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SUMMARY

This work entails a study of some of the schemes that are employed by country
residents when companies and trusts are used as vehicles for investing in offshore tax-

haven and low tax jurisdictions so as to avoid taxes.

The study also entails a critical analysis of the effectiveness of the some of the laws in
South Africa that curb such offshore tax avoidance schemes. Similar laws in the United

Kingdom and in the United States are analysed in order to come up with some



IX
recommendations that could be considered for possible reform of the relevant South

African laws where they are found wanting.

Since offshore tax avoidance is an international issue, the effectiveness of the
recommendations of some international organisations in preventing the depletion of

countries’ tax bases are also analysed.

KEY TERMS
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Harmful tax practices

Hybrid entities

Offshore companies
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Offshore tax avoidance
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CHAPTER 1

INTRODUCTION

1.1 BACKGROUND INFORMATION

Adam Smith, in his famous work on “the wealth of nations”, states the following:

The subjects of every state ought to contribute towards the support of the government as nearly
as possible in proportion to their respective abilities that is in proportion to the revenue which they
respectively enjoy under the protection of the state. The expense of government to the individuals
of a great nation is like the expense of management to the joint ventures of a great estate, who
are all obliged to contribute in proportion to their respective interests in the estate. In the

observance or neglect of this maxim consists what is called the equality or inequality of taxation.”

In the past three decades, the world has generally witnessed radical changes in the
patterns of population growth, peoples’ expectations, and levels of personal wealth.
These changes have created increasing political and economic instabilities that have led
governments of both developed and developing nations to continuously levy high taxes,
in order to meet the rising demands and expectations, as well as the associated costs of
providing new and improved infrastructure. With the introduction of new taxes and the
continuous increase in the rates of the existing taxes, taxpayers have come to realise
that often, the after-tax receipts increase less substantially or less rapidly than gross
receipts. This, coupled with inflation, has often resulted in earnings being largely
minimal, and many taxpayers have been propelled into higher income tax brackets,
although their real purchasing power has risen little, if at all.? Today, even the individual

worker can see that a tax system, in which higher income brackets produce

1 A Smith “An Inquiry into the Nature and Causes of the Wealth of Nations” (1776) Vol 2 at 350-351,
edited by RH Campbell, AS Skinner & WB Todd. See also AS Silke Tax Avoidance and Tax
Evasion Within the Framework of the South African Income Tax Legislation with Specific
Reference to the Effects on the Fiscus and to Current Anomalies and Inequalities (1959) at 561.
BJ Arnold The Taxation of Controlled Foreign Corporations: An International Comparison (1986) at
56 states that the dominant purpose of any income tax system is to raise revenue to finance
government expenditure.

2 United Nations: Ad Hoc Group of Experts on International Co-operation in Tax Matters:
International Co-operation in Tax matters: Guidelines for International Co-operation against the
Evasion and Avoidance of Taxes (With Specific Reference to Taxes on Income, Profits, Capital
and Capital Gains) (1984) at 11.
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progressively higher tax rates, is stifling to individual initiative and productivity.3 In order
to lessen their tax exposure, taxpayers get involved in tax avoidance schemes, with the

aim of minimising their tax liabilities.
1.2 DEFINING TAX AVOIDANCE

The term “tax avoidance” is different from the term “tax evasion”. The difference
between these two terms lies in the fact that tax evasion is illegal. It is generally defined
as the non-compliance with the tax laws and includes activities (like the falsification of
tax returns and books of account) that are deliberately undertaken by a taxpayer to
illegally free himself from the tax, which the law charges upon his income. Tax
authorities normally resort to criminal prosecution to prevent tax evasion.* On the other
hand, tax avoidance involves using perfectly legal methods of arranging one’s affairs, so
as to pay less tax. This is done by utilising loopholes in tax laws and exploiting them
within legal parameters.® Although tax avoidance may be against the purpose of the law,
no legal measures can be taken to preventit, unless the legislature amends the law and
prohibits the practice in question. In this regard, the courts hold the view that no legal
obligation rests upon a taxpayer to pay higher taxes than he is legally bound to under
the taxing Act and that a taxpayer is not prevented from entering into a genuine, or bona
fide, transaction which, when carried out, has the effect of avoiding or reducing liability
to tax. This view is brought out by the following dicta expressed in various court

decisions. In Levene v IRC,6 Viscount Summer held that

3 A Starchild Tax Havens for International Businesses (1994) at 4; A Ginsberg International Tax
Havens 2 ed (1997) at 10.
4 D Meyerowitz Meyerowitz on Income Tax (2006-2007) in par 29.1; K Huxham & P Haupt Notes on

South African Income Tax (2007) at 350; s 75 of the South African Income Tax Act 58 of 1962
provides for a fine or imprisonment of up to 60 months; see also OECD Issues in International
Taxation No 1 International Tax Avoidance and Evasion (Four Related Studies) (1987) at 1 where
tax evasion is defined. V Krishna Tax Avoidance: The General Anti-Avoidance Rule (1990) at 9,
also distinguishes between tax evasion and avoidance.

5 Meyerowitz in par 29.1; Huxham & Haupt at 350-351. On the meaning of "tax avoidance” see also
L Olivier “Tax Avoidance Options Available to the Commissioner for Inland Revenue” (1997) 4
South African Law Journal at 1-3. A Rapakko Base Company Taxation (1989) at 39 states that it
is the courts that are ultimately faced with the difficult task of having to draw a line in certain
practical cases between tax avoidance and evasion.

6 [1928] AC 21.
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[i]t is trite law that His Majesty’s subjects are free, if they can, to make their own arrangements so
that their cases may fall outside the scope of the taxing Act. They incur no legal penalties, and
they, strictly speaking, no moral censure if having considered the lines drawn by the legislature for
the imposition of taxes, they make it their business to walk outside them.

Lord President Clyde held in Ayrshire Pullman Motors Services and D M Ritchie v IRC,

that

[nJo man in this country is under the smallest obligation, moral or otherwise, to arrange his legal
relations to his business or to his property so as to enable the In-land Revenue to put the largest
possible shovel into his stores. The Inland Revenue is not slow - and quite rightly - to take
advantage, which is open to it under the taxing Statues for the purpose of depleting the taxpayer’s
pocket. The taxpayer is in the like manner, entitled to be astute to prevent, so far as he honestly
can, the depletion of his means by the Revenue.

Lord Tomlin also held in the celebrated case of Duke v Westminster,® that

[e]very man is entitled if he can to order his affairs so that the tax attaching under the appropriate
Act is less than it otherwise would be. If he succeeds in ordering them so as to secure this result,
then however inappropriate to the Commissioner of Inland Revenue or his fellow taxpayers may
be of his ingenuity, he can not be compelled to pay an increased tax.

From the above, it can be deduced that the courts hold the view that it is open to any

taxpayer to arrange his affairs, so as to avoid or reduce tax by preferring the kind of

transaction that is not taxed, or that is taxed at a lower rate. But if the taxpayer has

organised his affairs in such a way as to attract tax liability in terms of the clear letter of

the law, he is liable to pay the tax, no matter what the resulting hardship.®

Impermissible tax avoidance

o N

Ayrshire Pullman Motors Services and DM Ritchie v IRC 14 TC 754.

ICR v Duke of Westminster 51 TIR 467. South African courts have also expressed the view
contained in this dictum on numerous occasions, for instance in Hicklin v SIR 1980 (1) SA 481 (A)
at 483F; CIR v Estate Kohler and others 1953 (2) SA 584 (A) at 591F-592H; see also CIR v
Sunnyside Centre (Pty) Ltd 1997 (1) SA 68 (A) at 77F in which Schutz JA commented that,
“Companies are often used in a variety of ways to avoid taxes. When a scheme works, no tears
are shed for the commissioner. That is because the taxpayer is entitled to order his affairs so as to
pay the minimum of the tax. When he arranges them so as to attract more than the minimum he
has to grin and bear it.”

In CIR v Delfos [1933] AD 242 at 253, it was held that: "If the person sought to be taxed comes
within the letter of the law, he must be taxed, however great the hardship may appear to the
judicial mind to be. On the other hand, if the Crown, seeking to recover the tax, can not bring the
subject within the letter of the law, the subject is free, however apparently within the law the case



Although tax avoidance is notillegal, in 2005, SARS released a discussion paper on tax
avoidance.' It contains a discussion of what is referred to as “impermissible tax
avoidance”. In attempting to describe “impermissible tax avoidance”, the discussion
paper refers to certain “tax avoidance” practices that extend beyond what is legally
acceptable. Reference is made to the Australian Report on Business Taxation,'" which
refers to a form of “tax avoidance” which is essentially a misuse or abuse of the law that
is driven by the exploitation of structural loopholes in the law to achieve tax outcomes
that were not intended by Parliament. It also includes the manipulation of the law and a
focus on form and legal effect rather than substance. Lord Templeman explained this
state of affairs as follows in the United Kingdom case CIR v Challenge Corporation
Ltd:*?

Income tax is avoided and a tax advantage is derived from an arrangement when the taxpayer
reduces his liability to tax without involving him in the loss or expenditure which entitles him to that
reduction. The taxpayer engaged in tax avoidance does not reduce his income or suffer a loss or
incur expenditure but nevertheless obtains a reduction in his liability to tax as if he had.

The economists Brooks and Head'® comment as follows on this type of tax avoidance:

[iln legal discussions of tax avoidance, the primary focus is clearly on contrived and artificial
schemes, which do not change the substantive character of an activity or transaction but may
serve nevertheless to bring the activity within some tax-exempt or more tax-favourable legal
category.

Drawing upon these definitions, the Discussion Paper uses the term “impermissible tax
avoidance”, to refer to artificial arrangements, with little or no actual economic impact
upon the taxpayer, that are usually designed to manipulate tax laws in order to achieve

results that conflict with or defeat the intention of Parliament.'

The discussion paper however, distinguished the term "impermissible tax avoidance”

from the term “tax planning”. Noting that “tax planning” is concerned with the

might otherwise appear to be.” See also, Cape Brandy Syndicate v IRC [1921] 1 KB at 64.

10 Law Administration SARS Discussion Paper on Tax Avoidance and Section 103 of the Income
Tax Act, 1962 (Act No. 58 of 1962) (2005).

1 Australian Government Final Report of the Review of Business Taxation: A System Redesigned
(1999) at 6.2(c).

12 [1987] AC 155.

13 M Brooks & J Head “Tax Avoidance: In Economics, Law and Public Choice” in GS Cooper Tax

Avoidance and the Rule of Law (1997) at 71 as quoted by SARS “Discussion Paper on Tax
Avoidance at 4.
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organisation of a taxpayer’s affairs so that they give rise to the minimum tax liability
within the law, without resorting to “impermissible tax avoidance” that is described
above.” Itis reasoned that the term “tax planning” is similar to the term "tax mitigation”,

which was described as follows in CIR v Challenge Corporation Ltd:®

Income tax is mitigated by a taxpayer who reduces his income or incurs expenditure in
circumstances which reduce his assessable income or entitle him to reduction in his tax liability.

In the United Kingdom case CIR v Willoughby,*’ the court held that the hallmark of tax
mitigation is that the taxpayer takes advantage of a fiscally attractive option afforded to
him by the tax legislation and genuinely suffers the economic consequences that

Parliament intended to be suffered by those taking advantage of the option.

According to SARS, the notion of “tax planning” or “tax mitigation” is in effect what Lord
Tomlin referred to in his famous dictum: “every man is entitled to order his affairs so that
the tax attaching under the appropriate Acts is less than it otherwise would be”."® SARS
is of the view that this type of legitimate tax planning has to be distinguished from
“impermissible tax avoidance”.' SARS points out that the world has changed
enormously since Lord Tomlin made the above statement in the Duke of Westminster
case, 70 years ago.?’ Although a government may still be viewed by some as nothing
more than a revenue-maximising “leviathan”,?" the role of taxation as a means that
government uses to fund its expenditures cannot be underestimated. Thus, the right of
taxpayers to minimise their tax liabilities within the bounds of the law must be balanced

against other rights and obligations.?* In this regard, Woodhouse, J noted that:

Nevertheless, since the House of Lords was obliged to consider the highly beneficial
arrangements which were able to be made in 1930 on behalf of the Duke of Westminster, there
has been a growing awareness by the legislature and the Courts alike that ingenious legal devices
contrived to enable individual taxpayers to minimise or avoid their tax liabilities are often not

14 SARS Discussion Paper on Tax Avoidance at 4.

15 SARS Discussion Papar on Tax Avoidance at 4.

16 [1987] AC 155.

17 [1997]14 All ER 65 at 73.

18 IRC v Duke of Westminster [1936] 19 TC 490 at 520.

19 SARS Discussion Paper on Tax Avoidance at 5.

20 IRC v Duke of Westminster [1936] 19 TC 490.

21 Brooks & Head at 82-91; G Brennan & JM Buchanan “Towards a Tax Constitution for Leviathan”
(1977) 8 Journal of Public Economic 255.

22 SARS Discussion Paper on Tax Avoidance at 14.
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merely sterile or unproductive in themselves (except perhaps in respect of their tax advantages for
the taxpayer concerned), but that they have social consequences which are contrary to the
general public interest.®

The House of Lords itself has recognised the limits of the Duke of Westminster case.

For example, Lord Diplock made the following statement in IRC v Burmah Oil Co Ltd**

Lord Tomlin’s oft quoted dictum . . . tells us little or nothing as to what methods of ordering one’s
affairs will be recognised by the courts as effective to lessen the tax that would otherwise attach to
them if business transactions were conducted in a straight-forward way.

Lord Steyn made the point even more bluntly in CIR v McGuckian:*®

While Lord Tomlin’s observations in the Duke of Westminster's case still point to a material
consideration, namely the general liberty of the citizen to arrange his financial affairs as he thinks
fit, they have ceased to be canonical as to the consequences of a tax avoidance scheme.

Lord Denning also made a characteristically terse admonition that “the avoidance of tax
may be lawful, but it is not yet a virtue”.®

Impermissible tax avoidance has continued to become a problem in the past decade.?’ It
often involves increasingly complex and sophisticated tax schemes that are being
marketed by banks, multinational accounting firms and law firms particularly with respect
to schemes involving tax havens.?® The United States Department of the Treasury has
noted that “[sJome commentators explain the growth in corporate tax shelters as a
reflection of more accepting attitudes of tax advisers and corporate executives towards
aggressive tax planning”.?® At the same time, the lucrative market for tax avoidance
schemes and “tax optimisation” plans has led to an increase in the resources and talent

being devoted to those areas by professional firms in many countries.*

Disadvantages of “impermissible tax avoidance”

23 Elmiger v CIR [1966] NZLR 683 (SC) at 686.

24 [1982] STC 30 (HL) at 32.

25 [1997] 3 All ER 817 (HL).

26 Re Weston'’s Settlements [1968] All ER 338 at 342.

27 SARS Discussion Paper on Tax Avoidance at 8.

28 SARS Discussion Paper on Tax Avoidance at 5; OECD Harmful Tax Competition: An Emerging
Global Issue (1998).

29 United States Treasury Department The Problem of Corporate Tax Shelters — Discussion Analysis
and Legislative Proposals (1999) at 19. Available at >http://www.quatloos.com/whiteppr.pdf<, last
accessed 4 April 2007.

30 SARS Discussion Paper on Tax Avoidance at 8.



The manipulation of tax laws through artificial schemes that have little economic
substance undermines the ability of national governments to set and implement
economic and social policies for the country.’ The loss of tax revenue caused by
impermissible tax avoidance has the effect of limiting the government’s ability to pursue
its economic and social objectives. This forces governments to divert scarce resources
from their intended targets® and to shift the burden of taxation to less mobile factors

such as labour and consumption.®

The other negative effect of impermissible tax avoidance is that it encourages the
disrespect for the tax system.** In view of this, the New York State Bar Association -

hardly a “pro-tax” organisation — has stated that:

The constant promotion of these frequently artificial transactions breeds significant disrespect for
the tax system, encouraging responsible corporate taxpayers to expect this type of activity to be
the norm, and to follow the lead of other taxpayers who have engaged in tax advantaged
transactions.®

It is a fundamental principle of taxation that the burden of tax should be spread as fairly
and as equitably as possible among all the taxpayers.*® However, if certain taxpayers
are free to arrange their affairs to reduce their tax obligation, they secure an unfair
advantage over other taxpayers who are not in a position to take advantage of the
loopholes in the law. The proliferation of arbitrary tax avoidance schemes leads to a
perception that the tax system is unfair.®” Tax avoidance can be viewed as “a form of

subsidy from those paying their fair share of tax according to the intention of the law, to

31 Brooks & Head at 53-91.

32 SARS Discussion Paper on Tax Avoidance at 14.

33 RS Avi-Yonah “Globalisation, Tax Competition, and the Fiscal Crisis of the Welfare State” (2000)
113 Harvard Law Review at 1578; See also SARS Discussion Paper on Tax Avoidance at 14.

34 D Kruger & W Broomberg Broomberg on Tax Strategy (2003) 4 ed at 1; United States Treasury
Department Report on the Problem of Corporate Tax Shelters at 19.

35 Statement of H R Handler, on behalf of the Tax Section, New York State Bar Association, before
the Committee on Finance (27 April 1999) at 2. Quoted in the United States Treasury Department
Report on the Problem of Corporate Tax Shelters at 3.

36 This principle originates from the four maxims articulated by Adam Smith — equality, certainty,
convenience and freedom from economic burden. See Smith at 350 -351.

37 OECD Report on Harmful Tax Competition at 4.
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those shirking their similar obligations”.*® Taxpayers engaging in impermissible tax
avoidance are thus seen as tax “free riders”.*® The loss of revenue by the government
as a result of wide-spread tax avoidance may also result in an increase in the rate of tax
payable.” This state of affairs discourages compliance, even by taxpayers that had not
previously engaged in tax avoidance.*' The tax avoider, like the illegal tax evader, shifts
his burden on to the shoulders of others who often are poorer tax payers. The
prevalence of tax avoidance may lead to increased tax evasion, because, if one
taxpayer is aware that his neighbour is not paying tax in terms of legal means which he
cannot benefit from, he may be tempted to adopt illegal means to obtain the same or

similar benefits of reduced taxation accruing to his neighbour.

The negative effectives of tax avoidance have also been critisised by the courts. In Cotv

Ferera,*? it was stated that:

| endorse the opinion expressed that the avoidance of tax is an evil. Not only does it mean that a
taxpayer escapes the obligation of making his proper contribution to the fiscus, but the effect it
has is to cast an addition burden on taxpayers who imbued with a greater sense of civic
responsibility, make no attempt to escape or, lacking the financial means to obtain the advice to
set up the machinery, fail to do so. Moreover the nefarious practice of tax avoidance arms
opponents of our capitalistic society with potent arguments that it is only the rich, the astute and
the ingenious who prosper in it and that ‘good citizens’ will always fare badly.

And in Latilla v IRC,*® it was stated that:

Judicial dicta may be cited which points out that, however elaborate and artificial...avoidance
methods may be, and that those who adopt them are ‘entitled’ to do so. There is of course no
doubt that they are within their legal right, but that is no reason why their efforts or those of the
professional gentlemen who assist them in the matter should be regarded as a commendable
exercise of ingenuity or as a discharge of the duties of good citizenship.

Impermissible tax avoidance has led to a proliferation of specific anti-avoidance laws
that are enacted in response to particular schemes. However, the increasing complexity

of tax laws may be self-defeating, as invariably, taxpayers devise more complex

38 See the Australian Government’s Final Report of the Review of Business Taxation at par 6.2(c);
SARS Discussion Paper on Tax Avoidance at 13.
39 J Waincymer “The Australian Tax Avoidance Experience and Responses: A Critical Review” in GS

Cooper Tax Avoidance and the Rule of Law (1997) at 256.

40 L Olivier “Tax Avoidance and Common Law Principles” (1996) 2 Tydskrif vir Die Suid-Africaanse
Reg at 378.

41 OECD Report on Harmful Tax Completion in par 30; SARS Discussion Paper on Tax Avoidance at
10.

42 Cot v Ferera (1976) 2 SA 653 at 656F-G.

43 Latilla v IRC [1943] 1All ER 265.
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schemes and the cycle goes on. This has the effect of increasing costs for the economy,
such as costs for continuous amendments of the legislation, administrative costs and
increasingly comprehensive and detailed reporting requirements. Invariably, this also
increases the compliance burdens upon all taxpayers.** Additional costs are also
reflected in the diversion of resources from productive investment to the development,
marketing, implementation and subsequent defence of impermissible tax avoidance
schemes.*® At a deeper level, impermissible tax avoidance creates significant losses for
the economy by distorting trade and investment flows.*® This is because resources are
reallocated or misallocated from productive investments to activities that may be
marginally profitable to the economy.*” These distortions reduce economic efficiency

and impede growth.

In response to the SARS discussion paper on tax avoidance sections, 80A-80L (general
anti-avoidance provisions) were inserted in to the South Africans Income Tax Act to
deter taxpayers from engaging in impermissible tax avoidance schemes.* This thesis

will not however cover a detailed analysis of the general anti-avoidance provisions.*°

One of the means that taxpayers use to avoid taxes in their countries of residence is to
move their investments offshore (i.e. out of the taxpayer’'s country of residence) into a

jurisdiction where the investments will be subject to zero or minimal taxation.*

44 OECD Report on Tax Competition in par 30; See also United States Treasury Department Report
on the Problem of Corporate Tax Shelters at 20.

45 J Slemrod & S Yitzhaki “The Costs of Taxation and the Marginal Efficiency Cost of Funds (1996)
43 IMF Staff Papers at 172; SARS Discussion Paper on Tax Avoidance at 11.

46 P Groenewegen “Distributional and Allocation Effects of Tax Avoidance” in D Collins Tax
Avoidance and the Economy (1984) at 23.

47 Groenewegen at 23; SARS Discussion Paper on Tax Avoidance at 12.

48 For an explanation of the working of the general anti-avoidance provisions under s 80A-80L see

Meyerowitz at 401-406; K Jordaan, A Koekemoer, M Stiglingh, L van Schalkwyk, M Wassermann
& J Wilcocks Silke: South African Income Tax (2007) par 25.2-25.4.

49 As is explained below, this work covers some of the specific provisions that are used to curb
impermissible tax avoidance when investments are made in offshore companies and offshore
trusts.

50 HCAW Schulze “Legal Aspects of Offshore Transactions” (1994) xxvii CILSA 26; A Study by the
Rotterdam Institute for Fiscal Studies (Vol A) International Tax Avoidance (1979) at 29.
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1.3 FACTORS THAT HAVE ENCOURAGED OFFSHORE TAX AVOIDANCE

Historically, tax policies were developed to deal mainly with domestic economic and
social concerns. However, the domestic tax systems of most counties also had an
international dimension, in that they had to deal with the foreign source income of
domestic residents, but the interaction of domestic tax systems was relatively minimal,
since there was limited mobility of capital.”” This has changed in the past few decades,
as a result of the major geopolitical changes that the world has seen. Notable among
these changes have been the acceleration in the process of globalisation of trade and
investment, and the removal of exchange controls and other barriers to the free
movement of capital. These factors have fundamentally changed the relationships
among domestic tax systems, resulting in an increase in international trade and the
regional integration of national economies. This has in turn had a great impact on the
way in which the domestic policies of various nations impact on one another.
Globalisation has increased the mobility of capital and has also promoted the
development of capital and financial markets, thereby encouraging countries to reduce
tax barriers to capital flows, and to modernise their tax systems to reflect these

developments.®?

This has in turn led to increased competition among businesses in the global
marketplace. Faced with high tax rates in their countries of residence, individuals and
multinational enterprises are increasingly developing global strategies, in order to
maximise profits, and their links with any single country with a favourable tax climate are
becoming more tenuous. It is a well known fact that, in all business transactions, tax is
an expense like any other, and if businesses are to remain competitive, taxes should not
be too high. Thus, “the possibility of reducing tax costs by basing a business in a
favourable tax jurisdiction, is an inherent aspect of international tax planning”.*®
International businesses often consider foreign taxes to be part of their investment

appraisals.

51 OECD Harmful Tax Competition: An Emerging Global Issue (1998) at 13-14.

52 OECD 1998 Report at 13-14.

53 M Grundy The World of International Tax Planning (1984) at 1-2; Ginsberg at 5. Arnold at 62 also
states that taxation is a factor in foreign investment decisions.
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1.4 STATEMENT OF THE PROBLEM

It is a known fact that taxes have always varied, not only from individual to business, but
also from country to country and there has always been an incentive to live or work in,
or from, a lower-tax jurisdiction. As the wealth of both business entities and individuals
has increased over the years, this incentive has become the foundation for business in
its own right. It is therefore not surprising that more and more taxpayers are exploiting
variations across international borders and international tax systems. These variations
include differences between countries’ tax rates, legal concepts, standards of
administration, reporting and enforcement, and governments’ attitudes towards the
liberty and privacy of taxpayers and the confidentiality of financial and business

transactions.

Taxpayers will ensure that foreign assets and income are concealed and kept outside
their domestic tax jurisdiction. In many cases, this very concealment can take them over
the dividing line between tax evasion and tax avoidance. They avail themselves of
banking secrecy rules in other countries and other means, by which the ownership of
assets, or income, or the transactions of their business, can be kept from the knowledge
of the tax authorities.®® These objectives are easily achieved when investments are
made in the so-called “tax-haven” countries, which develop tax policies aimed primarily
at diverting finances and other geographically mobile capital from high tax to low tax

countries.>®

The prospect of investing in foreign markets, where in most cases annual returns are
guaranteed without being reduced by high taxation, is an appealing one. Statistics show
that, over the past 30 years, the number of financial transactions that have taken place

in or through offshore jurisdictions, have increased at a rapid rate which is showing no

54 United Nations Ad Hoc Group of Experts on International Co-operation in Tax Matters at 18.
55 OECD 1998 Report at 13.
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sign of abating.”® Furthermore, many of the world’s leading financial institutions have
offshore activities.” Itis estimated that 60% of the world’s money is offshore, where it is
likely to receive favourable tax treatment and be subject to fewer restrictions,’® and that
a large proportion of the world’s private wealth is owned through offshore structures.*® In
South Africa, where uncertainty is the order of the day, offshore transactions have
assumed an additional psychological attraction. The ability of South Africans to invest
offshore has been enhanced by the relaxation of Exchange Control Regulations that
began on 1 July 1997.%° Currently the Exchange Control Regulations permit South
African resident individuals to invest up to R2 million in direct offshore investments.®"

One does not need a “crystal ball” to be able to predict that in the absence of contrary
measures, investing offshore will continue to be employed as a means of tax
minimisation. If the ensuing tax benefits are allowed to continue unchecked, the result
will be that the public will lose confidence in the tax system and the tax administration,
and this will tempt many taxpayers not to comply with tax laws and to continually seek

artificial ways around them, to the detriment of the national economy.

56 P Roper Offshore Options (1999) at 1; P Roper & J Ware Offshore Pitfalls (2000) at vii. V Tanzi
International Monetary Fund Working Paper Globalization, Tax Competition and the Future of Tax
Systems (1996) at 11 notes that in recent years there has been an increase in the number of
countries and territories which impose low or even zero taxes, thereby encouraging individuals and
enterprises to use them to establish a tax address to which income earned in other countries can
be channelled; Ginsberg at 3 gives examples of jurisdictions such as Cyprus, Malaysia, Madeira,
Malta, Mauritius, Nevis, Western Samoa and Gibraltar that have emerged as new tax shelters.

57 J Ware & P Roper Offshore Insight (2001) at 3 provide examples of financial institutions such as
CNN, Chase Manhattan, Citi Bank, Goldman Sachs Schwab, the Bank of America, Barclays Bank,
Rothschilds, the Royal Bank of Canada and Deutsche Morgan Grenfell that have offshore
operations; see also Ginsberg at 56.

58 PEW Roper “Investing in the Offshore Market Place” (June 2000) Insurance and Tax Journal at 7;
Ware & Roper at 3-4; P Gumbel “The Storms Over Tax Havens: Corporate Scandals Have
Boosted the Pressure on Offshore Havens to Open their books. Some Have Done So - But the
Global Crackdown Has a Long Way to Go” February 16 2004 Time Magazine at 2, where it is
noted that the International Monetary Fund estimates that as much as $7 trillion in financial assets
of various kinds are now held offshore.

59 B Spitz & G Clarke Offshore Service (March 2002) 7 at INT/2; see also MWE Glautier & FW
Bassinger A Reference Guide to International Taxation: Profiting from your International
Operations (1987) at 265. DD Beazer “The Mystique of Going Offshore” (1996) 9 The Utah Bar
Journal at 19 notes that approximately half of the world’s funds pass through tax havens each
year and this is a sum which is over $5 trillion.

60 Roper (2000) at 5; DM Davis Estate Planning (2004) in par 17.1; Ginsberg at 29 and at 581; J
Ware & P Roper “The Impact of Residence-Based Tax on Offshore Trusts” (2001) 16 Insurance
and Tax Journal at 21; Davis in par 17.1.

61 South African Reserve Bank “Exchange Control Manual” in par 6.1.1. Available at
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It is thus necessary to study some of the schemes that taxpayers employ in offshore tax
avoidance, and to evaluate the effectiveness of the legislation that South Africa has in
place to curb such schemes. If no such legislation is in place, or if current legislation is
ineffective, the methods that other countries have used to deal with this problem were

studied, so as to come up with recommendations for the reform of our laws.

The focus of this work is on the establishment of companies and trusts in offshore
jurisdictions. The reason for choosing companies and trusts was that these are the two

main vehicles used for investing in offshore jurisdictions.

1.5 HYPOTHESIS

In this work, it will be argued that there are two main factors (set out below) that
encourage investment in offshore trusts and offshore companies. These factors have to

be addressed, in order to curb the ensuing tax avoidance.

1.5.1 THE EXISTENCE OF LOW-TAX AND "TAX-HAVEN" JURISDICTIONS

Offshore tax avoidance through investment in offshore trusts and companies is
encouraged by the very existence of low-tax and “tax-haven” jurisdictions.®®> These are
sovereign jurisdictions that have a right to determine their own tax policy (including
making their country a tax haven). Other countries cannot enact legislation to remove
the very existence of tax-haven countries. This issue can only be addressed at an

|.63

international level, if at all.> This study will therefore consider the effectiveness of the

>http://www.reservebank.co.za/ <, last accessed on 16 May 2007.

62 A tax haven is described as a jurisdiction actively making itself available for the avoidance of tax
that would have been paid in high tax counties. OECD lIssues in International Taxation No 1 20;
see also Ginsberg at 5-6; Roper & Ware at 5.

63 RL Doernberg, L Hinnekens, W Herrerstein & L Jinyan Electronic Commerce and Multi-
jurisdictional Taxation (2001) at 92-93.
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recommendations offered by some international organisations that could be applied, so

as to prevent tax havens from being used to deplete other countries’ tax bases.

1.5.2 STRUCTURAL FEATURES OF TRUSTS AND COMPANIES THAT MAKE
THEM IDEAL VEHICLES FOR OFFSHORE TAX AVOIDANCE

Offshore tax avoidance is also encouraged by the structural features of companies and
trusts that make them ideal vehicles for offshore tax avoidance. These structural
features are used to take advantage of loopholes in the legislation. Countries often
enact anti-avoidance legislation to close such loopholes and thus curb the ensuing tax
avoidance. This work will discuss the effectiveness of some of the anti-avoidance
legislation that South Africa has in place to curb the tax avoidance that results when

taxpayers invest in offshore companies and offshore trusts.

When South Africa was excluded from international affairs because of apartheid, its tax
laws that relate to international transactions did not develop at the same pace as that of
its trading partners. Since 1994, when apartheid was abolished and South Africa
rejoined the global economy, South African residents have actively participated in
international trade. This has exposed them to tax avoidance schemes that have been
employed by other countries’ residents. At this stage, our legislation may not have
sufficient devices in place that can counteract these tax avoidance schemes. This can
result in a tremendous loss of revenue for the nation. It is thus necessary to make a
comparative study of the offshore anti-avoidance legislation of other countries as a basis
for recommendations for the reform of our legislation where necessary. To this end,
comparable legislation in the United States and in the United Kingdom will be studied.
These two nations were chosen because they have had legislation that targets offshore
tax avoidance in place for decades. Their experience in this regard is a valuable

resource that South Africa can draw on.

A study of offshore tax avoidance in the world today would be incomplete without taking
cognisance of current developments in telecommunications that make it possible to

trade electronically. Electronic commerce has opened up a new route for the exchange
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of goods and services, and the accessing of offshore facilities. E-commerce is an area
that has not yet been fully examined or regulated.®® It is feared that e-commerce will
lead to the erosion of the tax base, because of the ease with which the jurisdictional
requirements can be manipulated. This work does not cover a detailed study of e-
commerce, but some of the challenges that e-commerce poses to the legislation dealt

with in this work will be briefly pointed out.

1.6 SCOPE OF THE STUDY

It is recognised that offshore tax avoidance does not necessarily only take place in tax-
haven jurisdictions, but also in low-tax jurisdictions that are not necessarily tax-haven
jurisdictions. The role of tax-haven jurisdictions will however, be emphasised, as the
term “offshore” has historically been used in relation to islands in Europe and the
Caribbean that are located off the mainland continents.®® This work will deal with the
characteristics of these jurisdictions that make them ideal for offshore tax avoidance, but

it will not include a review of any particular tax-haven jurisdiction.®®

International transactions offer many opportunities for avoiding taxes. The following are
some examples:
- the establishment of controlled foreign companies in tax havens to which a
taxpayer can divert his domestic source income;®’
- the establishment of offshore trusts in tax havens;
- the use of “transfer pricing” techniques whereby related companies engaged in
cross-border transactions can manipulate transfer prices and shift profits from

high to low tax jurisdictions;®®

64 C Sher “Taxation of E-commerce” (2000) 39 Income Tax Reporter at 172.

65 G Clarke Offshore Tax Planning 11ed (2004) at 6.

66 A review of particular offshore jurisdictions can be found in Spitz & Clarke.

67 “Controlled foreign company” legislation that is discussed in detail in the preceding chapters has
the effect of preventing the deferral of the undistributed income of a controlled foreign company,
but it is taxed to its domestic shareholders on a current basis. See B Arnold The Taxation of
Foreign Controlled Corporations: An International Comparison (1986) at 131.

68 Transfer pricing legislation is used to prevent the manipulation of prices in order to reduce profits
or increase profits artificially or cause losses and avoid taxes in a specific country. See SARS
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- the use of unusual proportions of loan to equity capital (“thin capitalisation”) in
order to achieve tax advantages;®°

- investment in offshore hybrid entities(e.g partnership/corporate structures);”

- the use of “treaty shopping” techniques whereby a taxpayer avoids taxes by

making use of advantageous tax treaties.”’

This work discusses the operation of some of these tax avoidance strategies and the
effectiveness of the anti-avoidance legislation designed to curb the ensuing tax
avoidance. The work does not entail a discussion of “thin capitalisation”. Though a
detailed study of “transfer pricing” is not covered, some aspects of this topic are

discussed.

Although the study of exchange controls is not the main focus of this work, a discussion
on “offshore tax avoidance” cannot be complete without reference to the role of
exchange controls in limiting the flow of capital to offshore jurisdictions.

1.7 METHODOLOGY

The study will entail a review of South African and international textbooks, journal

articles and case law on the topic studied as well as on related issues.

1.8 CONCLUSION

To abolish tax-haven jurisdictions may not be easy, as they have been in existence for

Practice Note No 7, 6 August 1999 “Section 31 of the Income Tax Act 1962 (the Act):
Determination of Taxable Income of certain persons from International Taxation: Transfer Pricing”
at paragraph 2.1.

69 Thin capitalisation rules are rules used to prevent the use of unusual proportions of loan to equity
capital in order to gain tax advantages. See M Van Blerck “Transfer Pricing and Capitalisation”
(1995) 8 SA Tax Review at 44; The Second Interim Report of the Commission of Inquiry into
Certain Tax Structures of South Africa Thin Capitalisation Rules (1995) par 1.3b.

70 BJ Arnold & MJ McLntyre International Tax Premier (2002) at 114.

71 H Becker & FJ Wurm Treaty Shopping: An Emerging Tax Issue and its Present Status in Various
Countries (1988) at 1; T Viitala Taxation of Investment Funds in the European Union (2005) at 95;
RL Reinhold “What is Tax Treaty abuse? (Is Treaty Shopping an out dated concept?)” (2000) 53
The Taxpayer at 673; SJ Haug “The United States Policy of Stringent Anti-Treaty Shopping
Provisions: A Comparative Analysis” (1996) 29 Vanderbilt Journal of Transnational Law at 220.
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decades, and they have the right as sovereign nations to determine their own tax
policies. Curbing offshore tax avoidance is going to take a concerted effort, at both the
national and the international levels. Nationally, countries will have to enact and/or
reform the relevant anti-avoidance legislation where it is found wanting. Campaigns
against tax havens by international organisations, such as the OECD, will also go a long
way towards curbing offshore tax avoidance, more especially if countries commit

themselves to heeding the recommendations of these organisations.
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CHAPTER 2

LOW-TAX AND TAX-HAVEN JURISDICTIONS: CATALYSTS FOR
OFFSHORE TAX AVOIDANCE

It is scarcely possible to deal with the topic of offshore tax avoidance without
discussing the role of low-tax jurisdictions and/or tax-haven jurisdictions. It is
partly because of the presence of these jurisdictions that taxpayers in high-tax
countries are encouraged to make investments in these jurisdictions where they

will be subject to zero or minimum tax rates.

21 WHAT IS A TAX-HAVEN JURISDICTION?

According to the Organisation for Economic Cooperation and Development
(OECD)," a tax haven is described as a jurisdiction actively making itself
available for the avoidance of tax that would have been paid in high-tax
countries.? It has been noted, however, that the expression “tax havens” does not
have a precise technical meaning and that the term is commonly used in a very

broad sense.® The difficulty in giving “tax havens” a precise meaning lies in the

1 The OECD is an international organisation that was established in 1961 to contribute to
economic development and growth in its member countries. The organisation seeks to
promote economic development by issuing publications and statistics on various topics,
such as competition, corporate governance, electronic commerce, trade and taxation.
Through its publications, the OECD chooses the tools of dialogue, consensus, peer
review and pressure in order to encourage economic development and change in the
market economy. Though the primary focus of the OECD is on member countries, its
additional goals of contributing to the expansion of world trade and the development of the
world economy affect non-members as well. See OECD “History of the OECD”. Available
at >http://www.oecd.org/document/63/0,2340,and_2649 201185 _1876671_1 1 1 1,00.
html<, last accessed on 20 November 2006; JG Salinas “The OECD Tax Competition
Initiative: A Critique of its Merits on the Global Market Place” (2003) 25 Houston Journal of
International Law 538.

2 OECD Issues in International Taxation No 1 International Tax Avoidance and Evasion
(1987) at 20; see also A Ginsberg International Tax Havens 2 ed (1997) at 5-6; P Roper &
J Ware Offshore Pitfalls (2000) at 5.

3 M Hampton The Offshore Interface: Tax Havens in the Global Economy (1996) at 9 notes
that there is no internationally accepted definition of exactly what a tax haven is. However,
he describes tax havens as jurisdictions that have no or at least low direct and indirect
taxes compared with the other jurisdictions. See also United Nations Ad Hoc Group of
Experts on International Cooperation in Tax Matters International Cooperation in Tax
Matters: Guidelines for International Cooperation Against the Evasion and Avoidance of
Taxes (with Specific Reference to Taxes on Income, Profits, Capital and Capital Gains)
(1984) at 30-31; RL Doernberg, L Hinnekens, W Herrerstein & L Jinyan Electronic
Commerce and Multi-jurisdictional Taxation (2001) at 91.
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fact that the definition can be given either a broad meaning or a precise one.* In
a broad sense, any given country can be said to serve as a tax haven in some
respects. Almost every country in the world has a lower tax rate on some activity
than another country’s rate on the same activity. This is because countries often
use their tax laws to influence the use of capital. In fact income tax rates on any
given activity are likely to vary throughout the world. If the definition of a tax
haven is based solely on the comparison of the tax rates applicable in various

jurisdictions, the resultant definition is unlikely to be meaningful in practice.’

Similarly, if a tax haven is defined precisely as a jurisdiction which applies a low
or zero rate of tax on all income items, on certain income items or on capital
gains, this would encompass many countries. There are instances where
relatively high-tax countries provide opportunities or devise policies to attract
investment by charging low taxes in order to provide incentives and encourage
certain economic activities.® In practice, therefore, the term “tax haven” cannot be

precisely defined.’

Generally tax havens are divided into three main categories: the zero-tax havens
which offer no direct taxes (like income tax and capital gains tax), the low-tax
havens, and the typical tax havens which impose tax at normal rates but grant

exemptions or other preferential treatment to certain categories of income.®

4 Hampton at 10.

5 Hampton at 10, where it is pointed out that the complications of giving tax havens a
precise definition lies in the fact that some high-tax countries may offer similar tax
advantages to tax havens when, for example, tax exemptions are granted for certain types
of businesses.

6 MWE Glautier & FW Bassinger A Reference Guide to International Taxation: Profiting
from Your International Operations (1987) at 228; A Ogley Tolley’s Tax Havens: A
Practical Guide to the Leading Tax Havens of the World 1 ed (1990) at 4 notes that such
countries cannot be considered tax havens in a strict sense since they levy direct taxes at
normal rates while relieving from tax certain types of income.

7 United Nations Ad Hoc Group of Experts on International Co-operation in Tax Matters at
30-31, where it is noted that attempts to provide a single definition of a tax haven are
bound to be unsuccessful. It is widely recognised that there is no single, clear objective
test which permits the identification of a country as a tax haven.

8 Ogley at 3; see also Institute for International Research Guide to Tax Havens (1977) at 3;
Ginsberg at 5; Glautier & Bassinger at 228; see also MJ Langer “Tax Havens of the
World” (1970) 24 Bulletin for International Fiscal Documentation at 424-425; B Spitz Tax
Havens Encyclopaedia (1977) at 1; Rotterdam Institute for Fiscal Studies, International
Tax Avoidance Vol A (1979) at 70; IFA (1981) at 32, where it is noted that the first two
categories are predominantly made up of small economies whose revenue needs are met
by direct taxes or by a combination of indirect taxes and low direct taxes. These territories
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The OECD has divided jurisdictions that charge nil or minimum taxation into two
main categories: tax-haven jurisdictions and harmful preferential tax regimes.® An
OECD report published in 1998'" states that both tax-haven jurisdictions and
harmful preferential tax regimes have harmful tax practices in place that may
lead to the depletion of other countries’ tax bases.!” The report distinguishes
between these two categories of jurisdiction by pointing out the characteristics

that can be used to identify the relevant jurisdictions.
2.2 THE CHARACTERISTICS OF TAX-HAVEN JURISDICTIONS

Tax-haven jurisdictions are characterised by high levels of secrecy in the banking
and commercial sectors. People who transact business in or through tax-haven
jurisdictions are therefore assured of confidentiality.’? This makes it difficult for
foreign tax authorities to ascertain the identity of the relevant investors for the
purposes of collecting taxes.™ It is common knowledge that many jurisdictions
follow the common law precedent which provides for the privilege of information
that a banker receives from his customer. This has evolved into a standard
basis for protecting banking affairs and financial transactions from divulgence to

foreign tax authorities. These secrecy provisions are, however, often abused in

use the absence of direct taxation or low direct tax rates in order to promote investmentin
their financial sectors.

9 OECD Harmful Tax Competition: An Emerging Global Issue (1998) in par 75; see also B
Spitz & G Clarke Offshore Service (2002) at OECD/3.

10 OECD 1998 Report; see also WH Diamond & DB Diamond Tax Havens of the World
(2002) Publication 722 Release 108 at INTRO 13.

11 OECD 1998 Report in par 75; see also Spitz & Clarke at OECD/3.

12 Spitz & Clarke at INT/7; Ogley at 7 notes that users of tax haven will be concerned to
ensure that their affairs remain confidential. In order to reassure users or potential users, a
number of tax havens have introduced confidentiality laws imposing criminal sanctions on
bankers or other professionals who betray their client’'s confidence. The most notable
examples are Switzerland and Liechtenstein; see also Hampton at 12 and 14; Glautier &
Bassinger at 234. Some countries have tax conventions with tax havens for the exchange
of information, but this does not entail a breach of bank secrecy. Access to information of
a public nature may not be denied but permission has to be granted. See also RA Westin
International Taxation of Electronic Commerce (2000) at 384.

13 Spitz & Clarke at INT/7; Ogley at 7.

14 Diamond & Diamond at INTRO-35 note that common law secrecy is based upon an
implied contract between a banker and his customer requiring the banker to treat all the
customer’s affairs as confidential. Secrecy may also be based upon statutes, which
provide penalties, fines or imprisonment for violation of the provisions; see also DJ
Workman “The Use of Offshore Tax Havens for Purposes of Criminally Evading Income
Taxes” (1982) 73 The Journal of Criminal Law and Criminology (1982) at 679.
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tax havens so as to facilitate the avoidance of taxes.' These secrecy provisions
serve as an incentive for offshore banking, mainly because tax havens usually
distinguish between resident and non-resident banking activities. Non-resident
banking activities do not have bank reserve requirements and they are taxed
more lightly (if at all).”® This favourable treatment is based on the fact that tax
havens thrive largely because of the presence of foreign banks since such
financial activities generate revenue for the host country.17 In one Cayman
Islands case,'® a bank from the United States of America which had a subsidiary
in the Cayman lIslands was issued with a summons by the United States of
America’s Internal Revenue Service for the purpose of identifying (for tax liability)
persons who had transferred or received large sums of money during a specific
period. The Cayman Islands court held that the safeguarding of confidentiality
was a cornerstone of the banking business and the preservation of this principle
was the basis on which the economy of the Cayman Islands so substantially
relied. It thus outweighed the interests of America’s Internal Revenue Service in

enforcing its summons.

The other characteristic of tax-haven jurisdictions is a lack of transparency and
effective exchange of information with other governments concerning the benefits
taxpayers receive from the tax haven."® Information exchange provisions help in
curbing tax avoidance as the jurisdictions concerned can share the data that are
necessary for the effective enforcement of their tax laws.?

Tax havens are also characterised by a general lack of foreign exchange
controls, which in itself is one of the major incentives for investing in tax havens,
as it enables taxpayers to transfer money subject to minor restrictions.?’ In

contrast, high-tax countries have strict exchange controls that make it hard for

15 Hampton at 12; Ginsberg at 13 also notes that “the common advantages of tax havens
include freedom from liability for tax, strict laws of secrecy for banking and commercial
transactions and no exchange controls”. See also United Nations Ad Hoc Group of
Experts on International Co-operation in Tax Matters at 36.

16 Spitz & Clarke at INT/7; Ogley at 7; B Arnold & MJ Mclintyre International Tax Primer 2 ed
(2002) at 139 also give details of the characteristics of tax havens.

17 Spitz & Clarke at INT/7; Ogley at 7.

18 In the matter of Bank of America Trust and Banking Corp (Cayman) Ltd, and In the matter
of Bank of America National Trust and Savings Association 1992 93 CILR 574, read from
G Clarke & B Spitz Offshore Service Cases Vol 1 (1999) at 158.

19 1998 OECD Report in par 79; see also Workman at 678.

20 Salinas at 534-535.
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domestic residents to move their money at any time. The lack of exchange
controls also prevents the loss of income that would result from the differences in
the value of the currencies of different countries.?? Tax havens usually have a
dual currency control system, which distinguishes between residents and non-
residents and between local currency and foreign currency, by allowing non-
residents’ businesses to operate effectively outside their exchange controls while

protecting the domestic economy from such freedom.??

Taxpayers are generally attracted by the reduced statutory formalities that tax-
haven jurisdictions offer, which make it easy to conduct business transactions in
or through them. However, it is the resulting tax advantages that have

traditionally been the driving force for offshore involvement.?*

Regarding harmful preferential tax regimes, the 1998 OECD Report points out
that a harmful preferential tax regime can occur in both tax-haven and high-tax
jurisdictions. Harmful tax regimes are characterised by having no or low effective
tax rates on income; the regimes are ring-fenced® and there is a general lack of
transparency and effective exchange of information with other countries.?®

Despite the fact that preferential tax regimes also play a role in offshore tax
avoidance, it is the tax-haven jurisdictions that are mainly notorious in this
regard. Writers on this topic have noted that the concept of “tax havens” is

central to the idea of offshore tax planning.?’ This assertion is based on the fact

21 Glautier & Bassinger at 238.

22 Rotterdam Institute for Fiscal Studies at 76.

23 Hampton at 13-14; see also Workman at 680.

24 J Ware & P Roper Offshore Insight (2001) at 3; see also Glautier & Bassinger at 244-245.

25 The term “ring-fencing” refers to the artificial demarcation or limitation of profits or losses
for tax purposes, ignoring the corporate form of the taxable or restricting the application of
particular provisions to transactions inside the ring fence. See L Olivier & M Honiball
International Tax: A South African Perspective 3 ed (2005) at 488; see also Salinas at
540, where it is noted that ring-fencing protects a country from the financial burden of its
own incentive regime, while adversely affecting only the foreign tax base. HCAW Schulze
“The Free-trade Programmes of Namibia and Mauritius and the Latest Developments in
Europe: Lessons for South Africa” (1999) 32 CILSA 185 at 202.

26 Salinas at 541 notes that a lack of transparency involves the unclear application of a tax
regime to a taxpayer, with the application being unavailable to the tax authorities of other
affected countries. Ineffective exchange of information means that secrecy laws or
administrative policies may hinder the application of tax treaties and national legislation by
preventing home-state tax authorities from obtaining information on taxpayers benefiting
from a preferential tax regime; see also Olivier & Honiball at 463.

27 Arnold & Mcintyre at 8.
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that international tax schemes used to minimise taxes often involve the use of tax
havens and tax havens play an important part in the international operations of

many entities.?®

It is worth pointing out that the term “tax haven” is sometimes used
interchangeably with the term “offshore financial centre”. It is argued that the
latter term better reflects the wide range of commercial and financial activities
carried on in the jurisdictions concerned.?® Although both of these terms are used
to refer to the withdrawal of capital from domestic jurisdictions, tax havens are
based upon taking advantage of the taxation differences between states and they
are usually jurisdictions that have low direct taxes or no direct taxes at all.
Conversely, an offshore financial centre may be taken to mean a jurisdiction
where a number of financial activities and services take place and where there
are branches or subsidiaries of major international banks.*° Tax havens may or
may not host a range of financial services. Although an offshore financial centre
may be a tax haven, not all tax havens are offshore financial centres.! For the

purposes of this work, the term “tax haven” is used.
2.3 HISTORICAL DEVELOPMENT OF TAX-HAVEN JURISDICTIONS

The history of the evolution of tax-haven jurisdictions shows that places offering
foreigners little or no taxation on the investments made in these jurisdictions are
not a new development. In the 12" Century, for example, the City of London

exempted merchants of the Hanseatic League from all taxes.>* The cities of the

28 Diamond & Diamond at INTRO 1; G Clarke Offshore Tax Planning 11 ed (2004) at 250
points out that the term “offshore jurisdiction” tends to be used interchangeably with the
term “tax haven”.

29 Clarke at 250.

30 Hampton at 15; Spitz & Clarke at INT/5; Roper & Ware at 5; Ware & Roper at 3.

31 Ginsberg at 3 and Olivier & Honiball at 463 note that the term “tax havens” has become
increasingly unpopular with both tax advisers and the authorities in the relevant
jurisdictions as it has come to imply the circumvention of another country’s tax laws.
Increasingly reference is being made to "low-tax jurisdictions” or “offshore financial
centres” in order to create a more positive image.

32 The Hanseatic League was a confederation of northern European trading cities which
flourished from the 12th century to 1669. It was organised by German and Scandinavian
seafaring merchants. Since there were no navies to protect their cargoes, no international
bodies to regulate tariffs and trade, and few ports had regulatory authorities to manage
their use, the merchants banded together to establish tariff agreements, provide for
common defence and to make sure ports were safely maintained. The basis of the
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Hanseatic League®® owed much of their prosperity to the favourable tax
treatment given to commerce.® In the 15th century, Flanders (now a part of
Belgium) lifted the duties on much of its trade and imposed very few exchange
restrictions. As a result, it became a flourishing international commercial centre
where many English merchants sold their wool rather than in England, where
they were taxed heavily.*® Similarly, in the 16th, 17th and 18th centuries, the
Netherlands imposed very low duties and few restrictions and was consequently
able to attract thriving trade to its ports.*® Switzerland has historically also been
known as a tax haven for capital flight, a practice that dates back to Roman
times.>” By the 1930s, the Bahamas were already being used by wealthy
Canadian and United States citizens as a location for private offshore trusts and
holding companies in order to protect their assets from excessive taxation.*®
Despite their early existence, tax havens were not frequently used for tax
avoidance purposes and for most people they still represented the proverbial “pot
of gold at the end of the rainbow” - a fantasy beyond reach.* The original

concept of tax havens as a means of avoiding taxes was first introduced in

League’s power was its monopoly of the Baltic trade and its relations with Flanders and
England. The league became so profitable and so powerful that it survived for more than
three centuries. The decline of the Hanseatic League after the 15th century was caused
by the closing and moving of trade routes and the development of nation states. See
Wikipedia: The Free Encyclopedia “Hanseatic League”. Available at
>http://en.wikipedia.org/wiki/Hanseatic_League<, last accessed on 18 May 2007; see also
J Mills “The Hanseatic League in The Eastern Baltic” (May 1998).

Available at >http://depts.washington.edu/baltic/papers/hansa.html>, last accessed on 28
May 2007. See also C Doggart “Tax Havens and Their Uses” (1990) Special Report No.
1191 The Economist Publication at 1.

33 At the height of its power in the late 14th century the Hanseatic League included over 160
cities and towns, among them Libeck, Hamburg, Cologne, Breslau, Krakééw, Visby,
Bruges, Bergen and Novgorod. See Wikipedia: The Free Encyclopedia “Lists of Former
Hansa Cities”. Available at
http://en.wikipedia.org/wiki/Hanseatic League#lists of former Hansa_cities<, last
accessed on 18 May 2007; see also
>http://depts.washington.edu/baltic/papers/hansa.htmi<, last accessed on 18 May 2007.
See also HCAW Schulze International Tax-free Trade Zones and Free Ports: A
Comparative Study of their Principles and Practices (1997) at 34, where mention is made
of some of the cities in the Hanseatic League.

34 Doggart at 1; see also J Mills “The Hanseatic League in The Eastern Baltic” (May 1998).
Available at >http://depts.washington.edu/baltic/papers/hansa.html>, last accessed on 28
May 2007.

35 Doggart at 1.

36 Doggart at 1.

37 Hampton at 17.

38 United Nations Ad Hoc Group of Experts on International Co-operation in Tax Matters at
30; Hampton at 17.

39 E Chambost Using Tax Havens Successfully (1978) at 13; Ogley at 3 notes that originally
tax havens enjoyed a certain mystique and were regarded as a vehicle used only by the
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international business after World War 1 and since then tax havens have
proliferated on every continent around the world.*° By the 1960s to 1970s, many
United States banks had set up branches in Caribbean tax havens to serve as
Euro-currency booking offices.*' For many years, the core offshore jurisdictions
have been islands in Europe and the Caribbean that are located off the shores of
the mainland continents. That is why the term ”offshore” is used in respect of
these jurisdictions although the term also applies to land-locked jurisdictions.*?
But from the 1960s onwards, the scale on which individuals*® have shifted their
operating bases from place to place in search of tax relief has increased
tremendously. This has generally been encouraged by developments in
telecommunication and the worldwide removal of obstacles to the free movement
of persons and property.** The increased tax rate differences among countries
that have emerged in recent decades have also encouraged the diversion of
funds and business transactions from jurisdictions with high taxes to low-tax
jurisdictions which offer a more favourable environment for depositing funds and
transacting business. In fact the use of a suitable tax-haven jurisdiction appears
to have become a necessary component of international tax planning and many
of the world’s business transactions take place in tax-haven jurisdictions.*
Furthermore, the offshore industry has grown substantially in the past decade.
Today’s leading mutual funds, stock broking firms and banks are based offshore
and tax havens completely dominate such international activities as shipping,

aircraft financing and captive insurance.*®

very wealthy.

40 Diamond & Diamond at INTRO 2-3.

41 Hampton at 17.

42 Clarke at 6.

43 V Tanzi International Monetary Fund Working Paper: Globalization, Tax Competition and
the Future of Tax Systems (1996) at 9 notes that in recent years there has been an
increase in the incomes that individuals derive from investments made in other countries.
This is because information technology encourages the investment of personal savings
abroad. As a result, the total and global incomes of individuals now contain a large and
growing component of foreign-earned income.

44 Tanzi at 4; Salinas at 533. See also Ogley at 3 who states that the growth in international
trade and the developments in telecommunication have led to a substantial growth in the
number of tax havens. However, the increased telecommunication has led to a reduction
in unit costs and this has resulted in tax havens being used by a larger sector of society.

45 Ginsberg at 5-6; Glautier & Bassinger at 228 note that the use of tax havens has been
favoured by those most affected by high rates of direct taxation, namely business
corporations, wealthy individuals with high levels of personal income and ftrusts
established to protect accumulated wealth against death and succession duties.

46 J Christensen “Tackling Dirty Money: lllicit Capital flight and Tax Evasion” (World Social
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The significance of tax havens lies in the fact that large amounts of money are
sheltered there. The tax bases of other countries could well become depleted as
a result. It is therefore necessary to explore ways of curtailing the use of tax

havens for offshore tax avoidance.

As will be pointed out in subsequent chapters, domestic legislation can be
enacted to close the loopholes in the law that encourage tax avoidance when
investments are transferred to offshore companies and offshore trusts, but
domestic anti-avoidance measures cannot remove the very existence of low-tax
or tax-haven countries. Since each country has the right to determine its own tax
policy (including establishing a tax haven), this issue can only be addressed at

an international level, if at all.*’

24 A SURVEY OF SOME INTERNATIONAL INITIATIVES TAKEN TO
STIFLE THE DEVELOPMENT OF TAX HAVENS

As the growth of tax havens continues to be a major cause of the depletion of
countries’ tax bases, the international community has taken some measures to
stifle their development. A brief survey of the past and present steps taken by
some of these bodies will now be offered and the effectiveness of the measures

introduced considered.

European Union (EU) initiatives against tax havens

In 1992, the EU issued a report containing recommendations on company

taxation in Europe that would prevent residents of member countries from

transferring investments to other member countries that levied lower taxes. One

Forum - Bamako, Mali. 19-23 January 2006) at 9. Available at
>http://www.taxjustice.net/cms/upload/pdf/World_Social_Forum_at Bamako - JEC -
_Jan_2006.pdf<, last accessed 3 July 2007.Isle of Man Treasury “Island ‘Committed to
Global Business Growth™ (February 2007) Isle of Man Financial Review at 1; J Alm, JM
Vazquez & M Rider “The Challenges of Tax Reform in a Global Economy” (2006) at 208.
Available at >http://books.google.co.za/books?id=0X4ZNFtChHcC&pg=
PA207&ots=TbmB9R90XI&dg=tax+haven+investments+in+last+5+years&sig=KLQXSFAOQ
umEI3C3jiYIxoz3hm7A#PPA208,M1<, last accessed 28 May 2007.
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of the recommendations was to establish a minimum and a maximum corporate
income tax rate for member countries of 30% and 40% respectively. However,
this recommendation was not followed. Ten years later, in 2002, corporate
income tax rates still varied greatly, the lowest being 16% in Ireland and the
highest 40% in Greece. In addition, in some jurisdictions like Gibraltar (which is
regarded as part of the United Kingdom in terms of EU law), some offshore
companies still enjoyed tax-free status.”® The EU drafted a directive on a
common withholding tax which was designed to prevent the flow of funds to low-
tax jurisdictions. It required member states to charge a minimum withholding tax
of 20% on non-resident income from savings accounts. For example, if a resident
of the United Kingdom had a savings account in Luxembourg, Luxembourg was
required either to withhold 20% of that person’s income or to forward the details
of the investment to the United Kingdom’s Inland Revenue Department. This
directive was also to be followed by the Channel Islands dependent territories,
namely; Guernsey and Jersey, and the Caribbean dependent territories, such as
the Cayman Islands, Bermuda, the Turks and Caicos and British Virgin Island.
However, the directive was met with objections from countries such as the United
Kingdom, which were concerned that measures relating to withholding taxes and
the sharing of information could reverse the flow of funds and have a negative
impact on promoting the “Eurodollar’ as a currency that could successfully

compete against the American dollar as a world currency.*®

In 1997, the EU Council of Economic and Financial Ministers (ECOFIN) agreed
on a package of measures to tackle harmful tax competition in order to help
reduce distortions in the single market and to prevent excessive loss of tax
revenue.’® The measures included: a “Code of Conduct” on business taxation,”’
a commitment to a draft a directive to deal with taxation of savings, including

withholding taxes on bank interest payments and share dividends, and a

47 Doernberg et al at 92-93.

48 J Kesti KPMG European Tax Handbook (IBFD 2003) at 14; Olivier & Honiball at 475.

49 Diamond & Diamond at INTRO 24.

50 T Bennet International Initiatives Affecting Financial Havens (2001) at 115.

51 The “Code of Conduct” is a political commitment, not a legally enforceable rule. See W
Bratton & J McCahery “Tax Coordination and Tax Competition in the European Union:
Evaluating the Code of Conduct on Business Taxation” (2001) 28 Common Market Law
Review 677.



28

commitment to a draft directive on interest and royalty payments between

companies.*?

In terms of the Code of Conduct, EU member countries were called upon to stop
any measures that constituted harmful tax competition and to desist from
introducing any new measures.” It was agreed that all harmful tax measures
were expected to be withdrawn by 1 January 2003.>* “Harmful tax measures”
were defined as measures (including administrative practices) which affected in a
significant way, the location of business activity in the Community, and which
provided for a significantly lower effective level of taxation than the general level
of taxation in the member States concerned. A group of representatives of the
EU member States called the “Primarolo” group was set up to gather information
and to assess any national tax measures that might fall foul of the Code.*® In
1998 the Primarolo group came up with a report that blacklisted harmful national

tax measures.*®

As a result of the Primarolo report, in 1998, the EU came up with a
Communication on Unacceptable State Aid in regard to Direct Business
Taxation.®” In 2000, the State Aid in the form of tax incentives was prohibited in
the European Community as it distorts competition.”® As a follow-up measure,
several investigations were conducted in 2001 to determine whether the member
countries had complied with the Communication. For example, in 2001, an
investigation was conducted into the Gibraltar qualifying offshore company’s
rules and the Gibraltar exempt offshore company’s rules. The outcomes of the

investigation were favourable to Gibraltar.*

52 Bennet at 115.

53 BJM Terra & PJ Wattel European Tax Law 4 ed (2005) at 242; MF Ambrosanio & MS
Caroppo “The Reponses of Tax Havens Against Harmful Tax Competition: Formal
Statements and Concrete Policies” (October 2004) Quaderni Dell'Instituto Di Economia E
Finanza 6. Available at http://www.unicatt.it/Istituti’EconomiaFinanza/
Quaderni/571004.pdf< last accessed 25 June 2007.

54 B Spitz Offshore Strategies (2001) at 251; P Laidlow Tolley’s International Tax Planning
(2000) at 19-20; Bennet at 115.

55 Terra & Wattel at 284; Bratton & McCahery at 701.

56 Ambrosanio & Caroppo at 6; see also Terra & Wattel at 284.

57 Terra & Wattel at 288.

58 Terra & Wattel at 288.
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The EU also addressed the harmful tax competition that came about when
certain member countries, like Luxembourg and Switzerland attracted the
savings income of non-resident individuals. This they did by upholding bank
secrecy and exempting from withholding tax, interest paid to non-residents. This
facilitated non-declaration of income, thus draining other States tax revenues,
notably.®® Consequently, in 2003, the EU issued a Directive on a common
system of taxation applicable to interest and royalty payments made between
associated companies of different member States (Interest and Royalty

Directive).®

In 2003, the EU also issued a Directive on the effective taxation of savings
income as part of the policy package for preventing harmful tax competition (The
Savings Income Directive).®® The application date of this Directive was set on 1
January 2005 on condition that an agreement was reached with certain countries
on equivalent effective taxation measures on their part. In 2004, agreements
were signed with Switzerland, Liechtenstein, Monaco and San Marino,®® in terms
of which, a system of exchange of information on harmful tax competition was to
be effected on 1 July 2005.%* Commenting on the EU initiatives against harmful

tax competition, it has been noted that,

The EU has a better chance to curbing tax competition among its own members, both
through its directives and through the European Court of Justice, which is steadily,
enforcing tax harmony in the name of the single European market. But any success the
EU achieves internally may simply make it more vulnerable to tax competition from non-

EU countries.65

The 1998 G7 initiatives

In 1998, the G7 countries®® put forward a number of initiatives, in terms of which

59 Kesti at 14; Olivier & Honiball at 475.

60 Terra & Wattel at 243.

61 Directive 2003/49/EC as read from Terra & Wattel at 627. See also Bennet at 115.

62 Directive 2003/48/EC as read from Terra & Wattel at 643.

63 Terra & Wattel at 643.

64 Terra & Wattel at 243; Christensen at 9.

65 Bennet at 35.

66 The term “G7 Countries” refers to the Group of Seven Industrialised Countries. Before
1997, this group comprised: Canada, France, Germany, ltaly, Japan, the United Kingdom
and the United States of America. In 1997 Russia formally joined the group and now it is
referred to as the G8. However, Russia is not included in the group's economic meetings
for financial officials since its economy is comparatively small as measured by gross
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they put in place a comprehensive Code of Conduct on Business Taxation. The
initiative committed the G7 nations to take international action on tax-related
issues by allowing the exchange of information among member states.®” The G7
noted that with the globalisation of business and use of the Internet, the threat of
the depletion of countries’ tax bases as a result of investment in tax havens has
been exacerbated, and made it clear that they would be less tolerant of the use
of tax haven bank secrecy and tax avoidance by the residents of high-tax
countries.®® The G7 agreed to reinforce the initiatives of EU and the OECD in
tackling harmful tax competition and obtaining information about transactions in

tax havens and preferential tax regimes.®®

In 1999,° the G7 held a summit in which member countries reaffirmed their
support of the OECD initiatives against harmful tax. In the 2000 summit,”" the G7
welcomed the OECD 2000 Report on Progress on Identifying and Eliminating
Harmful Tax Practices (that is discussed below)’? and urged all jurisdictions to
make commitments to eliminate harmful tax practices. In line with the OECD
recommendations, the G7 also called on all countries to work towards a position
where they can permit access to, and exchange of, bank information for tax
purposes.” In 2001 the G7 commended the OECD member countries for their
commitment to eliminate harmful tax practices and urged the OECD to continue
to monitor the effective implementation of those commitments. The G7 also

commended the OECD for its continual dialogue with non-OECD member

domestic product. The term G7 now refers specifically to the seven countries excluding
Russia, in the context of meetings for finance ministers and governors of central banks
from those countries. See Wikipedia: The Free Encyclopedia “G8”. Available at
>http://en.wikipedia.org/wiki/G8#History<, last accessed 16 May 2007.

67 G8 Information Centre: The Birmingham Summit “G7 Initiative on Harmful Tax
Competition” (15-17 May 1988). Available at >http://www.g7.utoronto.ca/summit/1998
birmingham/harmfultax.htmi<, last accessed 3 July 2007. See also Diamond & Diamond

at INTRO 23;
68 Diamond & Diamond at INTRO 23.
69 See G8 Information Centre: The Birmingham Summit.

70 G8 Information Centre “Cologne Summit” (1999). Available at
>http://www.g8.fr/evian/English/navigation/g8 documents/acrchives_from_previous_su...
<, last accessed 3 July 2007.

71 G8 Information Centre: Kyushu-Okinawa Summit “Actions against Abuse of the Global
Financial System” (21 July  2000) in par C. Available at
>http://www.g7.utoronto.ca/summit/2000okinawa/abuse.htm<, last accessed 3 July 2007.

72 OECD Report of the 2000 Ministerial Council Meeting and Recommendations by the
Committee on Fiscal Affairs “Towards Global Tax Co-operation Progress in Identifying and
Eliminating Harmful Tax Practices”. See the discussion on this report in fn 101 below.
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countries to eliminate harmful tax practices and it encouraged other countries to

associate themselves with the OECD initiatives.’

The Edwards Report

In 1998, the United Kingdom’s Home Secretary presented the Edwards Report to
Parliament. This report, officially entitled “Review of Financial Regulations in the
Crown Dependencies”, described a study of the financial regulations in the
United Kingdom Crown Dependencies of Jersey, Sark, Guernsey and the Isle of
Man.”® The matters investigated included cooperation by Jersey with foreign tax
authorities regarding tax evasion and avoidance on Jersey; the operation of
secretly-owned unsupervised companies on the Isle of Man; and the use of
fictitious nominee directors in Guernsey and Sark.” The report accused Sark of
using nominee directors for offshore companies without the knowledge of the
true owners, thus allowing the offshore companies to enjoy secrecy and tax-free

status.”’

The Edwards Report recommended certain measures with which these
jurisdictions were required to comply.78 In general, the findings of the report were
favourable to these jurisdictions. The report commended the relevant

jurisdictions for the way in which they have developed their offshore finance

73 See G8 Information Centre: Kyushu-Okinawa Summit.

74 G8 Information Centre: G8 Finance Minister's Meeting Rome, Italy “Fighting the Abuse of
the Global Financial System” (7 July 2001) in par D. Available at
>http://tspace.library.utoronto.ca/bitstream/1807/262/2/fm010707-b.htm<, last accessed 3
July 2007.

75 Bennet at 37.

76 Diamond & Diamond at INTRO 25.

77 Diamond & Diamond at INTRO 26.

78 The Report recommended that

- offshore companies in these jurisdictions be forced to make public account filings;

- ownership of offshore companies should be disclosed to the Islands’ regulators;

- there should be a crackdown on professional offshore advisers and rigid new
regulations should be implemented to control persons assisting with company
formation;

- there should be stricter supervision of attorneys and accountants in both British
dependencies and persons onshore who are involved in offshore structuring and
servicing;

- stringent action be taken against offshore trust companies by enforcing greater
transparency and documentation of trustees and beneficiaries;

- investigations be made into the increase in the use of offshore trusts with the
intention of making them the principle target of future changes. See Diamond &
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centres and the manner in which those centres are regulated.” The Report’s
recommendations were duly considered both within the respective jurisdictions
and in the United Kingdom. Some of the jurisdictions took steps to comply with
the recommendations of the Report.®’ However some of the recommendations
were not easily complied with as they required a substantial number of legislative

changes, in some instances, whole revision of certain laws.®!
The KPMG Report

In 1999, the British government released its plan for the Dependent Territories in
a White Paper,?? in which it outlined the terms and conditions expected of the
British Overseas Territories of Anguilla, Bermuda, the British Virgin Islands, the
Cayman Islands, Montserrat and the Turks and Caicos Islands. In response to
the White Paper, in 2000, the government of the United Kingdom engaged the
global advisory and accounting firm KPMG to investigate the financial regulations
in the above British Overseas Territories. The findings of the KPMG report were,
however, favourable to the territories. The criticism levelled against the
investigation was that it was partially funded by these territories themselves and

was therefore not very critical of them.®®
The OECD onslaught against tax havens

Of all the different international initiatives against tax havens, the OECD has
probably played the leading role as it continues its onslaught against tax havens
up to the present day. It is thus necessary to investigate the effectiveness of this

campaign.

Diamond at INTRO 26; Bennet at 38-39.
79 Volaw Trust & Corporate Services Ltd, Channel Islands “The Edwards Report — 27
November 1998”. Available at >http://www.volaw.com/pg428.htm<, last accessed 27 June

2007.

80 Ware & Roper 24 at 32; see also Olivier & Honiball at 475.

81 Volaw Trust & Corporate Services Ltd, Channel Islands. Available at
>http://www.volaw.com/pg428.htm<, last accessed 27 June 2007.

82 Foreign and Commonwealth Office “Partnership for Progress and Prosperity - British and
Overseas Territories” (17/3/99). Available at

>http://www.fco.gov.uk/servlet/Front?pagename=0OpenMarket/Xcelerate/ShowPage&c=Pa
ge&cid=1018028164839<, last accessed 18 May 2007.
83 Diamond & Diamond at INTRO 28; Ware & Poper at 33; Olivier & Honiball at 475.
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In its 1998 report, the OECD pointed out that tax-haven jurisdictions and harmful
preferential tax regimes distort financial and investment flows among countries.?
The harmful tax practices of these havens undermine the integrity and fairness of
tax structures; they discourage compliance by all taxpayers; they cause
undesirable shifts of part of the tax burden to less mobile tax bases such as
labour, property and consumption; and they increase the administrative costs
and compliance burdens on tax authorities and taxpayers respectively.® In order
to counter those harmful tax practices, the OECD came up with certain
recommendations that countries may adopt in order to enhance the effectiveness

of their domestic legislation in curbing offshore tax avoidance.®

The OECD recommended that countries should have rules concerning the
reporting of international transactions and foreign operations of resident
taxpayers and should exchange any information obtained under such rules. It
was also recommended that countries consider undertaking coordinated
enforcement programmes (such as simultaneous examinations, specific
exchange of information projects, joint audits, and joint training activities) in
relation to income or taxpayers benefiting from practices constituting harmful tax
competition. Another suggestion was that countries review those rules that apply
to the enforcement of the tax claims of other countries in order to assist in

recovering such tax claims.

A further recommendation was that countries should adopt effective legislation to
curb offshore tax avoidance. Such legislation includes “controlled foreign

company” (CFC) legislation,®’ transfer pricing” legislation (as that recommended

84 1998 OECD Report in par 75; see also Spitz & Clarke at OECD/3.

85 Ware & Roper at 27 state that according to member states, tax havens have increased
their flow of funds, thereby undermining the onshore jurisdictions.

86 1998 OECD Report at 67-71.

87 Controlled foreign company legislation ensures that the undistributed income of a
controlled foreign company is not deferred, but is taxed in the hands of its domestic
shareholders on a current basis. Olivier & Honiball at 463; B Arnold The Taxation of
Foreign Controlled Corporations: An International Comparison (1986) at 131; R Jooste
“The Imputation of Income of Controlled Foreign Entities” 118 (2001) The South African
Law Journal at 473-474; see also A de Koker Silke on South African Income Tax: Being
an Exposition of the Law, Practice and Incidence of Income Tax in South Africa (2004
service 29) vol 1 in par 5.43.
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in the 1995 OECD Guidelines on Transfer Pricing®®), and also “thin capitalisation”

legislation.®®

The OECD also recommended that in order to counter harmful tax competition,
countries should review their laws, regulations and practices which govern
access to banking information with a view to removing impediments to the
access to such information by tax authorities.”* The OECD went on to
recommend that countries should intensify international cooperation in response
to tax competition. Furthermore, member countries were required to refrain from
adopting new measures or strengthening existing measures (legislation and
administrative practices) that constitute harmful tax practices. They were also
required to review their existing measures and identify those that constitute
harmful tax practices. OECD member countries were called upon to produce a
list of tax-haven jurisdictions. Countries that have particular political, economic or
other links with tax havens were asked to ensure that those links do not
contribute to harmful tax competition and in particular countries that have
dependencies that are tax havens were requested to ensure that their links with
these tax havens are not used in a way that increases or promotes harmful tax
competition. Further, countries should consider the termination of their existing
tax treaties with tax-haven jurisdictions that are used to encourage harmful tax
competition and they should not sign treaties with such tax havens in future. It
was also recommended that non-member countries like South Africa be

associated with these recommendations.

The 1998 OECD report gave rise to an uproar from the tax-haven jurisdictions

88 OECD Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrators
(1995). Transfer pricing is also described as the systematic manipulation of prices in order
to reduce profits or increase profits artificially or cause losses and avoid taxes in a specific
country. See South African Revenue Service (SARS) Practice Note: No. 7 Section 31 of
the Income Tax Act 1962 (the Act): Determination of Taxable Income of Certain Persons
from International Taxation: Transfer Pricing (1999) in par 2.1.

89 Thin capitalisation is described as the use of unusual proportions of loan to equity capital
in order to gain tax advantages. See United Nations Ad Hoc Group of Experts on
International Cooperation in Tax Matter at 18; The Second Interim Report of the
Commission of Inquiry into Certain Aspects of the Tax Structures of South Africa Thin
Capitalisation Rules (1995) in par 1.1 where "thin capitalisation” is referred to as a means
of investment through debt as opposed to through equity. See also M Van Blerck
“Transfer Pricing and Thin Capitalisation” (1995) 8 SA Tax Review at 44.

90 Spitz & Clarke at OECD/12.



35

whose livelihood it appeared to threaten.®' The report was criticised for focusing
only on the interests of the OECD member countries and ignoring the interests
and concerns of the tax-haven jurisdictions as it did not engage in effective
consultations with these jurisdictions during the drafting stage.?® This approach, it
is argued, undermines the notion of a nation’s fiscal sovereignty.”®> The 1998
OECD report was also accused of discriminating against tax-haven
jurisdictions.** Some OECD member countries such as Switzerland and
Luxemburg which are financially oriented tax havens and were most affected by
OECD recommendations, chose not to veto the 1998 Report.* Since the OECD
had failed to obtain the cooperation of some of its own members it had no right to

require non-OECD member countries to cooperate.*®

The report caused divisions among OECD member countries.®” It was accused
of setting out to impose a uniform tax system on all nations. The legislators of the
United States spoke out against the OECD, calling its initiative destructive to tax
havens’ competitive status within the global economy.®® Paul O’Neil, the then

United States Secretary of State, made the following statement on 10 May 2001:

91 M Grundy Essays in International Taxation (2001) at 1.

92 Ware & Roper at 31; see also Spitz & Clarke at OECD/14-20.

93 Salinas at 555.

94 Ware & Roper at 30 note that in 1999 the Bahamas government told the OECD that the
1998 Harmful Tax Competition Report was not balanced and that it discriminated against
countries whose tax regimes were considered unilaterally by the OECD to be harmful; P
Gumbel “The Storm Over Tax Havens: Corporate Scandals Have Boosted the Pressure
on Offshore Havens to Open Their Books. Some Have Done So - But Global Crackdown
Has A Long Way to Go” (2004) 16 Time Magazine at 42-43. Gumbel notes that lan Kelly,
the Isle of Man’s Income Tax Assessor, says, "the problem for us is that we see larger
jurisdictions doing the very things we are attacked for, and nobody brings them to
account”. Kelly argues that "if you don’t crack down on everyone, there is almost no point
in cracking down on anyone”. The author of the article also notes that tax havens still find
themselves on blacklists even though they have taken action to become more open. It is
hugely discriminatory and arbitrary says Deborah Drummond, a Cayman Islands Official;
see also Diamond & Diamond at INTRO 15.

95 RS Avi-Yonah “Globalisation, Tax Competition, and The Fiscal Crisis of the Welfare State”
(2000) 113 Harvard Law Review at 1662

96 Avi-Yonah at 1664.

97 Spitz at Clarke at OECD/14-20, where it is noted that: the OECD serves only the interests
of its members and not the wider global community; the OECD lacks transparency in that
the public is not allowed to participate; the harmful tax competition initiative is in effect the
OECD making tax policy without the knowledge and participation of democratically elected
bodies; the OECD has blurred the distinction between tax avoidance and tax evasion; and
the OECD'’s project is an attack on taxpayers’ constitutional rights, civil liberties and
human rights.

98 C Scott & R Goulder “U.S. Congressman Owens Calls for US Government to Rescind
Support of OECD Tax Competition Initiative” (2001) 22 Tax Notes INT'L at 1202, as
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Although the OECD has accomplished many great things over the years, | share many of
the serious concerns that have been expressed recently about the direction of the OECD
initiative. | am troubled by the underlying premise that low tax rates are somehow suspect
and by the notion that any country, group of countries, should interfere in any other
country’s decision about how to structure its own tax system. | also am concerned about
the potentially unfair treatment of some non-OECD countries. The United States does not
support efforts to dictate to any country what its own tax rates or tax system should be,
and will not participate in any initiative to harmonise world tax systems. The United States
simply has no interest in stifling the competition that forces governments — like

. L 99
businesses — to create efficiencies ...

In general, the United States is of the view that although there is a need for
countries to be able to obtain specific information from other countries in order to
prevent tax avoidance, care must be taken not to interfere with the internal tax
policy decisions of sovereign states. Furthermore, the focus of the OECD
initiative should not be to limit tax competition; instead it should emphasise the
need for countries to be able to obtain specific information from other countries in

order to prevent non-compliance with tax laws.'®

Despite these criticisms, the majority of OECD member countries still supported
its initiative. As a follow-up to the 1998 report, the OECD released another report
in June 2000."" In defence of its objectives, the OECD stated the following:

It is important to note at the outset that the project is not primarily about collecting taxes
and is not intended to promote the harmonisation of income taxes or tax structures
generally within or outside the OECD, nor is it about dictating to any country what should
be the appropriate level of tax rates. Rather, the project is about ensuring that the burden
of taxation is fairly shared and that tax should not be the dominant factor in making
capital allocation decisions. The project is focused on the concerns of OECD and non-
OECD countries, which are exposed to significant revenue losses as a result of harmful
tax competition. Tax base erosion as a result of harmful tax practices can be a
particularly serious threat to the economies of developing countries. The project will, by
promoting a co-operative framework, support the effective sovereignty of countries over

the design of their tax systems.

From its title,’® it is clear that the 2000 OECD Report reflects a shift in emphasis

quoted by Salinas at 550; see also Ware & Roper at 31-32.

99 P O’Neil “What is the US Position on Offshore Tax Havens: Hearing before the Permanent
Subcommittee on Governmental Affairs 107th Congress” (2001) as quoted by Salinas at
550; Grundy at 4.

100 Salinas at 550; see also Diamond & Diamond at INTRO 16; Grundy at 4.

101 OECD “Towards Global Tax Co-operation: Report of the 2000 Ministerial Council Meeting
and Recommendations by the Committee on Fiscal Affairs: Progress in Identifying and
Eliminating Harmful Tax Practices” (2000). Available at
>http//www.oecd.org/dataoecd/9/61/2090192.pdf<, last accessed 17 July 2006.

102 OECD Report (2000) at 5.

103 OECD “Towards Global Tax Co-operation: Report of the 2000 Ministerial Council Meeting
and Recommendations by the Committee on Fiscal Affairs: Progress in Identifying and
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from “harmful tax competition”, as the 1998 report puts it, to the less tendentious
“harmful tax practices”. This change in the terms used attracted a certain amount
of criticism as the OECD did not distinguish between the meanings of these
terms. It appears that the OECD defines the term “harmful tax competition” as an
umbrella term that apparently includes “harmful tax practices” and “tax
preference schemes”. Admittedly the OECD acknowledged in the 1998 report
that low or no income taxes could never constitute harmful tax competition and
that other factors were necessary, such as refusing to exchange information,
separating foreign from domestic investors and insubstantial activities.'® It
nevertheless failed to set out those factors that definitively tip the scale, or to
state what relative weight should be placed on these varying factors. The closest
the OECD came to defining these terms was by stating that harmful tax practices
affect the location of financial and other services, erode the tax bases of other
countries, distort trade and investment patterns and undermine the fairness,
neutrality and broad social acceptance of tax systems generally. The report
further stated that tax preference schemes create potential distortions in the
patterns of trade and investment and reduce global welfare. These schemes may
shift part of the tax burden from mobile to relatively immobile factors and from
income to consumption and may hamper the application of progressive tax rates
and the achievement of redistributive goals.'® The problem with the above

is that there is hardly an income tax system that does not satisfy one of these

descriptions, the qualifications notwithstanding.

The OECD has also been criticised for lack of transparency because the 2000
report denies that its project is about collecting taxes.'® One may well ask why
the need to collect all the information if the project is not about collecting taxes.
Similar criticisms have been raised about the denial that the project is about

dictating levels of taxes or the design of tax systems.'®’

The 2000 OECD Report identified and listed 47 jurisdictions with harmful

Eliminating Harmful Tax Practices” (2000).
104 OECD Report (1998) at 8 and 14.
105 OECD Report (1998) at 8 and 14.
106 OECD Report (2000) at 5.
107 Grundy at 3.
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preferential tax regimes according to the criteria contained in the 1998 Report.'%®
A list of tax haven countries was also compiled. Among the jurisdictions that
were considered to be tax-haven jurisdictions are: Andorra, Anguilla, Antigua and
Barbuda, Aruba, Barbados, the Bahamas, Bahrain, Belize, the British Virgin
Islands, the Cook Islands, the Commonwealth of Dominica, Gibraltar, Grenada,
Guernsey, the Isle of Man, Jersey, Liberia, the Principality of Liechtenstein, the
Republic of the Maldives, the Republic of the Marshall Islands, the Principality of
Monaco, Montserrat, the Republic of Nauru, the Netherlands Antilles, Niue,
Panama, St Kitts and Nevis, St Lucia, St Vincent and the Grenadines, Tonga,
Turk and Caicos, the United States Virgin Islands, and the Republic of
Vanuatu.'® The OECD was criticised, however, for doing insufficient research

before listing these jurisdictions. For example, Grundy'™

points out that Panama
was included in the list, when Costa Rica - whose tax system is indistinguishable
for these purposes - was not. He also suggested that Hong Kong (which also has
a similar tax system) was not included in the list because, although Panama is
small enough to be bullied, China is not.""" The OECD also came in for criticism
for adopting a high-handed and dictatorial approach to these jurisdictions, most
of which are dependent territories or former dependent territories of major
developed nations and are not in charge of their foreign affairs. This gave rise to
hostility and resentment, in response to which the OECD is now trying to mend

fences.

The 2000 report called on the listed jurisdictions to commit themselves to
principles of transparency and effective exchange of information or they would be
regarded as uncooperative tax havens that present a threat not only to the tax
systems of developed and developing countries but also to the integrity of

2

international financial systems.'® Of these jurisdictions, thirty-one pledged

108 OECD Report (2000) in par 8. The list appears in par 11.

109 OECD Report (2000) in par 17. See also L B Samuels & D C Kold “OECD Initiative:
Harmful Tax Practices and Tax Havens” Taxes (2000) at 240. See also Ware & Roper at
29; Diamond & Diamond at INTRO 13; see also Olivier and Honiball at 463.

110 Grundy at 5.

111 Grundy at 5.

112 Arnold & Mclntyre at 122-123 state that the tax authorities of a country often experience
difficulty in obtaining information concerning the foreign activities of residents, let alone
verifying the information. For example, many countries — and all tax-haven countries -
have strict bank secrecy laws but tax havens rarely have tax treaties with developed
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themselves to work with the OECD to counter harmful tax practices.’'® However,
by 18 April 2002,"'* seven of these jurisdictions on the OECD list, namely
Andorra, Liechtenstein, Liberia, Monaco, the Marshall Islands, Nauru and
Vanuatu, decided that it was not in their interests to join the OECD countries and
other members of the international community in ending harmful tax practices.'"
One of the reasons why these jurisdictions failed to cooperate was that the
OECD had not established a “level playing field” where all affected countries
made identical, specifically enumerated commitments. The lack of a level playing
field for all affected jurisdictions has resulted in the OECD being perceived as
intending to use a regulatory thrust as camouflage for its attempt to implement
non-tariff barriers to trade, thereby undermining the competitive position of tax-
haven jurisdictions.’® It was felt that until the OECD had obtained effective
commitments from its own member countries, it could not reasonably seek
commitments from non-OECD members to participation in the process of setting
regulatory standards.""” The OECD nevertheless encouraged these jurisdictions
to reconsider their decision. On 24 November 2000, the OECD published a

document entitled, “Framework for a Collective Memorandum of Understanding

countries that provide for exchange of information concerning tax matters. Hence the need
to enter into agreements with tax havens to ensure that they comply with principles of
transparency and exchange of information. Samuel & Kold at 236 also point out that the
OECD’s major concern appears to be that the absence of information exchange is a key
condition that enables taxpayers to hide activities from domestic tax authorities. Any
country that does not provide adequate information exchange is regarded as potentially
facilitating the avoidance of taxes in that country. The lack of transparency is a problem
because it inhibits the ability of other countries to take defensive action against harmful tax
regimes. It may be indicative of favourable administrative rulings that confer lower
effective tax rates on particular types of taxpayers, without any justification other than the
fact that these rates are an attempt to attract certain types of activities or to favour specific
types of taxpayers.

113 G Makhlouf, Chair of the OECD’s Committee on Fiscal Affairs “The OECD list of Un-
cooperative Tax Havens” (2002). Available at
>http://www.oecd.org/document/28/0,2340,en_2649 33745 _2082460_1_1_1_1,00.htmi<,
last accessed on 18 May 2007.

114 Seiichi Kondo, Deputy Secretary General of the OECD “OECD Ending Tax Haven Abuse”
(18 April 2002). Available at
>http://www.oecd.org/document/28/0,2340,en_2649 33745 2082460_1_1_1_1,00.htmi<,
last accessed on 18 May 2007.

115 Makhlouf “The OECD list of Un-cooperative Tax Havens” (2002). Available at
>http://www.oecd.org/document/28/0,2340,en_2649 33745 2082460 _1_1_1_1,00.html<,
last accessed on 18 May 2007.

116 A review commissioned by the International Tax and Investment Organisation and The
Society of Trust and Estate Practitioners conducted by E Stikeman Towards a Level
Playing Field: Regulating Corporate Vehicles in Cross Border Transactions (2002) at 16.

117 Stikeman at 16.
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on Eliminating Harmful Tax Practices” (MOU).""™® This document provides the
jurisdictions identified as tax havens, guidelines required by the OECD to
demonstrate their commitment to transparency, non-discrimination, and effective

co-operation.

A jurisdiction becomes a party to the MOU by, a press release announcement
accompanied by details of the commitment. In addition, the MOU contains a
“stand-still” provision, in terms of which a party to the commitment will refrain
from introducing any new harmful tax practices. The question however is whether

such formal commitments will be turned into real tax reforms.

In 2004, the OECD published another report on the progress made on its
“harmful tax practices” project.’® Of the 47 preferential tax regimes listed in the
2000 report, 18 regimes had been abolished, 14 had been amended to remove
any potentially harmful features and 13 had been found not to be harmful
following further analysis.”®® The 2004 report also stated that by 2003, 33
jurisdictions outside the OECD had committed to the principles of effective
exchange of information and transparency. These jurisdictions included Vanuatu
and Nauru, which had shown no interest in ending harmful tax practices in
2002."?" Some of these jurisdictions, along with OECD member countries, also
developed a “Model Agreement on Exchange of Information on Tax Matters” (the

Model Agreement) which serves as a model for the negotiation of bilateral or

118 OECD “Framework for a Collective Memorandum of Understanding on Eliminating
Harmful Tax Practices”. Available at >http://www.olis.oecd.org/olis/2000doc.nsf/
c707a7b4806fa95¢125685d005300b6/c125692700623b74¢12569a100492e0¢/$FILE/JTO
0100664.PDF<, last accessed 10 July 2007.

119 OECD “The OECD'’s Project on Harmful Tax Practices: The 2004 Progress Report”.
Available at
>http://www.oecd.org/dataoecd/60/33/30901115.pdf< last accessed on 18 May 2007.

120 OECD 2004 Progress Report in par 12.

121 OECD 2004 Progress Report in par 19; currently the list of uncooperative tax havens
consist of Andorra, Liberia, The Principality of Liechtenstein, The Republic of the Marshall
Islands and The Principality of Monaco. See OECD “List of Uncooperative Tax Havens”.
Available at
>http://www.oecd.org/document/57/0,2340,en_2649 33745 30578809 _1_1_1_1,00.htmli<
, last accessed on 3 July 2007.
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multilateral agreements.’?? The Model Agreement seeks to promote international
cooperation in tax matters through exchange of information by making use of
international standards on transparency and the effective exchange of
information. By 2004, Andorra, the Principality of Liechtenstein, Liberia, the
Principality of Monaco and the Republic of the Marshall Islands were the only
jurisdictions that remained on the uncooperative tax havens’ list. The 2004 report
pointed out that the OECD still engaged in a constructive ongoing dialogue with a
number of these jurisdictions and looked forward to future commitments to

transparency and the effective exchange of information.'®

The 2004 report recognised that there are limits to the usefulness of unilateral
and bilateral measures to deal with “harmful tax practices” - a problem that is
inherently global in nature. The OECD therefore began to consider means of
coordinating defensive measures to make them more effective in decreasing the
negative effects of harmful tax practices.'** Among the defensive measures that

were identified were:

- Use of provisions that have the effect of disallowing any deductions, exemptions or
credit in respect to all substantial payments made to persons located in
jurisdictions engaged in harmful tax practices.

- Use of legislation like “thin capitalisation” provisions that restrict the deduction of
interest payments to persons located in jurisdictions engaged in harmful tax
practices

- Use of legislative and administrative provisions that require any resident who
makes a substantial payment to a person located in such jurisdiction to report such
payments or be subject to certain penalties.

- Use of legislation that taxes residents whose interest in such jurisdictions would
substantially lower or defer taxes.

- Denial of exemptions or credits for foreign taxes paid.

- Use of legislative measures to ensure that withholding taxes at a minimum rate
apply to all dividends, interest and royalties made to beneficial owners benefiting
from harmful tax practices.

- Use of special audit and enforcement programs to coordinate enforcement
activities involving entities and transactions in jurisdictions with harmful tax
practices.

122 Par 2 of the Introduction to the “Model Agreement on Exchange of Information on Tax
Matters” states that the Agreement was developed by the OECD Global Forum Working
Group, which consisted of representatives from OECD member countries as well as
delegates from Aruba, Bermuda, Bahrain, the Cayman Islands, Cyprus, the Isle of Man,
Malta, Mauritius, the Netherlands Antilles, the Seychelles and San Marino. In par 4 of the
Introduction to the Agreement it is stated that the Agreement is not a binding instrument
but contains models for bilateral agreements on exchange of information between
countries. See OECD “Model Agreement on Exchange of Information on Tax Matters”.
Available at >http://www.oecd.org/datacecd/15/43/2082215.pdf<, last accessed on 18
May 2007.

123 OECD 2004 Progress Report in par 27.

124 OECD 2004 Progress Report in par 28.
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- Terminating and not entering into treaties with such jurisdictions.125

In September 2006 the OECD published another report on the progress of its

harmful tax practices project.'® It reiterated that:

by promoting the implementation of principles of transparency and effective exchange of
information, OECD countries seek to enable each country to retain sovereignty over
national tax matters and to apply effectively its own tax laws. The decision on the
appropriate rate of tax is a sovereign decision of each country. The OECD member
countries do not seek to dictate to any country, either inside or outside the OECD,
whether to impose a tax, what tax it should be or how its tax system should be structured.
The aim of this work is to create an environment in which all countries, large and small,
OECD and non-OECD, those with an income tax system and those without, can compete
freely and fairly thereby allowing economic growth and increased prosperity to be shared
by all. Transparency and international cooperation through exchange of information are

. . 127
important elements of such an environment.

Commenting on the OECD endeavours on curbing harmful tax practices among
OECD member countries, the Chair of the OECD’s Committee on Fiscal Affairs
noted that,

The OECD countries embark on a difficult challenge when we commenced our work on
countering harmful tax practices and this report reflects the success we have had in
bringing about change. In 2000, we identified 47 potentially harmful preferential tax
regimes in OECD countries. Of those regimes, 19 regimes have been abolished, 14 have
been amended to remove their potential harmful features, 13 were found not to be
harmful and only one has been found to be harmful. This Report, along with the report
recently issued by the OECD Global Forum on Taxation on the transparency and
exchange of information practices in 82 economies, shows that we are making real
progress in addressing harmful tax practices. Further work is required to fully implement
the standards we have set so that national tax laws in countries large and small can be

fairly and effectively enforced.'?®

The concluding remarks of the OECD in its 2006 progress report on harmful tax

practices are:

This part of the project has fully achieved its initial aims and the mandate given by the
Council on dealing with harmful preferential tax regimes in member countries has
therefore been met. Future work in this area will focus on monitoring any continuing and
newly introduced preferential tax regimes identify by member countries. This process
permits any member country to request a review of any newly introduced preferential tax
regime. It also permits any member country to request a review of any existing
preferential tax regime to the extent it considers that the nature of the regime or the
extent and manner of its use have changed in ways that may make it harmful under the

125 OECD 2004 Progress Report in par 30.

126 OECD “The OECD’s Project on Harmful Tax Practices: 2006 Update on Progress in
Member Countries”. Available on >http://www.oecd.org/datacecd/1/17/37446434.pdf<,
last accessed on 18 May 2007.

127 The OECD 2006 Progress Report in par 6.

128 P Ciocca, Chair of OECD Committee on Fiscal Affairs "Committee on Fiscal Affairs
Releases Outcome of Review of Preferential Tax Regimes in OECD Member Countries”.
Available at
>http://www.oecd.org/document/31/0.3343.en_2649 37427 37446047 _1_1_1_37427,...<
, last accessed 3 July 2007.
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criteria established in the 1998 Report.129

2.5 THE OECD CAMPAIGN AGAINST HARMFUL TAX PRACTICES: DOES
IT MARK THE DEMISE OF “TAX-HAVEN JURISDICTIONS” AND
“HARMFUL PREFERENTIAL TAX REGIMES”?

The OECD has to be commended for its onslaught against harmful tax practices.
Although its recommendations are not binding in nature and only apply to
member states, its project has shown the world that countries cannot encourage
harmful tax practices without repercussions from the international community. As
a result of the OECD initiative, a number of member countries have done away
with their harmful preferential tax regimes."*° Furthermore, a large number of tax-
haven jurisdictions have agreed to cooperate with the OECD and implement
transparency and exchange of information standards. The OECD has also called
upon non-OECD member countries to associate themselves with its
recommendations. Although the OECD may not have the power to stop specific
jurisdictions from engaging in harmful tax practices (apart from appealing for their
cooperation and urging other countries to issue sanctions against uncooperative
countries), the most helpful thing that has come out of its initiative has been the
exchange of information project which has given countries a tool for finding out
whether their residents are involved in offshore tax avoidance. The “Model
Agreement on Exchange of Information on Tax Matters” that the OECD

developed, is now being used by a number of countries and it forms the basis for

129 The OECD 2006 Progress Report in par 16.

130 Paragraph 9 of the OECD 2006 Progress Report states that, “of the 47 preferential tax
regimes that had been identified as potentially harmful, 18 regimes had been abolished
and 14 had been amended to remove their potential harmful features. Another 13 were
found not to be harmful on further analysis.” Paragraph 15 of the OECD 2006 Progress
Report sets out a table of various harmful tax practices among OECD member countries
that have either been abolished or amended. The table also sets out certain practices that
are not considered harmful. In terms of this table, the countries that had abolished certain
harmful tax practices are: Belgium, Canada, Finland, Greece, Hungary, Iceland, Italy,
Ireland, Netherlands, Portugal Spain, Sweden, Switzerland and the United States. The
countries that had amended some of their harmful tax practices are: Belgium, France,
Germany, Luxembourg, Netherlands and Switzerland. However, Luxembourg still
maintains certain harmful tax practices. Countries with certain practices which were
considered not harmful are: Turkey, Portugal, Norway, Italy, Greece, Hungary, Canada,
Australia, Austria, United Kingdom, Spain, Denmark and France.
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several tax information exchange agreements between countries. '

Although the OECD may appear to have curtailed harmful tax practices in some
countries, it is this author’s view that this project has merely exposed the “tip of
the iceberg” in the fight against offshore tax avoidance. The OECD cannot
therefore confidently claim that it has fully achieved its initial aims and that it has
fulfilled its mandate in dealing with harmful preferential tax regimes."** A number

of factors have limited the effectiveness of the OECD project.

It is worth pointing out that the OECD failed to acknowledge that for years its
member nations have had dealings with tax havens and that they have lent
credibility to many tax havens."*®* The OECD member nations have also failed to
acknowledge that they have benefited from their involvement with tax havens.'*
It is likely that the governments of these nations may not really be interested in
putting an end to harmful tax practices. Commenting on this aspect, Grundy'*
states that harmful tax practices could be stopped immediately if the major

136

powers wished to. Cohn ~” also points out that “if the political will existed, the

131 OECD 2004 Progress Report in par 24. For example, on 2 March 2007, Antigua and
Barbuda and Australia signed a bilateral agreement on the exchange of information for tax
purposes. See OECD “OECD Welcomes Tax Information Agreement between Antigua
and Barbuda and Australia”. Available at
>http://www.oecd.org/document/0/0,2340.en 2649 33745 38192448 1 1 1 1,00.html<,
last accessed on 30 May 2007. See also OECD “OECD Welcomes Tax Information
Exchange Agreements between The Netherlands Antilles and Australia and New
Zealand”. Available at
>http://www.oecd.org/document/0/0,2340,en_2649 33745 38192448 1 _1_1_1,00.html<,
last accessed on 30 May 2007.

132 The OECD 2006 Progress Report in par 16.

133 Diamond & Diamond at INTRO 15 note that United Kingdom has for years lent credibility
to many tax-haven jurisdictions by virtue of its affiliation with those jurisdictions. Examples
are, Jersey Guernsey and Isle of Man which have the status of British Crown
dependencies. See Foreign and Commonwealth Office “Partnership for Progress and
Prosperity - British and Overseas Territories”. Available at
>http://www.fco.gov.uk/servlet/Front?pagename=0penMarket/Xcelerate/ShowPage&c=Pa
ge&cid=1018028164839 <, last accessed 18 May 2007. See also Wikipedia: The Free
Encyclopedia “British Overseas Territories”. Available at
http://en.wikipedia.org/wiki/Crown_colony#Current Overseas Territories, last accesses
on 17 May 2007. Many British banks and citizens have established businesses in these
tax havens which are affiliated to the UK.

134 Grundy at 2; Stikeman at 15-16.

135 Grundy at 6-7.

136 [l Cohn “Prepared Testimony of Reuven S. Avi-Yohan, Irwin | Cohn Professor of Law,
University of Michigan Law School before the US Senate Permanent Subcommittee on
Investigations, Hearing on Offshore Transactions” August 1, 2006. Available at
<http://hsgac.senate.gov/ files/STMAviYonahUafMI.pdf#tsearch=%22Prepared%20testim
ony%200f20Avi-Yonah%20before%20permanent%20subcommitte %20>, last accessed
on 18 May 2007.
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tax-haven problem could easily be resolved by the rich countries through their
own action”. For example, “they could eliminate the tax havens’ harmful activities
overnight by refusing to allow deductions for payments to designated non-
cooperating tax havens or restricting the ability of financial institutions to provide
services with respect to tax-haven operations”."*” Grundy further comments as

follows:

Why does a ship of the Royal Navy not simply sail into the harbour of St Helier, and shut
down the Jersey offshore business in one afternoon? Does the United Kingdom perhaps
have something to gain from refraining from such action? The UK Treasury may think that
Jersey is responsible for what is nowadays called ‘tax leakage’, but investment houses in
the City (London) see the Channel Islands as a wonderful source of business, as Wall
Street in the USA sees the Bahamas, and one may hazard the guess that the Paris
Bourse might do better if the French learnt to use Monaco (or Madrid if the Spaniards

used Gibraltar)."*® Emphasis added.

From the above, it appears that tax havens offer advantages to developed
countries. It has been observed that funds cannot remain in tax havens and be
productive; they should be reinvested into rich and stable economies in the
world.™® It may well be that a high percentage of most of the moneys used to
fund investments such as shopping malls or finance companies are being
channelled to these countries from tax-haven jurisdictions. Thus the OECD’s
emphasis on tax-base erosion, without acknowledging that OECD countries have
benefited from tax havens, leaves the report open to the criticism that it is merely
an attempt by the governments of powerful countries to protect their tax

revenues even if their citizens would benefit from lower taxes.'°

Another factor that could reduce the effectiveness of the OECD project concerns
its information gathering endeavour. While the exchange of information could be
viewed as a powerful tool in the fight against harmful tax practices, there is also a
need to protect individuals’ right to privacy and confidentiality as information
could get into the wrong hands and never even reach the governments that
require it. It is doubtful whether the OECD’s information gathering project is
equipped to ensure that the recipient of the information can be trusted with it. It

also appears that the rules that the OECD has come up with to facilitate the

137 Cohn in par (e).
138 Grundy at 6-7.
139 Cohn in par (e).
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cross-border exchange of information are being developed with a mixed agenda
which includes combating trans-national crimes such as money laundering.™’
Such rules have the potential to distort trade patterns. The global sharing of
information without regard for financial privacy and human rights could result in
criminal access to such information at the weakest point of entry, thereby

increasing the risk of unauthorised disclosure.™?

Concerns have been expressed as to whether the OECD project might be the
forerunner of the formation of a “world tax organisation”.** Assuming all OECD
member and non-member states abolish harmful tax competition, would this
imply that the world would be heading towards a “world tax organisation”, where
countries are allocated various shares of the world tax revenues, the aggregate
amount of which is determined by collective agreement.™* Such a development
would be absurd as international tax competition is not limited to tax incentives;
countries compete with one another on numerous other fronts. So if a worldwide
pool of tax revenues were to be fixed, each country would try to enlarge its share
by providing its “customers” with other non-tax incentives. International tax
competition in its present form would simply take on a new character.'*
International tax competition is not unlike other forms of competition.
Governments offer various goods and services and their citizens are free to
choose a location that best satisfies their needs. In this regard, one wonders
whether the OECD’s attempt to root out "harmful tax havens” and "preferential

tax regimes” will achieve much success.'*

26 TO WHAT EXTENT DOES SOUTH AFRICA FOLLOW THE OECD
RECOMMENDATIONS?

140 AW Wright “Review: OECD Harmful Tax Competition Report Falls Short” (1998) 17 Tax
Notes International at 461 and 463.

141 Stikeman at 16.

142 Stikeman in the Executive Summary.

143 Avi-Yonah at 1662; AJ Cockfield “The Rise of the OECD as an Informal ‘World Tax
Organisation’ Through National Responses to E-Commerce Tax Challenges” (2006) 8
Yale Journal of Law & Technology at 140.

144 M B Weiss “International Tax Competition: An Efficient or Inefficient Phenomenon?”
(2001) 16 Akron Tax Journal (2001) at 126.

145 Weiss at 127.
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Although South Africa is not a member country of the OECD, it was awarded
OECD observer status in 2004."" It is worth noting that the OECD Guidelines
have become a globally accepted standard.'*® Following these guidelines is an
important means of helping South Africa curb offshore tax avoidance. South
Africa has therefore associated itself with the OECD recommendations on
removing harmful tax practices. In the 2001 OECD report' it is stated that the
OECD has had discussions with the Southern African Development Community
(SADC)."™®

The OECD has recommended that countries should come up with lists identifying
tax-haven jurisdictions and harmful tax regimes so as to ensure that links with
those countries are not used to promote harmful tax competition. Some OECD
member countries, such as the United States and the United Kingdom, have
come up with such lists, but South Africa does not have specific anti-tax-haven
legislation which identifies or blacklists tax havens.”' The closest that South
Africa has ever come to compliance with this recommendation was the old
section 9E(8) of the Income Tax Act which empowered the Minister of Finance to
exclude specific forms of income derived from designated countries, the list of
which was published by notice in the Gazette. This provision was, however,

repealed with effect from 1 June 2004."%2

With respect to the recommendation that countries should have in place certain
types of legislation that are necessary to curb offshore tax avoidance, South

Africa has controlled foreign company (CFC) legislation, which is discussed in

»153

chapter 4 of this work. “Transfer pricing”*** and “thin capitalisation” '>* legislation

146 Weiss at 124.

147 Olivier & Honiball at 8.

148 See SARS Practice Note: No. 7 in par 3.2.1.

149 OECD: The OECD’s Project on Harmful Tax Practices: the 2001 Progress Report.

150 Ibid; Countries that make up the SADC are: Angola, Botswana, the Democratic Republic
of the Congo, Lesotho, Madagascar, Malawi, Mauritius, Mozambique, Namibia, South
Africa, Swaziland, Tanzania, Zambia and Zimbabwe. See Institute for Security Studies
“Profile: Southern African Development Community (SADC)” Available at
>http://www.iss.co.za/AF/RegOrg/unity to_union/sadcprof.htm<, last accessed on 17 May
2007. See also K Huxham and P Haupt Notes on South African Income Tax (2006) at
751.

151 Olivier & Honiball at 477.

152 S 9E was repealed by Revenue Laws Amendment Act 45 of 2003 with effect from 1 June
2004.

153 The South African Revenue Service (SARS) is convinced that following the OECD
Transfer-Pricing Guidelines will help South Africa to promote tax equality and reduce the
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is also in place in South Africa but a discussion of this legislation is beyond the

scope of this work.

With regard to the OECD recommendation that countries should introduce
programmes to intensify international cooperation and exchange of information
concerning transactions that constitute harmful tax competition, South Africa has
signed “Mutual Administrative Assistance Agreements” with the customs
administrations of certain countries. These agreements cover aspects such as
the exchange of information, technical assistance, surveillance, investigations
and visits by officials. As at 12 December 2006, South Africa had mutual
administrative assistance agreements in place with Algeria, China, France,
Netherlands, the United Kingdom and the United States.'®® Agreements of this
nature have been ratified in South Africa with the Democratic Republic of Congo,
the Czech Republic, Iran, Mozambique, and Zambia. Similar agreements have
been negotiated, but not yet signed with Angola, Brazil, Israel, Malawi, Nigeria,
Tanzania, Uganda, and Zimbabwe. There is also an Agreement under
negotiation with India.'®® Itis hoped that entering into these agreements will help
South Africa obtain the necessary information to curb the harmful tax practices
that any of these countries may be involved in, even though they may not be tax
havens themselves. It is recommended that South Africa considers negotiating
similar treaties, with countries that are considered tax havens, especially those
with which it has signed double taxation agreements. These countries are:

Cyprus, Malta, Mauritius, Singapore, Seychelles and Luxembourg."’ Negotiating

possibility of South Africa’s contributing to the establishment of a harmful preferential tax
regime. See SARS Practice Note 7 in par 3.2.2.

154 The First Interim Report of the Commission of Inquiry into Certain Aspects of the Tax
Structure of South Africa recommended that these rules be based on the
recommendations of the OECD report on thin capitalisation. See the Second Interim
Report of the Commission of Inquiry into Certain Aspects of the Tax Structures of South
Africa Thin Capitalisation Rules (1995) in par 1.1; OECD Issues in International Taxation
No 2 Thin Capitalisation: Taxation of Entertainers, Artists and Sportsmen (1987) at 17.

155 South African Revenue Service “Current List of Customs Agreements on Mutual
Administrative Assistance” (12 December 2006). Available at
>http://www.sars.gov.za/itt DTA/Customs%20Agreement/Current%20List.htm<, last
accessed on 17 May 2007.

156 South African Revenue Service “Current List of Customs Agreements on Mutual
Admistrative Assistance” (12 December 2006). Available at
>http://www.sars.gov.za/itt DTA/Customs%20Agreement/Current%20List.htm<, last
accessed on 17 May 2007.

157 See Olivier & Honiball at 24. These treaties are published in these Government Gazettes:
Cyprus - 19638 dd 22/12/1998, Malta - 18461 dd 21/11/1997, Mauritius - 18111 dd
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“‘Mutual Administrative Assistance Agreements” with these tax-haven countries
will help South Africa, obtain the necessary information to curb the harmful tax

competition that could be encouraged by these countries.

As regards the OECD recommendation that countries should consider
terminating their tax treaties with tax-haven jurisdictions that are used to
encourage harmful tax competition, it should be noted that, like many other
countries, South Africa has treaties with countries that could be considered to
encourage harmful tax competition. The treaty with Mauritius, for instance,
contains a tax sparing clause,*® which provides that, where Mauritius conducts
business with South Africa, interest and royalties are not taxable in South Africa
as Mauritius does not currently levy taxes at substantial rates.'® A tax sparing
clause of this nature could encourage South African residents to set up offshore
companies in Mauritius to take advantage of the tax sparing benefits. It is worth
noting, however, that Mauritius is not among the jurisdictions listed in the OECD
2002 list of tax havens. It is argued that Mauritius’ “free-trade zone”'®°
programme which is designed to attract foreign investment for non-financial and
non-services activities, especially in the manufacturing sector, does not fall into
the category of harmful preferential tax regimes that the OECD initiative
addresses. Furthermore, unlike investments in tax havens that do not require any
substantial activity, Mauritius’s free-trade zone programme targets active
investments like manufacturing; the programme is transparent and does not

provide a shield against the scrutiny of foreign tax authorities.®"

Nevertheless, Mauritius is considered an established treaty haven for offshore

162

activities, particularly in India, China and South Africa. °“ It has thus emerged as

an offshore centre for the African and Indian Ocean region. Mauritius has

02/07/1997, Singapore - 18599 dd 02/01/1998, Seychelles - 25646 dd 30/10/2003,
Luxembourg - 21852 dd 06/12/2000.

158 The term “tax sparing” means the allowance of a credit for the amount of foreign taxes that
were not paid because of a tax incentive or holiday in the foreign country. See Arnold &
Mclntyre at 168; see also Olivier & Honiball at 489.

159 Olivier & Honiball at 471.

160 “Free-trade zones” are programmes that entail policies developed by governments aimed
at stimulating industrial and general economic development and employment. See
Schulze (1999) at 159.

161 Schulze (1999) at 203.
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focussed the development of its offshore centre on the use of its growing network
of double taxation agreements. Since 1992 the Mauritius offshore sector has
operated in a conducive regulatory and fiscal environment. In 1992, Mauritius
established a special regime to allow offshore business activities which were
regulated by the Mauritius Offshore Business Activities Authority (MOBAA).'®
This authority regulated, licensed and supervised all non-banking offshore
business activities.'® This offshore regime allowed offshore companies to be
established in Mauritius, with permission to access the Mauritius treaty network.
Dividends, interest and royalties paid by the offshore company would thus not
subject to withholding tax in Mauritius.'® In 2001, under the Financial Services
Development Act 2001, the Mauritian government established a Financial
Services Commission and an Advisory Council. In the new structure, MOBAA
ceased to exist and most existing laws bearing on offshore activities were
replaced. The Financial Services Commission now monitors the country’s stock

exchange, offshore business activities, and the insurance industry.'®®

Mauritius has been focussing on targeting the South African market. The gradual
relaxation of exchange control measures in South Africa has triggered significant
interest from South African based enterprises to set up their businesses in
Mauritius. Mauritius is increasingly becoming an attractive location for captive
insurance businesses, offshore banking, and as a head-quarter for multinational
group operations.'®” Mauritius’ close proximity to South Africa and its stated
policy of preferring to conclude double tax agreements with African countries,
along with its membership of regional bodies, such as the South African
Development Community (SADC) and the Common Market for Eastern and

Southern Africa (COMESA), makes it an ideal location for setting up offshore

162 R Rohatgi Basic International Taxation (2002) at 284.

163 MP Hampton MP & JP Abbot JP Offshore Finance Centres and Tax Havens: The Rise of
Global Capital (1999) at 232; Rohatgi at 282.

164 Schulze (1999) at 185; Hampton & Abbot at 282.

165 Schulze (1999) at 185.

166 Lowtax Network (BVI) Ltd “Mauritius: Offshore Business Sectors”. Available at
>http://www.lowtax.net/lowtax/html/jmuobs.htmi<, last accessed 28 May 2007.

167 Hampton & Abbot at 231; Lowtax Network (BVI) Ltd “Mauritius: Offshore Business
Sectors”. Available at >http://www.lowtax.net/lowtax/html/jmuobs.htmli<, last accessed 28
May 2007.
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entities.'® Mauritius’s low-cost professional skills and political stability also
enhance the island’s attractiveness as an important offshore jurisdiction for
South African investments. Its extensive tax treaty network, particularly with
African and Asian countries, offers South African residents the opportunity to

route their investments into those regions via Mauritius.'®®

The treaty with Ireland is another treaty that could encourage offshore tax
avoidance.'® Although Ireland is not considered to be a tax haven, it has fulfilled
this purpose for South Africans. This is because the tax rates in Ireland are much
lower than in South Africa, and so it has recently proved to be a popular
investment country from which business is done with South Africa.'”" Ireland
lacks “transfer pricing” legislation, it has no “thin capitalisation” rules, and it has
no “controlled foreign company” legislation. This set-up encourages the

establishment of offshore entities in Ireland.'’?

To curb tax avoidance that could result from dealings by South Africans with
jurisdictions such as the above, South Africa should find a way to offset the
harmful tax practices encouraged by these jurisdictions. Although the OECD
recommends that countries should sever their treaties with jurisdictions that
encourage harmful tax practices, from an economic point of view this may not
necessarily be the right approach for South Africa. Tax treaties are not generally
negotiated on tax considerations alone. Countries’ treaty policies may take into

account their political, social and other economic needs.'” For example, a

168 Olivier & Honiball at 469.

169 Mauritius Offshore Business Activities Authority (MOBAA) “Mauritius: A Sound Base for
The New Millennium” (5 July 1999). Available at
>http://www.mondaq.com/article.asp?articleid=7371&searchresults=1<, last accessed 28
May 2007. On MOOBA see also Schulze (1999) at 185-186.

170 Treaty published in Government Gazette 18552 of 15/12/1997.

171 See “Musical Chairs on Tax Havens: Now it's Ireland” New York Times of 3 August 2002
in Olivier & Honiball at 277.

172 M Barrett, HLB Nathans “Trading in Ireland: The Low Corporate Tax Regime” (2004) 146
Offshore Investment.com at 25. This article further points out that Ireland also has a
system that facilitates the exploitation of intellectual property (IP) rights and this has been
enhanced by the abolition of stamp duty on the transfer of IP and the introduction of a
20% tax credit for research and development expenditure in the Finance Act of 2004.
However, the single biggest weapon that Ireland has in its tax armoury is the 12.5% tax
rate on trading activities which is the lowest corporate tax rate in the EU and well below
the EU average of 30%.

173 S van Weeghel The Improper Use of Tax Treaties with Particular Reference to the
Netherlands and the United States (1998) at 257-260.
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country may use its treaty network to attract foreign investment and to encourage
offshore activities by its residents. For developing countries, treaties can also be
used as a tax incentive to attract scarce foreign capital or technology by granting
tax concessions exclusively to foreign investors over and above the domestic tax

law provisions.

Notwithstanding the above, there may be instances where the loss of tax
revenues is significant compared with the other non-tax benefits of a particular
tax treaty. In such cases, it is necessary for tax authorities to make an effort to
stamp out the ensuing tax avoidance. It is recommended that SARS should
adopt a balanced approach, by evaluating the circumstances of the treaties

concerned and taking relevant steps to prevent tax avoidance.

In the 2005 update of the OECD Model Tax Convention, the OECD introduced
measures that countries could use to counteract any harmful tax practices
introduced by a treaty partner after a treaty has been signed."* This may require
South Africa to revise its old treaties so as to include these provisions. It is,
however, worth pointing out that it is often very difficult to revise old treaties to
suit the new update of the OECD Model."® According to paragraphs 33 up to 36
of the Introduction to the OECD Model Tax Convention, the current version of the
Commentary should be used to interpret all tax treaties. The OECD is of the view
that changes to the Commentary are normally applicable to the interpretation of
existing treaties. In reality, this is not usually the case, especially when it comes
to changes that go beyond mere clarifications of certain concepts. For example,
entirely new provisions might be included in the Commentary. In such a case, a
revision of the treaty may be necessary in order to accommodate the new
provisions. The OECD does not, however, supply guidance to countries on this

matter.'”® A detailed discussion of this issue is beyond the scope of this work.

174 Par 21.5 of the Commentary on art 1 of the OECD Model Tax Convention. See also AJM
Jiménez “Domestic Anti-Abuse Rules and Double Taxation Treaties: A Spanish
Perspective” - PART 1 (2002) Bulletin for International Fiscal Documentation at 22.

175 Jiminez at 22.

176 K Vogel Double Taxation Conventions 3 ed (1997) at 46-47; AH Herbert & K van Rand
Essays in International Taxation (1993) at 67-68; K Vogel “The Influence of the OECD
Commentaries on Treaty Interpretation” (2000) 54 Bulletin for International Fiscal
Documentation at 612.
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2.6 CONCLUSION

Although the legitimacy and appropriateness of the OECD and other international
initiatives against tax-haven jurisdictions have been debated in the international
arena,’”” it remains to be seen how their recommendations will shape the
existing international framework. Offshore tax avoidance is of great concern for
all nations and it is doubtful whether it can even be resolved at an international
level. The sceptics have observed that tax havens have been around almost as
long as taxes. It was not until the 1970s that tax havens increased in number and
in importance. This was when large corporations and international banks started
developing sophisticated offshore financial markets out of the reach of the
national regulators. The International Monetary Fund (IMF) estimates that at
present as much as $7 trillion in financial assets of various kinds is held

offshore.'”®

Regarding the question whether the recommendations of
international organisations are likely to be able to regulate
these practices, one cynic has observed that tax avoidance, “is like graffiti or

pollution: if you want to get rid of it completely you will be disappointed”.'”

Although it is doubtful whether the initiatives targeting tax havens pose a threat to
the existence of tax havens, it is submitted that these initiatives have at least
made it clear to the international community that harmful tax practices that
deplete other countries’ tax bases will not be tolerated. Taxpayers and their
consultants are now aware that their tax avoidance schemes will be firmly

opposed by the international community.

177 Salinas at 550; see also Diamond & Diamond at INTRO 16.
178 Gumbel at 23.
179 Gumbel at 23.
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CHAPTER 3

INVESTING IN OFFSHORE COMPANIES

3.1 DEFINING A COMPANY

In terms of section 1 of the Companies Act,' a company is defined as including
any association, corporation or company (other than a close corporation)
incorporated in terms of the relevant provisions of the Act. This definition does
not really define a company. A company has been generally defined in Smith v
Anderson? as an association of persons for the common object of the acquisition
of gain. Although this description does not apply to all companies, it applies to
most companies.® In terms of section 1(b) of the South African Income Tax Act,*
the definition of a company inter alia includes any association, corporation or
company incorporated under the law of any other country apart from South
Africa. In effect the Income Tax Act recognises offshore companies as

companies for tax purposes.

From the time a company is incorporated or registered, it exists as a separate

legal entity that exists apart from its members. It can thus own assets, be an em-

Act 61 of 1973.

[1880] 15 Ch 247 (CA) 273-74.

HS Cilliers, ML Benade, JJ Henning, JJ du Plessis, PA Delport, L de Koker & JT Pretorius

Corporate Law 3 ed (2000) at 5.

4 In terms of s 1 of the Income Tax Act 58 of 1962, a company is defined as including:

- aclose corporation,

- any association, corporation or company incorporated in South Africa,

- any association, corporation or company established under any South African law,

- any association, corporation or company incorporated under the law of any other
country,

- any co-operative,

- any association (formed in South Africa) to serve a specified purpose beneficial to the
public or a section of the public (e.g. charities and foundations even if they were not
registered as companies,

- acollective investment scheme in securities (shares) per the Collective Investment
Schemes Control Act 45 of 2002,

- anarrangement or scheme carried on outside South Africa, where members of the
public invest in a collective investment scheme (the investors contribute to the
scheme and hold a participation interest).

WN -
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ployee or be party to a contract and it is entitled to sue and be sued.® A company
registered in a given jurisdiction may have a subsidiary or a base company in
another jurisdiction. Usually the base company is used as a means of conducting
business outside the country of incorporation of the parent company.6 The base
company acts as a holder of the legal title that belongs to the parent company,
which may be registered outside the country where the base company is
registered.7 It is thus entitled to the foreign income or assets of the parent
company (even though the parent company legally owns that income and is also
able to direct its disposal). In most tax systems, however, the foreign source
income of a base company is not subject to domestic tax since it is a foreign
company incorporated and recognised as a separate juridical entity in that
jurisdiction.® This implies that the country where the parent company of the base
company is registered cannot apply the “residence basis” (under which a country
is entitled to tax the worldwide income of its residents) to tax the worldwide
income of a parent company that is derived from its base companies
incorporated in other countries until such income is distributed to the

shareholders as dividends.®

3.2 WHY COMPANIES ARE USED FOR OFFSHORE TAX AVOIDANCE

5 Salomon v Salomon & Co Ltd [1897] AC 22; see also Lategan v Boyes 1980 (4) SA 191
(T) at 200; RP Crees (Pty) Ltd v Woodpecker Industries (Pty) Ltd 1975 (2) SA 485 (R) at
489; J Louw and Co (Pty) Ltd v Richter 1987 (2) SA 237 (N) at 241; Utopia Vakansie-
Oorde Bpk v Du Plessis 1974 (3) SA 148 (A) at 176; S v De Jager 1965 (2) SA 616 (A) at
624-25. In essence, by virtue of this separateness, the assets of the company are its
exclusive property and the members have no proprietary rights in them. Only on
liquidation of the company are members entitled to share in a division of the assets of the
company. The separateness also implies that the company estate is assessed apart from
the estates of the individual members and so the debts of the company are the company’s
debts and not those of its members. Likewise, the profits of the company do not belong to
the members but to the company itself. Only after the company has declared a dividend
may the members, in accordance with their rights as defined in the articles association of
the company, claim that dividend. See PM Meskin Henochsberg on The Companies Act
(updated 31 March 2006) at 34; MS Blackman, RD Jooste & GK Everingham
Commentary on The Companies Act Vol 1 (2002) at 4-19.

6 J E Bischel & R Feinschreiber Fundamentals of International Taxation 2 ed (1985) at 83-
85; P Roper Offshore Options (1999) at 2.
7 B J Arnold & M J Mclintyre International Tax Primer 2 ed (2002) at 87.

8 Arnold & Mclntyre at 87.
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In order to avoid taxation, a base company can be incorporated in a low-tax or a
tax-haven jurisdiction whereby its income is sheltered and not distributed among
the shareholders where it could be subject to high taxes.® As long as the income
is sheltered in the base company and not distributed, it is deferred or postponed,
implying that the taxes due currently are postponed to a future year. Deferral
allows the base company to have the use of the funds that would have been paid
in taxes during the deferral period."" The profits tied up in the low-tax jurisdiction
where the base company is incorporated can then be cheaply accumulated
offshore so that working capital can be used for further foreign investment

instead of being repatriated to the parent company to be taxed.'?

Although income can be sheltered in the base company for a long time, at some
point it will have to be repatriated to the parent company when dividends are
declared. The major tax burden on profit repatriation through dividends is the
dividend withholding tax."”> The majority of countries in the world impose
significant withholding taxes on dividends paid to non-residents. This can be a
major loss of income for any offshore business.'* For instance, high withholding
taxes can push up the cost of borrowing, as banks subjected to high withholding

taxes will need to pay higher interest rates to compete with banks in low-tax

9 Arnold & Mclntyre at 87.

10 A Ogley Principles of International Tax (1993) at 152; see also Arnold & Mclintyre at 77.

11 L Olivier & M Honiball International Tax: A South African Perspective 3 ed (2005) at 358;
Arnold & Mclintyre at 87; see also LJ Seidler & SS Karlinsky Everything You Wanted to
Know about Tax Havens but were Afraid to Ask (1985) at 2.

12 WH Diamond & DB Diamond Tax Havens of the World (Release No 108 Jan 2002) vol. 1
at INTRO/1; E Tomsett Tax Planning for Multinational Companies (1989) at 11; see also A
Jones Tax Havens and Measures Against Tax Evasion and Avoidance in the EEC (1974)
at 7, where it is noted that where the parent company has other foreign subsidiaries,
dividends derived from such subsidiaries can also be accumulated. And if such
subsidiaries are disposed of or liquidated, the capital gains can be reinvested in other
offshore projects where they will be subjected to minimum taxes.

13 J Ware & P Roper Offshore Insight (2001) at 179 define a withholding tax as a tax
imposed by the country which is the source of the income, on income items such as
dividends, interest and royalties. Specific tax treaties may reduce the rates of withholding
taxes. See also S van Weeghel The Improper Use of Tax Treaties with Particular
Reference to the Netherlands and the United States (1998) at 16, where it is noted that
withholding taxes are levied on gross income rather than net income so they present
heavy tax burdens that can be a barrier to international trade. See also M Hampton The
Offshore Interface: Tax Havens in the Global Economy (1996) at 11.

14 Hampton at 11.
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jurisdictions.’® When a base company is set up in a tax-haven jurisdiction, the
payment of withholding taxes can be avoided or significantly reduced, as most
tax havens do not impose withholding taxes on the gross interest payable. The
absence of indirect taxes is also advantageous for offshore businesses.' If a
base company is established in a territory that has a wide network of favourable
double taxation treaties (for example the Netherlands and Switzerland),

dividends may be subjected to minimum dividend withholding taxes."’

As mentioned above, the use of base companies in tax havens does not
necessarily result in a complete avoidance of tax, but rather in a deferral of tax.
When the parent company or the shareholders of the company receive the
accumulated income in the form of dividends, these are taxable, possibly without
there being a credit or other form of relief for foreign taxes paid in previous years
in the country from which the income was originally derived.® To avoid the taxes
that could result when the income is eventually repatriated as dividends,
secondary sheltering techniques can be employed. The main strategies utilised
in this regard are the distribution of the income in a way that ensures that it is
exempt from tax. This could be done by taking advantage of exemptions granted
under any relevant tax treaty or under specific domestic legislation.” For
instance, in some countries’ legislation, directors’ fees and salaries are exempt
from taxation. Other countries have affiliate exemption legislation that exempts

from taxation dividends distributed by a subsidiary to its parent company.®

Secondary sheltering can also be achieved when the base company reinvests its
income abroad or when the income is “ploughed back” as a loan to the parent
company.?' An example of such an operation is where a resident of a high-tax
country who owns shares as debentures is able to transfer such shares to a base

company in a tax-haven country, allowing the base company to use the sheltered

15 Hampton at 11.

16 Hampton at 11.

17 Tomsett at 11.

18 Tomsett at 6.

19 Tomsett at 6.

20 Tomsett at 6; Bischel & Feinschreiber at 83-85; Roper at 2.
21 Tomsett at 6.
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income to buy other assets of the same kind in the tax-haven country.?
Secondary sheltering could also be achieved by the alienation of the
capital holding in the base company. This could result in the shareholders

realising a gain that could be exempt from tax or taxable at reduced tax rates.?®
3.3 EXAMPLES OF OFFSHORE COMPANIES

There are countless offshore-base companies and the number is increasing
rapidly. This may be ascribed to the fact that they can be used for the same
purpose as their counterparts in high-tax jurisdictions and yet they are subject to
nil or minimum taxation in the offshore jurisdictions. The majority of offshore
companies merely collect income consisting of dividends, loan interest or patent
royalties and licence fees. Offshore companies may also hold investments and/or
get involved in trading.?* Examples of some categories of offshore companies
are: offshore finance companies, offshore licensing and patent holding
companies, offshore investment companies, offshore captive insurance
companies and offshore shipping companies. The working of these types of
companies and the ways in which they can be used to avoid taxes are described

below.
International finance companies

International finance companies are companies that are established in low-tax or
tax-haven jurisdictions for use as borrowing or lending intermediaries by the
parent company or subsidiaries of a multinational group of companies.?® Their
function is to act as mediators between lenders and borrowers within a corporate
group so that they can be used to provide member companies with loans, current

account credit and bonds.?® Borrowing finance companies may also be

22 Tomsett at 6.

23 Olivier & Honiball at 468; see also OECD Issues in International Taxation No 1
International Tax Avoidance and Evasion (1987) at 18.

24 Bischel & Feinschreiber at 83-85; Roper at 2.

25 A Ginsberg International Tax Havens 2 ed (1997) at 51.

26 A Rappako Base Company Taxation (1989) at 193 notes that the purpose of a finance
company is to arrange capital for the members of a corporate group in the most efficient
way. A finance company may be able to acquire capital at a lower price than the parent
company or the operating subsidiaries. The capital is than injected either into the parent
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used to borrow funds from other third parties that are used to finance the

operations of other corporations in the multinational group.?’

The tax advantage of using international finance companies for borrowing is that
the interest paid for the loans is generally treated as a tax-deductible expense for
the subsidiaries which reside in a high-tax country. At the same time the interest
received by the finance company in a low-tax country is often tax-free, or taxable

at a very low rate.?®

International finance companies are also commonly used in the reduction or
elimination of withholding taxes levied by other countries on the interest payment
made by subsidiaries on their international borrowing or lending, especially when
the finance company is located in a country with favourable tax treaty

provisions.*
Offshore licensing and patent holding companies

Cross-border transfer of intellectual property (eg royalties, patents, trademarks,
copyrights, brand names or other industrial property rights like know-how on
technical or administrative matters) often attracts high taxes. Furthermore, the
deductions that various countries allow in respect of expenditure on research and
development or on the acquisition of patents, licenses and know-how may differ
greatly.*® In order to avoid such high taxes, taxpayers often take advantage of
the fact that intellectual property is intangible in nature and it can be easily
moved from country to country through the use of planned licensing structures.”"’
A taxpayer can, for instance, establish a licensing and patent holding company

suitably located offshore to acquire, exploit, license or sublicense intellectual

company or into the foreign subsidiaries for their use. This may result in tax saving. And
the finance company may also make capital available as loan capital to the other
members of the group.

27 Rappako at 193.

28 Rappako at 193.

29 BJ Arnold The Taxation of Controlled Foreign Corporations: An International Comparison
(1986) at 120; Ginsberg at 51; Rappako at 22 and at 194; Olivier & Honiball at 468.

30 Tomsett at 43.

31 Diamond & Diamond at INTRO /2.
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property rights for its foreign subsidiaries in other countries.*? Profits can then be
effectively shifted from the foreign subsidiary to the offshore patent owning
company which may end up paying little or no tax on the royalties received.®®
Other intangible rights such as trademarks, copyrights, know-how and
franchising rights can also be received in the form of royalties with tax

advantages.®

Another advantage of using a licensing and patent holding company located in a
tax-haven jurisdiction to own the intellectual property is that the fees derived by
the company from the exploitation of the intellectual property will be either

exempt from tax or subject to a low tax rate in the tax-haven jurisdiction.®®

Offshore licensing and patent holding companies can also be used to avoid high
withholding taxes that are usually charged on royalties flowing from the country in
which they are derived.*® In most cases, high withholding taxes can be reduced
when countries enter into double taxation treaties.®” But tax-haven jurisdictions
usually have few or no double taxation treaties.®® In order to benefit from the
reduced withholding taxes that treaty countries enjoy, a royalty conduit company
can be established in a low-tax jurisdiction. This is essentially an intermediary

company with very narrow powers that is used to hold assets or rights as an

32 Diamond & Diamond at INTRO/2, where it is noted that tax havens can be used to
designate a foreign base as a centre for administering patent and trademark agreements.
See also P Roper & J Ware Offshore Pitfalls (2000) at 9; Olivier & Honiball at 467.

33 Rappako at 194; C Doggart “Tax Havens and Their Uses” The Economist Publication
(1990) Special Report No 1191 at 36-37; DD Beazer in “The Mystique of ‘Going Offshore™
(1996) 9 The Utah Bar Journal 20 notes that intellectual property can be owned or
assigned to an offshore entity and then licensed or franchised to companies interested in
exploiting the worldwide rights. The income derived can then be accumulated offshore
and, through the selection of an appropriate jurisdiction, withholding taxes can be
reduced. R King & B Victor Law & Estate Planning Easiguide (2006/2007) in par 19.4.3.

34 Ginsberg at 50; see also Doggart at 36-37.

35 Arnold at 121.

36 B Spitz & G Clarke Offshore Service (March 2002) Issue 66 at LEX/26, where it is noted
that a withholding tax is a tax which the payer of a dividend, royalty or interest payment
must withhold from each such payment and must pay over to his own tax authorities. In
the case of non-residents, a withholding tax may be a final tax or it may only constitute the
advance payment of tax. Tax treaties frequently reduce the rates of withholding taxes.
Certain jurisdictions qualify as tax havens by virtue of the exemptions or reductions in the
rates of withholding taxes to which its residents become entitled in accordance with the
provisions of one or more (or sometimes a network) of tax treaties.

37 Tomsett at 48-49.

38 A Starchild Tax Havens for International Business (1994) at 21.
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agent or nominee would on behalf of another company.*® The royalty conduit
company can then be used to own license rights which it sublicenses to a second
licensing company that is located in a territory with a favourable network of
double-taxation treaties. The second licensing company will usually be
responsible for the exploitation of the licensing rights from which it would earn
only a small margin on the royalties (which would be subject to local corporate
income tax) and the balance would be paid to the ultimate licensor. Setting up a
royalty conduit company in one of the treaty countries can result in income being
shifted from those countries by taking advantage of the tax concessions the
treaty offers.*> The Netherlands is an example of a country which has been

utilised for establishing sublicensing companies with the aid of such structures.*’

Offshore investment companies

In order to avoid taxes, residents of high-tax countries often establish investment
companies in low-tax countries.*? These companies are often “open-ended”*? in
that they can be expanded by issuing new shares, or by buying back or
cancelling shares. Their funds or assets may be a mixture of cash, securities or
real estate.** Investment companies may include companies belonging to
corporate groups or private companies incorporated in a tax-haven jurisdiction.
They are usually used for holding and managing portfolio investments. Their aim
is to avoid or minimise taxes on investment income (such as dividends, interest
and rent). For instance, dividends received from such portfolio investments by
the tax-haven company will be exempt from tax or subject to tax at a low rate in

the tax-haven country.

39 Weeghel 72-73; H Becker & FJ Wurm “Treaty Shopping: An Emerging Tax Issue and its
Present Status in Various Countries” (1988) at 658; Rappako at 16.

40 Spitz & Clarke at 94 note that the use of tax treaties may permit the creation of a conduit
whereby profits are transferred from one country via a third country, thus incurring the
smallest possible total tax burden.

41 Ginsberg at 50; Doggart at 36-37; Tomsett at 48-49.

42 Doggart at 38.

43 Diamond & Diamond at glossary 15 define an “open ended investment company” as the
corporate equivalent of a unit trust in which investors’ interests are represented by
redeemable shares.
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Offshore investment funds such as mutual funds or unit trusts can also be set up
by resident taxpayers as a means of deferring domestic taxes.*® In the absence
of countermeasures, offshore investment funds can also be used to defer and
avoid capital gains tax liability on the disposal of the shares of the fund. This can
be done by converting what would be ordinary income into capital gains.*® The
tax advantage of this structure is that when a fund is based in a tax haven, there
is usually no tax or only minimum taxation on capital gains.47 Although the
taxpayer is liable to pay capital gains tax in his country of residence, the taxes
deferred will leave the income intact over a period of years.*® Banks usually play
a maijor role in encouraging investments in offshore investment funds. Groups of
banks are often parent companies of offshore investment funds.*® The bank
secrecy provisions that are upheld by tax-haven banks attract individuals (such
as expatriate employees of international corporations who earn substantial
salaries, or independent professionals earning high fees), to invest in offshore
investment funds where they can accumulate capital offshore and thus hide their

wealth from “onshore” tax authorities.*®

Offshore captive insurance companies

A captive insurance company can be described as a foreign insurance subsidiary
company established by a group of companies for the purpose of insuring the

risks of the group as an alternative to the use of external insurance markets."’

44 Hampton at 26; Doggart at 38.

45 Rotterdam Institute for Fiscal Studies International Tax Avoidance Vol A (1979) at 81-82;
Arnold at 120; see also Ogley at 10, where it is noted that offshore investment funds are
often set up in tax havens where investment income is often tax free, apart from the
withholding taxes suffered in the country of source as well as any capital gains accruing to
the fund.

46 Arnold at 123; Arnold & Mclntyre at 86.

47 Hampton at 26.

48 Doggart at 38.

49 Arnold at 120; see also Ogley at 10.

50 Ogley at 10.

51 Tomsett at 67; Arnold at 119; see also Doggart at 51; Starchild at 22; Hampton at 31;
Diamond & Diamond at Glossary 2; Roper & Ware at 9; Ogley at 9; MWE Glautier & FW
Bassinger A Reference Guide to International Taxation: Profiting from Your International
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Foreign insurance subsidiary companies are often incorporated in tax-haven
jurisdictions that impose nil or minimal tax on premiums on the worldwide risks of
the parent company. The tax-haven company allows shareholders to build a
financial bulwark against catastrophic claims at a much faster rate than if they
insured with a company in their own country.>? This is because their location in a
tax-haven jurisdiction ensures that they are often not subject to the same
controls as insurance companies located in the country of the parent company,
and they may invest surplus accumulations relatively freely without the burden of

taxation.®®

In most jurisdictions, the insurance premiums paid by the parent company and its
subsidiary are generally deductible for tax purposes and this can lead to
considerable reductions in a group’s overall tax burden.>* This can be further
augmented when a subsidiary company is established in a tax-haven country
since the premiums earned by the tax-haven company and any income earned
on the investment of the premiums are not taxed at all or are subject to a low tax

rate in the tax haven.*®

Two of South Africa’s largest insurers, Old Mutual and Liberty Life, have offshore
subsidiaries in the Channel Islands and in London which have been used by
many wealthy South Africans to insure their risks.>®

Protected cell companies

“Protected Cell Companies” (PCCs) are one of the relatively recent tools

Operations (1987) at 255; Spitz & Clarke at LEX/3; PM Kiffner & WD Rohrert
“International Tax Planning Offshore Style: An Update Case” (1985) Western Reserve
Journal of International Law 447; M Grundy The World of International Tax Planning
(1984) at 53 notes that captive companies do not deal with the public at large but they
insure the risks of a multinational group of enterprises doing business in various parts of
the world. The captive is not only used as a vehicle for self insurance but also for buying
insurance or reinsurance wholesale and selling it retail. The use of an offshore captive
may thus give a multinational group a tax advantage.

52 Ginsberg at 60; see also Rappako at 28.

53 King & Victor in par 19.4.1.

54 Hampton at 32; Arnold at 119.

55 Arnold at 119.
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available for corporate tax planning. Before describing the intricacies of the
PCC, it is necessary to briefly explain the background which gave rise to this
corporate structure. As explained above, available in the competitive offshore
industry is the “captive insurance company”, which is basically an in-house self-
insurance vehicle. The captive insurance industry does not however, cater for a
company, which is not financially capable of self-insuring itself. In order to obtain
self-coverage, the use of a "rent-a-captive structure” was introduced.®” In terms
of this structure, a company shares the services of a captive insurance company
with other companies of relatively similar size, by "renting" part of the capital of
the rented captive. Unrelated companies can then use the same captive to insure
their risks.*® Although the “rent-a-captive structure” has cost saving advantages,
it also has some disadvantages. For example, there is no guarantee or
assurance that the funds provided by one company participating in the rented
captive structure would not be used to cover any unjustified claims unrelated to
the risks such company wanted to insure through the rented captive.
Furthermore, there is no asset protection provided for the companies
participating in the “rent-a-captive structure” on an individual basis. In order to
resolve the structural inefficiencies of the "rent-a-captive structure” and to
circumvent the disadvantages that result from its single patrimony being exposed
to unjustified third-party claims, the insurance industry developed the concept of
the PCC.>

A PCC is a special type of corporate body that consists of several companies
referred to as “cells” within the same legal entity. Each cell functions as an
independent unit within the umbrella of the PCC, whereby each cell has its own
assets, liabilities, cellular capital and accounts. The segregation or ring-fencing of

patrimonies helps to avoid the mingling of funds and assets of the different cells,

56 Ginsberg at 600.
57 Coddan Company Formation Worldwide “Seychelles PCC Formation”. Available at >
http://wwww.coddan.co.uk/s.-95-offshore-sycehless-ppc-formation.htm<, last accessed 25

February 2007

58 FP Ferreire “The Protected Cell Companies in a Nutshell”. Available at >
http://www.legalinfo-panama.com/articulos/articulos 41a.htm<, last accessed 25 February
2007.

59 Coddan Company Formation Worldwide “Seychelles PCC Formation”. Available at
>http://wwww.coddan.co.uk/s.-95-offshore-sycehless-ppc-formation.htm< last accessed
25 February 2007
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thus ensuring that no claim against one cell of the PCC would be covered by

funds or assets of another cell.®°

The vital legal point is that the cells are not legal
entities. The only legal entity is the PCC, which does all the operations with the
outside world.®’ The PCC’s patrimony is composed of general assets ("non-
cellular" assets), which are separate and distinct from each of the assets
composing the protected cells, creating what is commonly known as the "core
patrimony". The liabilities unrelated to a specific cell are covered by the non-

cellular assets of the PCC. %2

Despite being relatively new to the corporate world, the flexibility of PCCs has
encouraged their increased use as tax planning vehicles, especially in the
insurance industry. Their structure has also made them an ideal entity for the
cost-effective operation of umbrella mutual funds. This is because the structure
of the PCC appears to create "an impenetrable wall" against creditors and prying
eyes; thus it is viewed as a valuable vehicle for purposes of asset protection and

financial privacy.®

PCCs were first incorporated in Guernsey, under the Guernsey Protected Cell
Companies Ordinance of 1997 (as amended by "The Protected Cell Companies
(Amendment) Ordinance of 1998”).%* Since then, other jurisdictions, primarily the

tax-haven countries, have enacted laws to facilitate the formation of PCCs.%° The

60 FP Ferreire “The Protected Cell Companies in a Nutshell”. Available at >
http://www.legalinfo-panama.com/articulos/articulos 41a.htm< last accessed 25 February
2007.

61 Aamil Global Financial Services Mauritius “Protected cell Companies”. Available at >

http://www.aaamil.com/en/services protected cell companies.aspx> last accessed 25
February 2007; Isle of Man Government, Insurance and Pensions Authority “Protected cell
Companies”. Available at >http://www.gov.im/ipa/insurance/protectedcellcompanies.xml>
last accessed 25 February 2007. See also Coddan Company Formation Worldwide
“Seychelles PCC Formation”. Available at >http://wwww.coddan.co.uk/s.-95-offshore-
sycehless-ppc-formation.htm< last accessed 25 February 2007.

62 Diamond & Diamond at Bermuda-34, where PCCs are referred to as companies that
operate segregated accounts.

63 Coddan Company Formation Worldwide “Seychelles PCC Formation”. Available at
>http://wwww.coddan.co.uk/s.-95-offshore-sycehless-ppc-formation.htm< last accessed
25 February 2007

64 Coddan Company Formation Worldwide “Seychelles PCC Formation”. Available at
>http://wwww.coddan.co.uk/s.-95-offshore-sycehless-ppc-formation.htm< last accessed
25 February 2007.

65 Vv Kothari “The Protected Cell Companies” Available at
>http://www.vinodkpthari.com/protectected_cell_companies.htm< last accessed 25
February 2007.
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term “protected cell companies” is not always used in other jurisdictions, as there
may be different legal issues that pertain to those entities. However, the relevant
legislation of these jurisdictions has the same aim of cellular ring-fencing. The
other offshore jurisdictions that have followed the path of Guernsey include the
Cayman Islands with its Segregated Portfolio Companies; Bermuda, which
passed the New Providence Mutual Ltd. Private Act that allows the establishment
of PCC structures; Mauritius (which approved The Protected Cell Companies Act
of 1999 [amended in 2000])°%; and St. Vincent and The Grenadines with their
International Insurance (Amendments and Consolidation) Act of 1998, which
allows the establishment of "protected premium accounts" that have elements of
the PCC.®” The Seychelles, PPCs are formed under the Protected Cell
Companies Act of 2003.%

Although the PCC was designed to fill a gap in the world of international business
by improving the techniques for finance and for investment, inevitably, there are
some ways in which taxes can be avoided by investing in these companies.
Commenting on the tax advantages that can be derived from investing in PCC, it

has been noted that:

The concept is that a life insurance company, authorised in an offshore jurisdiction,
issues a single policy to a single investor, linked to assets in a particular cell. There is the
idea, but the aim is an age-old aim. It is tax-free roll up. The investor is hoping that the
final returns are either tax-exempt or taxed at a lower rate. If the protected cell company
is aggressively structured, and if it is over-aggressively marketed, that goes over the line,
it could end up being simply attacked as yet another colorful sham.®

It is worth noting that the PCC structure can also be viewed as a means of
avoiding “controlled foreign company” (CFC) legislation. Generally, this
legislation ensures that the undistributed income of a controlled foreign company

is not deferred, but it is taxed in the hands of its domestic shareholders on a

66 Alliance Mauritius “Protected Cell Companies”. Available at >www.alliance-
mauritius.com/protected-cell-companiey.phy< last accessed 20 March 2007.

67 Coddan Company Formation Worldwide “Seychelles PCC Formation”. Available at
>http://wwww.coddan.co.uk/s.-95-offshore-sycehless-ppc-formation.htm< last accessed
25 February 2007.

68 Coddan Company Formation Worldwide “Seychelles PCC Formation”. Available at
>http://wwww.coddan.co.uk/s.-95-offshore-sycehless-ppc-formation.htm< last accessed
25 February 2007.

69 Coddan Company Formation Worldwide “Seychelles PCC Formation”. Available at
>http://wwww.coddan.co.uk/s.-95-offshore-sycehless-ppc-formation.htm< last accessed
25 February 2007.
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current basis.”® Since the PCC is a single legal entity, with one tax status, the
cells in the PCC cannot be treated as companies for purposes of the CFC

legislation.””

In Mauritius, PCCs can be used to obtain access to double taxation treaties by
being structured as a Category 1 Global Business Company incorporated under
the Financial Services Development Act 2001.22 In terms of this Act, a PCC can
be used to carry out two types of global business, namely: global insurance
business and investment funds (ie Collective Investment Schemes). The treaty
benefits that a PCC registered in Mauritius would enjoy include the avoidance of
capital gains taxes and the reduction of withholding taxes on dividends and
interest.”

Offshore shipping companies

Because the shipping industry is mobile, it is common for ship owners and
operators to locate the ownership, operation, administration and registration of a
ship in a tax-haven country. In some instances, the ownership and operation of a
company may be located in two different countries; the administrative
headquarters may be in a third country while the ship itself is registered
somewhere else.” This is done in order to keep the global tax burdens of the
particular shipping company low.” If a shipping company is registered in a tax-

haven jurisdiction, that jurisdiction can be used as a “flag-of-convenience””®

70 Olivier & Honiball at 358; B Arnold The Taxation of Foreign Controlled Corporations: An
International Comparison (1986) at 131. See also Arnold & Mcintyre at 91.

71 Alliance Mauritius “Protected Cell Companies”. Available at >http://www.alliance-
mauritius.com/protected-cell-companiey.phy< last accessed 20 March 2007.
72 Aamil Global Financial Services Mauritius “Protected cell Companies”. Available at >

http://www.aaamil.com/en/services protected cell companies.aspx> last accessed 25
February 2007; In terms of the Financial Services Development Act 2001, a Category 1
Global Business Company is a company engaged in qualified global business and which
is carried on from within Mauritius with persons all of whom are resident outside Mauritius
and where business is conducted in a currency other than the Mauritian rupee. See also
Alliance Mauritius “Protected Cell Companies”. Available at >www.alliance-
mauritius.com/protected-cell-companiey.phy<, last accessed 20 March 2007.

73 Alliance Mauritius “Protected Cell Companies”. Available at >www.alliance-
mauritius.com/protected-cell-companiey.phy<, last accessed 20 March 2007.

74 Doggart at 53.

75 Spitz & Clarke at LEX/18; Doggart at 54.

76 Spitz & Clarke at LEX/9 explain that the flag of a ship is the flag of the country of its
registration. The term “flag of convenience” refers to the flag of a country which is chosen
for ship registration in order to achieve fiscal benefits (for instance no income tax being
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nation, which implies that its flag can be flown by non-resident shipping
companies without their having to incur any fiscal or other controls by the flag

country’s government. The system is also known as open registry shipping.77

When foreign ship owners register under the tax-haven flag, the worldwide
taxation of the company can be reduced and the company can also avoid other
economic restrictions and regulations in its country of residence.” The flag of
convenience can also be used to keep the ship out of high tax countries’
catchment areas so that the real owner’s identity is concealed from the relevant
tax authorities.”® By the middle of the 20th century, Liberia and Panama were the
most popular jurisdictions used for incorporating offshore shipping companies®’
but since the 1990s, the Isle of Man and Cyprus have been among the most

popular jurisdictions for this purpose.®’

levied by such countries on international shipping operations) and other non-tax
advantages relating to lower labour costs and manning scales, officer and crew
requirements and trade union practices. See also Doggart at 53; Olivier & Honiball at 469.
77 Doggart at 53.
78 Roper & Ware at 9; Ware and Roper at 25; Beazer at 20.

79 Beazer at 20, where it is noted that many South African-owned ships in the apartheid era
and also that Israeli ships escaped boycott regulations in this way.
80 Ogley at 323 notes that the Liberian flag represents major shipping companies around the

world and it is flown from almost every type of ocean-going vessel. Explaining how this
works, the author notes that “Liberian maritime law requires Liberian flag ships to be
owned by a Liberian entity using a non resident Liberian corporation or a Liberian foreign
maritime entity. Foreign maritime entities are registered in Liberia so that a non-Liberian
entity can qualify as the owner of a Liberian flag vessel. This registration allows a non-
Liberian corporation, trust or partnership to own a Liberian vessel and meet the ownership
requirements of the Liberian maritime law.” See also Ginsberg at 67; Glautier & Bassinger
at 253; Starchild at 19 also notes that Panama and Liberia were used as the major “flag of
convenience” nations.

81 Isle of Man Treasury “In-Brief: Shipping Registry ‘Best in World™” (Feb 2007) Isle of Man
Financial Review at 1, where it is stated that the Isle of Man now occupies sole first
position — rating it the best ship registry in the world; Isle of Man Treasury “2006
Companies Act Special Edition” (Nov 2006) Isle of Man Financial Review at 6, where it is
noted that the Isle of Man shipping registry has a high reputation as a base for
international shipping. It is also noted that the Isle of Man offers favourable tax status for
ship ownership and ship management services. New Isle of Man tax rules allow shipping
companies to apply for tax holidays of up to five years. During the “holiday period” all or
part of their profits or income will be exempt from tax. Existing legislation already provides
for temporary tax exemptions. This means that an owner, manager or other shipping
operator moving to the Isle of Man can operate tax-free while establishing a new
operation. See Anglo Irish Bank “Isle of Man: Shipping and Superyachts”. Available at
>http://www.angloirishbank.co.im/about-iom/shipping-and-superyachts.asp<, last
accessed 22 June 2007. Cyprus is also considered as one of the leading maritime centres
of the world. See D Kassinopoullos, Chartered Accountant “Shipping Companies in
Cyprus”. Available at >http://www.kassinopoullos.com/htmisite/Cyprus%20Shipping.htmi<
last accessed on 18 May 2007; see also CG Vassiliades, Ledra Management Ltd “Cyprus:
Shipping Companies - Part 1”. Available at
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3.4 JURISDICTION TO TAX INCOME FROM OFFSHORE COMPANIES

Before any country can tax the income of the offshore investments of its
residents, a connection, or “tax nexus” must be established between the country
and that income. The principles which establish nexus are associated with a
physical or legal presence in a country. The main principles for taxation used in

the world today are the "source” and the “residence” principles of taxation.®

Under the source principle of taxation, persons are taxed on income that
originates within the territorial jurisdiction or geographical confines of the country,
irrespective of the taxpayer’'s country of residence.®® The justification for the
source basis of taxation is that a taxpayer can be expected to share the costs of
running the country which makes it possible for the taxpayer to produce an
income.®* Most African countries apply the source basis of taxation, presumably

because it is easier to administer.

Under the residence principle of taxation residents are taxed on their worldwide
income regardless of the source of the income.®® The justification for the
residence basis of taxation is that as a resident enjoys the protection of the state,
he should contribute towards the cost of the government of the country in which
he resides, even ifincome is earned outside that country. This basis of taxation is
also justified by the fact that residents know that they can always return to the
country of residence whenever they want and that they will have the protection of

their government whenever they are abroad.®®

In general, the residence basis of taxation is internationally preferred as being

>http://www.mondaq.com/article.asp?articleid=40340&lastestnews=1< last accessed 23
June 2007.

82 D Meyerowitz Meyerowitz on Income Tax (2006-2007) in par 7.1.

83 Ware & Roper at 107; L Edwards & C Waelde Law and the Internet: Regulating
Cyberspace (1997) at 171; H Suddards E-commerce: A Guide to the Law of Electronic
Business (1999) 259.

84 Kergeulen Sealing & Whaling Co Ltd v CIR 1939 AD 487 at 507.

85 Olivier & Honiball at 51; L Olivier “Residence-based Taxation” (2000) 1 South African Law
Journal at 20; Grundy at 3.

86 Meyerowitz in par 7.1.
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most effective in curbing offshore tax avoidance.?’ This is because the residence
basis of taxation ensures that the residents of a given jurisdiction are taxed on
their worldwide income and this covers all their offshore activities. Thus
taxpayers are prevented from channelling their income to countries with no tax or
very low tax rates.®® The working of the residence basis of taxation in respect of

companies is discussed below.

3.5 JURISDICTION TO TAX (HISTORICAL DEVELOPMENTS IN SOUTH
AFRICA)

The first income tax laws in South Africa were based on the principle that taxes
would be levied only on income that was sourced in South Africa.®® The
predominant use of the source basis of taxation opened up numerous loopholes
for offshore tax avoidance since income was taxed only when it was generated in
South Africa. Any portion of the money generated that left South Africa was not
taxed. Thus South Africans got involved in a wide variety of tax-efficient
strategies involving offshore trusts and offshore companies and a number of

offshore bank accounts were set up in tax-haven jurisdictions.*

South Africa realised that a proper basis of taxation was necessary in order to
curb offshore tax avoidance. Although the residence basis of taxation can be
quite effective in curbing offshore tax avoidance as the worldwide income of
residents is taxed, very few countries have the administrative capacity to cast
their nets worldwide so this basis of taxation is usually adopted by developed and
net capital exporting countries.®! South Africa is in a unique economic position, in

that its economy is composed of a mixture of components typical of both a

87 Referring to the term “resident”, which is key to the understanding of the “residence basis”
of taxation, art 4(1) of the OECD Model Tax Convention on Income and on Capital (2005
condensed version) at 26, provides that “the term ‘resident of a Contracting State’ means
any person who, under the laws of that State, is liable to tax therein by reason of his
domicile, residence, place of management or any other criterion of a similar nature...”

88 Olivier & Honiball at 51.

89 Income Tax Act 58 of 1962 as amended by the Revenue Laws Amendment Act of 2000.
See also Meyerowitz in par 7.3.

90 Ginsberg at 594-595.

91 Olivier & Honiball at 51.
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developed and a developing economy.92 The developed component of the
economy necessitated that a basis of taxation that puts South Africa in line with
the trend in international taxation practices as applied by major developed
countries be introduced, but the developing component of the economy posed
administrative challenges that made it necessary to recruit specialised tax

experts and being able to retain them.

A decision had to be made as to whether South Africa’s tax system should be
based on the residence or source basis of taxation. Over the years a number of
commissions of inquiry were set up to look, amongst other issues, into this
matter.®> When South Africa rejoined the global economy after the democratic
elections in 1994, the need to introduce the residence basis of taxation became
even more pertinent. Since then, international interest in South Africa has also
grown and this has encouraged South Africans to actively participate in and
become reintegrated into the global economy. The heightened global trade
competition and the mobility of capital in the modern world have also encouraged
South African residents, both individuals and corporations, to make considerable

investments offshore and also to look for ways of minimising their global tax

92 SARS “Discussion Paper on a Proposed System for Advance Tax Rulings” (2003) at 7.
Available at
>http://sars.gove.zallegislation/Discussion20%Papers/Discussion%20proposed %20
sytem20%Advance20%Tax20%Rulings.pdf<, last accessed 7 November 2007.

93 In 1951 the “Steyn Committee” recommended that the source basis of taxation be retained
owing to the then perceived complexity of changing to a residence system. See the R
Steyn (Chairman) First Interim Report of the Committee of Inquiry into the Income Tax Act
(“Steyn Committee Report’) UG No 75-1951 in par 69. In 1970, the “Franzsen
Commission” recommended that the residence basis of taxation should be introduced as
more income was beginning to flow out of South Africa without being taxed. This
Commission pointed out that the introduction of the residence basis of taxation would not
be such a complex procedure since the Income Tax Act had already deviated from a pure
source basis through the introduction of various deeming provisions. See the DG
Franszen (Chairman)Commission of Inquiry into the Fiscal and Monetary Policy in South
Africa: Taxation in South Africa, Second Report RP 86/1970 in par 20 (“Franzsen
Commission Report”). This matter was further investigated in 1987 by the “Margo
Commission”. This Commission highlighted the need to introduce a residence basis of
taxation, noting that if exchange controls were lifted, a worldwide basis might be
instrumental in curbing consequential tax avoidance. This Commission further pointed out
that the “independent national states” that then existed (and to some extent the existence
of other countries in the Rand monetary area) exposed the system to schemes of
avoidance, which a worldwide system of taxation could help to counter. However the
“Margo Commission” advised that as there are complexities in administering a residence
based taxation system, the source basis should be retained and the existing deeming
provisions be extended. See the CS Margo (Chairman) Report of the Commission of
Inquiry into the Tax Structure of the Republic of South Africa (“Margo Commission
Report”) RP 34/1987 in par 26-30.
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exposure. With these developments, “the Katz Commission”®

was appointed in
1994 to inquire into the ability of the tax structure of South Africa to deal with the
consequences of the globalisation of trade. The Katz Commission noted that
when South Africa was barred from international trade owing to economic
sanctions and stringent exchange control regulations, international trade in South
Africa had dwindled. As a result, from a tax point of view, South Africa’s
international tax principles had not developed to the same extent as those of its
trading partners. Our international tax system had certain gaps and loopholes
that were utilised by South African residents, as well as the residents of other
countries, to avoid taxes.*® These loopholes were augmented by the relaxation of
exchange control regulations in mid-1997.%°° The Katz Commission
recommended that the residence basis of taxation should not be introduced
drastically, but that there should be a gradual adjustment of the source-based tax
system in order to facilitate South Africa’s integration into the global economy. As
a result of this recommendation, the source basis of taxation was applied on
active income, and deeming provisions (which were essentially based on the
residence principle) were applied on passive income.*’ It was presumed that this
would provide an optimum balance between the effects of the residence and the
source bases of taxation and that this would protect South Africa’s tax base until
a residence based system was fully adopted.?® Consequently as from July 1997,
in the interim, awaiting the introduction of the residence basis of taxation,
sections 9C and 9D of the Income Tax Act (now deleted) were enacted. These
sections were introduced as anti-avoidance measures against South African
residents intending to avoid South African tax by investing capital in offshore
foreign entities. Taxes would be avoided by means such as recharacterising and
converting the offshore income into non-taxable passive income (for example

dividends), which could only be taxable in South Africa when they had been

94 MM Katz (chairman) Fifth Interim Report of the Commission of Inquiry into certain aspects
of the Tax Structure of South Africa (1997) (“Katz Commission Report”) at 4.
95 For example, residents of countries like the United States of America and the United

Kingdom whose international laws are well developed have advanced knowledge of the
various schemes for circumventing anti-avoidance legislation. When residents of such
countries gotinvolved in international trade with South Africa, they could easily circumvent
our anti-avoidance legislation which still lagged behind international developments.

96 VJ Maren The Taxation of Foreign Sourced Investment Income in the Hands of South
African Residents (1999) at 21; Ginsberg at 597.

97 Ginsberg at 597.
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remitted. However, such dividends would often not be remitted immediately, and
as a result, taxation would be deferred by allowing this income to “roll up” in the
foreign entity as long as possible. In terms of the then section 9C, investment
income was defined as income in the form of any annuity, interest, rental income,
royalty or any income of a similar nature.* Section 9D was designed to tax such
foreign source investment income in the hands of South African residents.'®
However, these provisions could not effectively counter offshore tax avoidance,
because they covered a wide scope and they were poorly drafted.’®' As a result,
many tax planning schemes were entered into, in order to take advantage of the
loopholes in these provisions.'® There was thus a need to improve on these
provisions if they were to be the foundation on which a new residence-based

structure was to be built.

With the gradual phasing out of exchange controls, the introduction of a
residence basis of taxation was inevitable. The tax authorities were convinced
that the introduction of the residence basis of taxation would significantly broaden
South Africa’s tax base, limit the opportunities for offshore tax avoidance and
also bring South Africa’s tax system into line with international best practice.'®®
Thus from the years of assessment commencing 1 January 2001, the residence
based system of taxation was introduced in South Africa, ushered in by the
Revenue Laws Amendment Act 59 of 2000 (the Amendment Act) which
amended the Income Tax Act.'® Under this new system, a distinction was made
between the taxation of residents and non-residents.'® Under the residence
based system of taxation, the world-wide income of South African residents is
taxable in South Africa, irrespective of whether or not it is earned in a low-tax

jurisdiction.’® The source basis of taxation was, however, not discarded. It is

98 Ginsberg at 597.

99 Olivier & Honibll at 360, see also Roper at 64, Ware & Roper at 17.

100 Maren at 11.

101 D Meyerowitz, TS Emslie & DM Davis “Editorial: The Revenue Laws Amendment Act”
(2000) 49 The Taxpayer at 181.

102 Maren at 28.

103 Meyerowitz et al at 181.

104 S 1 of the Income Tax Act 58 of 1962.

105 The definition of “gross income” in s 1 of the Income Tax Act.

106 S 1 of the Income Tax Act.
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used to tax the income of non-residents which is derived from a South African

source.'”’

3.6 THE RESIDENCE BASIS OF TAXATION: TAXING THE OFFSHORE
INCOME OF SOUTH AFRICAN COMPANIES

Since this thesis deals partly with curbing offshore tax avoidance by companies
resident in South Africa, it is necessary to consider the factors used to determine
whether a company is a South African resident. The definition of a “resident” as
defined in section 1 of the Income Tax Act divides South African residents into
two categories: natural persons (individuals) and persons other than natural
persons (for instance companies and trusts). For the purposes of this thesis, only
the definition of persons other than natural persons is discussed.

A person other than a natural person is considered a “resident” of South Africa, if
itis incorporated, established or formed in the Republic South Africa, orifit has a
place of effective management in South Africa. However, in order to address any
criticism that the world-wide test of residency would deter companies from setting
up international headquarter companies in South Africa, an international
headquarter company is excluded from the definition of a resident.’® Although
this definition appears to be very wide, the requirements of this definition are
considered alternately. This means for example that a company which is
incorporated in South Africa is a resident irrespective of where its place of
effective management is. Conversely, a company which has its place of effective
management in South Africa is a resident irrespective of where it is
incorporated.'® If a company is deemed a resident of another country in terms of
a double-taxation agreement which South Africa has signed with that country, the

company is deemed not to be a resident of South Africa.’"®

How to determine whether a company is incorporated, established or

107 Meyerowitz in par 7.3; Olivier & Honiball at 44; K Huxham & P Haupt Notes on South
African Income Tax (2007) at 294.

108 Par (b) of the definition of “resident” in s 1 of the Income Tax Act; see also A de Koker
Silke on South African Income Tax: Being an Exposition of the Law, Practice and
Incidence of Income Tax in South Africa Vol 1 (2006 service 29) in par 5.2E.

109 Meyerowitz in par 5.19; see also Huxham & Haupt at 296.
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formed in South Africa

The Income Tax Act does not define the terms “incorporated”, “established”, or

“formed”. However, in terms of section 32 of the Companies Act,"’

if a company
is formed and incorporated in the Republic, it is deemed to be a resident because
of its formation and incorporation. Determining whether a company is
incorporated, established or formed in the Republic does not present much
difficulty as these are factual matters. A company’s activities and physical place
of operation can be verified from the Registrar of Companies in terms of the
Companies Act. In terms of sections 32, 63 and 64 of the Companies Act, a
company comes into existence as a result of an application by the founders to
the Registrar of Companies for its incorporation.'? In terms of section 170 of the
Companies Act, every company shall have recorded with the Registrar a postal
address and a registered office to which all communications and notices may be
addressed. Legal process may be served at the registered address and also at
the company’s principle place of business. Once the registration requirements of
the Companies Act have been complied with, the company is deemed to be a
South African resident and is liable to tax in South Africa on its worldwide

income.
How to determine the “place of effective management” of a company

The companies considered resident in South Africa are not only those that are
incorporated, established or formed here. A company which has its place of
effective management in South Africa is also considered a South African resident
and its worldwide income is liable to tax in South Africa. It is this aspect of the
definition of “resident” in respect to persons other than natural persons that is
likely to create uncertainty and could be manipulated for offshore tax avoidance.
This is because there is no statutory definition of the concept “place of effective

management” in the South African Income Tax Act, nor is there any case law

110 Meyerowitz in par 5.19, see also Huxham & Haupt at 349.

111 And also s 64(1) and (2) of the Companies Act 61 of 1973; see also Cilliers et al at 67-68.

112 In terms of these sections, requirements such as registering a name for the company and
submitting the company’s memorandum and articles of association have to be complied
with before a certificate of its incorporation can be issued.
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that provides guidance on the interpretation of the term. It is submitted that an
understanding of the concept “place of effective management” is necessary if this
conceptis to be relied on as a basis for taxing the income of companies resident
in South Africa.

The concept “place of effective management” is, however, commonly used in
double taxation agreements as a so-called “tie-breaker” criterion that is used to
determine the residence of an entity when it is dual resident.’™ The purpose is to
ensure that taxing authority in respect to such a company is granted to one
country (if the two countries have entered into a double taxation agreement). In
terms of Article 4(3) of the OECD Model Tax Convention,'™ such a company is
deemed to be a resident only of the state in which its place of effective
management is situated. This implies that if there is a treaty between South
Africa and a certain tax-haven jurisdiction, and a company incorporated in the
tax-haven jurisdiction also has a place of effective management in South Africa,
the company will be considered a resident of South Africa and South Africa will

have the right to tax the company’s income.

Although the term “place of effective management” is commonly used in double
taxation agreements as a “tie-breaker” criterion, internationally there is no
uniform meaning of this term. In some states, the term is used in a sense similar
to that of “central management and control”, that is management at the highest
level, while in other states, the term is defined with reference to the day-to-day

management of the company.'"®

Weizman'"® notes that there is a lack of international guidance as to what kind of

activities amount to a “place of effective management”. He notes further that in

113 Dual residence could arise from the fact that in different countries an entity’s liability to tax
may be based on different factors, such as domicile, residence, place of incorporation,
place of effective management or any other criterion of a similar nature. For example a
company is considered dual resident if it is incorporated in State A and it has its place of
effective management in State B. See art 4(1) of the OECD Model Tax Convention on
Income and on Capital (2005 Condensed Version).

114 OECD Model Tax Convention on Income and on Capital (2005 Condensed Version).

115 See Olivier & Honiball at 79, quoting PITStart, a CD-based training tool.

116 L Weizmen “Taxing Remuneration form Employment aboard a Ship: Where is Place of
Effective Management Situated?” (1996) IBFD 163.
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non-continental jurisdictions the focus is on the location where the day-to-day
management is carried out. The continental view appears to focus on a higher

level of management.”"” For instance, with regard to the position under German

|118

law, Vogel " notes that:

According to case law, the place of management of an enterprise is where the
management’s important policies are actually made ... What is decisive is not the place
where the management directives take effect but rather the place where they are given.
This will normally be the place where the top manager(s) in chief has (have) his (their)
offices. A place from which a business is merely supervised would not qualify. If the
commercial and the non-commercial management are located at different places, the
location of the commercial management will be controlling. If the place of effective
management cannot be determined by application of these criteria, the top manager’s
residence will determine the residence of the company.

In an attempt to provide clarity on the “place of effective management” as a tie-
breaker criterion, paragraph 24 of Commentary on article 4 of the OECD Model

Convention was amended in 2000 to provide that:

The place of effective management is the place where the key management and
commercial decisions that are necessary for the conduct of the entity’s business are in
substance made. The place of effective management will ordinarily be the place where
the most senior person or group of persons (for example a board of directors) makes its
decisions, the place where the actions to be taken by the entity as a whole are
determined; however, no definitive rule can be given and all relevant facts and
circumstances must be examined to determine the place of effective management. An
entity may have more than one place of management, but it can have only one place of
effective management at any one time.

In effect, the OECD presupposes that the determination of the place of effective
management is based on three dominant factors: where the key management
and commercial decisions are made in substance; where the most senior person
or group of persons (eg a board of directors) makes its decisions and where the
actions to be taken by the entity as a whole are determined. These three factors
show that the determination of a place of effective management is a question of
fact''® as these factors are based on identifying the place where the underlying
policy intents of the company are formulated.'® In ordinary circumstances, this
would be the place where the directors meet to make decisions relating to the

management of the company.

117 Weizmen 163.

118 K Vogel Vogel on Double Taxation Conventions (1997) at 262.

119 OECD “The Impact of the Communications Revolution on the Application of ‘Place of
Effective Management” As a Tie Breaker Rule” (2001) par 13. Available at
>http://www.oecd.org/daocecd/46/27/1923328.pdf<, last accessed on 17 July 2007.



78

Paragraph 24 of the OECD Model Commentary makes it clear that no rule can
be given regarding the definition of the term “place of effective management”. All
the relevant facts and circumstances must be examined to determine the place
of effective management. Vogel'®' for example notes that if a controlling
shareholder interferes with the usual conduct of the business of the company, if
he/she is constantly informed of the various transactions of the company and his
decisions have a decisive influence on how current transactions are dealt with,
such a shareholder can be looked at in order to determine the place of effective

management of a company.

Article 4(3) of the OECD Model Tax Convention states that there can only be one
place of effective management, but there could be more than one place of
management. The OECD’s interpretation of the term “place of effective
management”, which emphasises the place of senior management could
however be manipulated for tax avoidance purposes with the current
technological advancements.'?® This is especially so when trade is conducted
electronically (e-commerce). It is thus necessary to consider the challenges e-

commerce posses to the concept of “place of effective management”.

3.7 CHALLENGES POSED BY E-COMMERCE

What is e-commerce?

E-commerce is a term used to describe the wide array of commercial activities

carried out by electronic means that enable trade without the confines of

geographical boundaries.'?® This technology enables the transmission of voice,

120 OECD 2001 Report on the Impact of the Communications Revolution in par 63.

121 Vogel at 183.

122 H Suddards E-commerce: A Guide to the Law of Electronic Business (1999) at 259.

123 R Doernberg & L Hinnekens Electronic Commerce and International Taxation (1999) at 3.
E-commerce has also been defined as “commercial activities which are carried on by
means of computers interconnected by telecommunications lines” and, more simply, as
“business transactions conducted over the Internet’. See JW Fawcett, JM Harris & M
Bridge International Sale of Goods in the Conflict of Laws (2005) at 493. See also SARS
Discussion Document: Electronic Commerce and South African Taxation (March 2000) at
5; Department of Communications Green Paper on E-commerce: Making it Your Business
(2000) at 9; RA Westin International Taxation of Electronic Commerce (2000) at 2; RL
Doernberg, L Hinnekens, W Herrerstein & J Li Electronic Commerce and Multi-
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data, images and video information to take place in cyberspace (sometimes
called the “information highway”) by using the Internet."®* The Internet can be
described as a network of computers that allows people to communicate with
other people from all over the world."?® It has also been described as “the world-
wide network of networks that are connecting each other into one single logical

network all sharing a common addressing scheme”.'?

The Internet is growing faster than all communication technologies that preceded
it."?” It has been noted that in the world today, there are very few businesses
remaining, mostly small and locally focussed, that have no Internet component.
These businesses are often referred to as “bricks and mortar businesses”. With
the internet, another category of business, commonly referred to as “dot-coms”,
has become recognised. These are businesses that are involved in e-commerce
on the Internet and do not have a physical presence.'?® The Internet provides an
environment in which automated functions can undertake significant business
with little or no physical activity.'® These functions can be easily and quickly
moved from one jurisdiction to another. E-commerce can ensure fast, efficient
and relatively cheap distribution resources.”® The nearly instantaneous
transmission of information, the speed at which transactions are concluded and
the increase in the bulk of transactions concluded, can encourage even the
smallest e-commerce enterprise owned by an individual, to sell not only to

national but also international markets.

jurisdictional Taxation (2001) at 9; Suddards at 257.

124 C Sher “Taxation of E-commerce” (2000) 39 Income Tax Reporter 172.

125 L Edwards & C Waelde Law and the Internet: Regulating Cyberspace (1997) at 12; SP
Melvin Cyber Law and E-commerce Regulation: An Entrepreneurial Approach (2005) at 5.

126 J Benzine & B Gardand Accessing and Using the Internet (1995) at 26. See also C Chen
“United States and European Union Approaches to Internet Jurisdiction and their Impact
on E-Commerce” (2004) University of Pennsylvania J of International Economic Law 423
at 426-427; C Schulze “Electronic Commerce and Civil Jurisdiction, with Special
Reference to Consumer Contracts” (2006) 18 No 1 SA Mercantile Law Journal at 31.

127 Schulze at 31; HB Stravitz “Personal Jurisdiction in Cyberspace: Something More is
required on the Electronic Stream of Commerce” (1998) 49 South Carolina Law Review at
925; Westin at 2.

128 CW Pappas “Comparative US and EU Approaches to E-Commerce Regulation” (2003) 31
Denver J of International Law & Policy 325 at 326-327; Melvin at 13.

129 Suddards at 27.

130 Schulze at 33; ME Plotkin, B Wells & K Wimmer E-Commerce Law and Business Vol Il
(2003) in par 11.03A; JS Schwartz “Transfer Pricing and Electronic Commerce” (July
1999) Bulletin for International Fiscal Documentation 289; AW Oguttu “Transfer Pricing
and Tax Avoidance: Is the Arm’s Length Principle Relevant in the E-commerce Era”
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The Internet has however created a new route for the exchange of goods and
services and the accessing of offshore facilities that has not been fully
regulated.”™' Global computer-based communications cut across territorial
borders, creating a new realm of human activity and undermining the feasibility
and legitimacy of laws based on geographic boundaries. Because the Internet
ignores international boundaries, “place” has little meaning in the networked
world.™®? It is thus feared that e-commerce may change the distribution of
taxable activities, alter the balance of taxing authority and result in the erosion

of countries’ tax bases.”™® In the South Africa, the “Green Paper on E-

»134

commerce notes that:

Electronic commerce has, in many ways, created a marketplace without conventional
rules; a marketplace, indeed, that challenges many of our preconceived notions and
practices. It is also a marketplace that may seem to defy regulation yet at the same
time requiring regulation as an enabling tool."®

In addition, the highly mobile nature of e-commerce and the ability of residents to

establish offshore companies could lead to a tax-driven migration of businesses

to low-tax jurisdictions."*® The anonymous nature of e-commerce also brings new

challenges to tax compliance. E-commerce creates difficulties: in the

identification and location of taxpayers, the identification and verification of

taxable transactions and the ability to establish a link between taxpayers and

their taxable transactions, thus creating opportunities for tax avoidance."’

In chapter 1 of this thesis, it was pointed out that a study on the effectiveness of

131
132

133

134

135

136

(2006) 18 SA Mercantile Law Journal at 156.

Sher at 172.

DR Johnson & D Post “Law and Borders: The Rise of Law in Cyberspace” (1996) 48
Stanford Law Review at 1367 and at 1370-1371; N Cox “The Residence of Cyberspace
and the Loss of National Sovereignty” (2002) 11 Information & Communication
Technology Law 241 at 244-245; Melvin at 52.

Doernberg & Hinnekens at 341-343; Suddards at 255; JJB Hickey, R Mathew & C Rose
E-commerce: Law Business and Tax Planning (2000) at 261.

Department of Communications Green Paper on E-commerce: Making it Your Business
(2000) at 2; At pg 18 it is noted that the Green Paper was intended to provide a platform
from which to translate topical issues around e-commerce into government policy.

For a further discussion on the Green/White paper on e-commerce see the discussion in
chapter 4 par 4.8 under the heading “South Africa’s response to the challenges posed by
e-commerce”.

R Buys & F Cronjé Cyber law: The Law of the Internet in South Africa 2 ed (2004) at 301;
Suddards at 255.
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legislation intended to curb offshore tax avoidance in today’s world, will not be
given proper justice if the challenges that e-commerce poses to the relevant
legislation are not discussed. In the discussion below and in the chapters to
follow, the challenges that e-commerce poses to the legislation that is used to

prevent offshore tax avoidance, are pointed out.

Challenges that e-commerce poses to determining the “place of effective

management”

Although article 4(3) of the OECD Model Tax Convention states that there can
only be one place of effective management, the OECD’s interpretation of the
term “place of effective management” could result in multiple places of effective

management when trade is conducted electronically.

In the past, the most senior managers of a company tended to operate from and
meet in a single location, such as a head office of an enterprise, and so the
determination of the place where the key management and commercial decisions
were made was not too difficult. This is because the place where the top level
management activities occurred would normally coincide with the place where
the company was incorporated and had its registered office, or where the
business activities were conducted and where the directors or senior managers
resided.’® And as paragraph 21 of the Commentary on Atrticle 4 of the OECD
Model Convention provides, it was rare in practice for a company to be subject to
tax as a resident in more than one state. However, the telecommunications and
technological advancements that the world faces today are fundamentally

changing the way people run their business. The increased mobility of resources

137 SARS Discussion Document at 31; Hickey et al at 257; Suddards at 255; Buys & Cronjé at
307; Doernberg et al 388-389.

138 BA van der Merwe “Residence of a Company: The Meaning of ‘Effective Management™
(2002) 14 SA Merc LJ at 81-82 (“Van der Merwe (2002)”); OECD 2001 Report on the
Impact of the Communications Revolution in pars 33-34.
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that e-commerce brings about could result in the functions performed by

enterprises being easily decentralised, leading to the erosion of the tax base.

E-commerce makes it easy to manipulate the principle of “place of effective
management”, since it is governed by national sovereignty, having been
developed in the days of “brick and mortar” where physical presence in a
jurisdiction was necessary to enforce tax laws and where cross-border
transactions involved mostly tangible products.”™® The Internet, on the other
hand, provides the information and opportunities necessary to make residence a
matter of deliberate choice rather than fate.'*

Buys and Cronjé'’

note that although the residence basis of taxation seems
suitable and effective in curbing tax avoidance in an e-commerce environment, e-
commerce potentially affects residence tests under domestic laws and under
double tax treaties (such as the place off effective management) to the extent
that reliance is placed on the location of management functions to determine a
taxpayer’s residence.'* Commenting on the challenges of determining the

residence of a company in the e-commerce era, it has been noted that;

The instantaneous and global facilities provided by the Internet are expected to allow
residents to more easily influence the operations of their offshore subsidiaries (which
would include tax-haven entities). There is no clear guidance as to where such a
business would be regarded as being carried on. ... The possibilities of undetected,
anonymous, or unverifiable nature of these transactions could make it even more difficult
... o obtain evidence of these activities should a taxpayer wish to conceal or disguise

them. 143

With e-commerce, it is no longer necessary for a group of persons to be
physically located in any one place to run a business. The cost and speed of
message transmission on the Internet is almost entirely independent of physical

location.'* With the evolving communications technology, such as video

139 Suddards at 255; Westin at 2; see also the Green Paper on E-Commerce at 22.

140 Kohl-uta “The Horror-scope for the Taxation Office: The Internet and its Impact on
‘Residence’™ (1998) 21 No 1 The University of New South Wales Law Journal at 436.

141 Buys & Cronjé at 300.

142 Buys & Cronjé at 300; see also Hickey et al at 257; Suddards at 259.

143 Australian Taxation Office “Electronic Commerce Project: Tax and the Internet” (1997) in
par 7.2.21. Available at >http://www.cse.buffalo.edu/DBGROUP?nov6_taxinte.pdf<, last
accessed on 25 July 2007.

144 Johnson & Post at 1367; Cox at 241.
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conferencing or electronic discussion group applications via the Internet, ™ the
senior managers of a company may adopt conferencing through the Internet as a
key medium for making management and commercial decisions. If those
managers are located in various countries, it may be difficult to determine a
single place of effective management. This scenario may become more prevalent
in the future as more companies list on multiple stock or securities exchanges.'®
The rapid telecommunications development may also result in increased mobile
places of effective management. This situation could occur where the managing
director of a company is constantly on the move. In extreme situations, that
person may consistently be making company decisions while flying over the
ocean or while visiting various sites in different jurisdictions where the company’s
business is conducted.'’ Similarly, a board of directors may arrange to meet in
different places throughout the year. For example, the board of a multinational
enterprise may agree to meet at the offices of the enterprise around the globe on
a rotational basis.'*® As a result of such mobility, it may be difficult to determine
where a company is effectively managed. Thus, with the current
telecommunications development, the OECD interpretation of place of effective
management cannot be relied on when determining the place of effective

management of a company.

The OECD has recognised the limitations inherent in its interpretation of the
term “place of effective management”. In 2003, the OECD Technical Advisory
Group™ drafted a Discussion Paper to suggest changes to the interpretation of

this term. The Discussion Paper is still in the proposal stage.

The first proposal seeks to refine the concept “place of effective management” by

expanding on the OECD’s Commentary as to how the concept should be

145 Buys & Cronjé at 300; Van der Merwe (2002) at 81-82; OECD 2001 Report on the Impact
of the Communications Revolution in par 33-34; AW Oguttu & BA Van der Merwe
“Electronic Commerce: Challenging the Income Tax Base” (2005) 17 SA Mercantile Law
Journal at 311.

146 OECD 2001 Report on the Impact of the Communications Revolution in par 40.

147 OECD 2001 Report on the Impact of the Communications Revolution in par 43.

148 OECD 2001 Report on the Impact of the Communications Revolution in par 44.

149 OECD *“Place of Effective Management Concept: Suggestions for Changes to the OECD
Model Tax Convention” (May 2003). Available at
>http://www.oecd/org/daocecd/24/17/9256428.pdf<, last accessed on 17 July 2007
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interpreted. The suggested wording of the refined concept inter alia reads as

follows:

The place of effective management is the place where the key management and
commercial decisions that are necessary for the conduct of the entity’s business are in
substance made, i.e. the place where the actions to be taken by the entity as a whole are,
in fact, determined. All the relevant facts and circumstances must be examined to

determine the place of effective management.
It appears that the proposal to refine the concept centres on the making of key
management and commercial decisions, which take place “where the actions to
be taken by the entity as a whole are, in fact, determined”. In effect, the 2003
Discussion Paper reiterates the current OECD interpretation of the term that
relies on the location of superior management decision making.'*° As discussed
above, the adequacy of the term “place of effective management” as a tie-

breaker test based upon these factors has been questioned.

The second proposal puts forward an alternative interpretation of “place of
effective management” by using a hierarchy of tests. This proposal includes
three different options as possible tie-breaker tests, if the place of effective
management cannot be determined. These options are:

- the place where the entity’s economic relations are closer, or

- the place in which its business activities are primarily carried on, or

- the place in which its senior executive decisions are primarily taken.
If these options cannot be determined then the entity shall be deemed to be a
resident of the State from which it derives its legal status. If the state from which
the entity derives its legal status cannot be determined, then the competent
authorities of the contracting states shall settle the question by mutual

agreement.’’

Commentators on these suggestions seem to be in favour of the second
proposal as it takes into account the factors of production used by the company

to derive its profits.'®? This proposal considers the daily operational concerns of a

(“OECD 2003 Discussion Paper”).

150 BA van der Merwe “The Phrase ‘Place of Effective Management’ Effectively Explained?”
(2006) 18 SA Mercantile Law Journal at 124 (“Van der Merwe (2006)").

151 OECD 2003 Discussion Paper in par 8.

152 L Hinnekens “Revised OECD - Tag Definition of Place of Effective Management in Treaty
Tie Breaker Rule” (2003) Intertax 314 at 317; OECD 2001 Report on the Impact of the
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company which are normally dealt with at a single location, where the company

carries on business, by its staff or directors individually, not as a board."*®
3.8 THE POSITION IN SOUTH AFRICA

The term “place of effective management” appears to have been introduced in
South Africa in response to the recommendations of the 1997 Katz Commission
Report,* which recommended the change of the South Africa’s tax system from

a source-based to a residence-based system. The Report stated that:

The current definition of a domestic company is a company incorporated in South Africa,
or a company ‘managed and controlled’ in South Africa. The main criticism of this
definition is that it has proven to be subject to relatively simple, formalistic manipulation.
This concept is also out of line with the commonly used, and much more substantial, tax
treaty expression of ‘effective management. The Commission recommends that the
concept of effective management as referred to in article 4(3) of the OECD Model Tax
Convention be used consistently to designate the tax residence of person other than
natural person. This may perhaps be best achieved through an appropriate definition in
section 1 of the Income Tax Act. Again, the change will have the benefit of employing
international and, therefore, commonly understood terminology.

Currently, the concept “place of effective management” is used in section 1 of the
Income Tax Act as one of the factors that are used to determine whether a
person other than a natural person (for example a company) is resident in South
Africa.’®® The Income Tax Act does not however define the concept “place of

effective management”.

Since most of South Africa’s treaties follow to a large extent the OECD Mode Tax

Convention,™® the term “place of effective management” is also used in most of

Communications Revolution in par 59. See also Confédération Fiscale Européenne
“Opinion Statement: Place of Effective Management — Suggestions for Changes to the
OECD Model” (2003) at 5, available at >http://european-tax-adviser.com/wordpress/wp-
content/uploads/2007/08/2003 _07.pdf<, last accessed on 1 November 2007.

153 Van der Merwe (2002) at 81-82.

154 Commission of Inquiry into Certain Aspects of the Tax Structure of South Africa Fifth
interim Report of the Commission of Inquiry into Certain Aspects of the Tax Structure of
South Africa (1997).

155 The definition of “resident” in s 1 of the Income Tax Act 62 of 1958.

156 Although different countries use various models for drafting their double tax agreements,
there are three commonly used models for drafting double taxation agreements. Firstly,
there is the Model Tax Convention on Income and Capital, published by the Organisation
for Economic Co-operation and Development “OECD”). This model was prepared by
developed countries of the world and embodies rules and proposed by capital exporting
countries. Then there is the United Nations Model Double Taxation Convention. This
Model has been drafted between developed and developing countries and it attempts to
reflect the interests of developing countries. Lastly there is the United States Model which
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South Africa’s treaties as a tie-breaker test for dual resident entities. It is however
important to note that this test is not used consistently in the tax treaties entered
into by South Africa. For example, in the United States treaty, the “place of
incorporation” is the test applied to determine the residence of a company which

is resident in both South Africa and the United States."’

A literature survey reveals that earlier efforts by South African tax commentators

199 states

on the interpretation of the term has not been consistent.'*® Meyerowitz
that the place of effective management is where the board of directors meets to
make key decisions, and not where the company business is carried on by its
staff (unless the board’s managerial functions have been delegated). Davis and
others'® note that effective management takes place where the “most vital”
management actions of decision-making and the implementation of decisions
occur. Olivier'® is of the view that the place of effective management is where
the day-to-day activities of an entity take place. This need not be where its
strategic and policy decisions are made and ultimately controlled. According to
the editors of The Taxpayer,'®? the place of effective management is interpreted
as where the day-to-day running of the business takes place, which means that
the business is controlled where its board of directors normally meets to transact
its business operations. However, the above view of the editors of the Taxpayer
is noted by Van der Merwe'®® to be confusing, as where a business is controlled
is not necessarily the same as where its daily activities take place even though in

some instances these locations may be the same.

Clarity on the meaning of “place of effective management” has however been

offered by the South African Revenue Services (SARS) in the Income Tax

is followed by most treaties that the United States has signed with other countries
including South Africa. See K Huxham & P Haupt Notes on South African Income Tax
(2007) at 357; Edward Nathan and Friedland “Residence Basis of Taxation: Double

taxation agreements” (October 2001)
http://www.saica.co.zalintegritax/935_Double_taxation_agreements.htm last visited
2005/07/21.

157 Article 4(3) of the United States/South Africa Treaty. See GG No 18553 dd 1997-12-15.
158 Olivier & Honiball at 57-58.

159 Meyerowitz in par 5.19.

160 D Dauvis, L Olivier & G Urquhart Commentary on the Income Tax Act (1999/2000) ad s 35.
161 L Oliver "Residence based Taxation” (2000) 1 Tydskrif vir die Suid Afrikaanse Reg at 25.
162 (1995) 44 The Taxpayer 68.
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Interpretation Note 6 (discussed below).'® SARS makes a distinction between
the place where:

- central management and control is carried out by the board of
directors;

- executive directors or senior management execute and implement
policy and strategic decisions made by the board of directors, and
where they make and implement day-to-day operational management
and business activities; or

- the day-to-day business activities are carried out or conducted.'®

Does SARS'’s interpretation of the term “place of effective management”

achieve the tie breaker purpose?

SARS uses three rules to determine the place of effective management. SARS’
Income Tax Interpretation Note 6,'°° states that the “place of effective
management” is the place where a company is managed on a regular or day-to-
day basis by the directors or senior managers of the company. That is the place
where the board of directors executes and implements the policy and strategic
decisions of the company, irrespective of where the overriding control is
exercised, or where the board of directors meets. If management functions are
exercised at a single location, that location will be the place of effective
management. This is the first rule in determining the “place of effective

management” of a company.

Referring to this rule, Van der Merwe'®” notes that SARS’s interpretation, which
depends on where high-level management decisions are regularly implemented,
may be susceptible to abuse. According to Olivier and Honiball,'® the term
“implemented” does not help in identifying or locating where particular decisions

are implemented. What constitutes “implementation” may not be obvious in some

163  Van der Merwe (2002) at 82.

164 Income Tax Interpretation Note 6 of 26 March 2002.
165 SARS Interpretation Note 6 in par 3.1.

166 Income Tax Interpretation Note 6.

167 Van der Merwe (2006) at 126.

168 Olivier & Honiball at 56.
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cases. Implementation may consist of several separate actions undertaken in
various jurisdictions through virtual or mobile offices. This in turn may lead to a
taxpayer having more than one place of effective management during a particular

tax year.'® This is illustrated in an example by Olivier and Honiball.'”®

A decision is taken locally by a company director resident in South Africa to raise finance
from a foreign bank. A phone call is made by the South African resident director while
based locally to arrange for the finance. However, the director flies overseas to sign the
finance agreement.

The question that arises from this example is whether the transaction was

‘implemented” locally or overseas.

If the place where the board of directors execute and implement the policy and
strategic decisions of the company does not correspond with the place where the
day-to-day business operations are actually carried out, the Interpretation Note
provides a second rule, which is a practical approach to eliminating multiple
residences. In terms of this rule, if management functions are not exercised in
one place, due to management by way of distance communication, the place of

[1

effective management is deemed to be “where the day-to-day operational
management and commercial decisions taken by the senior managers are
actually implemented”."”" In other words, that is the place where business
operations are actually carried out. Determining the place of effective
management in this regard will generally not be too difficult to determine if the
company is involved in the manufacture and/or sale of tangible goods, unless
business activities, or parts or phases of such activities are conducted across the
globe. But if a company deals in intangible goods and services, it could be
possible to manipulate the place of effective management by conducting
business operations and activities from various locations.'? Referring to this rule,
Van der Merwe'”® argues that the SARS’ practical approach “will not necessarily
result in a single place of residence, as a taxpayer may have several places

across the world where operational and commercial decisions are implemented,

169 Van der Merwe (2006) at 126.

170 Olivier & Honiball at 56.

171 SARS Interpretation Note 6 in par 3.3.

172 Oguttu & Van der Merwe at 311; Note that, SARS’ solution for this type of situation,
namely to determine the place with the strongest economic nexus, is not adequately
explained; SARS Interpretation Note 6 in par 3.3.
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and where the business activities, or parts or phases of such business activities,
are carried out or conducted”.

The third approach that SARS uses is that where the business operations or
activities are conducted from various locations, “one needs to determine the
place with the strongest economic nexus”.' VVan der Merwe'”® argues that this
approach is not expressly linked to effective management, but it could be used
as an alternative tool to determine residence and therefore its usefulness in
determining the place of effective management is doubtful.'® It is also worth
noting that the Interpretation Note does not explain the phrase “economic nexus”,
and does not provide guidance in this respect.’’ Although the phrase “economic
nexus” is referred to by the OECD as a possible alternative for the replacement
of effective management, or as one of the elements in a hierarchy of tie-breaker

rules,'’®

none of these options employs “economic nexus” as a means of
determining effective management, but it regards it as a separate rule. It is also
worth noting that applying “economic nexus” requires the ability to find the
strongest or the closest economic nexus. Locating an entity’s closest or strongest
economic relations would require examining and weighing several factors, for
example, determining the state where the entity has most employees and assets;
carries on most activities; where it generates most of its revenue; or where it has
its headquarters.'”® Neither the OECD nor SARS Interpretation Note provide any
guidance on the weight allocations to be given to these factors. This makes the

‘economic nexus” test quite difficult to apply.

173 Van der Merwe at 128.

174 SARS Interpretation Note 6 in par 3.3.

175 Van der Merwe (2006) at 128.

176 Note that in South Africa, “economic nexus” is not used as test of residence, in terms of s
1 of the Income Tax Act; an entity is resident if it is incorporated, established or formed or
has a place of effective management in South Africa. It is however worth noting that
‘economic nexus” has strong links to “residence” as a means for determining the
jurisdictional to tax income. For instance, RJ Vann “International Aspects of Income Tax”
in V Thuronyi Tax Law Design and Drafting (1998) at 279, notes that “a person is a
resident of a country if the person has close economic and personal ties to the country”.
See also Kergeulen Sealing & Whaling Co Ltd v CIR 1939 AD 487 at 507. Van der Merwe
(2006) at 129 however notes that there is uncertainty whether “economic nexus” is an
appropriate test to confer residence or whether it should be merely used as a tie-breaker
test that is similar to “centre of vital interest” - a tie-breaker tests that is used for individuals
(art 4(2)(a) of the OECD Model Tax Convnetion). See OECD 2001 Discussion Paper in
par 50.

177 Van der Merwe (2006) at 129.

178 OECD 2003 Discussion Draft in par 8c.

179 OECD 2003 Discussion Draft at 5.
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SARS’s Interpretation Note 6 acknowledges that management structures,
reporting lines and responsibilities often vary from entity to entity, depending on
the requirements of the entity, so no hard and fast rules can be laid down."®® In
such circumstances, SARS provides a non-exhaustive list of facts and
circumstances that may be relevant when determining the place of effective
management. Some of the circumstances (mentioned in Interpretation Note 6)
that could be considered in determining the “place of effective management” are:
- where the centre of top management is located;
- the location of and functions performed at headquarters;
- where the business operations are actually conducted,;
- where the controlling shareholders make key management and
commercial decisions for the company;
- the place of incorporation, formation or establishment of the company
and the location of its registered office;
- the residence of the directors or senior managers of the company who
are responsible for its day-to-day management;
- the place where the company’s directors or senior managers frequently
hold company meetings;
- the actual activities and physical location of senior employees; and

- the scale of onshore as opposed to offshore operations.

The question that arises from the above is whether the listed factors should be
viewed qualitatively or quantitatively. It is not clear whether they all carry the

same weight.'®’

In general, it is reasoned that SARS’s interpretation Note 6 may not necessarily
result in identifying a single place of effective management, and may in some

instance lead to the possibility of multiple places of residence.'®?

It is however,
worth acknowledging that although South Africa does not have a statutory

meaning of the term “place of effective management”, SARS Interpretation Note

180 The Income Tax Interpretation Note 6.
181 Van der Merwe (2006) at 133.
182 Van der Merwe (2006) at 133.



91

6 may play a significant role in the determination of the meaning of the term for
domestic law purposes. Sight should also not be lost of the fact that in South
Africa, the words “place of effective management” as one of the tests of company
residence, in section 1 of the Income Tax Act, replaced the previous test

“managed and controlled” (i.e. where the board of directors meets).'®

It may
therefore be argued that in a domestic context, the words “place of effective
management” mean something different from “where the board of directors

meets”.'®*

It is also important to note that SARS Interpretation Note 6 gives valuable
guidance to taxpayers, who often approach the subject of effective management
in a simplistic manner. For example, often taxpayers assume that a company is
effectively managed outside the Republic merely because the directors travel
aboard from South Africa once or twice a year to hold a board meeting, when the
true effective management, as contemplated in the Interpretation Note, is
actually exercised in South Africa.”® SARS has even taken practical steps to
determine whether the place of effective management of some of these entities
is actually in South Africa. According to a report in Finance Week of 20 July
2004, SARS sent out questionnaires to companies asking where the activities of
their offshore companies are based. This is clearly to find out if these companies

are effectively managed in South Africa.

The limitations of applying SARS’s interpretation of “place of effective

management”

Despite the valuable guidance that Interpretation Note 6 gives in the
interpretation of the “place of effective management’, it is trite that SARS’s
Interpretation Notes are not law and in a number of cases it has been argued
that SARS is not bound by its own Practice Notes and Interpretation Notes.'®®

This implies that South African courts are not bound to follow SARS’s

183 Olivier & Honibal at 69.

184 Olivier & Honibal at 69.

185 K Mitchell & L Mitchell Offshore Transactions and the World-wide Basis of Taxation (2004)
Tax Seminar Notes at 22.

186 ITC 1675 (1998), 62 SATC 219 (G) at 229A.
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Interpretation Notes.

Section 108(2) of the Income Tax Act provides that if the National Executive of
South Africa enters into an agreement with the government of any other country
to regulate the taxation of income, profits, gains and donations which may be
taxable in both countries, as soon as the double tax agreement is ratified and has
been published in the Government Gazette, its provisions are effective as if they
had been incorporated into the Income Tax Act.'® Most of South Africa’s treaties
largely follow the OECD Model Tax Convention on Income and on Capital,'®
although South Africa is not a member of the OECD.'® In CIR v Dowing,'® the
court held that South Africa is bound to take cognisance of the guidelines for
interpretation issued by the OECD in its commentaries on the concepts used in
the OECD Model Tax Convention. Section 231 of the Constitution of the Republic
of South Africa provides that courts are bound to apply customary international

rules and practices.

But as noted above, unlike SARS’s Interpretation Note 6, the OECD’s
interpretation of this concept can easily be manipulated for tax avoidance
purposes in the current e-commerce era.’®' Anincreasing number of businesses
are now conducted trans-nationally; company management (whether it is the

directors, a subcommittee, or the executive directors) can theoretically meet

187 Meyerowitz in par 30.10; Huxham & Haupt at 356. See also s 231 of the Constitution of
the Republic of South Africa, 1996.

188 In principle, there are three models for drafting double taxation agreements, which have
been developed over time. Firstly, there is the Model Tax Convention on Income and
Capital, published by the OECD. This model was prepared by developed countries of the
world and embodies rules and proposals by capital exporting countries. Then there is the
United Nations Model Double Taxation Convention. This Model has been drafted between
developed and developing countries and it attempts to reflect the interests of developing
countries. Lastly there is the United States Model which is followed by most treaties that
the United States has signed with other countries, including South Africa. See Olivier &
Honiball at 7. See also Huxham & Haupt at 341.

189 Olivier & Honiball at 8; Huxham & Haupt at 341. There are 30 OECD member countries.
Namely: Australia, Austria, Belgium, Canada, Czech Republic, Denmark, Finland, France,
Germany, Greece, Hungary, Iceland, Ireland, Italy, Japan, Korea, Luxembourg, Mexico,
Netherlands, New Zealand, Norway, Poland, Portugal, Slovak Republic, Spain, Sweden,
Switzerland, Turkey, United Kingdom and United States. See OECD “OECD Member
Countries”. Available at
>http://www.oecd.org/document/58/0,2340.en_2649 201185 1889402 1 1 1 1,00.html>
, last accessed on 17 May 2007.

190 1975 (4) SA 518 (A) at 524.

191 Van der Merwe (2006) at 136.
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anywhere in the world or via the Internet to decide on strategic policy issues
concerning the company. By contrast, the daily operational concerns of a
company are normally dealt with at a single location, where the company carries

on business, by its staff or directors individually, not as a board.%

Although the concept “place of effective management” can be manipulated by
the emergence of e-commerce, this concept should not be replaced until a more
feasible solution is found that provides legal certainty, accords with the actual
economic activities of the company and is administratively practical.”®® As noted
above, the OECD has recognised the limitations inherent in its interpretation of
the term “place of effective management”. The OECD 2003 Discussion Paper'®*
suggests that the OECD interpretation of term “place of effective management
should be refined or an alternative interpretation of “place of effective
management” should be applied.'®® As stated above, commentators on these
proposals seem to favour the second proposal since it takes into account the
factors of production used by the company to derive its profits.”®® SARS'’s
interpretation appears to be in line with this proposal since it recognises day-to-
day management by directors and senior managers as effective management.
Although SARS’s interpretation has some unsatisfactory details that need to be
clarified, it is a better tie breaker test than the alternative OECD interpretation

that recognises central control as an indicator of effective management.'®’

It is recommended that SARS’s interpretation should be refined and be given the
force of law by inserting a subsection in section 1 of the Income Tax Act that

defines the term “place of effective management”. It is worth noting that in 1997

rt1 98

Katz Commission Repo recommended that an appropriate definition of this

t.199

should be inserted in section 1 of the Income Tax Ac It is regrettable that this

recommendation has not yet been followed. In this author’s view, a definition of

192 Van der Merwe (2002) at 81-82.

193 Van der Merwe (2006) at 125.

194 OECD 2003 Discussion Paper.

195 OECD 2003 Discussion Paper in pars 7 and 8.

196 Hinnekens at 317; Confédération Fiscale Européenne at 5.

197 Van der Merwe (2006) at 135.

198 Katz Commission Report in par 6.1.2.1.

199 For a suggestion as to how the definition of “place of effective management could read,
see chapter 10 par 10.2.1.
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the term “place of effective management” in the Income Tax Act would provide
valuable guidance to taxpayers and tax authorities in determining whether a
company is resident in South Africa by virtue of the fact that it is effectively

managed in South Africa.

3.9 JURISDICTION TO TAX INVESTMENTS FROM OFFSHORE
COMPANIES IN THE UNITED KINGDOM

The United Kingdom uses the residence basis of taxation®* to tax the worldwide
income of its residents. The concept of residence is used to distinguish between
taxpayers subject to tax on their worldwide income and non-resident taxpayers

subject to tax only on income derived from United Kingdom sources.?®’ In

Colquhoun v Brooks,?*

it was held that the “Income Tax Acts impose a territorial
limit, in that either the source from which the taxable income is derived must be
situated in the United Kingdom, or the person whose income is to be taxed must
be resident in the United Kingdom”. This implies that if income does not arise in
the United Kingdom, it is not charged, unless the person to whom it accrues is

resident in the United Kingdom.

Companies resident in the United Kingdom are subject to tax on their worldwide
income.?® Company income tax, known as corporation tax, is imposed on the
worldwide profits (income and capital gains) of companies resident in the United

Kingdom subject to unilateral and treaty relief provisions.

Previously the test for determining company residence in the United Kingdom
was based on the case of De Beers Consolidated Mines Ltd v Howe,?** where it

was held that the test of company residence is where the central management

200 Spitz & Clarke at UK/4-10; R Helsby, J McMahon & B McCarthy B Trouble with the Tax
Man? Offshore Survival 2 ed (1990) at 3.

201 A Sumption Taxation of Overseas Income and Gains 4 ed (1982) at 1-25.

202 (1889) 14 App Cas 493 at 503.

203 Ss 6(1) and 8(1) Income and Corporations Tax Act 1988.

204 [1906] AC 455; see also HJ Ault Comparative Income Taxation: A Structural Analysis
(1997) at 372.



95

and control of the company’s business actually resides. A company’s central
management and control would normally be exercised by its directors who make
the fundamental policy decisions that constitute the exercise of central
management and control of the company.?®® The central management and
control test of corporate residence was intended to prevent United Kingdom
residents from establishing tax-haven companies that were controlled from the
United Kingdom.?*® The place where the directors’ meetings were held was a
very important factor in determining the residence of a corporation. However,
with the developments in telecommunications, Inland Revenue realised that
effective control of a company could be moved from place to place without
difficulty. For instance, if a corporation was incorporated in the United Kingdom,
but all or some of its directors were resident outside the United Kingdom and also
board meetings took place and decisions on general and financial policy were
made outside the United Kingdom, the corporation would have the income tax
status of non-residence in the United Kingdom. Such non-resident companies
would operate through branches or agencies in the United Kingdom and were
only taxed on United Kingdom income (subject to any treaty provisions).?*’
Corporate residence became both difficult to determine and easily manipulated
for tax purposes in that it enabled taxpayers to exploit double tax treaties in order
to reduce taxes on international investments. The globalisation of financial
markets also meant that multinational enterprises that were spreading across the
world could manipulate the management and control test by placing senior
management in a particular jurisdiction or having a corporation incorporated in a

particular jurisdiction just to offer a basis for taxation in that jurisdiction.?’®

To curb the resultant tax avoidance, legislation was enacted to the effect that a
company incorporated in the United Kingdom on or after 15 March 1988 is
treated as a United Kingdom resident even if its management and control are

exercised outside the United Kingdom.209 As aresult, incorporation is at present

205 Helsby et al at 7.

206 Arnold at 302.

207 S 246(1) of the Income and Corporation Taxes Act 1970.

208 M Gammie “International Tax Avoidance: A UK Perspective” (2000) 172 Intertax 275.

209 S 66 and Schedule 7 Finance Act 1988; see also Spitz & Clarke at UK/4-10; see also Ault
at 372; HJ Ault & BJ Arnold Comparative Income Taxation: A Structural Analysis 2 ed
(2003) at 350. It is worth noting that previously South Africa also relied on the United
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the test of residency for United Kingdom companies and case law on central

management and control is of relevance only to companies registered abroad.

There are, however, two exceptions to the incorporation test:

Firstly, a company will remain non-resident if it was carrying on business
before 15 March 1988 and had become non-resident before then,
pursuant to a general or a specific Treasury consent obtained under
section 765 of the 1988 Income and Corporation Taxes Act. If the
consent was a specific consent, the company can remain non-resident
regardless of where it is based, and it only becomes a United Kingdom
resident if it in fact becomes resident under the central management and
control test.?"°

Secondly, when a company is a dual resident in that it is resident in the
United Kingdom under United Kingdom domestic law, or it is liable to tax
in some other state (by reason of residence, domicile, or place of
effective management) and there is a double-tax treaty between the
United Kingdom and that other state, the company is treated as resident
in the other state for the purposes of the treaty.?'” This is in line with the
OECD Model Treaty, which provides under the tie-breaker rule that a
company will be resident where its place of effective management is
situated. Thus a dual company that is registered in a treaty country and
has a place of effective management in the United Kingdom is deemed to

be resident in the United Kingdom.?'

The meaning of “place of effective management” in the United Kingdom

In the United Kingdom, there is no clear distinction between the meaning of term

“place of effective management” and the term “central management and control”.

210

21
212

Kingdom precedent as laid down in the De Beers case, whereby the test of company
residence was where the central management and control of the company was based. But
because this test is prone to tax avoidance, this test of residency for companies was also
repealed in South Africa.

Summing up this exception, Ault at 372 notes that, although from 1988 companies
incorporated in the UK are resident there, companies incorporated elsewhere were left
liable to tax under the old UK residence status.

G Clarke Offshore Tax Planning 9 ed (2002) at 272.

S 249 Finance Act 1994, see also Spitz & Clarke at UK/4-10.
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In Wensleydale’s Settlement Trustees v CIR,?" it was held that:

the place of effective management is not necessarily where a corporate body carries on
business, but where the board of directors meets on the company’s business which may
differ from the place where the company’s business is carried on or is managed by staff
or directors individually and not acting as a board.

Owen?' is of the view that “effective management” denotes a form of

management lower than “central management and control”. He?"?

explains that
although in practice the two forms of management often coincide, the place of
effective management is “the place where you would expect to find the
executives and senior staff who actually make the business tick”. That is "the
place where one would, for example, expect to find: the financial director, the
sales director, and the managing director. As these executives would normally be
on the board of directors, the location of the place of effective management will
only differ from the place where “central management and control” is exercised, if
the term “effective management” refers to where the directors normally reside

and not where they hold board meetings.?'®

According to Weizman,?" the “place of effective management” is where the day-
to-day management of a company is carried on, which may not be the place
where the highest policy decisions of the company are taken.?'® This view
appears to be rooted in the Inland Revenue Statement of practice 6/83 which

provides in part that:

The parent will normally influence, to a greater or lesser extent, the actions of the
subsidiary. Where that influence is exerted by the parent exercising the powers which a
sole or majority shareholder has in general meetings of the subsidiary, for example to
appoint and dismiss members of the board of the subsidiary and to initiate or approve
alterations to its financial structure, the Revenue would not seek to argue that central
management and control of the subsidiary is located where the parent company is
resident. However, in cases where the parent usurps the functions of the board of the
subsidiary ... or where that board merely rubber stamps the parent company’s decision
without giving them any independent consideration, the Revenue will draw the conclusion
that the subsidiary has the same residence for tax purposes as its parent.

213 (1998) The Taxpayer 81.

214 P Owen “Can Effective Management be Distinguished from Central Management and
Control?” (2003) British Tax Review at 300.

215 Owen at 300.

216 Owen at 300.

217 L Weizman “Taxing Remuneration for Employment aboard a Ship: Where is Place of
Effective Management Situated?” (1996) International Bureau of Fiscal Documentation at
163. See also Olivier & Honiball at 67.

218 Weizman at 166. The Interpretation of the term “place of effective management” in the
United Kingdom accords with South Africa’s interpretation of this term as set out in SARS
Income Tax Interpretation Note 6 of 26 March 2002.
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... [T]here may be cases where a company is a member of a group having its ultimate
holding company in another country which will not fall readily into either of the categories
referred to above. In considering whether the board of such a subsidiary company
exercises central management and control of the subsidiaries business, they have regard
to the degree of autonomy which those directors have in conducting the companies’
business. Matters (among others) that may be taken into account are the extent to which
the directors of the subsidiary take decisions on their own authority as to investment,
production, marketing and procurement.

... [1]t is now considered that effective management may in some cases, be found at a
place different from the place of central management and control. This could happen, for
example, where a company is run by executives based abroad, but the final directing
powers rest with non-executive directors who meet in the UK. In such circumstances the
company’s place of effective management might well be abroad but, depending on the
precise powers of the non-executive directors, it might be carefully managed and
controlled (and therefore resident) in the UK. (Emphasis added).

From the above, it appears that there is no clear distinction between term “place
of effective management” and the term “central management and control” in the
context of a group of companies. Case law is also not clear on this matter. In a
few cases, the courts have ruled that where the board of directors of a subsidiary
stands aside altogether so that the parent company effectively usurps the
function of the board of directors of the subsidiary, then it cannot be said that the
“central management and control” of the subsidiary abides where the board of

k2% it was

directors of the subsidiary meets. In Unit Construction Co Ltd v Bulloc
held that an African subsidiary whose directors met locally was nevertheless
resident in the United Kingdom since its parent company in the United Kingdom
had taken over the running of the subsidiary company due to difficult local

conditions.

The situation is however different where a subsidiary’s board of directors still
exercises central management and control but does so under the influence of or
with guidance from the parent company. This matter was dealt with in Wood and
another v Holden.?® This case was concerned with a tax planning arrangement
in the context of the sale of shares in a family business. The facts of the case
were as follows: Mr and Mrs Wood were settlors of a number of non-resident

settlements that were set up as a part of a scheme to avoid capital gains tax. The

219 [1960] AC 455.
220 [2006] EWCA Civ 26.
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trustee of those settlements was the sole shareholder of Copeswood
Investments Limited (“CIL”), a company registered in the British Virgin Islands. In
July 1996 CIL sold some shares to Eulalia Holdings BV (Eulalia), a company
incorporated in Netherlands. The scheme assumed that CIL and Eulalia were not
merely incorporated outside the United Kingdom but were also resident outside
the United Kingdom. The Special Commissioners challenged the efficacy of the
arrangements on the basis that Eulalia was a resident of the United Kingdom.
This would render ineffective the proposed tax planning arrangements devised

by PricewaterhouseCoopers (Mr and Mrs Wood’s Accountants).

The central issue in this case was whether CIL made a chargeable gain when it
sold its share to Eulalia in July 1996. In terms of section 13 of the Taxation of
Capital Gains Act (TCGA) 1992, the gains that arose to CIL (on the disposal of
shares to Eulalia) would be attributed to the non-resident trustees who were
participators in CIL. Further, in terms of section 86 of TCGA (which deals with the
attribution of gains to settlors with interests in non-resident settlements), those
gains would be attributable to, and chargeable on, the settlors, Mr and Mrs
Wood. However, section 14 of the TCGA provides that for the purposes of
section 13 of the TCGA no gain arises on a disposal by one company to another
provided that both companies are in a non-resident group of companies (as
defined in section 14(4)(a) of the TCGA).

It was not disputed that Eulalia and CIL were members of a group of companies.
The issue was whether they were both not resident in the United Kingdom at the
date of the disposal of the shares to Eulalia. If they were not United Kingdom
residents, section 14 of the TCGA would apply and no gains would arise on CIL’s
disposal to Eulalia. The Revenue was of the view that while CIL was resident
outside the United Kingdom, Eulalia was resident in the United Kingdom. Thus
the gains made by CIL on the disposal of the shares were attributed to the
trustee under section 13 of the TCGA. It was argued that Eulalia was resident in
the United Kingdom, because the decision making process was not carried on by
the company’s Board of Directors. Its sole director was told what to do by Mr

Wood and PriceWaterhouseCoppers and that in effect, no real decisions were
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taken in the Netherlands. Mr and Mrs Wood were assessed to CGT in respect of
those gains, which were treated as accruing to them under section 86 of the
TCGA. When the matter was taken to the High Court, it was held that Eulalia was
resident in the Netherlands and that there was no evidence that its powers had
been usurped by PriceWaterhouseCoppers. The judge noted that although a
board of directors may act under the influence of another person, that does not
necessarily mean that the board of directors has ceased to exercise central

management and control. The Revenue appealed the High Court’s judgment.

In the Court of Appeal, Lord Justice Chadwick held that the High Court had been
correct in holding that Eulalia was resident in the Netherlands. In seeking to
determine where the “central management and control” of a company
incorporated outside the United Kingdom lay, it was essential to recognise the
distinction between:

(a) cases where management and control of the company was exercised
through its own constitutional organs (the board of directors or the
general meeting); and

(b) cases where the functions of those constitutional organs were
“‘usurped”, in the sense that management and control was exercised

independently of, or without regard to, those constitutional organs.

In cases which fall within the first category, it is essential to recognise the
distinction between (a) the role of an “outsider” in proposing, advising and
influencing the decisions of the board of directors and (b) the role of an outsider
who dictates the decisions which are to be taken. In regard to the Wood v Holden
case, the Court of Appeal noted that the (Netherlands based) directors of Eulalia
were not bypassed, but they signed or executed the documents relating to the
sale and purchase of the shares. Although PriceWaterhouseCoppers set up the
overall structure, it intended and expected the directors of Eulalia to take the
decisions, which it in fact took. In light of the above, the High Court’s decision to
reverse the Revenue’s findings as to the residence of Eulalia on the basis of the

“central management and control” test was upheld.
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Although the Court of Appeal found it unnecessary to decide whether a different
conclusion could have been reached if the “place of effective management” test
was applied, it remarked that “it is difficult to see how, in the circumstances of
this case, the two tests could have lead to different answers”.?*" In effect, the
Court of Appeal was of the view that the two tests were in essence one and the

same.

The significance of the Wood v Holden case in the context of an international tax
planning structure is that if an offshore subsidiary is only required to effect limited
tasks and its offshore directors properly apply their minds to these tasks, there is
no reason to find that the “place of effective management” of the offshore

subsidiary is in the jurisdiction where the parent company is located.?*

Another recent United Kingdom case that inter alia dealt with the meaning of
‘place of effective management” is Indofood International Finance Ltd v JP
Morgan Chase Bank.??®> The detailed facts of this case are dealt with further
ahead in this chapter with respect to the discussion on “beneficial ownership”. In
brief, the case revolved around the setting up of a conduit company structure.
The parties had devised a financing structure, to benefit from the reduced
withholding tax rate in the Indonesia/Mauritius double taxation treaty. When the
treaty was terminated, one of the parties sought to set up a conduit company in

the Netherlands to remedy the situation.

In determining whether the proposed conduit company in the Netherlands would
be regarded as resident in the Netherlands, the Court of Appeal referred to
article 4 of the Netherlands/Indonesia treaty, and the Commentary to the OECD
Model Convention, which state that "the place of effective management is the

place where key management and commercial decisions that are necessary for

221 [2006] EWCA Civ 26 in paragraph 43.

222 DM Davis “Place of Effective Management” 56 (May 2007) The Taxpayer at 84. See also
M Hutton “Company Residence: Central Management and Control — Capital Tax Review”
(June 2006). Available at >http://www.taxationweb.co.uk/articles.article.php?id=346<, last
accessed 2 April 2007; A Nathan “Determining Company Residence after Wood v
Holden”. Available at
http://www.taxbar,com/documents/comoany Residence Wood v_Holden AN_000.pdf<,
last accessed on 28 June 2007.

223 [2006] EWCA Civ 158.
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the conduct of the entity's business are in substance made". The Chancellor in
the Court of Appeal did not doubt that the directors of Netherlands conduit
company would make the decisions regarding the keeping of books,
management of the audit, handling charges and what to do with equity capital.
However, the Chancellor ruled that these could not be considered key decisions
to ensure a “place of effective management” for treaty purposes. The Chancellor
concluded that the conduit company in the Netherlands would not be considered
aresident in the Netherlands, as the key decisions relating to its setting up would

be taken by parent company in Indonesia.

3.10 JURISDICTION TO TAX INCOME FROM INVESTMENTS IN
OFFSHORE COMPANIES IN THE UNITED STATES

Corporations that are incorporated in the United States are taxed on their
worldwide income regardless of their geographical location.?** A corporation
incorporated under the laws of another country is treated as a foreign corporation
for United States tax purposes. Foreign corporations, like non-resident alien
individuals, are subject to full United States tax only on their effectively

connected income that has its source in the United States.??°

In order to alleviate international double taxation that may arise as a result of the
worldwide basis of taxation, a foreign tax credit is availed to United States

domestic corporations which pay taxes on foreign income to other countries.??

Although the OECD recommends that countries use the “place of effective
management” as a tie-breaker test for determining the residence of a dual

resident company for tax purposes, the United States’ observation under article

224 S 11 of the Internal Revenue Code as amended; see also W F O’Conner An Inquiry into
the Foreign Tax Burdens of US Based Multinational Corporations (1980) at 24; see also
Rappako at 46; see also Ault at 371; see also Ault & Arnold at 349 where it noted that all
corporations organised under the laws of the United a States or one of the Federal States
are treated as “domestic”, ie resident corporations regardless of any other connection to
the jurisdiction.

225 IRC s 871, 881and 882; see also Rappako at 46.

226 IRC s 33 and s 64(a); Rotterdam Institute for Fiscal Studies at 284 notes that the tax credit
mechanisms are employed to ensure that the overall rate of tax imposed on those subject
to US tax jurisdiction does not exceed the higher of the US rates or the average rate
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4(3) of the OECD Model Convention is that it reserves the right to use the “place
of incorporation” test to determine the residence of a corporation, failing that the
United States denies dual resident companies certain benefits under the
Convention. It is worth noting that while the “place of incorporation” test has the
advantage of being easily understood and has minimal administrative and
compliance costs, it can be argued that this test is not an effective tie-breaker
test.?*" In today’s environment, the act of incorporating an enterprise is relatively
simple; many jurisdictions even allow online incorporation or establishment.?® As
aresult, itis possible that the only tie an enterprise may have to the jurisdiction in
which itis incorporated or established is a formal tie. A company incorporated in
country A may have its entire management, business operations and assets
located in country B. Using the place of incorporation as a tie-breaker for
companies would produce the same results as recognising the place of birth of a
person as the sole residence test whereas a person may be born in a given

country and yet be resident in another.??°

3.11 CONCLUSION

In conclusion, it can be said that the test of company residence applied in South
Africa seems to be in line with the test applied in the United Kingdom. Generally,
in both countries the test for company residence is if the company is incorporated
or if it has a “place of effective management” there. The United States only uses
the place of incorporation as the test. Although it is more difficult to manipulate
the “place of effective management” test because it is less artificial than the
place of incorporation test, the possibility of tax avoidance even where the “place
of effective management” test is used, is enhanced by the rise of e-commerce as
“the Internet provides the information and opportunities necessary to make
residence more a matter of deliberate choice rather than fate”.>*° The heightened
international competition may thus force companies to move their residences

from high-tax jurisdictions to low-tax jurisdictions. This may force high-tax

imposed by the foreign countries in which a US taxpayer operates or invests.
227 OECD 2001 Discussion Paper in par 51.
228 OECD 2001 Discussion Paper in par 57.
229 OECD 2001 Discussion Paper in par 57.
230 Kohl-uta at 436.
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countries to search for alternative criteria for determining entity residence.?*’

In most jurisdictions, the residence basis of taxation has to be supplemented with
specific anti-avoidance legislation, for example in respect of controlled foreign

companies. This phenomenon is dealt with in the next chapter.

231 Van der Merwe at 81-82; Doernberg & Hinnekens at 371-273.
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CHAPTER 4

CURBING TAX AVOIDANCE THAT RESULTS FROM INVESTING IN
OFFSHORE COMPANIES: SOUTH AFRICA

41 INTRODUCTION

Historically, exchange control regulations have been used in a number of
countries to prevent residents from investing or transferring funds abroad, but in
the past few decades many countries have eliminated or relaxed their exchange
control regulations. In addition to exchange controls, in many tax systems both
statutory and judicial anti-avoidance doctrines, such as the sham and substance
over form, have been used,’ but these have also been found to be ineffective in

preventing offshore tax avoidance.

With the growing use of international intermediaries and the development of
preferential tax regimes, a number of countries have been prompted to enact
specific legislation to reduce the risk of losing domestic tax revenue from
international investment. Such legislation includes the “controlled foreign
company” (CFC) legislation. The basic reason for this legislation is that in its
absence it would be easy for a resident taxpayer to defer domestic taxation on its
foreign income by simply interposing a foreign company in a territory with a lower
level of taxation to receive such income, instead of remitting it to the home
country.? CFC legislation ensures that the undistributed income of a controlled
foreign company is not deferred, but it is taxed in the hands of its domestic
shareholders on a current basis.® The rationale is that as the income received by

or accrued to a foreign company cannot be taxed directly, even if the foreign

1 OECD Studies in Taxation of Foreign Source Income: Controlled Foreign Company
Legislation (2000) at 18 (“OECD 2000 Report on CFC Legislation”).

2 OECD 2000 Report on CFC Legislation at 10.

3 L Olivier & M Honiball International Tax: A South African Perspective 3 ed (2005) at 358;

B Arnold The Taxation of Foreign Controlled Corporations: An International Comparison
(1986) at 131; R Jooste “The Imputation of Income of Controlled Foreign Entities” 118
(2001) The South African Law Journal at 473-474; see also A de Koker Silke on South
African Income Tax: Being an Exposition of the Law, Practice and Incidence of Income
Tax in South Africa Vol 1 (last updated December 2006) in par 8.10.2. See also BJ Arnold
& MJ Mclntyre International Tax Primer 2 ed (2002) at 91.
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company is completely owned by residents of the particular state, the only
alternative is to tax the residents controlling the foreign company on the basis

that the income is presumed to have been distributed to them.

As the state in which the foreign entity is resident will also tax the income, the
double taxation that might arise is often resolved by providing a foreign tax credit
(for example section 6quat of the South African Income Tax Act4). When the
income is eventually distributed in the form of dividends, the dividends are
usually exempt from tax (eg section 10(1)(k)(ii) of the South African Income Tax
Act).®

The Organization for Economic Cooperation and Development (OECD) supports
the introduction of CFC regimes as a way of countering the transfer of profits to
low-tax jurisdictions by targeting passive and low-tax income rather than the
profits of the CFC itself. The OECD has stated that CFC rules are in line with
articles 1, 7 and 10 of the OECD Model Tax Convention.

The decision whether to enact CFC legislation depends in part on whether a
country’s fiscal policy adheres to a doctrine of “capital import neutrality” or
“capital export neutrality”.6 “Capital export neutrality” refers to the choice that an
investor resident in a home country has between investing his/her savings at
home or in a foreign host country. Capital export neutrality requires that all
residents of a country should face the same marginal effective tax rate, whether
they invest in that country or abroad. In other words, the tax system should be
neutral with regard to decisions to invest at home or abroad. CFC legislation

7 «

reflects a capital export neutrality doctrine.” “Capital export neutrality” is violated

if, for example, both the home and the host countries fail to tax income from

Act 58 of 1962, as amended.

Olivier & Honiball at 358.

SE Shay “Revisiting US Anti-Deferral Rules” 74 (1996) Taxes at 1042.

D Sandler Tax Treaties and Controlled Foreign Company Legislation Tax: Pushing the
Boundaries 2 ed (1998) at 14; L Lokken “Whatever Happened To SubPart F? U.S CFC
Legislation After the Check-the-Box Regulations” 7 (2005) Florida Tax Review at 189; RS
Avi-Yonah “Comment on Peroni, Fleming and Shay, 'Getting Serious About Curtailing
Deferral of US Tax on Foreign Source Income’ 52 (1999) SMU Law Review at 222 (“Avi-
Yonah 1999”); CR Sweitzer “Analysing SubPart F in the Light of Check-the Box” 20 (2005)
Akron Tax J at 103.

~NOoO O~
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investment in the host country, while an investment in the home country is taxed.
This could happen when the home country grants deferral and the host country
does not impose a tax on foreign investors. In that case, investors would prefer
to invest in the host country rather than the home country even if the pre-tax yield
on the domestic investment were higher.® The recognition of a company as a
separate entity from its shareholders gives rise to many opportunities to defer the
payment of tax on foreign profits, leaving them in the hands of the foreign
subsidiary that earned them. This is a breach of the capital export neutrality

doctrine that the enactment of CFC legislation could address.’

“Capital import neutrality” requires that residents of one country who invest
abroad should obtain the same after-tax rate of return as residents of the source
country in which they invest.'® Capital import neutrality is violated if, for example,
foreign investors in a host country are taxed on their investment income at the
home country rate, while the host country does not levy an income tax on
investment income. In that case domestic (host country) investors will have a
different net return on their investments in the host country than foreign (home
country) investors." The result is that intertemporal marginal rates of substitution
(that is, the choice between present and future consumption) will not be the
same between countries, and the international allocation of world savings will be
distorted.?

In summary, capital import neutrality encourages deferral of taxes since it
encourages the host country’s demand for capital. On the other hand, capital
export neutrality ensures that deferral does not occur and so it assures efficient

allocation of world investment.’

CFC legislation is generally seen as an
instrument to guard against the unjustifiable erosion of the domestic tax base by
the export of investments to non-resident corporations.’ The reason why some

countries have not introduced CFC legislation could be that the extent of

8 Avi-Yonah 1999 at 532.

9 J Tiley Revenue Law 5 ed (2005) at 1139.

10 Sandler at 14.

11 Avi-Yonah 1999 at 533.

12 Avi-Yonah 1999 at 533.

13 Avi-Yonah 1999 at 534.

14 OECD 2000 Report on CFC Legislation at 11.
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avoidance of domestic tax by the use of non-resident corporations is not such a
significant problem in their particular circumstances that it justifies legislation of
this nature. Or they may not feel strongly committed to capital export neutrality
(that resident taxpayers should pay the same tax on their domestic and foreign

source investment income).™

Generally CFC legislation in the different countries where it has been introduced
has followed two basic approaches: One of the approaches is the “jurisdictional
approach”, sometimes referred to as the “entity approach”. This approach ends
deferral for all of the income of the CFC. In effect, all of the income of the CFC is
attributed pro rata to the domestic shareholders, but only if certain conditions are

t.® Possible conditions would be that the CFC is a resident of a tax haven,

presen
that its income is taxed below a certain rate, or that a certain percentage of its
income is from tax-haven-type activities.'” Basically, under this approach the
legislation and related administrative actions identify corporations that are to be
considered tax-haven companies and shareholders are taxed on all the income
of these corporations, regardless of its source or nature. The United Kingdom

and Japan follow this approach.'®

The other approach is the “transaction approach” or “tainted income” approach,
under which only tainted income of the CFC is attributed pro rata to domestic
shareholders.' The legislation identifies particular kinds of income as tax haven
income and taxes resident shareholders on only those types of CFC income. In
general this covers passive income and base company income. Passive income
would include dividends, royalties and interest as well as income from
transactions with related parties. The US, Canada and Germany use this

approach.?

15 OECD 2000 Report on CFC Legislation at 11.

16 Sandler at 19; see also Arnold & Mclnytyre at 94.

17 Arnold & Mclnytyre at 94.

18 Lokken at 194.

19 Sandler at 19; Tiley at 1139.

20 Lokken at 194; R J Peroni, JC Fleming and SE Shay “Getting Serious About Curtailing
Deferral of US Tax on Foreign Source Income” 52 (1999) SMU Law Review at 494; JM
Gannon, TJ Calianese, MP Layden, K Moreland & SS Seo “Subpart F, Hybrid Entities and
Other Little Things” 27 (1988) Tax Notes at 473.
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The “entity/jurisdictional” approach and the “transaction approach/tainted income
approach” both have strengths and weaknesses. Those who favour the “tainted
income approach” point to the fact that the income tax laws of virtually every
country have tax-haven features. This is the case where incentives are granted
to attract foreign investment. An approach based on a sorting of countries
between tax-haven countries and other countries may therefore miss tax-haven
schemes utilising entities resident in countries not generally considered to be tax
havens. However, the tainted income approach is vulnerable to tax planners’
creativity in crafting schemes that effectively shelter income in tax-haven
countries without the income falling within any of the categories of tainted
income. Legislation based on a “tainted entity” approach may avoid this trap by
taxing resident shareholders on all income that has been shifted to an entity
resident in a tax-haven country, regardless of its character.?’ Neither approach is

simple.?

Most countries’ CFC legislation follows the same basic pattern. Deferral of
domestic taxation on the income of a controlled foreign company until it is
distributed to its shareholders is eliminated by ignoring the existence of the
foreign company. The resident shareholders of the foreign company are taxed
directly on a pro rata share of the company’s undistributed income.?® Countries
that have CFC legislation define a controlled foreign company in almost the same
way. A controlled foreign company is a foreign company more than 50% of
whose shares, voting power or value, is owned by domestic shareholders.
Beyond this general provision, however, countries’ definitions appear to differ in
minor ways.?*
There are generally three factors countries can apply as the basis for their CFC
legislation, namely:

- The geographical location of the controlled foreign company is used as a

criterion (income from blacklisted jurisdictions).

- The domestic shareholders must control or have a significant ownership

21 Lokken at 194; Peroni et al at 494.

22 Tiley at 1139.

23 Arnold at 131.

24 RL Doernberg, L Hinnekens, WR Hellertein & L Jinyan Electronic Commerce and Multi-
jurisdictional Taxation (2001) at 323.
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and interest in the foreign corporation.
- The nature of the activities engaged in is used to distinguish between
controlled foreign corporations engaging in bona fide business operations

and those used primarily to defer or avoid domestic tax.?

The geographical location requirement is aimed at identifying those countries that
impose little or no tax on income generated in their territory (tax-haven
jurisdictions). In this respect, some countries follow a “designated jurisdiction”
approach whereby the taxing authorities issue a list of tax-haven or non tax-
haven countries to which the legislation will or will not apply. In some jurisdictions
(such as Japan, Indonesia and New Zealand) a “black list” is compiled which
names jurisdictions in which there is no income tax or the income tax is low
compared with that of the home country.?® Other countries compile a “white list”
which designates jurisdictions in which the tax rate is not significantly below the
rate of the home country. In yet other countries the approach is to set a particular
tax rate as the boundary of a “low tax” jurisdiction. All countries with a nominal
rate below the designated rate automatically qualify as “tax havens” under the
controlled foreign company provisions. In South Africa, the designated country
approach was previously used as one of the exclusions to the CFC provisions.
Where a CFC had income that was or would be subject to tax in a designated
country at a statutory rate of 13,5% in the case of capital gains and 27% in the
case of other amounts (after taking into account the possible application of a
double taxation agreement) and the designated country taxed such income on a
similar basis to South Africa, the income of the CFC was not imputed to the
South African resident. However with effect from 1 June 2004, this exemption

has no longer been available.?’

25 Arnold at 407.

26 Doernberg et al at 326.

27 The list of designated countries that applied by June 2004, when investments in
designated countries were still exempted from CFC rules, in terms of the then s 9E(8) of
the Income Tax Act (now deleted), comprised: Algeria, Australia, Austria, Belgium,
Canada, Croatia, the Czech Republic, Denmark, Egypt, Finland, France, Germany, Israel,
Italy, Japan, the Republic of Korea, Lesotho, Malawi, Namibia, the Netherlands, Norway,
Poland, Romania, Slovakia, Swaziland, Sweden, Thailand, Tunisia, the United Kingdom,
the United States of America, Zambia and Zimbabwe. This list gave rise to much debate
because of the omission of countries like Ireland and Singapore. This list was policed as a
number of countries objected to not being on the list in circumstances where they have
close political ties with South Africa and have concluded a double taxation agreement with



111

Even after it has been determined that a controlled foreign company exists in a
tax-haven jurisdiction, a requirement of the CFC legislation of most countries is
that it should be determined whether the income earned falls within the definition
of income which is attributed to domestic shareholders on a current basis. In
some countries, like Germany, Canada and Australia, the CFC provisions apply
only to certain types of passive income and/or foreign company sales or service
income.?® In other countries, no distinction is made between passive income,
active income sales and/or service income, but all the income is attributable. The
United Kingdom, for example, attributes all income but it excludes capital gains.?
When CFC legislation was first introduced in South Africa under the then section
9C of the Income Tax Act,° it applied only in regard to passive income. This has
since been amended and now South Africa’s CFC legislation applies to all

income.

What follows below is a discussion of how this legislation works in South Africa.
A comparative study of the CFC legislation in the United Kingdom and the United
States of America is undertaken in chapter 5. Where South African legislation is

found wanting, recommendations for reform will be made.

4.2 SOUTH AFRICAN CFC LEGISLATION

Apart from the fact that South African residents are taxed on a “residence basis
of taxation”, which ensures that South African resident companies are taxable on
their worldwide income, South Africa also has legislation that prevents South
African residents from deferring South African tax on foreign income that is

derived from offshore companies. In order to bring into the taxing net the income

South Africa. The argument was that those countries that were not on the list were
potentially blacklisted. See Olivier & Honiball at 120.

28 Doernberg et al at 328.

29 Doernberg et al at 328

30 58 of 1962 as amended.
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earned by South African-owned foreign entities (like foreign subsidiaries) and to
counter the deferral of taxes, the worldwide taxation of South African residents is
extended in the Income Tax Act, in order to deem income of a foreign company
to be that of South African residents, notwithstanding the fact that the actual in-
come is received by or accrues to a foreign company.®' Through the use of CFC
legislation, the delay or deferral of taxes is curbed by taxing the South African
owners of foreign companies on the income earned by those foreign companies,

as if they had repatriated their foreign income as soon as it was earned.*

CFC legislation was first introduced in South Africa in 1997 under the then
section 9D of the Income Tax Act (the Act). This initial section 9D was introduced
as an anti-avoidance measure to prevent the avoidance of tax on investment
income of a foreign company or trust. Investment income was defined in section
9C(1) (now repealed) as including any income in the form of any annuity,
interest, rental income, royalty income or other income of a similar nature.>?
When South Africa changed to the residence basis of taxation in 2001, section
9C was repealed, with the result that for years of assessment commencing on or
after 1 January 2001, not only investment income but all income, including capital
gains that have accrued to or been received by a CFC, is attributed to South
African residents.* Thus the current anti-avoidance measure under section 9D
casts a wide net. For example, it covers situations where a resident invests
capital offshore through an offshore company, thereby re-characterising taxable
income and converting it into non-taxable income such as dividends, and also
situations where taxation is deferred or avoided by accumulating or capitalising

such income in a foreign company.>®
4.3 THE DEFINITIONS OF THE TERMS USED IN THE CFC LEGISLATION

In order to apply section 9D successfully, the following issues have to be

31 Jooste at 473-474; see also De Koker in par 8.10.2.

32 Jooste at 474.

33 For a critical review of s 9D before its amendment, see VJ Maren The Taxation of Foreign
Source Investment Income in the Hands of South African Residents (1999).

34 S 9C was repealed by s 9 of the Revenue Laws Amendment Act 59 of 2000.

35 D Meyerowitz Meyerowitz on Income Tax (2006-2007) in par 9.114; see also Jooste at
476.
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determined:
- whether the entity qualifies as a foreign company
- whether the foreign company qualifies as a CFC
- the net income of the CFC as determined in accordance with the Act

- what may be excluded in the determination of the net income of the CFC.

The complexity of section 9D cannot be underestimated. It is therefore necessary
to define some of the concepts used in this provision. The starting point in
determining whether an entity is a CFC is to establish whether it is a foreign

company.

Defining a foreigh company

A “foreign company” is defined in section 1 of the Income Tax Act (as amended)
as any association, corporation, company, arrangement or scheme (as provided
for in paragraph (a), (b) or (e) of the definition of “company” in section 1) that is
not resident in South Africa, or if it is resident, it is treated as a non-resident in
terms of an applicable double taxation treaty entered into by the Republic.*® This
definition identifies two aspects that must be established for a foreign company
to exist. Firstly, the foreign entity concerned has to be a company and secondly,
it has to be non-resident. Thus the CFC legislation will not apply if the foreign
entity is a trust.*” Income that accrues to a foreign trust will therefore not be
attributed to South African beneficiaries. It will only be taxable in South Africa
once it has been distributed to the beneficiaries. However, there is an exception
to this general rule that CFC legislation does not apply to foreign trusts. The
definition of the term "foreign company” includes a company as defined in section
1(e) of the definition of “company” the Income Tax Act. This definition covers
“any arrangement or scheme carried on outside the Republic in pursuance of
which members of the public are invited or permitted to invest in a portfolio of a
collective investment scheme, where two or more investors contribute to and

hold a participatory interest”. Essentially, this definition refers to a unit trust or

36 S 9D(1) of the Income Tax Act 58 of 1962; see also Meyerowitz in par 9.115; De Koker in
par 8.10.2.
37 De Koker in par 8.7.1; Olivier & Honiball at 361.
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mutual investment fund, the legal nature of which often takes the form of an
offshore trust.*® However, for CFC legislation to apply, an offshore unit trust has
to meet the requirements of a “controlled foreign company” in section 9D, which

are discussed below.

In general, CFC rules are not applicable foreign partnerships.* However, it is
arguable that CFC legislation could apply to certain incorporated partnerships
that are considered companies in certain foreign jurisdictions. Since the definition
of the term company in section 1(b) of the Income Tax Act covers companies
incorporated under foreign law, the legal status of a foreign company has to be
determined according to foreign law.* Thus CFC legislation could potentially
apply to “limited liability partnerships” (LLP) that are considered companies in the
United Kingdom. Note however that for CFC legislation to apply to an LLP, the

requirements of a controlled foreign company discussed below have to be met.*'

However, in jurisdictions where limited liability partnerships are not considered
incorporated legal entities (for instance in the Cayman Islands), CFC legislation
would not apply since such entities would be considered “flow-through” or fiscally

transparent entities.*

In South Africa, the following companies qualify as foreign companies:
- associations, corporations, bodies corporate or companies incorporated
or deemed to be incorporated under South African law;*
- associations, corporations or companies or bodies corporate incorporated
under foreign law;*
- certain local and offshore collective investment schemes in securities

(previously known as unit trusts)*

38 Olivier & Honiball at 361.
39 Olivier & Honiball at 361.
40 Olivier & Honiball at 361.

41 For a detailed discussion of this issue see the discussion below in par 4.10 under the
heading “Curbing tax avoidance that results from investing in offshore hybrid entities”.

42 For a detailed discussion of this issue see the discussion below in par 4.10 under the
heading “Curbing tax avoidance that results from investing in offshore hybrid entities”.

43 Par (a) of the definition of company in s 1 of the Income Tax Act.

44 Par (b) of the definition of company in s 1 of the Income Tax Act.

45 Par (e) of the definition of company in s 1 of the Income Tax Act.
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- a co-operative as defined in section 1 of the income Tax Act;

- aclose corporation as defined in section 1 of the income Tax Act.

Note that co-operatives and close corporations were only included in definition of

“foreign company”, by section 9 of the Taxation Laws Amendment Act 8 of 2007.
Defining a controlled foreign company

The next step is to determine whether a foreign company is a “controlled foreign
company”. The definition of a CFC was amended by the Revenue Laws
Amendment Act*® which was promulgated on 1 February 2006. The amendments
are deemed to have come into operation on 8 November 2005, and they apply in
respect of any foreign tax year that commences on or after that date. The
amendment to the previous definition of a CFC is the reintroduction of “voting
rights” (as was the case in 2002) as a criterion for determining whether a foreign
company constitutes a CFC. Before the amendment, “participation rights” was

the criterion for determining whether a foreign company constitutes a CFC.

Subject to the provisos contained in the legislation, in terms of section 9D(1) a
foreign company is now classified as a CFC if:
- one or more South African residents, directly or indirectly, hold more than
50% of the total participation rights of the company; or
- more than 50% of the voting rights of that foreign company are held (or

exercisable) directly or indirectly by one or more residents.

The term "participation rights” refers to the right to participate in the share capital,
share premium, current or accumulated profits or reserves of the foreign
company. It is worth noting that it is not only shares that represent equity share
capital that fall within the definition of “participation rights” but also other kinds of

shares, such as non-participating preference shares.*’

46 Act 31 of 2005.
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The reference to the phrase “directly or indirectly” in the definition of the term
“controlled foreign company” means that the interests of both registered and

beneficial shareholders have to be taken into account.*®

This implies that where
for instance an individual resident in South Africa owns all the shares in a foreign
company A, which in turn holds all the shares in another foreign company B, both
companies A and B will be considered to be CFCs. However, a CFC will not exist
where a foreign company A has issued 100 ordinary shares, 50 each to a South
African company and a foreign individual, and all the shares of the South African

|-49

company are owned by a South African individual.™ This is because not more

than 50% of the shares are held by South African residents.

An issue that could arise is whether a creditor who holds debentures or a
mortgage bond over the CFC’s property could be considered to have
participation rights. The view of the National Treasury is that interests’ such as
convertible debentures and options (for example a right to obtain shares) do not
qualify as participation rights until converted into shares.*® However, the use of
the word “indirect” in the definition of participation rights seems to indicate that
participation rights are not limited to interests such as shares, but include indirect
interests in the profits or reserves of a foreign company. A similar argument
could be raised in the case of unsecured creditors of a company. An unsecured
creditor cannot be said to have a direct right to participate in the profits or
reserves of the company but merely an indirect right to do s0.%" Does this imply
that section 9D also applies to such unsecured creditors? The legislature needs
to clarify this issue and make it clear that the word “indirectly” refers to holding
through another company and not to conditional holdings. It is also worth

pointing out that although the use of the word “indirectly” means that the interests

47 Olivier & Honiball at 364; De Koker in par 8.7.1.

48 Olivier& Honiball at 363.

49 Olivier & Honiball at 364.

50 National Treasury “National Treasury’s Detailed Explanation of Section 9D of the Income
Tax Act” (June 2002) Available at
>http://www.treasury.gov.za/division/epifr/tax/legislation/Detailed%20Explanation%20to%
20Section%209D%200f%the%20Income%20Tax%20Act.pdf<, last accessed 6 November
2007; see also Jooste at 476.

51 Olivier & Honiball at 365.

52 In the United Kingdom the Finance Act 1998 amended s 749B(2) of the Taxes Act 1988 in
order to exclude loan creditors. And in the United States Tax Code “control® is defined in
relation to shareholders. See Olivier & Honiball at 365.
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of both registered and beneficial shareholders have to be taken into account,
section 82 of the Income Tax Act places the onus on the South African

shareholder to prove such indirect involvement. In practice this may be difficult.

An issue which is not clear with respect to the word “indirectly” relates to a
situation where a foreign company’s sole shareholder is a foreign trust whose
beneficiaries are South African residents. As stated above, CFC legislation does
not apply to foreign trusts. What is not clear is whether the legislation would
apply to beneficiaries with interests in such a foreign trust. Where the
beneficiaries have discretionary rights,* it may be argued that section 9D does
not apply, as it cannot be said that the beneficiary has a direct or an indirect right
to participate in the accumulated profits of the company. The rights belong to the
trust. The beneficiary only has a right to participate in the income of the trust
once it is distributed. Where the beneficiaries have vested rights,* it could be
argued that the foreign company is a CFC as it would have to declare the
dividends of the company (distributions) to the South African beneficiaries. Clarity
on this matter is required. It is however worth noting that in any event, section

25B of the Income Tax Act would be applicable in the circumstances.>

After the amendments introduced by the Revenue Laws Amendment Act 31 of
2005, various concerns arose regarding the inclusion of "voting rights” in the
determination of whether a company should be regarded as a CFC. Some of
these concerns were recorded in the “Responses to Written Representations by
Organisations to the Portfolio Committee on Finance on the Draft Revenue Laws
Amendment Bill, 2005”. There were, for instance, concerns about the exact
meaning of “voting rights”. The response from South African Revenue Service
(SARS) was that the "ordinary meaning of the concept” should prevail. Another

concern expressed was that with the inclusion of “voting rights” in determining

53 The meaning of the term “contingent right” was described by Watermeyer CJ in Durban
City Council v Association of Building Societies 1942 AD 27 at 33 as being “the
conditional nature of someone’s title to the right”. In ITC 76, 3 SATC 68 at 70 the court
defined the term “contingent right” as a mere spes - an expectation which might never be
realised.

54 In ITC 76, 3 SATC 68 at 69, the court defined a vested right as “something substantial;
something which could be measured in money; something which had a present value and
could be attached.”

55 For a discussion of s 25B of the Income Tax Act, see the discussion in chapter 7.
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whether a company is a CFC, income might be attributable to a resident,
although that resident may never become entitled to that income. SARS
submitted that the attribution of net income of a CFC using voting rights will be
applied only where no person has any rights to the CFC’s capital, profits or other
reserves. The method will therefore apply only as a backup to attribute practical

control and not to legal control, and the above problem would therefore not arise.

In effect, the importance of the distinction between “participation rights” and
“voting rights” is that voting rights will only be taken into account where a
company has no shares and only has voting rights. This often happens in certain
hybrid companies. If a person has a right to participate in the equity of the
company (no matter how simple) then the voting rights are disregarded.*® If a
foreign company is a listed company, or if the voting rights in that foreign
company are exercisable indirectly through a listed company, voting rights will
not be taken into account. In situations where any voting rights in a foreign
company which can be exercised directly by any other CFC in which that resident
(together with any connected person in relation to that resident) can directly or
indirectly exercise more than 50% of the voting rights, then those rights are
deemed for the purposes of the definition of a CFC to be exercisable directly by

that resident. This is a type of look-through provision.

According to the Explanatory Memorandum to the Revenue Laws Amendment
Bill 2005, the purpose of the reintroduction of voting rights to the criteria for
determining whether a company should be classified as a CFC is that the
inclusion of voting rights was intended to bring these criteria closer to the
permissible range of foreign investments in terms of the exchange control
dispensation. Itis further explained that voting rights might be a better indication
of actual control in transactions involving preference shares and certain hybrid

instruments.

56 K Huxham & P Haupt Notes on South African Income Tax (2007) at 307.

57 Clause 14 Sub clause (a) of the Explanatory Memorandum on Revenue Laws Amendment
Bill, 2005. Available at
>http://lwww.SARS.gov.za/legislation/Bills/%Memos/2005/legislation/explanatory%/Reven
ue/2005%.pdf<, last Accessed on 7 June 2007.



119

In terms of the definition of a CFC, when determining whether a company
qualifies as a CFC, consideration has to be given not only to direct voting rights
but also to indirect voting rights. The effect of this new amendment is that, where
a shareholder can exercise more than 50% of the voting rights, that shareholder
is regarded as effectively controlling the relevant company. Therefore, where for
example, a resident exercises 75% of the voting rights in a foreign company that
can in turn exercise 75% of the voting in another foreign company, the indirect

interest of the resident in the second foreign company is 75%.

From the above, it can be concluded that where a South African resident holds
only 35% of the share capital of a foreign company, but also holds 65% of its
voting control, such a company would be considered a CFC. However, this does
not necessarily mean that the income of the CFC will be attributed to the
resident, as the “participation rights” requirement also needs to be met for
purposes of determining the net income of the company.*® The effect of this is
that where voting rights are considered, a South African resident will have to
keep a copy of the financial statements of the CFC for submission to the
Commissioner, when so requested in terms of section 72A(2), even though no
income will ever be attributed to him. This is to ensure that SARS can be able to
review a discrepancy (if any) between the “participation rights” and the “voting

rights” of the resident in the foreign company.*

Sub-clause (c) of the definition of a CFC describes certain scenarios in which a
person is deemed not to be a resident for the purposes of determining whether
residents directly or indirectly hold more than 50% of the participation rights or
voting rights in a foreign company. The definition of a CFC excludes residents
who are connected persons, who in aggregate hold more than 50% of the
participation rights or voting rights in a foreign listed company60 or a foreign

collective investment scheme or arrangement, but individually hold less than 5%

58 As discussed below, the net income attribution rules are set out in s 9D(2) of the Income
Tax Act.

59 Oliver & Honiball at 364-365.

60 In terms of par (e)(ii) of the definition of “company” in the Income Tax Act, a listed

company is defined as a company whose shares or depository receipts for its shares are
listed on a stock exchange or a stock exchange in another country recognised by the
minister. See De Koker in par 5.44.
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of the participation rights or voting rights in the listed company or “foreign

t61

collective investment scheme” or arrangement”’ (or a so-called “equity unit trust"

as contemplated in paragraph (e) (ii) of the definition of a company in section 1).

Paragraph (e)(ii) of the definition of a company®? refers to offshore investments in
which members of the public (at least two) are invited or permitted to investin a
portfolio of a collective investment scheme. South African banks often open up
foreign collective investment schemes or equity unit trusts overseas in order to
accommodate South African residents who wish to utilise their exchange control
foreign investment allowances.® In such cases it is possible that more than 50%
of the participation rights or voting rights in the foreign collective investment
scheme may be held by South African residents. However, only residents who
individually hold 5% or more of the participation rights or voting rights in such a
scheme will be regarded as participating in a CFC for the purposes of section 9D.
This exclusion is intended to lessen the administrative burden on tax authorities
as it is often difficult to determine the identity of those who own shares in large-
scale entities where the interest is less than 5%.%* Furthermore, in terms of
section 72, which requires strict reporting of the participation rights or voting
rights of South African residents in a CFC, it is not easy to obtain information in
respect of a shareholding of less than 5%.%° These exclusions do not apply,
however, where connected persons collectively own more than 50% of the
foreign company. This is intended to ensure that the provision cannot be
circumvented by a group of economically linked parties arranging their affairs so

as to stay clear of the 5% and 50% thresholds respectively.

This matter is for instance relevant in determinig whether CFC legislation would
apply in the context of offshore “protected cell companies” (PCCs). As discussed
in chapter 2, a PCC is a special type of corporate body which consists of several

companies referred to as “cells” within the same legal entity.®® The cells are not

61 S 9D(1) of the Income Tax Act; see also Olivier & Honiball at 364.

62 S 1 of the Income Tax Act.

63 Olivier & Honiball at 364.

64 Olivier & Honiball at 364.

65 Olivier & Honiball at 364.

66 See chapter 2 par 3.3 the discussion under the heading “Protected cell companies”. See
also Coddan Company Formation Worldwide “Seychelles PCC Formation”. Available at >
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legal entities. The only legal entity is the PCC.®” CFC legislation may not apply to
the cells since they are not considered legal entities in themselves. However,
CFC legislation can apply to the PCC itself. Where a number of South African
residents own some of the cells in the PCC, it may be possible to avoid CFC
legislation if each of the individual cells of the PCC holds less than 5% of the

“participation rights” or “voting rights” in the PCC.
Country of residence

In relation to a CFC the country of residence means the country where the

company has its place of effective management.®®

Net income

In terms of section 9D(2), when it has been established that a CFC exists, the
net income of the CFC is attributed to the South African residents. “Net income”
is defined in section 9D(2) in relation to a CFC to mean an amount equal to the
taxable income of the company determined in accordance with the provisions of
the South African Income Tax Act as if the company had been a South African
resident taxpayer.®® The net income of the CFC is calculated at the end of the
foreign tax year of the country in which the CFC is resident and is included in the
resident's income at the end of the South African year of assessment.” In
calculating the netincome of the CFC, the CFC is dealt with as if it were a South
African resident (section 9D(2A)). The provisions of the Income Tax Act in terms
of which a CFC is deemed to be a resident are as follows:

- The definition of “gross income” in section 1, requires the CFC to include

http://wwww.coddan.co.uk/s.-95-offshore-sycehless-ppc-formation.htm< last accessed 25
February 2007.

67 Aamil Global Financial Services Mauritius “Protected cell Companies”. Available at >
http://www.aaamil.com/en/services protected cell companies.aspx> last accessed 25
February 2007; Isle of Man Government, Insurance and Pensions Authority “Protected cell
Companies”. Available at >http://www.gov.im/ipa/insurance/protectedcellcompanies.xml>
last accessed 25 February 2007. See also Coddan Company Formation Worldwide
“Seychelles PCC Formation”. Available at > http://wwww.coddan.co.uk/s.-95-offshore-
sycehless-ppc-formation.htm< last accessed 25 February 2007.

68 This definition was inserted in the Act by the Revenue Laws Amendment Act 20 of 2006.

69 De Koker in par 8.10.2.

70 Olivier & Honiball at 368-369.
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in its gross income, its worldwide receipts and accruals.

In terms of section 7(8), if the CFC makes a disposition and that
disposition causes income to accrue to a non-resident, this income is
deemed to accrue to the CFC.

In terms of section 10(1)(h), the CFC will not enjoy the exemption for
interest earned on ESKOM (and similar) stocks.

In terms of section 25B, the CFC will be treated as a resident “donor” or
as a resident beneficiary in relevant circumstances.

In terms of paragraph 2(1)(a) of the Eighth Schedule, all the assets of a
CFC will be subject to capital gains tax.

In terms of paragraph 12 of the Eighth Schedule, the deemed disposal
and deemed re-acquisition provisions will apply.

In terms of paragraph 24 of the Eighth Schedule, if a foreign company
becomes a CFC after valuation date (1 October 2001), the base cost of its
assets will be determined under the provisions of paragraph 24.

In terms of paragraphs 70, 71, 72 and 80 of the Eighth Schedule, the CFC
will be treated as a resident beneficiary or as a resident donor in the

relevant circumstances.

However, the above provisions of the Income Tax Act are applied to the CFC’s

taxable income, subject to the following conditions:

In terms of section 9D(2A)(a), any deductions and allowances that may be
claimed or any amount that may be set off against a CFC’s income in
terms of the Income Tax Act are limited to the amount of that income.

In terms of section 9D(2A(b), where the deductions of the CFC exceed its
income and the result would be an assessed loss, the assessed loss may
not be set off against income received by the South African resident from
other trades outside the Republic, but must instead be carried forward to
the immediately succeeding foreign tax year to be offset against future
income of the CFC.”"

In terms of section 9D(2A)(c), no deduction is allowed for interest,

royalties, rental or income of a similar nature paid or payable by the
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company to another CFC. This would include amounts adjusted for
transfer pricing purposes (section 31) or any exchange difference
determined under section 24l. These amounts are deemed not to be
attributed to the South African resident in terms of section 9D(9)(fA).

- There are certain capital gains tax (CGT) implications. In terms of section
9D(2A)(e) where a foreign company becomes a CFC after 1 October
2001 (when CGT was introduced), the valuation date for CGT purposes is
the date the company became a CFC.

- Interms of section 9D(2A)(f), if the controlling resident is a natural person,
special trust or an insurer, the inclusion rate for purposes of CGT is 25%.
Furthermore, where there has been a capital gain or loss that arose from
the disposal by a CFC of an interest in another CFC, it has to be added to
the base cost of the interest the resident has in the foreign company,
minus certain foreign dividends that were exempt from tax during any tax
year (section 9D(2A(j)).

- For the purposes of section 31(that deals with transfer pricing and thin
capitalisation) any transaction, operation or scheme between the CFC and
any of its connected persons is deemed to be an international agreement
as defined in section 31(1) and for the purposes of section 31(3)(a)(i)and
(ii) the CFC is deemed to be a resident.

- For the purposes of section 241, “local currency” in relation to the
exchange item of a CFC that is not attributed to a permanent
establishment of the CFC means any currency used by the CFC for the
purposes of its financial reporting.

- Forthe purposes of paragraph 43 of the Eighth Schedule, “local currency”
of a CFC other than in relation to a permanent establishment of the CFC,
means the currency used by it for the purposes of its financial reporting
(Proviso (k) to section 9D(2A).

Generally in calculating the net income of a CFC, companies have to keep two
sets of books, one for the country in which the CFC is a resident and one for

South African tax purposes. This obligation places a compliance burden on

71 See also Meyerowitz in par 9.115.
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companies, as a full audit of each company is required. A form has to be
completed and submitted to the South African Revenue Service (SARS) for each
CFC, which is almost as burdensome as completing a tax return for each
respective company. From an administrative point of view, it can be concluded

that compliance with section 9D is a costly exercise.

An issue that deserves clarification relates to the capital gains tax implications of
CFCs referred to above in section 9D(2A)(e)

CFCs and capital gains tax implications

The Eighth Schedule to the Income Tax Act contains the rules for the
determination of a person's taxable capital gain or assessed capital loss for a
year of assessment. Any taxable capital gain so determined must, in terms of
section 26A of the Act, be included in a person's taxable income for the relevant
year of assessment. Capital gains and losses must be determined in respect of
all "disposals" of "assets" that take place on or after the valuation date, namely 1
October 2001.7

The rules for determining whether a disposal has taken place for purposes of
CGT are set out in paragraphs 11 and 12 while the rules for determining when a
disposal is treated as having taken place are set out in paragraph 13. An assetis
defined very widely in paragraph 1 and includes, for purposes of CGT:
(@) property of whatever nature, whether movable or immovable,
corporeal or incorporeal, excluding any currency, but including any
coin made mainly from gold or platinum; and

(b) a right or interest of whatever nature to or in such property.

A disposal is any event, act, forbearance or operation of law which results in the
creation, variation, transfer or extinction of an asset. It includes, inter alia, the
alienation or transfer of ownership of an asset (e.g. a sale, donation, cession,

etc.), the expiry or abandonment of an asset, the scrapping, loss or destruction of

72 Par 2 read with par 1 of the Eighth schedule to the Income Tax Act.
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an asset, the granting, renewal, extension or exercise of an option, and the
decrease in value of a person's interest in a company, trust or partnership as a
result of a value shifting arrangement. In terms of paragraph 2, a resident is
subject to CGT on the disposal of any asset as defined, whether situated in or
outside the Republic.

The Eighth Schedule also contains some deeming provisions in terms of which a
person is treated as having disposed of an asset for a specific amount. For
instance, In terms of paragraph 12(2) of the Eighth Schedule to the Income Tax
Act, where a person ceases to be a resident, that person will be deemed to have
disposed of his assets (subject to specific exclusions) at market value. The tax

arising from this disposal is often referred to as an “exit charge”.

Until 2005, uncertainty existed whether a foreign company which ceases to be a
CFC during the tax year also ceases to be regarded as a South African resident
for the application of certain provisions. This uncertainty was removed by an
amendment to paragraph 12(2) of the Eighth Schedule which makes it clear that
the termination of the South African resident status has CGT consequences.”
Paragraph 12(2)(a) of the Eighth Schedule provides that when a South African
tax resident ceases to be a resident by virtue of the application of the provisions
of a tax treaty entered into by South Africa with another jurisdiction, the resident
must be treated as having disposed of all his/her assets. However, excluded from
the deeming provision is immovable property situated in South Africa and assets
that are attributable to a permanent establishment of the resident through which
a trade is carried on in the Republic. In terms of paragraph 13(1)(g) of the Eighth
Schedule, the deemed disposal is effective at the time when the person ceases
to be a South African tax resident. The result of the above is that when a
company which is incorporated in South Africa moves its “place of effective
management” offshore (such that in terms of an applicable tax treaty, it is
deemed to be resident in the country in which it has its effective management), a
deemed disposal arises. It is however worth noting that in practice, it may not be
that easy to determine exactly when a company has ceased to be a South

African resident, in the event of it moving its place of effective management
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offshore. ™

The Revenue Laws Amendment Act 31 of 2005 also amended section 9D to
provide that an exit charge would apply to a CFC that became a non-CFC by
virtue of having been disposed of to a non-resident. The Explanatory
Memorandum to the Bill that preceded the Act sets out the following in respect of

the amendment:

The revised paragraph 12(2) also restates existing law concerning the treatment of
controlled foreign companies. As under the old law (by virtue of the reference to
paragraph 12 in section 9D(2A) of the Income Tax Act), the shift from CFC status to
non-CFC status triggers an exit charge (for the loss of taxing jurisdiction over passive
and other tainted assets held by the CFC).””®

Where a person moves residence offshore after 1 October 2001 (the day CGT
became effective), the base cost of assets acquired prior to this date is
determined in terms of paragraph 25 of the Eighth Schedule. This paragraph
provides that the base cost of an asset acquired prior to 1 October 2001 is the
sum of the value of the asset and allowable expenditure as listed in paragraph 20
of the Eighth Schedule, incurred after the valuation date. However, a problem
could arise when a CFC ceases to be a CFC for purposes of section 9D of South
Africa’s Income Tax Act. Section 9D(2A) provides that, for purposes of section
9D, the net income of a CFC must be calculated as if the CFC had been a
resident. This would cover paragraph 12 of the Eighth Schedule. It can thus be
said that when the CFC ceases to be a CFC, it simultaneously ceases to be a
resident for purposes of the net income calculation. Following this argument,
there is a deemed disposal for CGT purposes in terms of paragraph 12 of the
Eighth Schedule.

It is worth noting that in terms of paragraph 64B of the Eighth Schedule, a capital

gain is disregarded in circumstances where any interest in the equity share

73 Olivier & Honiball at 69.

74 Olivier & Honiball at 69.

75 See South African Revenue Service "Republic of South Africa Explanatory Memorandum
on the Revenue Laws Amendment Bill, 2005" at 46. Available at
>http://www.sars.gov.za/legislation/Bills%20Memos/Memos/2005/Legislation%20-
%?20Explanatory%20Memo0%200n%20the%20Revenue%20Laws%20Amendment%20Bill
%20-%202005.pdf>, last accessed 18 May 2007.
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capital of any foreign company is disposed of in certain circumstances. While this
CGT exclusion is very wide, it is arguably not wide enough to cover the
paragraph 12 deemed disposal. It is submitted that this anomaly requires

legislative amendment.”®

Exchange rate

Section 9D(6) provides that the amount to be included in the income of a resident
must be translated to the currency of the Republic. The section provides that the
net income of a CFC must be determined in the currency used by it for the
purposes of its financial reporting and must, for the purposes of determining the
amount to be included in the income of any resident during any year of
assessment under the provisions of section 9D, be translated to the currency of
the Republic by applying the average exchange rate for that year of assessment
as contemplated in section 25D.”’

- Proviso (a) to this provision states that any capital gain or loss of that CFC
must, when applying the provisions of paragraph 43(4) of the Eighth
Schedule, be determined in the currency of the Republic and that capital
gain or loss must be translated to the currency used by it for purposes of
its financial reporting by applying the average exchange rate.

- Proviso (b) to this provision states that any amount to be taken into
account in determining the net income of that CFC for the disposal of any
foreign equity instrument must, when applying the provisions of section
9G, be determined in the currency of the Republic and that amount must
be translated to the currency used by the Republic by applying the

average exchange rate.
4.4 EXEMPTIONS TO THE CFC PROVISIONS
In certain instances, the net income of a CFC is excluded from the ambit of

section 9D and will not be attributed to the residents who hold the participation

rights in the entity concerned.

76 Olivier & Honiball at 71.



128

4.4.1 The foreign business establishment exemption

The CFC rules do not apply when the net income of a CFC is attributable to a

»78 (

“foreign business establishment”’® (including the disposal of any assets forming

part that business establishment) of a company in a country other than the
Republic.”” Note that previously section 9D referred to a “business
establishment”, but this term was deleted from the Act and replaced by the term
“foreign business establishment” by the Revenue Laws Amendment Act 20 of
2006. In granting this exemption, the legislature attempted to create a balance
between granting an exemption to income derived from legitimate business
activities and that derived from illusory business undertakings (like mobile and
diversionary business income and mobile passive income).®° In terms of section
9D(1), a “foreign business establishment” in relation to a controlled foreign

company refers to:

(a) A place of business with an office, shop, factory, warehouse or other structure
which is used or will continue to be used by that controlled foreign company for a period
of not less than one year, whereby the business of such company is carried on, and
where that place of business;

(i) is suitably staffed with on-site managerial and operational employees of that

controlled foreign company and which management and employees are required

to render services on a full time basis for the purposes of conducting the primary

operations of that business;

(ii) is suitably equipped and has proper facilities for such purposes; and

(iii) is located in any country other than the Republic and is used for bona fide

business purposes (other than the avoidance, postponement or reduction of any

liability for payment of any tax, duty or levy imposed by this Act or by any other

Act administered by the Commissioner).
(b) Any place outside the Republic where prospecting or exploration operations for
natural resources are carried on, or any place outside the Republic where mining or
production operations of natural resources are carried on, where that controlled foreign
company carries on those prospecting, exploration, mining or production operations.
(c) A site outside the Republic for the construction or installation of buildings,
bridges, roads, pipelines, heavy machinery or other projects of a comparable magnitude
which lasts for a period of not less than six months, where that controlled foreign
company carries on those construction or installation activities.

(d) Agricultural land in any country other than the Republic used for bona fide
farming activities directly carried on by that controlled foreign company.
(e) A vessel, vehicle, aircraft or rolling stock used for the purposes of transportation

or fishing, or prospecting or exploration for natural resources, or mining or production of

77 De Koker in par 5.48 at 5-64.

78 S 9D(9)(b) of the Income Tax Act.
79 S 9D(9)(b) of the Income Tax Act.
80 Olivier & Honiball at 373.



129

natural resources, where that vessel, vehicle, rolling stock or aircraft is used solely
outside the Republic for such purposes and is operated directly by that controlled foreign
company or by any other company that has the same country of residence as that
controlled foreign company and that forms part of the same group of companies as that
controlled foreign company.

From the above, it appears that for a place of business to qualify as a “foreign
business establishment” there must be an “economic substance” and “a business
purpose”.?' For there to be “economic substance”, the foreign business must not
exist merely on paper and not in substance. The foreign business must maintain
a presence consisting of persons who make the day-to-day management
decisions. In SIR v Downing,®® it was pointed out that the use of independent
agents does not qualify a business as a business establishment. The “business
purpose” requirement ensures that there must be permanence and economic
substance; the exemption will not be granted if the business activities are not
conducted for bona fide business purposes, but to obtain a tax benefit.®® In
determining whether the business conducted outside South Africa is being run for
bona fide business purposes, the Commissioner does not have to prove the
requirements under the general anti-avoidance provision under section 80A-
80Lof the Income Tax Act. It is sufficient if, on the facts, the reason for moving

the business outside South Africa was to avoid, postpone or reduce tax.

As an anti-avoidance measure, this exemption does not apply to certain
diversionary transactions between a CFC and a connected person.* In general,
the rules relating to diversionary business transactions distinguish between
transactions subject to transfer pricing provisions (section 9D(9)(b)(i)), and those
that are not subject to transfer pricing provisions, but where the possibility of
price manipulation still exists (section 9D(9)(b)(ii)). Where the net income falls
within the first category, the denial of the exclusion from attribution may result in
a transfer pricing adjustment under section 31 of the Income Tax Act. Where the
net income falls in the second category, the so called “reversionary rules” are

used to apply to the transaction. In that case, no transfer pricing adjustment is

81 Olivier & Honiball at 374.

82 1975 (4) SA 518 at 525 (AD).

83 Olivier & Honiball at 374.

84 According to s 1 of the Income Tax Act, the definition of “connected person” in relation to
a company (as amended by the Revenue Laws Amendment Act 20 of 2006) includes its
holding company as defined in s 1 of the Companies Act 61 of 1973 and any other
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made, but the income is excluded from attribution if it meets the requirements set

down in the relevant subsection.

4411 The rules that relate to diversionary activities

In terms of section 9D(9)(b)(i), no exemption is granted where the net income of
a “foreign business establishment” of a CFC is derived from transactions with its
connected person (who is a resident) for to the supply of goods or services by or
to the CFC, which do not reflect an arm’s length price in terms of section 31 of
the Income Tax Act.® This could for example cover transactions where income
has been diverted to a tax haven by means of transactions that do not reflect an
arm’s length price (ie diversionary business income where the possibility of price
manipulation exists).®® Where this is the case, severe penalties may arise and the
price of goods may be adjusted by the Commissioner in terms of section 31 to
reflect an arms length price. In cases where excessive interest is charged, a
deemed dividend distribution could arise for the purposes of secondary tax on

companies.

44.1.2 The reversionary rules

Section 9D(9)(b)(ii) deals with the so called reversionary rules. These rules
provide for three different scenarios:
- sale of goods by the CFC to South African resident connected persons
(the so called “CFC in-bound sales” covered under section
9D(9)(b)(ii)(aa));
- sale of goods by a CFC which were bought from South Africa resident
connected persons, to persons other than South African resident

connected persons (the so called “CFC out-bound sales” covered under

company that would be part of the same group of companies as that company.

85 The expression “dealing at arm’s length” is used to describe a transaction between
independent unrelated parties where each party strives to get the utmost possible benefit
from the transaction. See South African Revenue Services (‘SARS’) Practice Note No 7
Determination of Taxable Income of Certain Persons from International Taxation: Transfer
Pricing (s 31 of the Income Tax Act No. 58 of 1962) 6 August 1999 in par 7.1; art 9 of the
OECD Model Tax Convention on Income and on Capital (2005 condensed version).

86 S 31 and s 9D(9)(b)(i) of the Income Tax Act.
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section 9D(b)(ii)(bb));

- services performed by the CFC to South African resident connected
persons (the so called “CFC South African connected services” covered
under section 9D(b)(ii)(cc)).

Net income falling within these categories is exempt from CFC rules if a higher
business activity standard than the standard laid down for the purpose of a
“foreign business establishment” is present. This higher business standard is
intended to ensure that income is exempt from attribution only if the transaction
has a non-tax economic nexus within the country in which the CFC is a resident,
or the transaction is unlikely to contain elements of transfer pricing. The reason
for laying down a higher standard above the foreign business establishment test
is to ensure that where transactions take place between a CFC and a connected
South African resident, the offshore business is of substance.®” However, in
terms of section 9D(10), the Minister of Finance has a discretion to waive the
higher business standard. By notice in the Gazette, Minister may also exercise
his discretion to treat a number of foreign countries as one, if the foreign
countries comprise a single economic market, provided this treatment will not
lead to an unacceptable erosion of the tax base.* He may also, in consultation
with the Commissioner, grant exemption to any person from the application of
this provision to the extent that this does not unreasonably prejudice national
economic policies or South African international trade, and the exemption does
not lead to an unacceptable erosion of the tax base.®* For example, the Minister
may exercise his discretion and treat the European Union as a single economic
market to the extent that the countries impose a comparable income tax rate.
Thus a CFC in the European Union could satisfy the higher business activity test
when on behalf of a connected South African resident, it acts as a distributor of

goods to customers located within several European countries.®

The following is a discussion of the three above mentioned scenarios in respect

to the reversionary rules under section 9D(9)(b)(ii)

87 Olivier & Honiball at 376.
88 S 9D(10)(a) of the Income Tax Act.
89 S 9D(10)(b) of the Income Tax Act.
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CFC in-bound sales

In terms of section 9D(9)(b)(ii)(aa), a “CFC in-bound sale” occurs when a CFC
sells goods to a connected South African resident. The general rule is that
income arising from a CFC in-bound sell does not qualify for the “foreign
business establishment” exemption unless the sale falls into one of the following
four categories:

- Local purchases in the country where the CFC has its place of effective
management from an unconnected person.

- Local production of goods that involve more than minor assembly or
adjustment, packaging, repackaging, and labeling.

- Sales of significant quantities of comparable goods to unconnected
persons, ie where the goods sold to a connected South African resident
are of the same, or similar nature, to goods sold to unconnected persons
at comparable prices after taking into account whether the sales are
wholesale or retail, volume discounts, and other geographical
differences such as costs of delivery to different locations.

- The same or similar goods are purchased by the CFC mainly within the
state in which the CFC has its place of effective management from

persons who are not connected persons in relation to the CFC.

In general, it appears that the qualifying business activities are not artificial. The
reason for granting an exemption to local purchases and the production of goods
is that if the local country is in position to produce goods, it probably has
sufficiently good infrastructure. Countries with such infrastructure do not tax their
local sales at artificially low tax haven rates. It is assumed that the CFC is
situated in the foreign country not for tax reasons, but for non-tax business
reasons. In situations where comparable sales are involved, it is assumed that
transfer pricing does not occur because outside pricing is fully available. In

addition, sales to unconnected persons by the CFC demonstrate viable business

a0 Olivier & Honiball at 376.
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operations outside South Africa.®’

CFC out-bound sale of goods

In terms of section 9D(9)(b)(ii)(bb), a “CFC out-bound sale of goods” exists when
a CFC sells goods to foreign residents or unconnected South African residents,
in circumstances where those goods were initially purchased from connected
South African residents. The general rule is that income arising from a CFC out-
bound sale of goods does not qualify for the “foreign business establishment”
exemption unless the sale falls into one of the following four categories.

- the goods or tangible intermediary inputs purchased from its
connected persons who are residents amount to an insignificant
portion of the total tangible intermediary inputs of the goods (ie
insignificant South African purchases);

- the creation, extraction, production, assembly, repair or improvement
of goods undertaken by the CFC amount to more than minor assembly
or adjustment, packaging, re-packing and re-labeling (ie local
production) or;

- the products are sold by the CFC to persons who are not its
connected persons for delivery within its country of residence (ie local
sales); or

- the products of the same or similar nature are sold by the CFC mainly
to persons who are not its connected persons for delivery within its
country of residence (ie the CFC is selling its products mainly to local

customers).

It appears that the reason for this exemption is that the business activities that
give rise to the income are in all likelihood not artificial. The rationale behind
granting an exemption to local purchasers and the production of goods is that if
the local country produces the goods it is likely that it has a good infrastructure.

Such a country would not normally tax its local sales at artificially low tax-haven

91 Oliver & Honiball at 378.
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rates. Thus a CFC situated in such a foreign country would probably be there not
for tax reasons but for business reasons.®> Where insignificant amounts of
intangible goods are purchased from connected South African residents,
independent value is added. As a result, it is assumed that the business was

established for non-tax purposes.

CFC connected services

In terms of section 9D(9)(b)(ii)(cc), a “CFC connected service” exists where the
CFC performs services for a connected South African resident. The general rule
is that income arising from CFC connected services does not qualify for the
“foreign business establishment” exemption unless the service falls into the
following two categories:
- the service relates to the creation, extraction, production, assembly,
repair or improvement of goods used in countries outside the
Republic; or
- the services relate directly to the sale or marketing of goods belonging
to its connected person who is a resident and the goods are sold to
persons who are not its connected person in the country of residence
of the CFC.

In terms of this exemption, it can be deduced that income derived from services
of a general nature, such as management fees, internal accounting fees, and
fees to guarantee loans, never qualifies for this exemption as the possibility of
manipulating prices is high and such services rendered by a company outside
South Africa will most likely have no business reason for their existence other
than to reduce tax liability. Where the services are not connected to South Africa,
the possibility of price manipulation is diminished. Although the goods are
delivered within South Africa, the income will be exempt, as shipping the
products offshore for foreign servicing and then repatriating them to South Africa
does not make commercial sense.® The income derived from the sale of related

services is exempt on the basis that the country in which the CFC is resident has

92 Olivier & Honiball at 378.
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an economic connection to the consumer’s market.
44.1.3 Mobile passive income

In terms of section 9D(9)(b)(iii) the “foreign business establishment” exemption
will not apply to netincome that is attributed to any amounts derived from mobile
passive income of an enterprise. This includes income such as dividends,
interest, royalties, rental, annuities, insurance premiums, capital gains and
foreign currency gains under section 241. The reason why such mobile passive
income does not qualify for the exemption is that no active business activities are
performed and no direct competitiveness concerns are at stake.*® The provision
will, however, not apply where the income and capital gain attributed to those
amounts do not exceed 10% of the income and capital gain of the CFC attributed
to that foreign business establishment (other than income or capital gains to
which any of the provisions of section 9D(9)(e) to (fB) apply). The reason for this
exception is most likely to alleviate the administrative burden of complying with
the CFC rules.® This provision will also not apply when the amounts arising from
the principle trading activities of the CFC are banking or financial services,
insurance or rental businesses. The reason for this exclusion is to ensure that
these entities remain internationally competitive.?® It however worth noting that
the terms “banking business” and “insurance business” are not defined in the

Act. This omission is a shortcoming that may result in litigation.®”

In terms of section 9D(9)(b)(iii), the passive receipts and accruals of a CFC that
conducts banking or financial services, and any insurance or rental business in a
“foreign business establishment” will however, be subject to section 9D if these
receipts and accruals are derived by a company that is a “foreign financial
instrument holding company” (“FFIHC”) at the time they were so derived. In
terms of section 41 of the Act, a FFIHC “means any foreign company as defined

in section 9D, where more than the prescribed proportion of all the assets of that

93 Olivier & Honiball at 379.
94 Olivier & Honiball at 379; De Koker inpar 8.10.3.
95 Olivier & Honiball at 379.
96 Olivier & Honiball at 381; De Koker in par 8.10.3.
97 Olivier & Honiball at 381.
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company, together with the assets of all influenced companies in relation to that
company, consist of financial instruments”.?® This proviso acts as an anti-
avoidance provision in that the exclusion from the “foreign business
establishment” exemption of a FFIHC would cover foreign financial holding
companies that are located in tax havens.* It is worth noting that the Revenue
Laws Amendment Act 31 of 2005 amended the licensing and registration
requirements of an FFIHC and replaced them with a requirement that the FFIHC
should "mainly conduct business in the country of residence of that company” for
it to qualify as an FFIHC. This amendment will certainly affect the criteria for
determining which companies qualify as FFIHCs and therefore in which

situations income such as; interest and royalties, will be excluded from the

98 S 41 of the Income Tax Act as amended by s 37(1)(d) of the Revenue Laws Amendment

Act 31 of 2005 . A financial instrument is defined in s 1 of the Act as to include:

(a) a loan, advance, debt, stock, bond, debenture, bill, share, promissory note,
banker’'s acceptance, negotiable certificate of deposit, deposit with a financial
institution, a participatory interest in a portfolio of a collective investment scheme,
or a similar instrument;

(b) any repurchase or resale agreement, forward purchase arrangement, forward
sale arrangement, futures contract, option contract or swap contract;
(c) any other contractual right or obligation, the value of which is determined directly

or indirectly with reference to-

(i) a debt security or equity;

(i) any commodity, as quoted on an exchange; or

(i)  arate index or a specified index;
(d) any interest-bearing arrangement; and
(e) any financial arrangement based on or determined with reference to the time

value of money or cash flow or the exchange or transfer of an asset;
However, the following financial instruments should not be taken into account:
(1) Financial instruments that consist of debts due to the foreign company, or to any
controlled group of company in relation to the foreign company, in respect of foods sold or
services rendered by that foreign company or the controlled group company, as the case
may be, where;
(a) the amount of the debt is or was included in either the foreign company or the
controlled group company; and
(b) the debt is an integral part of a business conducted as a going concern by the foreign
company or controlled group company.
(2) Any financial instrument arising from the principal trading activities of the foreign
company or of the controlled group company in relation to the foreign company which is a
bank, insurer, dealer or broker with a license or registration that allows the foreign
company or controlled group company to operate in the same manner as a company that
mainly conducts business with clients who are residents in the same country of residence
as the foreign company. To qualify for the exemption, the foreign company or controlled
group company has to:
- Either regularly accept deposits or premiums for the general public or effect transactions
with the general public; or
- Derive more than 50% of its income or gains from principal trading activities with persons
who are not connected persons to the foreign company.
(3) Any financial instrument held by a controlled group company in relation to the foreign
company if the foreign company is a specified regulated controlled group company.

99 See Olivier & Honiball at 382; See also De Koker in par 8.8.3.
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calculation of the net income of the CFC.

An overview of the foreign business establishment exemption clearly shows that
it incorporates many exceptions to the granting of exemption. It is evident that
these will be cumbersome to interpret and apply in practice. In fact the provisions

are so complicated that the cost of compliance is likely to be very high.

4.4.2 Theinsurance policy exemption

In terms of section 9D(9)(c), the CFC provision will not apply to income which is
attributed in respect of any policy issued by a company licensed to issue any

long-term policy as defined in the Long-term Insurance Act.'®
4.4.3 Exemption of South African taxable income

CFC rules do not apply to the net income of a CFC where it is included in the
taxable income of the company in the Republic and has not or will not be exempt
or taxed at a reduced rate in the Republic as a result of the application of any

double taxation agreements.'®"

An example would be where the income of the
company is derived from a source in or deemed to be in the Republic. This
prevents the possibility of tax becoming payable in the Republic by both the CFC
and the resident on the same amount of netincome. This provision is intended to

prevent double taxation.'%?

4.4.4 Exemption of foreign dividends

In terms of section 9D(9)(f), CFC rules do not apply to the extent that the net
income of a CFC is attributed to any foreign divided declared or deemed to have
been declared to that CFC by any other company from an amount which relates

to an amount of income that has been or will be included in the income of a

100 No 52 of 1998.
101 S 9D(9)(e) of the Income Tax Act; see also De Koker par 5.47 at 5-60.
102 Huxham & Haupt at 317; see also Olivier & Honiball at 382-383.
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resident in terms of section 9D."® For example, if a foreign dividend is declared
to a CFC (A) by another company (B) and a portion of the net income of B is
attributed to a resident, section 9D will not apply to the portion of the net income
of A which relates to the dividend distributed by B. The rationale for exempting
dividends declared by a company to a CFC is that the profits out of which the
dividend is declared have already been attributed to the South African resident or
qualify for exemption under section 9D(9). The aim of this exemption is to avoid

double taxation.

4.4.5 Exemption of income from interest, royalties, rentals and similar

amounts

In terms of section 9D(9)(fA), CFC rules do not apply in relation to the net income
of a CFC where it is attributed to interest, royalties, rental or income of a similar
nature paid or payable or deemed to be paid or payable to it by another foreign
company.104 The reason for this exemption is that such amounts, including
similar amounts that are adjusted for transfer pricing purposes (section 31) and
exchange differences under section 241, which are paid or deemed to be paid by
a CFC to another CFC are not allowed as a deduction in terms of section
9D(2A)(c), and will not be attributed to the South African resident provided that
both CFCs belong to the same group of companies.'® This means that a
resident holding participatory rights in a CFC that derives any interest, royalties,
rentals, or other income of a similar nature and any exchange differences in
terms of section 241 from a “related” foreign company will not be taxed on his

proportionate amount of the interest, royalties or rentals or other income of a

103 De Koker par 5.47 at 5-61; see also Huxham & Haupt at 317; Olivier & Honiball at 383.
104 S 9D(9) (fA) of the Income Tax Act; De Koker par 5.47 at 5-62; see also Huxham & Haupt
at 312; Olivier & Honiball at 383.
105 The term “group of companies” as defined in s 1 of the Act
“‘means two or more companies in which one company (hereinafter referred to as the
‘controlling group company’) directly or indirectly holds shares in at least one other
company (hereinafter referred to as the ‘controlled group company’), to the extent that -
a) at least 75 per cent of the equity shares of each controlled group company are
directly held by the controlling group company, one or more other controlled group
companies or any combination thereof; and
b) the controlling group company directly holds 75 per cent or more of the equity
shares in at least one controlled group company.”




139

similar nature and any exchange differences in terms of section 241.'%

4.45 Capital gains

In terms of section 9D(9)(fB), the provisions of section 9D will not apply to the net
income of a CFC that is attributable to any capital gain of the CFC that is
determined for the disposal of any asset as defined in the Eighth Schedule (other
than any financial instrument or intangible asset as defined in paragraph 16 of
the Eighth Schedule'®”), when the asset was attributable to a business
establishment of the controlled foreign company or any other foreign company

that forms part of the same group of companies.'®

It is important to note that previously section 9D did not apply to the receipts and
accruals (other than those of a capital nature) or capital gains of a CFC if the
receipts or accruals would be subject to tax on income in a “designated country”.

However, with effect from 1 June 2004, this exemption is no longer available.

45 ELECTIONS

In terms of section 9D(12), a resident who, together with his connected persons,
holds at least 10% but not more that 25% of the participation rights and voting
rights of a CFC may elect that all the provisions of section 9D(9) will not apply to
the net income determined for a relevant foreign tax year of any CFC in which he
holds participation rights. In other words, the South African shareholder who
holds from 10% to 25% in a CFC can elect to treat his entire pro rata share of
CFC income as taxable under section 9D, even if he would have been granted

an exemption under section 9D(9).

106 K Mitchell & L Mitchell Offshore Transactions and the Worldwide Basis of Taxation (2004)
Tax Seminar at 32.

107 The term “financial instrument’ bears the same meaning as in footnote 83 above.
The term “Intangible asset” (excluded from the exemption) is defined as including
goodwill, patents designs, trademarks, copyrights, models, plans, formulae, or any
intellectual property right or property of a similar nature.

108 The term “same group of companies” bears the same meaning as in footnote 90 above.
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This section allows the South African shareholder to be taxed currently on foreign
income so as to receive the benefit of section 6quat rebates (but no excess
rebates can be granted as a result of his election by virtue of section 6quat(1B).
This election may be made annually. The 10% to 25% threshold takes into
account the interests of connected persons, regardless of whether these
connected persons choose to make use of the election contained in this

provision.'%

Section 9D(13) provides that any resident who, together with his connected
persons, holds at least 10% but not more than 25% of the participation rights of a
foreign company may elect that this foreign company be deemed to be a CFC in
relation to him for any of its foreign tax years. The 10% to 25% threshold takes
into account the interests of connected persons, even if these connected persons
do not choose to use the election under this provision. The effect of this election
is to allow South African shareholders to be taxed on the distribution of the profits
of the foreign company in the form of a foreign dividend. This enables the
resident to avoid the economic double taxation of profits distributed and taxed as
a foreign dividend when no underlying foreign tax credits may be claimed.""® This
election should not, however, be used to bring foreign tax credits in excess of the
South African tax liability into the tax system in a manner that would shield other
sources of low-taxed foreign income. Therefore, in this instance the excess
foreign tax credits would be forfeited. This election, like the one above, may be

made yearly.!""

Where the foreign entity becomes a CFC during the foreign tax year,""? or where
the CFC ceases to be a CFC at any time during the foreign tax year,""® the South

African resident’s proportionate share of the CFC’s income can be dealt with in

109 For examples of how this election works, see The Explanatory Memorandum to the
Revenue Laws Amendment Bill 2003 at 45; see also De Koker in par 5.51; see also
Mitchell & Mitchell at 32.

110 De Koker par 5.51; see also Mitchell & Mitchell at 33.

111 For examples of how this election works, see The Explanatory Memorandum to the
Revenue Laws Amendment Bill 2003 at 45-46; Mitchell & Mitchell at 33.

112 S 9D(2)(a)(ii) of the Income Tax Act.

113 S 9D(2)(b) of the Income Tax Act.
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two ways. Either the income that accrued to or was received by the CFC during
the days of the foreign tax year when the company was a CFC'™ can be
included or an amount proportionate to the number of days the company was a
CFC can be included."™ The choice depends, however, on whether the relevant
financial records were kept in terms of section 72 of the Income Tax Act (dealt

with below).

46 DISCLOSURE REQUIREMENTS

Section 72A(1) of the Income Tax Act imposes a duty on every South African
resident who has shares in a CFC to submit to the Commissioner together with
the return contemplated in section 66 such information as may be prescribed by
the Commissioner. According to section 72A(2), the information that has to be
disclosed in relation to the CFC includes the following:

- its name, address and country of residence, and the description of the
various classes of participation rights,

- the percentage and class of its participation rights held by the resident
whether directly or indirectly with connected persons,

- the percentage and class of participation rights held by other connected
South African residents who directly or indirectly hold 10% or more of the
participation rights of the CFC,

- adescription of the receipts and accruals of the CFC that are included in
or are exempt from the income of the South African resident under section
9D and

- adescription of any amount of tax that the CFC paid to any other country
and the underlying profits to which the foreign tax relates.

In addition to the above information, where an amount has to be included in the
income of the South African resident, a copy of the CFC’s financial statements
for the foreign tax year, prepared in accordance with generally accepted
accounting practice (GAAP), but not necessarily in Rands, has to be submitted to
SARS.

114 S 9D(2)(a)(ii)(@a) of the Income Tax Act.
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In terms of section 72A(3), where a person fails to comply with the above
reporting requirements, the proportional amount to be included in the person’s
taxable income pursuant to section 9D will be with reference only to the receipts
and accruals of the CFC. Accordingly, the exemptions provided for in sub-
sections 9D(9)(b)-(h) will not be taken into account in the determination of the net
income of the CFC and this may also result in penalties under section 75 for
failing to furnish the required documentation. In addition, the rebates that would
be granted in terms of section 6quat will not apply to amounts already taxed in

any other country.

4.7 THE COMPATIBILITY OF SOUTH AFRICA’S CFC LEGISLATION AND
ITS TAX TREATIES

Whereas South Africa’s CFC legislation can be viewed as an important tool in
curbing offshore tax avoidance, it is worth pointing out that the applicability of this
legislation can be challenged on the basis of being in conflict with South Africa’s
double taxation agreements. A number of commentators have questioned the
validity of CFC legislation in so far as it contradicts some of the basic principles
of double taxation treaties based on the OECD Model Tax Convention."'® As
most of South Africa’s treaties largely follow the OECD Model Tax Convention on
Income and on Capital,”"" it is important to point out the aspects of tax treaties

that are considered to be in conflict with CFC legislation.

Aspects of double tax treaties that are considered to be in conflict with

CFC legislation

Tax treaties generally deal with four main issues, the allocation of the jurisdiction
to tax various types of income, the elimination of double taxation, administrative

issues and non-discrimination.’® Some of these issues entail certain

115 S 9D(2)(a)(ii)(bb) of the Income Tax Act.

116 Sandler at 112-118; T Rosembuj “Controlled Foreign Corporations — Critical Aspects”
(1998) 26 Intertax at 335; B J Arnold “Tax Treaties and Tax Avoidance: The 2003
Revisions to the Commentary to the OECD Model” (2004) 58 Bulletin for International
Fiscal Documentation at 252.

117 Olivier & Honiball at 17. See also Huxham & Haupt at 341.

118 See par 7 of the Commentary on art 1 of the OECD Model Convention
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fundamental principles of tax treaties that could be in conflict with CFC

legislation.

Bilateral tax treaties based on the OECD Model Tax Convention uphold the
principle that a corporation is treated as a separate taxpayer from its
shareholders. Thus, a foreign corporation is only subject to tax in the resident
country of its shareholders, if it derives income that has a source in that country.
Any foreign source income of the foreign company is excluded from tax. This
principle, is clearly brought out in article 5(7) of the OECD Model Convention

which provides as follows:

The fact that a company that is a resident of a contracting State controls or is controlled
by a company which is a resident of the other contracting State, or which carries on
business in that State (whether through a permanent establishment or otherwise), shall
not of itself constitute either company a permanent establishment of the other.

In effect, in a cross-border environment, a parent corporation and its wholly
owned subsidiary constitute separate legal and taxable entities, notwithstanding
that one may manage the business of the other. Thus, the profits of a subsidiary
company in one treaty country, in which it is resident, are not subject to tax in the
other treaty country. It can only be taxed in the hands of its shareholders in the
other treaty country when dividends are distributed.”*® It is however contended
that CFC legislation ignores this fundamental principle that a foreign company is
a different legal person separate from its parent company, as resident
shareholders of a CFC are subject to tax on their pro rata share of the income of
the CFC, when it arises rather than when it is distributed."® CFC legislation
effectively consolidates the profits of a parent and its wholly owned subsidiary.'?’
The consolidation approach that is entailed in the CFC legislation, in effect,

contradicts the basic structure of tax treaties.'?? Vann notes:

Under CFC legislation a parent corporation is effectively taxed on the profits of a
subsidiary resident, and deriving profits in another country. The OECD recognises the
separate existence of subsidiaries and ... assumes the separate taxation of corporations
in a group... CFC legislation is effectively a consolidation of corporation [sic] accounts in
accounting terms. In this case the domestic legislation is seeking to bring tax treatment
back into line with accounting treatment, but the effect is to render the associated
enterprises article, and for that matter the dividend article, in the Model treaty

119 Arnold & Mcintyre at 87.
120 Rosembuj at 335.

121 Sandler at 96.

122 Sandler at 2.
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irrelevant.123

As mentioned above, double taxation treaties also have as one of their
objectives, the prevention of double taxation.'?* Double taxation results when two
or more countries tax the same entity or the same income. It could either be
juridical or economic double taxation.'®® The term “juridical double taxation” is
generally defined as the imposition of comparable taxes in two (or more)
countries on the same taxpayer in respect of the same subject matter and for
identical periods.'?® Juridical double taxation arises when the same income is
subject to tax in both the source country of the income and the resident country
of the taxpayer. Juridical double taxation can also arise if two countries treat the
same entity as resident therein, for example, a company incorporated in one
country with its central management and control located in another country, or if
the country taxes the worldwide income of its citizens even if resident in another

country.'?’

Economic double taxation arises when the same economic transaction, item, or
income is taxed in two or more jurisdictions during the same period, but in the
hands of different taxpayers.'?® For example, economic double taxation arises if,
the law of one country taxes by reference to the legal owner of capital, while
another country taxes by reference to the person in possession, or control of the
capital. Economic double taxation also arises where one country taxes a legal
entity and attributes its income, or capital for tax purposes, to a resident who has
an interest in the entity."?® The taxation of a company’s profits by one country,
and its distributed profits (ie dividends) by another country, is generally
considered to be a form of economic double taxation, regardless of the length of
time that separates the taxation of the profits and the payment of the dividend.

CFC provisions could give rise to economic double taxation in that, while the

123 RJ Vann “A Model Tax Treaty for the Asian-Pacific Region?” (1991) 45 Bulletin for
International Fiscal Documentation 99.

124 Arnold & Mcintyre at 105.

125 N Boldman “International Tax Avoidance” (1981) 35 Bulletin for International Fiscal
Documentation at 443; M Hampton The Offshore Interface: Tax Havens in the Global
Economy (1996) at 12.

126 Arnold & Mcintyre at 29; R Rohatgi Basic International Taxation (2002) at 12.

127 Sandler at 15-16.

128 Arnold & Mclntyre at 29; Rohatgi at 12.

129 Sandler at 16.
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resident country of the shareholders does not necessarily disregard the foreign
company, its CFC legislation allocates the company’s income pro rata amongst

the resident shareholders.”™® Vann notes:

The increasing use of more and more extensive legislation in the CFC area will also
L . . ; 131
inevitably lead to economic double taxation of the same income.

There is, however, the view that the OECD Model Tax Convention is only
concerned about “juridical double taxation” and not “economic double taxation”
(which could be potentially caused by the CFC rules).”*? Therefore, that where a
non-resident company is taxed in one state, while the resident shareholders are
taxed in the other state there is no compatibility problem with the OECD Model
Convention. However, this makes little sense in the “real world” where economic
double taxation is of concern to taxpayers.'** Paragraph 7 of the Commentary on

article 1 of the OECD Model Convention provides in part that

the purpose of double taxation conventions is to promote, by eliminating international

double taxation, exchanges of goods and services, and the movement of capital and

person; they should not, however help tax avoidance or evasion.
This paragraph does not explicitly say that it does not cover economic double
taxation.”* The argument that the OECD Model Convention does not deal with
economic double taxation, flies in the face of the fact that the OECD Model
contains certain provisions for the relief of economic double taxation, if the profits
of one enterprise are simultaneously subject to tax in the hands of another
enterprise.’ An example is article 9 of the OECD Model, which is generally a
transfer pricing provision. In assessing transactions between related enterprises,
this article, allows a country to include in the profits of a resident enterprise, such
profits as would have been included had the enterprises dealt with each other at
arm’s length. Thus, if one country increases the profits of its resident enterprise,
and no compensating adjustment is made by the other country, then economic

double taxation would result because the same profits would be taxed in both

130 Sandler at 16.

131 Vann at 99.

132 M Lang, HJ Aigner, U Scheurerle & M Stefaner CFC Legislation Tax Treaties and EC Law
(2004) at 631.

133 Lang et al 624.

134 Sandler 99-100.

135 AJM Jiménez “The 2003 Revision of the OECD Commentary on the Improper Use of
Tax treaties: A Case for the Declining Effect of the OECD Commentaries?” (2004)
Bulletin for International Fiscal Documentation at 24.



146

countries. Article 9(2) provides that, where double taxation occurs because one
country makes an adjustment under article 9(1) to the profits a resident
enterprise, the other state, assuming it agrees to the alteration shall make
appropriate adjustments to the amount of tax charged on

those profits. The gist of this article shows that the OECD also deals with

economic double taxation. '*°

It is further reasoned that the methods that a country uses to eliminate double
taxation conflict with CFC legislation. Article 23A and 23B of the OECD Model
Convention provide two methods by which double taxation can be eliminated.
These are the so called: “credit method” and the “exemption method”. Under the
credit method, a resident taxpayer is entitled to a tax credit for the foreign tax
paid or payable on foreign source income."®” The credit is generally limited to the
amount of domestic tax otherwise payable in respect of that income."*® Under the
exemption method, income from foreign sources is not subject to tax in the
resident country (although it may be relevant in determining the rate of tax

payable on domestic income in a progressive rate structure).’®

In those countries that apply a credit method, CFC legislation prevents the
deferral of domestic taxation. In those countries that apply the exemption
methods, CFC legislation is necessary in order to prevent the outright exclusion
from domestic tax of certain foreign-source income.™® Thus, CFC legislation
operates as an exception to the exemption in particular circumstances. Within a
purely domestic context, the CFC legislation forms a rational and defensible part
of the overall tax regime. However, difficulties can arise because of the operation
of tax treaty provisions that are designed to eliminate double taxation, and are
not necessarily compatible with the operation of the CFC legislation.”*' An
exemption provision in a treaty can undermine the efficacy of a country’s CFC
legislation, if the distributive rules in a tax treaty exempt certain income from tax

in a particular country. The imposition of tax on that income by that country would

136 Jiménez 2004 at 24; Sandler at 100.

137 For example s 6quat in the South African Income Tax Act 58 of 1962 as amended.
138 Sandler at 17.

139 Sandler at 17.

140 Sandler at 17.



147

be considered a breach of the tax treaty.'?

It is also argued that CFC legislation conflicts with the rules that deal with the
allocation of the jurisdiction to tax certain types of income, in terms of the OECD
Model Tax Convention.'* The existence and the extent of the conflict may
depend on the characteristics of the particular CFC legislation. As pointed out

above,*

there are two broad approaches that countries use: On the one hand
there is the “entity approach”, under which all of the income of the CFC is
attributed pro rata to domestic shareholders.'*® Then, on the other hand there is
the “transaction approach”, under which only tainted income (eg passive income)
of the CFC is attributed pro rata to domestic shareholders.™® It is argued that
CFC legislation that utilises an entity approach may be contrary to the “business
profits” article (article 7(1)) of a double tax treaty between the country imposing
the CFC regime and the CFC’s country of residence. Article 7(1) of the OECD

Model Convention states the following:

The profits of an enterprise of a contracting State shall be taxable only in that State
unless the enterprise carries on business in the other contacting State through a
permanent establishment situated therein. If the enterprise carries on business as
aforesaid, the profits of the enterprise may be taxed in the other state but only so much of

them as is attributable to that permanent establishment.

In summary, article 7(1) stipulates that a country cannot tax the profits of an
enterprise which is not resident in that country unless the profits are derived from
a permanent establishment situated therein. It is argued that this is precisely
what CFC legislation does when the entity approach is applied. It taxes the
resident shareholders on their pro rata share of the profits of a non-resident
enterprise. Thus, where in accordance with article 7 of the OECD Model Tax
Convention, a tax treaty between a shareholder’s country of residence and the
CFC’s country of residence gives the latter the exclusive jurisdiction to tax the
CFC’s income, or to limit the jurisdiction of the former to tax such income, this

may result in conflicts between the CFC legislation and the tax treaty."’

141 Sandler at 17.

142 Sandler at 19.

143 Sandler at 39.

144 See par 4.1 above.

145 Sandler at 19.

146 Sandler at 19.

147 Arnold (2004) at 252; Jiménez (2004) at 24.
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There are, however, some arguments that CFC legislation is not contrary to
article 7(1). It is claimed that the main function of article 7(1) is to limit the
jurisdiction of the source country, to the taxation of the profits of a non-resident
enterprise’s permanent establishment located therein. CFC legislation on the
other hand, has nothing to do with taxation in the source country, but rather

imposes a tax based on the nationality or residence of the shareholder.*®

It is also argued that CFC legislation that employs the entity approach, conflicts
with article 10(5) of the OECD Model Convention. This article provides as

follows:
Where a company which is a resident of a contracting State derives profits or income
from the other contracting state, that other state may not, ... subject the company’s
undisturbed profits to a tax on the company’s undistributed profits, even if ... the
undistributed profits consist wholly or partly profits or income arising in such other state.
In summary, article 10(5) stipulates that the source country cannot tax the
undistributed profits of a corporation resident in the other country even if the
undistributed profits consist wholly, or partly, of profits, orincome arising from the
source country. It is argued that this is precisely the result when a country uses
its CFC legislation to tax the profits of the CFC that are sourced in that
country.™® Some commentators however argue that article 10(5) does not
conflict with CFC legislation, because this article precludes the source country
from imposing a tax on the CFC itself and yet under CFC legislation, the tax is
imposed on the resident shareholders of the CFC, not on the CFC’s undistributed

profits."°

For those countries that apply CFC legislation that follows the “transaction
approach”, there are arguments that the conflict between CFC legislation and
articles 7(1) and 10(5) may be more limited."" If the tainted income of the CFC
can be characterised as profits under article 7(1), or undistributed profits under

article 10(5), then the same arguments made with respect to the “entity-

148 Jiménez (2004) at 23; Arnold (2004) at 252-253.

149 Sandler at 103; K Vogel Klaus Vogel on Double Taxation Conventions 3 ed (1997) at 260;
M Lang “CFC Regulations and Double Taxation Treaties” (2003) 57 Bulletin for
International Fiscal Documentation at 56.

150  Arnold (2004) at 253.
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approach” CFC legislation may preclude the application of the “transaction-
approach” CFC legislation. However, article 7(7) of the OECD Model Tax
Convention provides that “where profits include items of income which are dealt
with separately in other articles of this Convention, then the provisions of those
Articles shall not be affected by the provisions of this Article”. As article 7(1)
refers to “the profits of an enterprise”, if the tainted income of the CFC retains its
original character as passive income such as, interest, dividends, rent, royalties
or capital gains, that do not fall within article 7(1) or 10(5), but are dealt with in
separate treaty provisions, then neither article 7(1) or article 10(5) wholly
precludes the application of the CFC legislation. The reason why these articles
cannot apply is that it is not “profits” or “undistributed profits” of the CFC that are

subject to tax."?

Generally, countries that are against the contentions that CFC legislation
conflicts with articles 7(1) and 10(5) of the OECD Model Convention, hold the
view that neither article 7(1) nor article 10(5) precludes a country from taxing its
residents on their income, even if the income is measured by reference to their
share of undistributed profits of an entity resident in the other country.”™ It is
further reasoned that CFC rules are anti-avoidance rules, and taxpayers should
not be able to rely on the provisions of tax treaties, such as article 7(1) and 10(5),
to prevent a country from protecting its domestic tax base.'* Furthermore, that
tax treaties are not intended to harmonise competing tax systems, rather they
deal with particular aspects of cross-border income flows. In addition to the
prevention of double taxation, tax treaties are also directed at the elimination of
fiscal evasion and tax avoidance."® CFC legislation may in this respect not be
considered in breach of international tax treaties. This legislation is generally
designed to preserve equity within a domestic tax regime. As an anti-avoidance
legislative mechanism, it cannot be said to breach the spirit of bilateral tax

treaties as both serve the same purpose.’®
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The OECD’s views on the conflict between CFC legislation and tax treaties

The OECD recognises implicitly that controlled foreign corporations do not raise

treaty problems.'®” The Commentaries on the OECD Model Tax Convention that

deal with the conflict between CFC legislation and tax treaties, were incorporated

in 1992, and were based on the 1987 OECD Report on base companies.’®

Paragraph 43 of this Report states:

Under existing counteracting measures (subpart F type measures), the country imposes
a tax on residents who are shareholders in the foreign base company. The foreign
company as such is not taxed; generally the income which gives rise to the taxation does
not originate in the country of the base company but in the taxing country itself or in a
third country. A tax treaty between the country using the counteracting legislation and the
country of the base country usually protects, however, income flows only between these
two countries. The first-mentioned country may therefore claim that the tax imposed

under the counteracting legislation does not come under the scope of the said tax treaty.

Paragraph 45 of the Report articulates the arguments against the suggestion that

CFC legislation constituted a breach of the general structure and spirit of tax

treaties. The paragraph states the following:

(a) On the technical level, counteracting measures can attribute the activities — and thus
income — to a shareholder, which is not contrary to tax treaties. If the counteracting
measures have the effect of taxing a deemed dividend of the base company, this is
well within the taxing rights conferred on the taxpayer’s country of residence under
the rules of tax treaties regarding taxation of dividends (cf. Articles 10, 23A and 23