbrporatlons o take on excessive debt on behalf of fom“n afhliates, because the inrerest would
“otherwise be deductible for eax-exempr Foreign earnings.?™ A 2012 study on the Japanese tax syscem
dicates that che shift vo a vervivorial system increased dividend reparsiations by abour 20% from 2009

10 2010.2" Japan also reported an increase in corporate tax receipes in 201077
& i»
o b -

t The United Kingdom

Soon after Japan moved to a territorial system, the United Kingdom (UK) followed suit. The UK rax

system was originally founded on a worldwide basis of taxation but this was changed in 2009 to a largely

s territorial system, which predominantly focuses on taxing profies in the UK The UK's move o the
cerritorial basis of taxarion was a response o significant concerns that the previous emphasis on
- worldwide taxation was putting UK companies at a competitive disadvantage and providing a tax

i incentive for foreign, rather than UK, ownership of multinational groups.® The UK was also conc<.1n<.d
L& ;;'. that the worldwide system presented high compliance costs and was prone to tax avoidance schemes.™?
' - Under the rerrivorial system, UK companies are taxed on the income generated within the UK but chey
g arc not directly caxed on the profits genevaced by their foreign subsidiaries.™ The UE’s move from a

T

worldwide system also implied a shift from a foreign ax credic syseem (as the means of countering

double taxacion) to an exemption system.** In terms of section 9318 of che Income and Corporarions

2 Tax Foundation “The Unired Kingdom’s move wo rertitorial taxagion’ {n 204).

 Markle {n93) 2

' United Staces Congress How Qther Counrries Have Used Tax Reform’ (0 78) 34
§- U T Neubig & BM Angus Japan move to resritorial contrasts wich US cax volicy’ (27 April 2009) T Nores Guerimationad 252,
i T Ditemer (n 32).
7 Dicemer (n 32).
¥ United States Congress "How Qcher Countries Have Used Taxt (' 78) 34.
1 C Mead & T Keene Tapanese Will Repacriace Funds Afer Earchquake, Ei-Erian Says, Bloomberg, Mar 13, 2011, avaifable a
heep://wwwbloomberg.com/news/ 201 1-03-15/japancse-investors-to-repatifase-lunds-after-quake- pimceo-s-cl-erian-savs.hom|,
accessed on 10 Seprember 2014,
¥ Part 9A of the Corporacions Taxes Ace 2009 (CTA), which was introduced by the
Seen 220,
B 8ee n 220.
2] Gravelle Mowing to a Tervitovial Frcome Tave: Optioas aind Challenge: (2012) 14,
2P Feld. M Ruf. U Scheuering. U Schieiber and JVoget (Cenzre tor European Economic Research) ‘Lffeers of wesricorial and
warldwide corporation tax systems on outbound M8 As’ Discussion Paper No 13-008 (2013} 4.

Ly

Finance Ace 2009.

B
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Tazxes Act 1988 (ICTA) the UK exemprs from rax various classes of foreign-source dividendss ang
* . = =~ . . . =

allows domestic tax deductions for forsign-soucce expenscs as is the case wich most adier tc""itoﬁgjﬂ-
T

> A8 iy thJ 1
case with, fov instance, rovabrizs and interest paymenss, ars not subjecs 1o rax when received in 2 Uk e

Similarly, profits or losses actributable to a PE of the UK company in another country are usyally taxed
in that other counary, and are not pare of the company’s taxable UK profizs, eicher under the serins of 5

double tax treary or by vireue of an election to ensure thac profics and fosses ave disvegarded. ¥

systems. Payments cemicced ro che UK dhat are generally deductible in the councey of paymen

To prevent cax avoidance, the UK tax system has cules thar govern how foreign profics earned by UK'
companics should be dealc wich. The tax avoidance rules are designed not to pur UK companics a 5]
disadvantage when competing for business overseas, and also not to create a tax incentive for FOrcign'- :
takcovers of UK companies™ In general, cthe rax avoidance rules ensure chae if a UK company hag

established companies in other councries, subject to certain exceptions, the taxable profies carned in

other countiies will not genevally be subject to UK taxation (though losses in some circumstances may

be eligible for group relief either ar che time or when remirred to the UK). Such and-avoidanee rules
include: the thin capitalisation sules under section 209(2)(da) of the ICTA, which limic the
deducribilicy of interest paymencs; transter pricing rules under Schedule 28AA 1o che ITCA, ¢he
regulations that qualify diverted intellecrual property income as taxable; and che vules thar enfaree gy
on controlled foreign companies based in low-rax jurisdictions (where effecrive cax races are loss than
thiee-quarters of corresponding UK liability).* In line with the UK rax ieforms, in 2013, the UK CFC
regime was relaxed and narrowed to make it move tevritorial, in chat ic now rargers only profics artificially
diverted from che UK. A 2012 seudy of the UK tax system indicazes that the shif to che terrimriail

system resulred in a 6% increase in tax revenue 2™

The United States of America

The USA generally applics the worldwide basis of taxation. However, the system is practically a hybeid in
thar it has some elements of a residence basis whereby the income of the country’s residents is rased
vegardless of ies location; and it also has elements of rerritorial tax in thar all income carned wichin the
country is taxed regardless of the nationality of the taxpayers.”* The USA is the only member of che G§-
that still taxes the worldwide active business income of its corporations.® The USA syseem allows its
companics to defer tax liability on forcign ‘active income’ unuil it is repatriated.** Deferral is however
curtailed in the case of cevrain types of passive income set out in Sub Part F (CFC provisions) of che

#* US Congress { Joine Commieeee on Taxation) ‘Background and Selected Issues Redaced o the US Inecrnarional Tax System and

Systems char Exempr Foreign Business Income: Scheduled for a Public Hearing Before the Committes on Ways and Means on May
24,2011 (2011) 42,

= Tax Foundation ‘The United Kingdom's move e rervicorial taxation’ {n 204).

= Section 5(3) of the CTA 2009; Tax Foundation ‘The Unized Kingdom's move to territorial taxation’ (n 204).
** Tax Foundation ‘The United Kingdom’s move to terricorial taxation’ {n 204),

= Section 747{1) and (2) of the Income and Corporacions Taxes Act (ICTA’) of [970. .
** Tax Foundation “The Unjred Kingdom's move to territocial mxation’ {n 204).

) Gravelle Moving to a Tervitovial fneome T (a 223) 14. P Egger Comsequences of the New UK Tax Excinprion Systei: Evideitce from
Miero-fevel Datr (2012) 8.

2 Barker ‘Internacional tax veform’ (n 3) 648; Gravelle (n 223) 1.

=% Markle {n 95).

1 See generally § 244 of the Internal Revenue Code of 1954, See also [0 Kuaez & R Peroni US Suternational Tixation Yol | {2003}
4t B3-124 eo B3-125: Bl Biceker & 1. Lokken Federa! Tiavarion af Income, Estares and Gifis 3 od (2005) 69.
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fncernal Revenue Code.™ The USA grants tax credits for foreign taxes paid; however, the credit only
offscts the USA cax due when income is reparriated. #** The heavy taxation of repatriated profits causes
companies to keep foreign earnings abroad, reinvested in overseas operations.”™

Historically, most tax reforms in the USA have emphasised strengthening the worldwide raxation of
residents and increased taazion of foreign source income.? The eax laws are geared towards protecting
the domestic tax base from erosion due to residents’ and non-residents foreign activities. ™" Nevertheless,
businesses leaders and various reports on tax reform have over the years been urging for eax reform that
moves toward a territorial system with improvements to che various rax rules.*" The USA rax system is
criticised for being exceptionally burdensome in that it imposes heavy compliance costs, creates
enormous discortions of economic activity, deters companies from headquartering in the US, and eraps
huge amounts of US corporate profits abroad; 2" yet che system does not bring in as much revenue as it
ought to. ** Other commentators also hold the view that tax reform in the USA would advance if it
focused on the relation of a USA corporacion’s foreign income and enterprises with its domestic
aceivities, and on cthe relation of a foreign corporation’s forcign activities to its USA activities. The
common denominator of both these focus areas is territorial taxation.** The supporters of gravitating
towards the territorial system project a rise in revenue,* and a simplificacion in adminiseration and

compliance in the USA

HALLMARKS OF A COMPETITIVE TERRITORIAL TAXATION SYSTEM

The design of a country’s tervitorial raxation system varics greatly from country to county™ An
example of such variation is the extent to which a country allows for passive income to be brought into
the tax base, although it should be noted that no country exempts such income entirely.” Furthermove,
each counery employing the territorial taxacion system will have ics own unique base-erosion measurcs to
guard against income shifting abroad. There is also variation in the policy objectives associared with such
a system of taxation: some countries, including Japan, aim for the protection of the corporate tax base in
order to minimise incentives for profic-shifting and ro promote robust tax yields: other countries, such as
the Netherlands and Canada, regard the competitiveness of their companies as a primary concern and
define narrowly what types of income are not eligible for exemption. Despite these differences, all

% Subparr F income as defined in s 952(2)(1) and (2) of the Internal Revenne Code of 1954 consists of two principle categorivs of
income, namely insurance income and foreign base company income. In terms ofs 934 of this Code, the latter comprises the
following: forcign personal holding company income; Foreign base company sales income; forcign buase company scrvice income; and
forcign base company oil-related income. Sec ) Isenbergh ‘Perspectives on the deferral of United States taxation of the carnings of
foreign corporations’ {1988) 66 Taves 1063: PR McDanicl, HJ Aule & JR Reperci futroduction to United States Interiutional Tavatio
Sed (2005) 113,

M Gravelle (n 223} 1.

" Egger Consequences af the New UK Tax Exeinption Systein (2 231) 3.

8 Gravelle (n 223) 43.

2 Barker ‘Intecnacional tax reform’ (n 3) 687.

29 This proposal was incorporated in President Bush’s Advisory Commission’s tax reform proposals. See President’s Advisory Panel on
Federat Tax Reform Simple, Fair and Pro-Growth: Peoposals to Fix America’ Tax System (2006) 103; US Department of the
Treasury (Office of Tax Palicy) ‘Approaches to lmprove the Competiciveness of the US. Business Tax System for the 21st Cencury
{20 Dee 2007); available at hrep://wwwireasury.gov/vesource-center/ tax-policy/Documents/ Approaches-to-lmprove-Busi-
ness-Tax-Compericiveness-12-20-2007.pdf. accessed on 10 Seprember 2014,

1 Dirrmer {n 32).

* Gravelle (n 223) 12.

2 Barker ‘Tneernational eax reform’ {n 5) 687,

0 President’s Advisory Panel on Federal Tax Reform Simple, Fair and Pro-Growreh (n 240) 103.

5 1 Graberr & J Mutei Taxing International Business Income: Dividend Exemption Versus the Crervent Systen: (2001 IER

6 JS Congress {Joine Commirtee on Taxation) "Econemic Efficiency and Seeuctural Analyses’ (n 225} 44,
* Dicemer (n 32).
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countries making use of the tervitorial caxation system exempt from tax all (or 95%) of che divideng

carnings associated with active cngagement of their companies abroad. Ditemer®™™ points our ¢he

following ‘best practices’ char are common to competitive territorial eax systems:

s Tiansitions to territorial taxation have been accompanied by reductions in vax vates. Though rae
reductions have been a global erend in their own righe, lowering the tax rate is arguably instrumengy|
in reducing the risks for increased profic shifting.

s Legitimate active business activity is not drawn inco the passive income tax base, and passive income
tax provisions are narrowly defined to captuce only income artificially shifred overseas.

o They provide preferential treatment for intelectual property, to minimise the incentive to shig
intangible propercy into low-tax jurisdictions.

o They permit deductibiliey of expenses associated with foreign income, to ensure no disincentive for
locacing R&D or management activity at home.

o They limit the deductibility of foreign interese costs wich ‘thin capitalisation rules’ in order to guard
against abusive income stripping, but not to the extent that deductibility of legitimate borrowing
costs is disallowed.

o They limit profit shifting with transfer pricing rules based on the ‘arm’s lengeh’ standard. **

South Africa’s policy makers should consider gravitating more towards the servitovial system by adopting
some mix of these basic features. Such a change would represent an improvement in terms of neutralicy,
efhiciency and simplicicy, and this would enhance the competitivencss of the economy.

CONCLUSIONS AND RECOMMENDATIONS AND LESSONS LEARNED FROM THE Past
One Hunprep YEars

The discussion has shown that, just like the USA, South Africa currencly applies a hybrid system whereby
residents are raxed on a worldwide basis and non-residents on a source basis. However, the survey of
South Africa’s income tax laws over the last 100 years shows that there is no clear policy on where the
country ought to be on the broad spectrum thar runs from a pure worldwide system to a pure source/
territorial system. Legislation to strengthen each of the bases of taxation appears to be enacted
haphazardly. It is not clear whether the legislarors” concern is more about prorecting the domestic tax
base from offshore rax avoidance or about preserving the comperiveness of the economy. The last 100
years of income tax in Souch Africa have seen the proverbial pendulum of rax policy regarding the basis
of raxacion generally swinging from one extreme to the other. As noted above, the first income rax laws
were predominately based on the source basis of taxarion. The result and lesson learned from chis policy
extreme was thar it opened up numerous loopholes for tax avoidance since income was taxed only when
it was generated in South Africa. To receify this negative consequence, the residence basis of taxarion was
introduced in 2001 o apply to residents (with the source basis of taxation remaining applicable to non-
residents). The effect of chis change in rax policy however resulted in the pendulum swinging in che
opposite direction; thac is, ro the end point or extreme where attention focused almost exclusively on the
residence basis of taxation, The lesson learned from this is char the income tax laws {(such as che CFC
rules} were more onerous to outhound investments than was the case for income tax laws (for example,
PE rules and source rules} that applied to inward bound investments. This impacted on the
competiveness of domestic companies. While Sourh Africa was strengthening its outbound income tax

" Ditzmer (n 32).
= Diermer (n 32).
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B jaws, many developed countries around the world began to move towards largely territorial systems, the
N ationale being that this system ensures the competitiveness of domestic companies; encourages
I repatriation of foreign income; is simpler to apply; presents lower compliance costs; and has the
B potential o increase tax revenue.”® Over che last few years, the policy makers seem to have learned from
the negative consequences of the two exeremes, as at present the tax polidy pendulum appears to be

E ikiai positioned somewhere near the middle of the continuum, with the emphasis placed on both residence

I nd source raxation. South Africa is now strengthening is source basis of raxation, developing a uniform

S vithholding ax system and relaxing some anti-avoidance rules with respect to the headquartes company
- regime, to ensure the competiveness of the economy. It is recommended thar South Africa continues on
this track. It is not by coincidence that many developed countries are gravitating towards the territorial
system. Alchough this system is not capable of resolving all of South Africa’s fiscal problems, including
b the country’s budgetary deficit, it nevertheless has fiscal and economic advantages over its worldwide
counterpart. South Africa’s administrative capacity is not strong enough for it to lean heavily rowards the
worldwide system. Ir is important that Souch African outbound multinational enterprises are not raxed
and audited disproportionately compared to inbound multinational enterprises that may use South

Africa as a ‘tax haven.
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2% Tay Foundation ‘The United Kingdom's move to territorial taxation’ (n 204).




