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Introduction

Asindicated to you during the hearings on the above Bill, SARS and the Nationa
Treasury wish to respond as follows to the various points raised by presenters on
their submissons on the Bill. 1t needs to be noted that this submisson isin addition
to the Nationa Treasury’ s response to the representations made during the
hearings on the 6™ and 10™ October 2000.

Consultation

Within the timeframe available, SARS and the Nationa Treasury tried to consult as
widdy and extensvely as possble. What must be kept in mind is that the policy
decision to introduce a residence basis of taxation was aready announced by the
Minigter of Finance in his Budget speech on 23 February 2000. A broad outline of
the framework to be followed was aso published in the Budget Review released
on the same day.

> Thefirg draft of the legidation was rdeased on 31 July 2000 to the
Association of Black Accountants of South Africa; the AHI; the Association of



>

>

Law Societies; the Association of Unit Trusts of SA;

the Banking Council; the Commercid and Financia Accountants, COSATU,;
the Financid and Fiscal Commission; the FSB; the Indtitute of Retirement
Funds, TAC members, the JSE; the Life Offices Association; NAFCOC;
NEDLAC; SACOB; SAICA; the SA Association of Mining Contractors (3
August 2000) and some individuas.

A second draft was released on 8 August 2000.

A meseting was held on 14 August 2000 with interested parties, i.e.

E Mazansky (Grant Thornton Kessel Feingtein); A Bennet (Ddloitte &

Touche); D Lermer (PricewaterhouseCoopers); E La King (SACOB);

B Lacey (SACOB); B Croome (SAICA); A Chait (Brait Advisory Services)
and W Cronje (SACOB) to discuss the draft Bill. The following persons were
asoinvited but could not attend the meeting: D Kruger (Ddloitte and Touche);
M Van Blerck (FFC/Anglo); W Horak (Arthur Andersen) and D Clegg (Erngt
and Young).

A third draft was released on 23 August 2000.

A meseting was held with the same interested parties on 28 August 2000 to
discuss the legidation.

A meseting was held on 1 September 2000 with the SA Federation of Civil
Engineering Contractors and the SA Company of Mining Contractors to
discuss the taxation of income of SA residents working outsde SA as
contractors.

A fourth draft was released on 6 September 2000.

An extended meeting was held on 7 September 2000 with some members of
the Tax Advisory Committee, certain academics and representatives of
indtitutions to which the drafts were circulated.

The draft legidation was placed on the websites of SARS and the National
Treasury on 22 September 2000.

A revised draft was placed on the websites on 24 October 2000.

The point was made that taxpayersin the wider sense of the word were not
exposed to the draft legidation to fully assess and eval uate the economic
implications thereof. In response to that it should be bornein mind that-

>

>

>

as dready mentioned the principle was announced as far back as 23 February
2000;

the interested parties to whom it was circulated are the professondswho arein
the best pogition to evauate the implications of the proposals;

athough the legidation was only made available to these interested parties, it is
quite clear that there was wide accessto it;

aswill be noticed from what follows, the proposd in its entirety isreatively
mild if it is compared internationdly;

the legidation was available on both the SARS and Nationa Treasury websites
as from 22 September 2000.

Despite this no maor issues other than those which were pointed out during the
consultation process were raised.

The point was dso made that quite a number of drafts with significant changes were
made available which made it difficult to follow the process. This, however, could
certainly not be used as a point to delay the process as the very reason therefor
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was to accommodate valid concerns raised throughout the process and should
demondtrate the willingness to make the process a meaningful one.
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3.2

Bigger picture

Reasonsfor changing to residence basis of taxation

>

>

the move to aresidence system is part of the government’ s overdl effort to
lower tax rates to be more internationaly competitive;

it offers better protection to the SA tax base by dedling more effectively with
diversonary transactions in the form of transfer pricing and round-tripping
schemes rlating to for example interest, rentals and roydlties;

the residence basis of taxation is an internationally accepted system introduced
by virtudly al our trading partners, developed and developing countries;

it placesthe SA tax system on a better footing in the sense that exclusions from
the tax base are targeted. The tax base need not be refined on a continuous
bads as deficiencies in the system are discovered;

the source bad's of taxation originates from the time of colonidism and has not
since then kept up with internationa developments;

over the last number of years direct investment (outbound and inbound)
resulted in anet outflow of funds from SA. The proposed legidation
recognises that SA is exporting capita. SA, therefore, requires tax legidation
which is consstent with other capital exporting countries around the globe;

the relaxation of exchange controls and increased internationa trade lead to
increased savings and active economic activities outsde SA; and
itisinternationally accepted that a resdence basis of taxation deals more
effectively with e-commerce.

Criteria applied for designing the residence-minus system

Asis by now awel known fact no country in the world has redly introduced a
pure resdence basis of taxation. All countries that tax on the basis of resdence
have a sysem which is commonly referred to as aresidence-minus sysem. The
trick, therefore, is to determine what that minus should be.

In designing the move from a source-plus basis of taxation to a residence-minus
badis of taxation for South Africa, it was important to take cognisance of a number
of internal and external factors. Some of the factors that were evauated were the
fallowing:

Potentid revenue that may flow from the proposd;

The extent of economic disruption;

Domedtic neutrdity;

SA’sinternational competitiveness,

SARS s adminidrative capecity;

The internationa legitimacy of the proposed system if compared to the tax
regimes of other countries,

YVVYVYYVY

Theresulting trade-off between competing policy priorities was informed by
concerns regarding the effect on South Africa s international competitiveness,
complexity from atax administration and compliance point of view and possible
economic disruptions.



Based on a cross country analysis it is government’s considered view that the
proposed residence system, viewed holisticaly, is more than reasonable given the
number of options available.

Inview of the above it isimportant to note the following key facets of the new
proposal.

Controlled Foreign Entity (CFE)

From a CFE point of view (which really encompasses the mgjor portion of the
proposa) the provisions of section 9D(2) have in the firgt instance been framed as
widdy as possble to attribute dl the income of a CFE to the controlling residents.

It is, however, important to read this wide charging section together with the
exclusons (the minus part relating to CFE’s) contained in section 9D(9).

Firgly, section 9D(9)(a) excludes dl the income of a CFE if the CFE operatesin a
country which-

> isadedgnated country with atax system similar to SA; and

> taxesitsprofits at a Satutory rate of at least 27 per cent.

The rationde therefore being that taxing CFEs of such a nature would not realy
make sense from an adminigtrative and economic point of view, as SA would have
to dlow the tax paid to the foreign jurisdiction as a credit againgt the SA tax. An
excluson of this nature is internationdly accepted practice.

Thismeans that CFE’ s operating in countries such as Algeria, Audtrdia, Audria,
Belgium, Canada, Croatia, Czech Republic, Denmark, Egypt, Finland, France,
Germany, Isradl, Itdy, Japan, Republic of Korea, Lesotho, Mdawi, Namibia,
Netherlands, Norway, Poland, Romania, Sovakia, Swaziland, Sweden, Thailand,
Tunisia, United Kingdom, United States of America, Zambia and Zimbabwe will
generdly be out of the system. The above countries are al countries designated by
the Minigter of Finance for purposes of the foreign dividend legidation (section 9E).

The ligt of designated countries will be extended, taking even more CFE’ s out of
the proposad system. Thiswill sgnificantly reduce the adminigtretive and
compliance codts of the system with aminima lossin revenue. 1t will dso dlow
amplification of the foreign tax credit system and reduce the need to carry forward
foreign losses.

Secondly, section 9D(9)(b) providesthat if a CFE is operating in a country which
isalow or zero tax country and does not fal within excluson 9D(9)(a), SA will tax
the income of the CFE on a deferred basis. In short, theincome will remain
exempt from SA tax until it is repatriated to SA.

Thiswill, however, only be alowed if the CFE operates by way of a proper
business establishment in that country. A business establishment is a place of
business-
> with areasonable degree of permanence;
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which is properly staffed with on-site operational management and employees;
which is suitably equipped for purposes of conducting the business, and

which hasits place of business outsde SA which is maintained for abona fide
business purpose.

Y V V

The net result of these two wide exclusons is that the income of a CFE will only be
imputed to and taxed in the hands of a SA resident where the:
» income of the CFE does not arise from a proper business establishment in the
foreign country;
» incomeisdiverted from SA a the cost of the SA tax base, i.e.
= trander pricing
= round-tripping schemes making use of, for example, interest, rental or
royaty deductionsin SA
» income condtitutes certain passive income.

Branches — section 9F read with section 10(1)(kA)

Companies operating offshore by way of a branch will be dedt with asfollows. If
the branch is Stuated in adesignated country with atax system smilar to that of SA
and theincome will be subject to tax a arate of at least 27 per cent, the income
will be exempt. If not, the income will be included in the hands of the SA resdent
and a credit will be dlowed for foreign tax paid.

Individuals
Individuds will mainly be affected as follows:
Business income

Business income will beincluded in their taxable income as it arises. Foreign tax
paid will be dlowed as a credit againgt SA tax ligbility. The reason for not
following the acceptably taxed country principle isthat the tax rates applicable to
the income of individuds differ sgnificantly from country to country in respect of the
progression of the rate structures and the level where the maximum margina tax
rates are reached.

Passive income

Passive income has been included in their taxable income as it arises snce 1997.
The tax base was extended earlier this year to dso include foreign dividends.
Foreign tax paid isdlowed as a credit againgt SA tax ligbility.

Foreign employment income

Foreign employment income of aresident will betaxed in SA, unlessit is exempted
in terms of section 10(1)(0).



4 Responsesto specific issuesraised during the representations on the draft
residence legisation — 6 and 10 October 2000

4.1 Definition of resident in section 1 of the Income Tax Act, 1962

a) Clarify meaning of theterm ordinarily resdent, the meaning of daysin the
definition of resident and the place of effective management.
(SAICA; PricewaterhouseCoopers)

The definition of resdent covers both natural persons (individuas) and legd
persons such as companies.

@)  Individuas

Residence in the case of an individua is determined in accordance with two rules,

namdy-

» Ordinary resdence. Thisis a subjective test and the criteriain this regard have
been laid down by case law over many decades. It generally means a person’s
permanent home or place of fixed abode to which he or she will normally
return. Thisisan internationally accepted test and has as recent as 1992 been
confirmed in SA by our High Court of Apped inthecaseof CIR vs
Kuttel 1992 (3) SA 242 (A).

» Timerule. Thisisan objective test which is measured over aperiod of 4 years.
The wording of this rule has now aso been smplified in the sense that-
= the 91 day rule will gpply during each of the 4 years, and
= the 183 day rule has been collgpsed into a 549 day in aggregate rule during

the first 3 years of the 4 year period.

(it) Companies

Residence in the case of a company is determined by the place of incorporation or
the place of effective management. Effective management generdly meansthe
company’s place of day to day management. International headquarter companies
are excluded from the definition of resident (see paragraph 4.4 for more details of
these companies).

It is agreed that these concepts can be expounded upon in the form of a practice
note. Such anote can summarise the relevant criteria and will be issued for generd
information. Austrdia, New Zedand and the United Kingdom.aso did not clarify
the issues by way of legidation. A day will, however, include part of aday.

b) Thedays-based test of residenceisretrospective asit isbased on physical
presence from March 1998. Apply residencetest with referenceto tax periods
from 2001.

(PricewaterhouseCoopers)

The view is held that the definition does not operate on aretroactive bass asis
suggested.  Although the definition takes into account historic events, the taxing
event occurs from a current date onwards. Income is not taxed retroactively.
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If this argument is accepted then one also cannot take past facts into consideration
in determining ordinarily residence, which cannot be the case. Thiswill defegt the
whole purpose of taxing on aresidence bass.

¢) Thenew definition of resdent should also be clarified in the context of SA’s
tax treaties
(PricewaterhouseCoopers)

The new concept will be taken into account in negotiating new treaties and existing
treaties may be changed by way of a protocol where necessary.

d) Clarify in thelncome Tax Act how the residence of dual residence companies
isto be determined by amending the definition of resident
(PricewaterhouseCoopers)

The provisons of the relevant treaty whose tie bregker rules are applicable will
determine which country has the right to tax the profits of the company. The treaty
will in any case override the provisions of the domestic provisons relaing to
incometax. In caseswheretax tregties are not in place, SA should only determine
residence on the basis of the definition contained in the Income Tax Act. No
change is deemed necessary.

4.2 Foreign tax credit — section 6quat

a) Providefor foreign tax creditswhere a resident together with connected
persons owns 10% or more but not individually
(SAICA)

Thisissueisraised in the context of section 9E, i.e. the taxation of foreign

dividends. The underlying principle gpplied in dlowing a credit of foreign tax pad

in respect of foreign dividends taxed in SA was asfollows

> wheretheresident holds an interest of 10% or greater in the foreign company —
foreign withholding tax and underlying corporate tax will be dlowed as a crediit.

» where the resdent holds an interest of less than 10% - only foreign withholding
tax will be alowed as a crediit.

The reason for not alowing underlying tax as a credit to portfolio investors (<10%
interest) is that these shareholders would find it adminigratively very difficult if not
impossible to obtain the rdevant information relating to foreign tax paid from the
company declaring the dividend. Smilarly it will dso be difficult for SARS from an
adminigrative point of view to check this. It isan internationaly accepted principle
that portfolio investors are not alowed a credit for foreign underlying tax.

b) Allow excesstax creditsagainst STC until list of designated countries has been
aufficiently expanded, alter natively the new list should apply from 23 February
2000
(Mariusvan Blerck)

Smplification played amgor role in taking this decison as the cd culations around
8



the creditability of foreign tax againgt STC are extremely complex.

SAICA supports the proposal that foreign tax credits should not be allowed against
STC in view of the extension of the period of carry forward of creditsto 7 years.

The decision to do away with the credit of foreign tax againgt STC was a trade-off
between the pure tax principle of creditability and-

Extending the carry forward of excess creditsfrom 3to 7 years,

Onshore mixing of foreign tax credits,

The amplification of the system;

Thefact that it isunlikdly that there will be many instances of excesstax credits.
Thisis so by reason of the fact that CFE’ s operating in designated countries
where they are taxed at 27% or more will be out of the system in any case. As
mentioned above the only Situation left where the income of a CFE will be
imputed in theincome of aresdent iswhere-

* incomeisdiverted from SA;

*  nO proper business establishment exigts; or

= theincomeismanly passve.

YV VY

Furthermore, not allowing the foreign tax as a credit against STC does not
compromise our view that STC isanormal tax. Thisis so by reason of the fact
that in those cases where aresident is exempt from the provisions of section 9D,
the exemption applies in respect of both normd tax and the STC.

The new expanded list of designated countries will only gpply from

1 January 2001. Theforeign tax credit againg STC will be available until the
residence basisisintroduced. Companies have the option to defer dividends until
after promulgation of the Bill and publication of the revised ligt.

c) A mechanism should be provided for taxpayersto reopen their assessments
wher e the actual foreign tax credit was not known at the end of the year of
assessment or asa result of subsequent changesin theforeign tax payable
(PricewaterhouseCoopers)

This proposdl is accepted and specific provisons have been introduced to regulate
the treatment of changes in foreign tax paid for a period of sSx years from the date
the relevant assessment isissued.

4.3 Controlled foreign entities

a) Theélection to convert the net income of a CFE at the year-end rate or
averagerate should be a permanent election
(PricewaterhouseCoopers)

This proposd is accepted and in exercising his discretion the Commissioner will
have to specify that the relevant method of conversion be applied on a consistent
basis.



b) Withdraw 1-year lease period requirement for business establishments

(PricewaterhouseCoopers)

This requirement has been reworded to refer to atotal period of use of at least 1
year. Lease agreements concluded for an aggregate period of one year will qudify.
The 1-year requirement has been removed in the case of amine, oil or gas well, or

quarry.

Section 9D isoverly complex and will hinder international competitiveness, It
goes beyond protecting the SA tax base and creates uncertainty. Developing
countriesdo not have such strict CFC provisonsand SA should not be
compared to developed economies such asthe US and the UK. Provisions can
constrain commercial activity and potentially drive such activity away from SA.
Too many aspects ar e left open to the Minister’sand the Commissioner’s
discretion.

(PricewaterhouseCoopers)

The provisions of section 9D have been smplified as far as possble compared to
the previous draft by moving certain provisons relating to trusts to other sections of
the Act, by rewording complex provisions and deleting some provisions.

The proviso to section 9D(9)(b) contains two rules around diversionary

transactions.

» Thefirg ismainly based on trandfer pricing principles.

» The second et of rules amplifies the main rule and targets certain high risk
areas which are more susceptible to diversonary transactions.

The view isheld that the provisions of section 9D aimed at diversonary
transactions, taking into account the authority of the Minister of Finance to grant an
exemption from the gpplication of the diversonary rules, will not impact on
economic activity but will address diversonary transactions.

Since South Africa s re-emergence in the international market, there hasbeen a
marked expansion of international trade and commerce. An increasing proportion
of thisinternationd activity is carried on between members of multinationds. As
globalisation of business activity continues to accelerate, protecting the SA tax base
isvitd to SA’swedth and development. The rules aimed at diversonary
transactions target structures that most likely contain artificid pricing of transactions
and businesses activities which move offshore for tax reasons. The purpose of the
discretionary powers given to the Minister are to address those circumstances
where the second set of rules may impact negatively on bona fide commercia
transactions. Theintention behind these let out provisonsis to make the system
more flexible during the initid Stage and to refine these rules over time to such an
extent that the discretionary provisions can be dispensed with.
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d) Inthecaseof diversionary transactionsthe application of sections9D and 31

f)

9)

h)

will result in a doubling up of tax, interest and penalties
(PricewaterhouseCoopers)

The imputation of profitsin the case of diversonary transactions not being at arm'’'s
length is effectively a pendty provison as the resdent may aso be subject to a
trandfer pricing adjustment. This measure will serve as an inhibiting factor limiting
non-arm’s length pricing for transactions with controlled foreign entities. However,
in exercising his discretion in terms of section 31 in relation to the resident the
Commissioner may take into congderation the amount of net income of the relevant
CFE which has been or will be imputed.

Add further certainty by introducing a formal advance pricing agreement
(APA) procedurein future
(PricewaterhouseCoopers)

This proposa is supported in the longer term and measures will be provided for as
soon as SARS has the capacity to administer APA’s.

Delete requirement in section to s 9D(9)(b)(ii)(bb)(C) that delivery of the
product take place within country in which selling company isresdent
(Mariusvan Blerck)

This requirement was inserted to specifically ded with transactions routed through
low or zero tax jurisdictions. Taxpayers can address submissons to the Minister of
Finance for his consideration whether to treat a number of countries which
comprise a single economic market as one country for purposes of sections 9D.

The notices published by the Minister and Commissioner in terms of section
9D(9)(b)(ii) should be contained in the Act
(SAICA)

It is agreed that once these rules have been established and refined over time they
should ultimately be incorporated into the main Income Tax Act.

Offshore holding companies— extend exemption for inter-CFE dividendsto
dividendsfrom 25% or larger shareholdings
(Mariusvan Blerck)

The threshold of 25% is gpplied in tax tregties in order to determine what the
percentage of withholding tax on dividends should be or to determine the extent to
which an indirect tax credit should be dlowed. Thisisadifferent aspect from the
imputation of the income of CFEs and should not be applied to foreign dividends
from group companies where an interest of less than 50% is held.

An unacceptable risk of the proposd is that passive income could be accumulated

in the 25% to 50% held foreign company which would not be subject to SA
controlled foreign corporation provisons.
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A guiding principle in drafting section 9D was that passve income (including foreign
dividends) from companies which are not CFE’ s should be taxed on an imputation
basisasit arises. This proposd is, therefore, not supported.

i) Extend relief for payments between CFE’sto royalties and other income from
adminigtrative functions performed by an intermediate holding company
(PricewaterhouseCoopers)

The proposa is supported and the necessary amendments have been made. Relief
dready exigs in the case of interest and dividends which are re-cycled between
offshore CFE's. The main concern is in respect of income diverted from SA to
another country and not about passve income diverted from one foreign
jurisdiction to another. The deductibility of the roydty or rent incurred by the CFE
will be limited where the recipient CFE is not taxed as a result of the inter-CFE
exemption. Transactions of this nature will be monitored to determine whether the
relief measures are being abused.

j) Grant deferral benefit to intermediate holding companies responsible for cash
management and other group management functions.
(SAICA)

This proposd is not supported. Deferrd relief was granted to a certain extent for
interest, foreign dividends, rental and roydties from other CFE’ s but not for passive
income earned from outside the group. Business establishment rules are Strict for
the specific purpose of imputing al income not meeting that requirement and which
istaxed a a Satutory rate of less than 27%.

4.4 Headquarter companies

I ntroduce specific exemptionsfor South African regional/inter national
headquarter companies of foreign multinationalsin order to effect a tax
neutral flow-through of foreign income.

(SAICA; PricewaterhouseCoopers, Maiusvan Blerck; SACOB)

An exemption has been incorporated in this Bill by excluding international

headquarter companies from the definition of resident for purposes of the Income

Tax Act. The companies which will qudify asinternational heedquarter companies

should-

> only have non-resident shareholders other than trusts;

» SA resdents and trusts in aggregate should not have an indirect interest in the
company of more than 5%

> At least 90% of the value of assets should represent holdings in subsidiaries
which are non-resident.

The effect of introducing this relief measure will be that an internationa headquarter
company will-
» not be taxed on foreign dividends,
» not have to include an amount equd to the net income of its CFE'sin its
income; and
» STCwill not belevied on dividends declared to its shareholders.
12



Income from local sources will be taxable asin the case of any other non-resident
company. The OECD has reported that holding company regimes are preferentia
tax regimes which may conditute harmful tax competition. The OECD reached no
conclusion concerning their status as potential harmful preferentia practices but the
am isto reach firm proposas by early 2001. Any developmentsin this regard will
be followed closdaly especidly given that a number of OECD member countries
have amilar or more generous holding company regimes.

4.5 Tax sparing provisons

Introduce unilateral tax sparing provisonsin legidation in order not to
neutralise tax incentives granted, especially by developing countriesin Africa.
(SAICA; PricewaterhouseCoopers, Mariusvan Blerck)

Thetax policy direction in SA over the last number of years has been to limit tax
incentives granted in domegtic legidation. The preferred choicein thisregard isto
limit tax sparing provisons to only anumber of Situations. Provisons have been
incorporated in the Bill (section 9E(8A)) in order to enable the Minister of Finance
in the nationd interests of the Republic and subject to such conditions as he may
prescribe to approve specific economic development projects which meet certain
criteria such asthe-

likely economic benefits for SA;

extent to which goods and services will be provided from SA;

potentia effect on the SA tax base;

other assistance granted by the State or an organ of State in respect of the
project; and

such other criteriawhich the Minister may prescribe by way of noticein the
Gazette.

YV VY

A\

A clause will dso be inserted to enable him to withdraw the tax sparing benefit
where the project no longer complies with the criteria

The effect of this gpprova will be that profits from these projects repatriated by
way of dividendsto SA residents will not be subject to tax. The on-declaration to
its foreign shareholders will aso not be subject to STC.

This gpproach will limit the rigid nature of generd provisonsin tax tregties which
cannot be unilateraly withdrawn at short notice. Furthermore, the deferra option
built into sections 9D and 9E will dlow the company not to declare adividend to a
resident until the Minister has approved a specific project in terms of section 9E or
indicated that a request for tax sparing in respect of a project has not been
approved.
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4.6 Foreign dividends

a)

b)

d)

Apply deemed dividend provisionsonly to the sale of sharesin companies
which arenot CFE’s; current proposal createunlevel playing fieldsin financial
serviceindustry

(LOA)

No amendment is proposed to change the scope of the deemed dividend
provisons. Thetreatment of the sde of an interest of 10 per cent or more and the
sde of aninterest in a CFE will be treated the same where none of the exemptions
aoply. The Commissioner can in both instances exercise his discretion in terms of
subparagraph (vi) of the proviso to paragraph (b) of the definition of foreign
dividend where there is no tax avoidance.

The effective date of the new list of designated countries should be
23 February 2000
(Mariusvan Blerck)

Where adividend is received until 1 January 2001 from a company in a country
where profits are taxed at arate in excess of 30 percent and the country is not
currently designated, the excess foreign credit will be set off againgt the liability for
STC and the balance can be carried forward for 3 years. It istherefore unlikely
that the foreign tax credit will be forfeited. A further am of deciding on the
effective date of 23 February 2000 was to counter tax avoidance schemes. The
effective date for the new list will be 1 January 2001, the date from which the new
resdence provisonswill come into effect.

Provide for an exemption for foreign dividends declared from dividends which
wer e declared by companies from profits subject to tax in SA
(PricewaterhouseCoopers)

This proposal is accepted and the necessary exemption will be provided in order to
avoid double taxation.

Clarify the meaning of statutory ratein the case of diding scalerates
(PricewaterhouseCoopers)

The provisons of sections 9D, 9E and 9F relating to the statutory rate of tax are
only gpplicable to the income of companies. The legidation will be darified by
providing that in the case of aprogressive or dua tax rate schedule for companies
the exemption will be granted with reference to the maximum dtatutory rate
potentialy applicable to the income of the company. An example deding with a
company whaose income is subject to adual rate of tax will be incorporated in the
Explanatory Memorandum.
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e) Amend existing law to repatriate reserves accumulated prior to 23 February

2000 without atax charge
(Mariusvan Blerck)

This proposa is not accepted. The tax on foreign dividendsistriggered by the
declaration of dividends from 23 February 2000 which is a separate event from the
generation of the profits offshore. The tax incidence aso fals on a different
taxpayer, i.e. the shareholder. This principle has been considered and debated
earlier thisyear and has dready been enacted in section 9E. The view is, therefore,
held that the measure is not of a retro-active nature as the income (dividend) is
taxed in the hands of a separate taxpayer.

f) Foreign dividends from reserves comprising capital gains should be taxed at

therate applied to domestic capital gains
(Mariusvan Blerck)

This proposd is not accepted. To make such adistinction for underlying capital
gainsis not internationd practice. Foreign dividends are income of arevenue
nature and are taxable a normal tax rates irrespective of the capital or revenue
nature of the profits out of which they are distributed. It is an accepted principle
that any form of income loses its character once it becomes part of profits available
for digtribution. Dividends declared by a company in the normal course of its
business are subject to STC irrespective of the revenue or capital nature of the
underlying profits. Thisissue was dso extengvely debated at the time section 9E
was introduced.

4.7 Exemptions

a)

b)

Change reference to resident in section 10(1)(c)(iii) back to ordinarily resdent
(SAICA)

This proposal is accepted and the reference to ordinarily resident will be retained to
be in line with the Vienna Convention and the provisions of the Diplométic
Immunities and Privileges Act, 1989.

Expand on the meaning of “ social security system of any other country”
(SAICA)

The explanatory memorandum to the Bill will darify this concept.

| ssue guidelines on PAYE deductionsin the case of the section 10(1)(0)
exemption
(SAICA)

Guiddineswill beissued in due course.
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d) Employment income exemption where an individual isoutside SA for a
continuous period of 183 days makes SA businesses and individuals
uncompetitive and could lead to a loss of foreign contracts.

>

Employment opportunitiesfor South Africanswill be reduced
and it will negatively impact on the economy. 91 daystest is
mor e practical and transtional measur es should be introduced.
(SAFCEC)

Reduce the requirement to a continuous absence of at least 90
days subject to incidental vists. Change the 183-day rule during
ayear of assessment to any 12 month period commencing or
ending during the year of assessment.

(PricewaterhouseCoopers)

Detrimental effect on family life, period isunlikey to fit into one
year of assessment, higher cost to employersand SA labour will
become mor e expensive.

(AGC)

SA employees may resign or locate to morefavourable tax
juridictions
(SACOB)

Will result in the loss of SA skilled individuals wor king abroad
(SAAMC; SAACE)

Foreign companies may be disinclined to invest and locatein SA
and African activities may be reconsider ed
(SAACE)

In order to have only one test gpplicable to adl industries the
required period of presence will be changed from a 183 day
continuous period to an aggregate period of 183 full days per tax
year. Therevisad proposa should accommodate most of the
concernsraised in thisregard.

The current gpproach is aready more generous than that of, say,
the USA which requires an absence of 330 days out of 365 days
and caps the exemption a $78 000. Other jurisdictions, such as
Audtrdia, require that the employees income be taxed offshore
before an exemption is granted in the jurisdiction of residence.

The effect of this rdief measure will be monitored to determine

whether certain categories of employees abuse this exemption to
earn foreign employment income in double non-taxation Stuations.
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e) Introduceonly onetest for the exemption in section 10(1)(o) — 183 daysin
aggregate asisthe case for crew memberson certain ships
(SAICA; Maiusvan Blerck; SAFCEC; SA Association of Mining Contracting
Companies)

This concept will be introduced. See paragraph (d) above.
f) Allow for incidental visitsduring the period of continuous foreign presence

» 14 daysin aggregate for report back, arrange procur ements,
hospitalisation or family ber eavement.
(Mariusvan Blerck)

» for holidays, to attend to personal mattersor incidental business
needs such as management meetings
(PricewaterhouseCoopers, SAACE)

As an aggregate 183 day ruleis gpplied it is not necessary to grant
relief for incidenta vigtsto SA.

g) Thetaxation of foreign fringe benefits without any form of relief does not
address major cost variances between SA and other countries
(SAFCEC; SA Association of Mining Contracting Companies)

Where an employee qudifies for a section 10(1)(0) exemption the employment
income as well as foreign fringe benefits will be exempt

No deduction is alowed for expenses of a persond or private nature. Where an
employer remburses an employee for business expenditure incurred a fringe benefit
may not arise. An dlowance paid for accommodation while an employee is awvay
from his or her usud place of resdence isas arule generdly not subject to tax.

h) Grant relief to individuals on the actual SA tax suffered on the foreign income
(SAFCEC)

This proposa amounts to an exemption from tax on foreign income and cannot be

accommodated. The basic principleisthat resdents are taxed on their world-wide
income and a credit is dlowed for foreign tax paid on the income.
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i) Trangtional measuresarerequired for tenderswhich have already been
awarded or adjudicated on the basis of no tax on the income of contract
workers. Exempt employment income for a period of threeyears
(SAFCEC; SA Association of Mining Contracting Companies)

The exemption proposed inits revised format should suffice to dso ded with
contractors working on existing projects.

The granting of trangtiond relief is not supported as employment income is earned
on acurrent bass. The Stuation issSmilar to the adjustment of tax rates for
individuas where no trandtiond relief is granted. In any event, the
subgtantia relaxation of the requirement for qualification for section 10(1)(0)
exemption, proposed in (d) above, should resolve the problem.

4.8  Grant tax relief to high net worth individuals who become SA residents, in
order to attract foreign capital and skills, on the following basis:

> Exempt foreign income from assets acquired prior to becoming
resident;

> Apply aremittance basis of taxation asisdonein the UK; or

» Impose afixed tax charge on non-SA income

(PricewaterhouseCoopers)

» High net worth immigrants create substantial economic benefits, but the
evidenceisnot yet conclusive. Continueto tax local sour ce income and
impose a minimum flat rate tax on foreign income.

(Mariusvan Blerck)

This proposd is not accepted for the following reasons-

» Foreigners who became ordinarily resident in SA dready benefited
from athree year phase-in until 28 February 2000. Individuaswho
are resdents as aresult of the days test would in many cases qudify as
ordinarily resident and were not taxed on foreign passive income since
1997. The view is held that no relief other than that proposed for
foreign pensions be granted to immigrants.

» The principle behind taxing on aresidence basisis that the resdent uses
the infrastructure of the country of residence and should therefore make
acontribution by paying tax in the country of resdence.

» Thetax principle of horizonta equity advise againgt such measures.
Persons who are SA residents from birth are taxed in full on their
foreign income. The taxation on aremittance basswould act asa
disncentive to bringing the income back to SA.

» Taxation is not the only reason why foreigners decide to retire or move
to SA, i.e the cost of living and the climate,

» Theedimated lossto the fiscus is based on alimited sample of 9
selected clients of PWC. The figures of R11-19 hillion are based on
unsubstantiated assumptions as to the direct and indirect tax
contribution by these individuads, nomina growth of 18% per annum,
future value ingtead of present value and the percentage of these
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individuals who may become non-resident.
> Evidence of the property market in the Western Cape indicates an
increase in the number and value of transactions from 1999 to 2000.
> Ladly, if theindividud istaxed in SA on the persons foreign income,
the foreign tax paid will be dlowed as a credit.

With regard to the argument that these high net worth individuas should be
subject to only afixed annud feg, it isnot in line with normd tax principles
of taxing a person on its taxable income and may set a dangerous
precedent.

Rdief isgranted in respect of foreign pensions which will not be taxed for a
period of three years until the tax trestment of the retirement industry has
been resolved.

4.9 Scrapping of pipdines

Amend section 11(0) to provide for thescrappping of pipelines
(SAICA)

Section 11(0)(i) provides that no scrapping alowance will be alowed where
structures of a permanent nature are scrapped within a period of ten years from the
date of erection. As pipdines are written off over 10 years, it is not deemed
necessary to alow for a scrapping alowance.

410 Losses

a) Ring-fencing of assessed losses arising from a trade carried on outside South
Africaisharsh and contrary to the fundamental basis of world-wide taxation.
Allow foreign losses but introduce a claw back provision when the branch is
converted in a profitable untaxed subsidiary.

(Mariusvan Blerck; PricewaterhouseCoopers)

The principle behind ring-fencing the foreign losses is to protect the existing SA tax
base.

Branches

In the case of a SA resident company operating viaa number of offshore branches
the foreign profits and losses will be set-off againgt each other. Thisis so by reason
of the fact that it isthe same legd entity trading only &t different places. If the net
result of such offshore ectivitiesis aloss, that losswill be ring-fenced and not
available for set-off againgt the resident’s SA source profits.

A number of countries do ring-fence foreign losses, eg. Audrdia, Brazil, Lesotho
and Peru. Thislimitation should aso be seen in the context of foreign tax credits
which are dlowed to be carried forward for seven years.
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CFE's

In the case of a SA resident with multiple CFE’ s operating offshore, each of such
offshore operations represents a separate legd entity. By alowing such offshore
entities to pool their profits and losses will be tantamount to group taxation which is
not dlowed localy. Again it isimportant to see this matter as part of the bigger
picture:

> Profits and losses generated in designated countries will be out of the system.

» Where the CFE operates even in alow taxed country via a proper business
establishment, it does not maiter whether it generates aprofit or aloss. All that
will be taxed are dividends when they are finally declared to a South African
resident.

> What is, therefore, I€eft is again economic activities arising from diversonary
transactions and CFEs with no proper business establishments (mobile
operations).

b) Limit the deductibility of foreign coststo foreign incomein CFE’sonly in the
aggregate and not on a company-by-company bass.
(Mariusvan Blerck)

It is not possible to accede to this proposd. It isgenerd practice internationaly
that losses of one CFE are not alowed to be set off againgt the profit of another
CFE. Todlow such a sst-off would effectively mean that a group basis of taxation
is gpplied to off-shore entities, whereit is not even dlowed for SA groups of
companies. In addition, CFE income is only imputed to aresident where CFE's
are engaged in unacceptable transfer pricing, diverdonary transactions or earn
passve income in excess of 5% of ther grossreceipts. It is questionable whether
SA should assist taxpayers engaged in such practices by adlowing an offset of
losses.

411 Secondary tax on Companies

Provide a ST C exemption for companieswhich are deemed to beincor porated
in SA in terms of section 322 of the Companies Act but areonly carryingon a
tradein SA through a branch or agency

(PricewaterhouseCoopers)

Section 322 of the Companies Act, 1973 deems such a company to be registered
in terms of that Act and not to be incorporated in SA. STC will, therefore, not be
imposed on the basis of incorporation. STC isatax on the income of acompany.
The provisions of the relevant treaty whose tie breaker rules are gpplied will
determine which country has the right to tax the profits of the company. Thetreaty
will in any case override the provisons of the domestic provisonsreating to STC.
No change is proposed.



412 Genera

a) Bringthewording of section 103 in line with the new definition of resident
(SAICA)

These amendments will be effected.
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b) Extend new definition of spouse to donationstax and include heter osexual
permanent relationshipsin the new definition of spouse.
(SAICA)

These proposals cannot be agreed to. Thiswould be too easy to manipulate for
donations tax purposes. A key difference noted by the Congtitutional Court is that
people in heterosexud relationships have the option to get married. The
conditutiona implications of not including such relationships in the definition of
spouse have been consdered and the view is held that such excluson will not be
uncondtitutiond.

c) Give seriousconsideration to grant atax amnesty to citizenswho have
transferred funds abroad illegally
(SAICA)

During 1996 the Find Relief on Tax, Interest, Pendty and Additiona Tax Act,
1996 was enacted which had a cut-off date of 28 February 1997. That amnesty
did not only grant relief to non-filers, but aso to persons who under-declared their
income. Granting an amnesty in this regard will open the door for further requests
in respect of loca income which has not been declared. Where aperson
voluntarily declares foreign assets which were generated from untaxed SA income
the voluntary disclosure will be taken into account by the Commissioner in
determining the interest and pendties to be imposed. If at al, an amnesty would
only be considered when further relaxation of exchange control is granted.

Furthermore, thisissue is not only atax issue, but would aso require an amnesty
from the exchange control regulations.

Prepared by SARS and the Nationa Treasury



