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Preamble

In this Note unless the context indicates otherwise —

e “CFC” means “controlled foreign company” as defined in section 9D(1);

e “CGT” means the normal tax attributable to the inclusion of a taxable capital
gain in taxable income under section 26A;
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o “foreign company” means “foreign company” as defined in s 1(1), namely
any company which is not a resident;

e ‘“paragraph” means a paragraph of the Eighth Schedule;

e ‘“qualifying foreign company” means a foreign company as described in
3.2.3(b);

e “Schedule” means a Schedule to the Act;
e “section” means a section of the Act;

e “tax treaty” means an agreement for the avoidance of double taxation
between South Africa and another country;

e “the Act” means the Income Tax Act No. 58 of 1962; and

e any other word or expression bears the meaning ascribed to it in the Act.

Purpose
This Note provides guidance and clarity on the interp 1 and application of
section 91 which deals with headquarter companies® Set as initially inserted

into the Act effective for years of assessmen gron or after 1 January

2011.

The Note also briefly discusses the provisigns ofithe ACt that provide special tax relief
for headquarter companies, as well the ific anti-avoidance rules that are
designed to prevent misuse or abus provisions.

The Note does not discuss all sections which are applicable to headquarter
companies. For example, ghe Not es not discuss “gross income” as defined in
section 1(1) or section 11(&) whichj although these sections do not specifically refer
to headquarter com icable to headquarter companies.

Background

The South A
investments i
Amendment Bill

rnment wishes to promote South Africa as a gateway for
Africa. The Explanatory Memorandum on the Taxation Laws
010" stated:?

“South Africa is the economic powerhouse of Africa. South Africa’s location, sizable
economy, political stability and overall strength in financial services make
South Africa an ideal location for the establishment of regional holding companies by
foreign multinationals. Furthermore, South Africa’s network of tax treaties provides
ready access to other countries in the region. South Africa is therefore a natural
holding company gateway into the region.

“However, in order to serve as an ideal holding company jurisdiction, three sets of
South African tax rules were identified as significant barriers: (i) the CFC rules, (ii) the
charge on outgoing dividends, and (iii) the thin capitalisation rules.”

As part of the initiative to promote South Africa as a location for headquarter
companies, the government amended certain provisions of the Act in order to create

1
2

W.P. 10 of 2010.
Paragraph 5.4 of the Explanatory Memorandum on the Taxation Laws Amendment Bill, 2010.
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a more favourable tax dispensation for parties using South Africa as a gateway for
investment into Africa.

A headquarter company is subject to tax in the same way as any other resident
company, however it is entitled to certain relief from income tax, CGT and dividends
tax which is not available to resident companies that are not headquarter companies.
As a consequence of the special relief granted to headquarter companies they are
also subject to special anti-avoidance rules.

In addition to the headquarter companies themselves, a foreign person receiving
interest or royalties from a headquarter company will, under specified circumstances,
be exempt from withholding tax on interest and royalties respectively.

Definition of “headquarter company”
The law

The relevant sections of the Act are quoted in the Annex

Application of the law

In order to be a headquarter company for any” yeap of essment, a company
must -

e be aresident (see 3.2.2);
e comply with the requirements_of‘Sectio ) (see 3.2.3); and

¢ make an election (see 3.2.1) tobe afieadquarter company.

Annual election [section

[}

ndy(3)]

The election to be a headquarter company must be in the form and manner
determined by the mission he election must be made for a specific year of
assessment and j wvalid for that year of assessment. The election is currently
Return for Companies (ITR14) which asks the question
to be a headquarter company in terms of s91?".

Companies that are residents [section 9I(1)(a)]

Only a company” that is a resident may elect to be a headquarter company. In
general, a company is a “resident” if it —

e isincorporated, established or formed in South Africa; or

e has its place of effective management® in South Africa.

Section 1(1) — definition of “headquarter company” and section 9I(1).
See section 1(1) for the definition of “company”.
See Interpretation Note No. 6 dated 26 March 2002 “Resident: Place of Effective Management

(Persons Other Than Natural Persons)” and Interpretation Note No. 6 (Issue 2) dated 3 November
2015 “Resident — Place of Effective Management (Companies)” for a discussion of the words
“place of effective management”. In addition, special considerations apply to determining the
place of effective management of a foreign investment holding company as defined in the Act.
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The definition excludes any company which is deemed to be exclusively a resident of
another country for purposes of the application of any tax treaty.
Requirements of section 9I(2)

A resident company must generally meet three requirements in order to be eligible to
elect to be a headquarter company for any year of assessment, namely, —

¢ the “10% shareholding and voting rights” requirement [see 3.2.3(a)];

o the “80% or more of the cost of total assets in, to or by a qualifying foreign
company” requirement [see 3.2.3(b)]; and

e the "50% or more of gross income” requirement [see 3.2.3(c)].

(a) The “10% shareholding and voting rights” requirement [section 91(2)(a)]

Section 91(2)(a) provides that each holder of shares in the company, whether alone
or together with any other company forming part of the same group of companies as
the holder, must hold 10% or more of the equity shar and voting rights in the

“‘[G]roup of companies’ means two
(hereinafter referred to as the ‘controllin
holds shares in at least one other ¢
group company’), to the extent th

(@) at least 70 per c e equity shares of each controlled group
company i by the controlling group company, one or
more o roup companies or any combination thereof;
and

(b) the cantrolling /group company directly holds at least 70 per cent of the

Y n at least one controlled group company;”

A holder thatis a c any may hold 10% of the equity shares and voting rights on its
j ther company that is part of the same group of companies.
voting rights held by a connected person, that is not part of
the same group,of companies, is not relevant. Similarly, if the holder is a natural
person or a trusty’connected person holdings are not relevant and the natural person
or trust must hold 10% or more of the equity shares and voting rights itself.

An “equity share” is defined in section 1(1) as follows:

“ ‘[E]quity share’ means any share in a company, excluding any share that,
neither as respects dividends nor as respects returns of capital, carries any right to
participate beyond a specified amount in a distribution;”

A distribution, as referred to in the definition of “equity share”, could take the form of
a distribution of profits® (dividends) or capital (return of contributed tax capital).” The
share will be an equity share as long as the right to participate in either of those types
of distribution is unrestricted. The share will not be an equity share if both those
rights are restricted.

Depending on the facts profits are not an essential requirement of a dividend.
The term “contributed tax capital” is defined in section 1(1).
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The 10% holding requirement must be satisfied for both the equity shares and the
voting rights in the company. Therefore, each holder that is —

e not a company, must hold 10% or more of both the equity shares and the
voting rights in the company; and

e a company must hold 10% or more of the equity shares and voting rights
directly or together with any other company forming part of the same group of
companies.

For example, if a trust holds 10% or more of the equity shares but less than 10% of
the voting rights in a company, or vice versa, the company will not meet the
requirements of a headquarter company. However, if the holders of the shares are
companies and one company holds 10% or more of the equity shares and another
company within the same group of companies holds 10% or more of the voting rights,
the requirement will be met.

t be met for the entire
ke an election to be
on each and every

The “10% shareholding and voting rights” requirement
year of assessment for which a qualifying company wag
a headquarter company. That is, the requirement
day of the year of assessment. The shareholdi :
assessment provided that at all times every t the™10% shareholding and
voting rights” requirement. The only exceptionji

s trading. In that year the

which the potential headquarter comp c
irement for any period before the

company does not need to comply with t
company commenced the carrying trade.® See Interpretation Note No. 51

xpenditure and Losses” for a discussion of
the words “carrying on of a tra
determining when a comp m

Example 1 - The “ ing and voting rights” requirement

Facts:

ABC Trust a | A each hold 40% of the equity shares and voting rights in
Company A. ies B, C, D and E, that are not companies forming part of the
same group of\€ompanies, each hold 5% of the equity shares and voting rights in
Company A.

Result:

Company A cannot elect to be a headquarter company because each of its holders
of shares does not hold 10% or more of the equity shares and voting rights.
Companies B, C, D and E each hold 5% only of the equity shares and voting rights in
Company A. Companies B, C, D and E are not part of the same group of companies
and accordingly their holdings are considered separately.

Company A has not met the “10% shareholding and voting rights” requirement under
section 9I(2)(a) and is disqualified from being a headquarter company for the relevant
year.

8 The proviso to section 91(2)(a) applies to years of assessment commencing on or after 1 January

2013.



Example 2 — The “10% shareholding and voting rights” requirement
Facts:

ABC Trust and Individual A each hold 40% of the equity shares and voting rights in
Company A.

Companies B, C, D and E each hold 5% of the equity shares and voting rights in
Company A. CompaniesB,C,D andE are 100% held by CompanyF.
Companies B, C, D, E and F are therefore part of the same group of companies.

Result:

Company A has met the “10% shareholding and voting rights” requirement under
section 91(2)(a) because each of its holders of shares, together with companies
forming part of the same group of companies in the case of holders who are
companies, hold 10% or more of the equity shares and voting rights in Company A.
Companies B, C, D and E together hold 20% of the equity shares and voting rights in
Company A.

Company A can elect to be a headquarter com
section 9I(2) are met.

er requirements of

Example 3 — The “10% shareholding ing rights” requirement

Facts:

ABC Trust and Individual A each, ho o Of the equity shares and voting rights in
Company A. Companies B, E each hold 5% of the equity shares and voting

rights in Company A whichfthey ac d on 1 March 2014.

% held by Company F. Companies B, C, D and E
he same group of companies on 31 January 2015.

Company A’ essment ends on 31 December.

Result:

Company A did not meet the “10% shareholding and voting rights” requirement of
section 91(2)(a) in the 2014 year of assessment because each of the holders of
shares in Company A did not hold 10% or more of the equity shares and voting rights
for the duration of that year of assessment. Companies B, C, D and E were not part
of the same group of companies during the 2014 year of assessment and accordingly
their holdings must be considered separately for that year of assessment.
Accordingly, Company A cannot elect to be a headquarter company for the
2014 year of assessment.

Company A can also not elect to be a headquarter company for the 2015 year of
assessment since companies B, C, D and E only became members of the same
group of companies on 31 January 2015. Each of the holders of shares in
Company A, together with companies forming part of the same group of companies
in the case of a company, did not therefore hold 10% or more of the equity shares
and voting rights for the duration of that year of assessment.




Company A can elect to be a headquarter company in future years of assessment, if
the other requirements of section 91(2) have been met and each of the holders of
shares in Company A, together with companies forming part of the same group of
companies, continue to hold 10% or more of the equity shares and voting rights for
the duration of those years of assessment.

Example 4 — The “10% shareholding and voting rights” requirement
Facts:

Company A holds 100% of the equity shares and voting rights in Company B, a
potential headquarter company. On 1 March 2015 Company A disposed of 5% of the
equity shares and voting rights to Company C that does not form part of the same
group of companies as Company A. Company B’'s year of assessment ends on
31 December.

Company C was incorporated and commenced trading o rch 2015.

Result:

Company B cannot elect to be a headquartér c any@for the 2015 year of
assessment because each holder of its share§\di t hold at least 10% of its equity
shares and voting rights for the duration of that,yea assessment. The proviso to
section 91(2)(a) which permits the pet ' the commencing of trade to be
disregarded refers to the potential ompany and is not applicable to
Company C.

Company B does not meet shareholding and voting rights” requirement of
section 91(2)(a) and is om being a headquarter company for the
2015 year of assessment.

Example 5 — The “1Q% shareholding and voting rights” requirement

Facts:

Company A and, Company B each hold 50% of the equity shares in Company C.
Company A holds 95% of the voting rights in Company C and Company B holds 5%
of the voting rights.

Result:

Company C cannot elect to be a headquarter company because each holder of its
shares does not hold 10% or more of the voting rights in Company C. Company B
only holds 5% of the voting rights in Company C.

Company C does not meet the “10% shareholding and voting rights” requirement of
section 9I(2)(a) and is disqualified from being a headquarter company.




Example 6 — The “10% shareholding and voting rights” requirement
Facts:

Company A and Company B each hold 50% of the equity shares and voting rights in
Company C. During the 2015 year of assessment Company B sold 25% of the equity
shares and voting rights to Company D.

Result:

Notwithstanding the change in shareholding, for the duration of the 2015 year of
assessment each holder of shares held 10% or more of the equity shares and voting
rights in Company C. Accordingly, Company C can elect to be a headquarter
company for the 2015 year of assessment if the other requirements of section 91(2)
are met.

Example 7 — The “10% shareholding and voting rights” requirement
Facts:

Company B was incorporated on 15 April 2014
rights were held by natural persons who eac
shares and voting rights. Company B com
2014. Company C and Company D each acquire
voting rights in Company B on 1 July 2

shares and voting
an 10% of the equity
g on a trade on 1 July

Company B’s year of assessment en

Result:

Company B has met the['10% shareholding and voting rights” requirement under
section 9I(2)(a) for the year/of assessment since each holder of shares held
10% or more of thefe and voting rights in Company B from the date that
amtrade in the 2015 year of assessment. Company B can
er company if the other requirements of section 91(2) are met.

holder of shares did not hold 10% or more of the equity shares
in Company B during the period 15 April 2014 to 30 June 2014 does
not disqualify Company B from meeting the “10% shareholding and voting rights”
requirement under section 9I(2)(a) because Company B did not carry on a trade
during that period.

(b) The “80% or more of the cost of total assets in, to or by a qualifying
foreign company” requirement [section 9I(2)(b)]

Section 91(2)(b) requires that 80% or more of the cost of the total assets of the
potential headquarter company must be attributable to one or more of the following
types of assets at the end of the year of assessment for which that company wishes
to make an election and at the end of all previous years of assessment:

e Any interest in equity shares in one or more qualifying foreign companies
[section 91(2)(b)(i)].

e Any debt owed by one or more qualifying foreign companies
[section 91(2)(b)(ii)].
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o Intellectual property as defined in section 23I(1) that is licensed by the
company to a qualifying foreign company. The same intellectual property may
potentially be licenced to a qualifying foreign company and another person.
The cost of an item of intellectual property which is licenced to both a
qualifying foreign company and another person, for example a South African
subsidiary, will be taken into account in the “80% or more of the cost of total
assets in, to or by a qualifying foreign company” calculation because
section 9I(2)(b) does not require exclusive licensing to a qualifying foreign
company [section 91(2)(b)(iii)].

A “foreign company” is defined in section 1(1) as any company which is not a
resident.

A qualifying foreign company is a foreign company in which the potential headquarter
company holds, whether alone or together with any other company forming part of
the same group of companies as the potential headquarter company, at least 10% of
the equity shares and voting rights in the foreign compa t the end of the year of
assessment concerned.

The “80% or more of the cost of total assets in, to y a ng foreign company”
requirement must be met at the end of the ye ssment for which an election
is made to be a headquarter company andjat of all previous years of
assessment of the potential headquarter mpany. This means that if the
requirement is not met in one year of e the company will never be able to
meet this requirement and will not bejeli
that or a future year of assessment.

The particular assets® makj “80% or more of the cost of total assets in, to or
by a qualifying foreign company” requirement may change from one year to the next
provided the require t\s met each year. For example, a potential headquarter
company could m ment because of the cost of its equity shares in
qualifying foreign in one year and, notwithstanding having sold its equity
shares in qualifyi reign company A in the next year, meet the requirement
because of th its newly acquired equity shares in qualifying foreign
company B.

Meaning of “cost

In C v COT Goldin J stated the following on the meaning of “cost”:*°

“The word ‘cost’, when undefined, may be used in various senses. As Jordan CJ said
in the case of Ex parte Brierley, Re Elvidge (1947) 47 NSWSR 423 at 427; Words
and Phrases Legally Defined 2 ed —

‘It may, in the case of manufacture, be used to mean the price paid for the
raw material plus the wages paid for turning it into finished articles; and, in
the case of trading, the price paid for what is re-sold. Or, in either case, it
may include all the other expenses incurred in bringing into existence, or
obtaining, and then selling a vendible article — what are generally described

as “overheads”.

9
10

See above for details regarding the assets which are included in the calculation.
1973 (4) SA 449 (R), 35 SATC 241 at 246 and 247.
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Goldin J stated further that —*

“[tlhe word ‘cost’ has to be construed according to its context.”

Trollip JA held as follows in SIR v Eaton Hall (Pty) Ltd:*2

“...[Iln the absence of any definition in the Act of such cost one must look at its
ordinary meaning. The Oxford English Dictionary defines ‘cost’ as meaning: ‘That
which must be given or surrendered in order to acquire, produce, accomplish, or
maintain something; the price paid for a thing.” ".

Based on the above, the view is held that “cost incurred” has the same meaning as
“expenditure incurred”. In C: SARS v Labat Africa Ltd Harms AP stated the following

on the meaning of “expenditure”:**

“The term ‘expenditure’ is not defined in the Act and since it is an ordinary English
word and, unless the context indicates otherwise, this meaning must be attributed to
it. Its ordinary meaning refers to the action of spending funds; disbursement or
consumption; and hence the amount of money spent.

“The Afrikaans text, in using the term ‘onkoste’, endors
of the Act it would also include the disbursement assets with a monetary
value. Expenditure, accordingly, requires a dimi only temporary) or at
the very least movement of assets of the p pends. This does not mean
that the taxpayer will, at the end of the
counter-performance may be the same or even

reading. In the context

In the above case it was held that théStaxp
expend any money or assets in acquirin trade mark.** Subsequent to the court
case section 40CA was introduced J the» Act. Section 40CA provides that if a
company acquires any asset in paragraph 1, from any person in
exchange for —

e shares issued_b at company, that company must be deemed to have
n t of expenditure in respect of the acquisition of that

o the market value of the shares immediately after the

acquisition of that asset which is equal to that amount of debt.

Once a taxpayer is deemed to have incurred an amount of expenditure that amount
is treated as expenditure actually incurred.

In a barter transaction involving assets only the expenditure incurred is the amount
by which each party’s assets to the transaction are diminished. For example, if X
exchanges asset A, held on capital account, plus an amount of cash for asset B, the
expenditure incurred by X in respect of asset B is the market value of asset A plus
the cash consideration. Similarly, if X exchanges asset A plus an amount of cash in
return for Y repairing X's fence, the expenditure incurred by X in respect of the repair
is the market value of asset A plus the cash consideration. In addition, in both
situations, X has disposed of asset A and will have to account for any capital gain or

11
12
13
14

At SATC 247.
1975 (4) SA 953 (A), 37 SATC 343 at 347.
2013 (2) SA 33 (SCA), 74 SATC 1 at 6.

At SATC 7.
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loss on disposal and, if applicable, a recoupment or scrapping allowance. The
proceeds from disposal of asset A will be equal to its market value, before taking into
account any adjustments under paragraph 35, and, generally speaking, the base cost
will be equal to the expenditure actually incurred in acquiring asset A, before taking
into account any adjustments under paragraph 20. Y will have gross income equal to
the market value of the repair but will be able to deduct, for example, the cost of the
materials purchased and used in repairing the fence.

As regards the determination of the market value of the assets or services given in
exchange in a barter transaction, Binns-Ward J noted in the recent case of
South Atlantic Jazz Festival (Pty) Ltd v CSARS™ in relation to sponsorships in kind
provided to the Jazz Festival that —

“...accepting, as one may [in these specific circumstances], that the transactions were
at arm’s length, the value of the goods and services provided by the appellant [the
South Atlantic Jazz Festival] to the sponsors in each case falls to be taken as the
same as that of the counter performance by the relevant sponsor...In an ordinary
arm’s length barter transaction the value that the partiesgto it have attributed to the
goods and services that are exchanged seems to mg bsence of any contrary
indication, to be a reliable indicator of their market,va

saction, the market value
ion”, be the market value
and would be of equal value.
ts or services to be exchanged
between the parties is reflectedgin ant agreement. The facts and
circumstances of the particular transagti cluding the contractual terms, must be
considered as they could impac and timing.

of the assets or services will, “absence any ¢
of the assets or services as agreed between th

The amount of expenditurg or co rred may be altered by a section of the Act or
a paragraph of the hth Schedule, for example, but not limited to,
section 24BA(3)(a)(i se6tiof 12C(2),  section 31(2),"®*  section 80B  or
paragraph 38(1)( ses if the amount of expenditure or cost is altered it is
necessary to consi he wording of the particular section or paragraph in assessing
if the alterati r purposes of the Act as a whole, and therefore must be
taken into ac under section 91(2)(b), or if it is limited to a specific section or
paragraph. For\ example, paragraph 38(1)(b) applies only for purposes of
paragraph 20(1)(a) and the Eighth Schedule and therefore will not apply when
considering the cost of assets under section 91(2)(b). However, if the cost of any
asset was altered under section 31(2) or section 80B then the altered cost must be
taken into account when assessing whether the “80% or more of the cost of total
assets in, to or by a qualifying foreign company” requirement has been met.

The word “cost” refers to the original cost of an asset at the date of performing the
calculation and is not adjusted by the amount of any provisions, for example,
provision for impairments raised for accounting purposes or any capital allowances
claimed. The original cost of an asset is reduced by amounts recovered or recouped
or returned by the other party to the potential headquarter company.

15
16

77 SATC 254 at 260 and 261.
See 4.2.3.
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Meaning of “debt”

The word “debt” is not defined in the Act and should therefore be given its ordinary
meaning. In Joint Liquidators of Glen Anil Development Corporation Ltd (In
Liquidation) v Hill Samuel (SA) Ltd Holmes AJA held that —*"

“the ordinary meaning of debt is ‘that which is owed or due; anything (as money,
goods or services) which one person is under obligation to pay or render to another’.
See Shorter Oxford English Dictionary”.

Meaning of “intellectual property”
The term “intellectual property” is defined in section 23I(1) as follows:

[[]ntellectual property’ means any—

€) patent as defined in the Patents Act including any application for a
patent in terms of that Act;

(b) design as defined in the Designs Act;

(c) trade mark as defined in the Trade Mar,

(d) copyright as defined in the Copyrigh

(e) patent, design, trade mark or
similar law to that in paragr
than the Republic;

ed or described in any
(b),{c) or (d) of a country other

) property or right of a ilar nature to that in paragraph (a), (b), (c), (d)
or (e); and

(9) knowledge conne e use of such patent, design, trade mark,

copyright,

t in the form of a bank deposit payable on demand
% A deposit with an entity which is not registered as a
Act No 94 of 1990, or the appropriate banking laws of a
Africa, will not qualify for the exclusion.

bank under
country other

The words “payable on demand” mean that the funds deposited with the bank can be
obtained upon request. The terms and conditions of the particular bank deposit must
be considered when evaluating whether the deposit is payable on demand. For
example, a 32-day notice deposit would not qualify as a deposit payable on demand
as the investor must wait the prescribed period and cannot obtain the funds upon
request. In contrast, if an investor can immediately withdraw the money or request an
electronic funds transfer, the deposit will be considered to be payable on demand
notwithstanding that there may be a short standard processing delay. A detailed
consideration of all the facts applicable is critical.

Assets with a market value of at least R50 000

In addition, in determining whether a company complies with the “80% or more of the
cost of total assets in, to or by a qualifying foreign company” requirement of
section 9I(2)(b) in relation to a year of assessment, that year must be disregarded if

17
18

1982 (1) SA 103 (A) at 110.
Paragraph (aa) of the proviso to section 91(2)(b).
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the company did not at any time during such year of assessment own assets with a
total market value exceeding R50 000."

Example 8 — The “10% shareholding and voting rights” and the “80% or more
of the cost of total assets in, to or by a qualifying foreign company”
requirements

Facts:

Company A, a resident company, is 100% held by Company D. Company A holds
80% of the equity shares and voting rights in a foreign company, Company B, and
10% of the equity shares and voting rights in another foreign company, Company C.
Company A’s year of assessment ends on 31 January. The cost of Company A’s
total assets at the end of the 2015 year of assessment is as follows:

R
Equity shares in Company B 80 000
Preference shares (not qualifying as equity shares) in Company B 100 000
Loan advanced to Company B 2 000 000
Equity shares in Company C 20 000
Patent licensed to Company C 500 000
Debt owed by companies that are residents 1 000 000
Cost of Company A's total assets 3 700 000
Company D advanced R500 000 to . This amount is included in the

R2 million advanced by Company A
repay the loan and Company A has
R250 000 against the loan of R2mi

panyB. Company B is currently unable to

ise provision for potential hon-recovery of

The “80% or more of the gost of t
requirement was met i

sets in, to or by a qualifying foreign company”
alprevious/ years of assessment.

Result:

Companies B

holds at least W c

The cost of assets in, to or by a qualifying foreign company as specified in
section 9I(2)(b) is R2 600 000 (equity shares in Company B and Company C, loan to
Company B and patent licensed to Company C) which represents 70,27%
(R2 600 000 / R3 700 000) of the cost of Company A’s total assets.

e both qualifying foreign companies because Company A
equity shares and voting rights in each of the companies.

Company A is disqualified from being a headquarter company under section 9I(2)(b)
for the 2015 year of assessment and future years of assessment, even if the
requirement is met in a future year of assessment, since less than 80% of the cost of
its total assets is attributable to assets in, to or by qualifying foreign companies as
specified in section 91(2)(b) in 2015.

9 paragraph (bb) of the proviso to section 91(2)(b), applicable to years of assessment commencing

on or after 1 January 2013.
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Note: The original amount of the loan of R2 million and not the impaired value of
R1 750 000 (R2 million — R250 000) is taken into account in determining the “80% or
more of the cost of total assets in, to or by a qualifying foreign company”
requirement.

Example 9 — The “10% shareholding and voting rights” and the “80% or more
of the cost of total assets in, to or by a qualifying foreign company”
reguirements

Facts:

Company A, a resident company, is 100% held by Company D. Company A holds
80% of the equity shares and voting rights in a foreign company, Company B, and
10% of the equity shares and voting rights in another foreign company, Company C.
Company A’s year of assessment ends on 31 March. The cost of Company A’s total
assets at the end of the 2015 year of assessment is as follows:

R
Equity shares in Company B 80 000
Loan advanced to Company B 2 000 000
Equity shares in Company C 20 000
Patent licensed to Company C 500 000
Debt owed by companies that are residents 100 000
Cost of Company A's total assets 2 700 000
The “80% or more of the cost of total"assetsyin, to or by a qualifying foreign company”
requirement was met in all previgus f assessment.
Result:

Company B and Comp
Company A holds &
companies.

C are both qualifying foreign companies because
the equity shares and voting rights in each of the

Company A
2015 year of

e requirement specified under section 91(2)(b) for the
nt because 96,29% (R2,6 million / R2,7 million) of the cost of
Company A’s tatal assets is attributable to assets in, to or by qualifying foreign
companies as Specified in section 91(2)(b) (equity shares in Company B and
Company C, loan to Company B and patent licensed to Company C).

Company A can potentially qualify as a headquarter company for the 2015 year of
assessment if the other requirements under section 91(2) are met.
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Example 10 — The “10% shareholding and voting rights” and the “80% or more
of the cost of total assets in, to or by a qualifying foreign company”
reguirements

Facts:

Company A, a resident company, is 100% held by Company D. Company A holds
80% of the equity shares and voting rights in a foreign company, Company B, and
5% of the equity shares and voting rights in another foreign company, Company C.
Company A’s year of assessment ends on 31 March. The cost of Company A'’s total
assets at the end of the 2015 year of assessment is as follows:

R
Equity shares in Company B 80 000
Loan advanced to Company B 2 000 000
Equity shares in Company C 20 000
Patent licensed to Company C 500 000
Debt owed by companies that are residents 100 000
Cost of Company A's total assets 2 700 000

The “80% or more of the cost of total assets in, to
requirement was met in all previous years of as

g foreign company”

Result:

Company B is a qualifying foreign compa cause Company A holds at least 10%
of the equity shares and voting rightgin pan

any because Company A holds less than
10% of the equity shares rights in Company C. Accordingly, the cost of
assets attributable to Comipany C4,0fR520 000 (R20 000 + R500 000) is ignored in
calculating the cost of tetal asSets held by Company A in qualifying foreign
companies.

Company C is not a qualifying

The cost of assets¥in, to or by a qualifying foreign company as specified in
section 9I(2) 0 000 (R80 000 + R2 million) which represents 77,03%
(R2 080 000/ 007000) of the cost of Company A'’s total assets.

Company A is disqualified from being a headquarter company under section 9I(2)(b)
for the 2015 year of assessment and future years of assessment, even if the
requirement is met in a future year of assessment, since less than 80% of the cost of
its total assets is attributable to assets in, by or to qualifying foreign companies as
specified in section 91(2)(b) in 2015.
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Example 11 — The “10% shareholding and voting rights” and the “80% or more
of the cost of total assets in, to or by a qualifying foreign company”
reguirements

Facts:

Company B, a company that is a resident, is 100% held by Company A. Company B
holds 5% of the equity shares and voting rights in a foreign company, Company C.
Company D, which is a company forming part of the same group of companies as
Company B, holds 10% of the equity shares and voting rights in Company C. The
cost of Company B’s total assets is as follows at the end of the 2015 year of
assessment:

R
Equity shares in Company C 100 000
Loan advanced to Company C 5 000 000
Current account 2 000 000
Cost of Company B's total assets 7100 000

The “80% or more of the cost of total assets in, to or b
requirement was met in all previous years of assessfmen

g foreign company”

Result:

Company C is a qualifying foreign company \kec Company B, together with
Company D, hold at least 10% of the ares and voting rights in Company C.
Company B has met the requireme peci under section 91(2)(b) for the
2015 year of assessment because 1 ,1 million / R5,1 million) of the cost of
Company B’s total assets is ib 0 assets in, to or by qualifying foreign
companies as specified in

The current account of million’ is excluded from the calculation of the cost of

Company B’s total ﬁ ragraph (aa) of the proviso to section 91(2)(b).
W

Example 12 0% shareholding and voting rights” and the “80% or more
of the cost o} assets in, to or by a qualifying foreign company”
requirements

Facts:

Company A, a resident company, is 100% held by Company C. Company A holds
80% of the equity shares and voting rights in a foreign company, Company B.
Company A’s year of assessment ends on 31 March. The cost of Company A’s total
assets at the end of the 2015 year of assessment is as follows:

R
Equity shares in Company B 10 000
Debt owed by companies that are residents 30 000
Cost of Company A’s total assets 40 000

The market value of Company A’s assets did not exceed R50 000 at any stage
during the year.

The “80% or more of the cost of total assets in, to or by a qualifying foreign company”
requirement was met in all previous years of assessment.
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Result:

Company B is a qualifying foreign company because Company A holds at least 10%
of the equity shares and voting rights in Company B.

Although only 25% (R10 000 / R40 000) of the cost of Company A’s total assets is
attributable to assets in, to or by qualifying foreign companies as specified in
section 9I(2)(b) (equity shares in Company B) at the end of the 2015 year of
assessment, Company A can still potentially qualify as a headquarter company for
the 2015 year of assessment if the other requirements under section 9I(2) are met.
This is possible because paragraph (bb) of the proviso to section 91(2)(b) provides
that the “80% or more of the cost of total assets in, to or by a qualifying foreign
company” requirement must be disregarded for the 2015 year of assessment since
the market value of Company A’s total assets did not at any time during the
2015 year of assessment exceed R50 000.

d the “80% or more
oreign company”

Example 13 — The “10% shareholding and voting rig
of the cost of total assets in, to or by a
requirements

Facts:
Company X, a potential headquarter company,thel % of the equity shares and
voting rights in Company Y, a foreigm,.c for the duration of Company X's

2014 year of assessment that end
disposed of its shares in Compan
acquired 5% of the equity share

omp31 March. On 30 June 2014 Company X
tojan unconnected person. Company X
rights in Company Z, a foreign company,
1 March 2015. At the end of both the 2014 and
e cost of the total assets of Company X was
ny Y and Company Z.

The “80% or mor
requirement was me

f total assets in, to or by a qualifying foreign company”
all previous years of assessment.

Result:

Company Y is ualifying foreign company in 2014 because Company X held at
least 10% of the equity shares and voting rights in that company as at the end of its
2014 year of assessment.

Company Z is a qualifying foreign company in 2015 because Company X held at
least 10% of the equity shares and voting rights in that company as at the end of its
2015 year of assessment. It is of no relevance that Company X only obtained the
required shareholding and voting rights of at least 10% on 1 March 2015.

Company X has met the requirement under section 9I(2)(b) for the 2014 and
2015 years of assessment because even though 80% of the cost of the total assets
at the end of 2014 and 2015 was attributable to equity shares in different qualifying
foreign companies, the requirement that 80% or more of its cost of total assets be
attributable to assets in, to or by qualifying foreign companies at the end of the
current and all previous years of assessment was met.

Company X can potentially qualify as a headquarter company for the 2014 and
2015 years of assessment if the other requirements under section 91(2) are met.
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() The “50% or more of gross income” requirement [section 91(2)(c)]

When the gross income? of a potential headquarter company exceeds R5 million in
a year of assessment for which the company wishes to make an election to be a
headquarter company, 50% or more of that gross income must consist of amounts in
the form of one or more of the following:

¢ Rental, dividends, interest, royalties or service fees paid or payable by a
qualifying foreign company [section 91(2)(c)(i)].

e Proceeds from the disposal of an interest in equity shares in a qualifying
foreign company [section 91(2)(c)(ii)].

e Proceeds from the disposal of any intellectual property, as contemplated in
section 91(2)(b)(iii), licensed to a qualifying foreign  company
[section 91(2)(c)(ii)].

Proceeds from the disposal of equity shares in a foreign company or proceeds from
the disposal of intellectual property will often be of a capital nature and will not be
included in the gross income of the potential head§ e company. In these
circumstances those proceeds would not form par % o or more of gross
income” calculation. Only proceeds of a reven ature pe included in gross

income and therefore form part of this calculati

In determining the gross income of _the

determined under section 241 on any exc
which that company is a party mus %a

mp any exchange difference
em as defined in section 24I(1) to
d [see 4.2.4(b) for a discussion of
section 24l].

Example 14 — The “50% re ross income” requirement

Facts:

Company X, a co
rights in a foreign
shares and i
received the

hat is"a resident, holds 40% of the equity shares and voting

yyCompany Y. Company X also holds 5% of the equity
ts in another foreign company, Company Z. Company X
ome during the 2015 year of assessment:

R
Dividends — Co 2 000 000
Interest — Company Z 3 000 000
Management fees — Company Y 900 000
Gross income of Company X 5 900 000

Result:

Company Y is a qualifying foreign company because Company X holds at least 10%
of the equity shares and voting rights in Company Y.

Company Z is not a qualifying foreign company because Company X holds less than
10% of the equity shares and voting rights in Company Z. Accordingly, the interest of
R3 million received from Company Z is excluded from the calculation of gross income
received by or accrued to Company X from qualifying foreign companies.

% The term “gross income” is defined in section 1(1). The meaning of this term is not discussed in

this Note.
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The gross income received by or accrued to Company X from a qualifying foreign
company (Company Y) amounts to R2,9 million (R2 million + R900 000) which
represents 49,15% (R2,9 million / R5,9 million) of the gross income of Company X.

Company X cannot elect to be a headquarter company for the 2015 year of
assessment because the gross income received by or accrued to it from a qualifying
foreign company is less than 50% of Company X's gross income. Company X does
not comply with the requirements under section 9I(2)(c) and is disqualified from being
a headquarter company for the 2015 year of assessment.

Example 15 — The “50% or more of gross income” requirement
Facts:

Company X, a company that is a resident, holds 40% of the equity shares and voting
rights in a foreign company, Company Y. Company X also holds 5% of the equity
shares and voting rights in another foreign compan panyZ Company X
received the following income during the 2015 year of

R
Dividends — Company Y 2 000 000
Interest — Company Z 3 000 000
Gross income of Company X 5 000 000

Result:

otiexceed R5 million therefore the “50% or
more of gross income” req der section 91(2)(c) need not be met.
Company X can elect to be arter company for the 2015 year of assessment
if the other requirements aof sectiogy9l(2) are met.

The gross income of Company X do

Example 16 — EIé

pe,a headquarter company
Facts:

Company A w corporated in South Africa and commenced carrying on a trade in
South Africa oR) 10 March 2014. Company A’'s year of assessment ends on
28 February.

The equity shares and voting rights in Company A are equally held by Company B, a
company that is a resident, and Company C, a foreign company, since incorporation.

Company A holds 50% of the equity shares and voting rights in two foreign
companies, Company M and Company N. The cost of Company A’s total assets at
the end of the 2015 year of assessment consists of the following:

R
Equity shares in Company M 100 000
Equity shares in Company N 200 000
Loan advanced to Company M 4 000 000
Patent licensed to Company N 1 000 000
Investments in other companies 300 000

Cost of Company A's total assets 5 600 000
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The gross income received by or accrued to Company A during the 2015 year of
assessment is as follows:

R
Dividends — Company M 6 000 000
Dividends — Company N 1 200 000
Interest — Company M 240 000
Royalties — Company N 100 000
Interest — Other companies 18 000
Gross income received by or accrued to Company A 7 558 000

Result:
The “10% shareholding and voting rights” requirement:

Company B and Company C each hold 50% of the equity shares and voting rights in
Company A for the duration of the 2015 year of assessment. Each holder of shares
therefore holds at least 10% of the equity shares and voting rights in Company A.
Accordingly, the requirements under section 91(2)(a) havegse

The “80% or more of the cost of total assets in, to oigby
requirement:

Company A was incorporated in March 2014 20 ear of assessment is the
company’s first year of assessment.

Company A holds 50% of the e
companies, Company M and Co
assessment. Companies M an

it are d voting rights in both foreign
at the end of the 2015 year of
fore qualifying foreign companies.

The cost of total assets
section 91(2)(b) equals ,3 million (R5,6 million — R300 000) which represents
94,64% (R5,3 milliow™/ T illi of the cost of Company A's total assets at the
end of the 2015 essment. Accordingly, the “80% or more of the cost of
total assets in, to or'y a qualifying foreign company” requirement in section 91(2)(b)
has been me

The “50% or mage of gross income” requirement:

Gross income received by or accrued to Company A from Company M and
Company N in the form of dividends, interest and royalties equals R7 540 000
(R7 558 000 — R18 000) which represents 99,76% (R7 540 000/ R7 558 000) of
Company A’s gross income for the 2015 year of assessment. Accordingly, the “50%
or more of gross income” requirement under section 91(2)(c) has been met.

Company A can elect to be a headquarter company for the 2015 year of assessment
because all the requirements of section 91(2) have been met.

Other

(a) Years of assessment

The “year of assessment” is a term which is used extensively in section 9l. It is
defined in section 1(1) as follows:

“‘[Y]ear of assessment’ means any year or other period in respect of which any
tax or duty leviable under this Act is chargeable, and any reference in this Act to any
year of assessment ending the last or the twenty-eighth or the twenty-ninth day of
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February shall, unless the context otherwise indicates, in the case of a company or a
portfolio of a collective investment scheme in securities be construed as a reference
to any financial year of that company or portfolio ending during the calendar year in
guestion.”

The term “financial year” is defined in section 1(1) as follows:

“ ot

[Flinancial year’, in relation to any company, means—

@) the period, whether of 12 months or not, commencing upon the date
of incorporation or creation of such company and ending upon the last
day of February immediately succeeding such date or upon such
other date as the Commissioner having regard to the circumstances
of the case may approve; or

(b) any period subsequent to the period referred to in paragraph (a),
whether of 12 months or not, commencing immediately after the last
day of the immediately preceding financial year of such company and
ending upon the first anniversary of such last day or upon such other
date as the Commissioner having regardsto the circumstances of the
case may approve;”

incorporation. Section 27(4)(c) of the €o Act provides that the board of a
company may change its financial y time but the date as changed may
not result in a financial year endin than 15 months after the end of the
preceding financial year.

(b) Annual report to i to the Minister [section 91(4)]

A headquarter com t submit an annual report to the Minister within such
time and containi [ tion as the Minister may prescribe.?

Normal tax

A headquarte mpany is subject to normal tax (including normal tax on capital
gains) in the same way as any other resident company but it is also subject to some
additional provisions (see 4.3) and entitled to certain relief (see 4.2) that is not
applicable to resident companies that are not headquarter companies.

The law

The relevant sections and paragraphs of the Act are quoted in the Annexure.

21

In the interim, National Treasury have requested that headquarter companies submit their annual
financial statements and group structure to National Treasury on an annual basis. The information
must be submitted to Ms Nomalizo Bulisile at email address:
Nomalizo.Bulisile@treasury.gov.za and copy Ms Yanga Mputa at email address:
yanga.mputa@treasury.gov.za.


mailto:Nomalizo.Bulisile@treasury.gov.za
mailto:yanga.mputa@treasury.gov.za
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Relief from normal tax and capital gains tax
Controlled foreign companies [section 9D(2)]

This Note does not discuss section 9D in detail. The discussion which follows is
limited to the aspects which are affected by a headquarter company.

A “controlled foreign company” is defined in section 9D(1) as follows:

“ ‘[Clontrolled foreign company’ means any foreign company? where more than
50 per cent of the total participation rights in that foreign company are directly or
indirectly held, or more than 50 per cent of the voting rights in that foreign company
are directly or indirectly exercisable, by one or more persons that are residents other
than persons that are headquarter companies: Provided that— ...”

(Our footnote)

Accordingly, when determining if more than 50% of participation rights or voting
rights have been met, the participation rights or voting rights that are directly or
indirectly held or exercisable by a headquarter compapymitself are not taken into
account. However, the participation rights and voting 4 h are indirectly held
or exercisable by another person through a hea npany are taken into
account.

Example 17 — Participation rights or voting CFC

Facts:

Company A, which is a resident, h o of the participation rights and voting
rights in Company B, a headquart pany. The other 10% are held by non-
residents. Company B hold f the equity shares and voting rights in a foreign

company, Company C.

Result:

Company B’s 10 the participation rights and voting rights in Company C
is not taken igto account under the definition of CFC.

However, Co y A'indirectly holds 90% of the participation rights and voting rights
(90% x 100%) imCompany C. Company C is therefore a CFC because residents (in
this case one resident) indirectly hold greater than 50% of the participation rights or
voting rights.

Example 18 — Participation rights or voting rights in a CFC
Facts:

Company A, a foreign company, holds 100% of the participation rights and voting
rights in Company B, a headquarter company. Company B holds 100% of the
participation rights and voting rights in a foreign company, Company C.

22

The term “foreign company” is defined in section 9D(1) for purposes of that section and includes

in paragraph (c) of that definition a foreign company as defined in section 1(1), which means any
company that is not a resident, other than a protected cell company.
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Result:

Company B’s 100% holding of the participation rights and voting rights in Company C
is not taken into account under the definition of CFC. In addition, none of the
participation rights or voting rights in Company C are indirectly held or exercisable by
residents. Accordingly, Company C is not a CFC because residents do not hold or
exercise greater than 50% of the participation rights or voting rights.

Section 9D(2) generally requires that a portion of a CFC’s net income® must be
included in the income of any resident, other than a resident that is a headquarter
company, who directly or indirectly holds any participation rights in a CFC. This is
commonly referred to as “attribution”. The amount which must be attributed to a
particular resident is a proportional amount determined by applying the percentage of
the resident’s participation rights over the total participation rights in the company on
the last day of the year of assessment to the CFC’s net income as determined under

section 9D.*
a partieular resident if that
the resident, in aggregate
ig that CFC.%

Attribution is also not required to the extent th on rights are indirectly held
by a resident through any company whichyis a resident other than a company which
is a headquarter company.?® Therefor@to tent the participation rights in the
foreign company are indirectly held“thro an indirect or direct holding of another
company which is a resident, gxclu headquarter companies, attribution is not
required.

Attribution of a CFC’s net income is not required fa
resident, together with a connected person in relati
hold less than 10% of the participation rights an

Example 19 — Participati

rights or voting rights in a CFC

Facts:

Company A and any B, both residents, each hold 30% of the participation

rights and v ightsjin Company C, a headquarter company. Company C holds
100% of the p n rights and voting rights in a foreign company, Company D.
Result:

Company C’s 100% holding of participation rights and voting rights in Company D is
not taken into account in the calculation of the percentage of participation rights and
voting rights held by residents in Company D under the definition of CFC. The reason
for this exclusion is that Company C is a headquarter company.

However, any participation rights and voting rights that are indirectly held by
residents through a headquarter company must be taken into account. Accordingly,
because Company A and Company B, that are residents, indirectly hold 60%
[(30% + 30%) x 100%] of the participation rights and voting rights in Company D,
Company D is a CFC under the definition of CFC.

23
24
25
26

As determined under section 9D(2A).

Section 9D(2)(a).

Paragraph (A) of the proviso to section 9D(2).
Paragraph (B) of the proviso to section 9D(2).
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Under section 9D(2) 30% of Company D’'s net income must be included in both
Company A and Company B’s income, if all the other requirements of section 9D are
met.

Example 20 — Participation rights or voting rights in a CFC
Facts:

Company A and Company B, which are residents, each hold 30% of the participation
rights and voting rights in Company C, a headquarter company. Company C holds
80% of the participation rights and voting rights in a foreign company, Company D.

Result:

Company C’s 80% holding of participation rights and voting rights in Company D is
not taken into account in the calculation of the percentage of participation rights and
voting rights held by residents in Company D under the definition of CFC. The reason
for this exclusion is that Company C is a headquarter compar

In  addition, Company A and Company
[(30% + 30%) x 80%] of the participation righ
Accordingly, Company D is not a CFC under
not directly or indirectly hold more than 50% of the p
in Company D.

hold only 48%
rights in Company D.
f CFC since residents do
ipation rights or voting rights

Example 21 — Participation rights @F voting rights in a CFC and attribution

Facts:

Company A and CompanyiB, which are residents, each hold 30% of the participation
rights and voting ri C, a resident company. Company C holds 100%
of the participati voting rights Company D, a headquarter company.
Company D holds o of the participation rights and voting rights in a foreign

company, C E.
Result:

In determining if Company E is a CFC, Company D’s direct 80% holding of
participation rights and voting rights in Company E are not taken into account under
the definition of CFC. However, Company C’s indirectly held participation rights and
voting rights in Company E must be taken into account. Company C indirectly holds
80% (100% x 80%) of the participation rights and voting rights in Company E which
means Company E is a CFC as greater than 50% of those rights are held by
residents. It is not necessary to separately consider Companies A and B’s indirect
holding for purposes of the CFC definition as the requirement of greater than 50%
being held by residents has already been met.

Company D is not required to attribute any of Company E’'s net income as
headquarter companies are excluded from section 9D(2).

Company C will be required to include 80% of Company E’s net income in its income.
The exclusion from attribution under proviso B to section 9D(2) does not apply
because Company C’s participation rights are indirectly held through Company D
which is a headquarter company.
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Companies A and B will not be required to attribute any of Company E’s net income
because their participation rights are indirectly held through Company C which is a
resident company that is not a headquarter company. Proviso B to section 9D(2) is
therefore applicable.

Example 22 — Participation rights or voting rights in a CFC and attribution
Facts:

Company A, a resident company, holds 100% of the participation rights and voting
rights in Company B, a resident company. Company B holds 100% of the
participation rights and voting rights in Company C, a headquarter company.
Company C holds 100% of the participation rights and voting rights in Company D, a
resident company, and 100% of the participation rights and voting rights in a foreign
company, Company F. Company D holds 80% of the participation rights and voting
rights in a foreign company, Company E.

Result:

Company E and Company F are CFC's as gre
rights and voting rights in these companies
residents (Company D and Company B respe
companies.

of the participation
ectly¥and indirectly held by
at are not headquarter

Company D is required to include
under section 9D(2).

f Co ny E's net income in its income

Company C is not require
income as headquarter companies,a

ibute any of Company E or Company F's net
xcluded from section 9D(2).

Company B will not
its participation ri
company that is no

attribute any of Company E’s net income because
indirectly held through Company D which is a resident
eadquarter company. Proviso B to section 9D(2) is therefore
applicable. mpany B is required to include 100% of Company F's net
income in its under section 9D(2). The exclusion from attribution under
proviso B to se€tion 9D(2) does not apply because Company B’s patrticipation rights
are indirectly held through Company C which is a headquarter company.

Company A will not be required to attribute any of Companies E or F's net income
because its participation rights and voting rights are indirectly held through
Company B which is a resident company that is not a headquarter company.
Proviso B to section 9D(2) is therefore applicable.
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Example 23 — Participation rights or voting rights in a CFC and attribution
Facts:

Company A and Company B, which are residents, each hold 50% of the participation
rights and voting rights in Company C, a headquarter company. Company C holds
40% of the participation rights and 60% of the voting rights in a foreign company,
Company D. Company D’s net income was as follows for the 2015 foreign tax year
which ended on 28 February:

R
Rental income 10 000 000
Interest 4 000 000
Total net income 14 000 000

Result:

Company A and Company B indirectly hold 40% [(50% + 50%) x 40%] of the
participation rights and 60% [(50% + 50%) x 60%] of the meting rights in Company D.
Company D is a CFC because more than 50% of ) rights are held by
residents.

The portion of Company D’s net income tha
Company B’s income is based on the pe
Company D. The following amounts et
Company A and Company B’s income:

ingluded in Company A and

ntage gparticipation rights held in

co must be included in both
R

Net income (R14 million x 50% x 40% ticipation rights) 2 800 000

Dividends, foreign dividends an ted exemptions from normal tax
(paragraph (k) of the definition off“gross income” and sections 10(1)(k)(i)
and 10B)

This Note does

the various definitions and sections applicable to
dividends an eignidividends in detail. The discussion which follows is high level
and highligh aspects which are applicable to dividends and foreign
dividends rec d by or accrued to a headquarter company and to dividends
declared or paid\by a headquarter company.

(a) Dividends and foreign dividends received by or accrued to a
headquarter company and related exemptions from normal tax

Any amount received by or accrued to a resident by way of a dividend or a foreign
dividend must be included in gross income.?” A headquarter company is a resident
(see 3.2.2) and must include dividends and foreign dividends received by or accrued
to it in gross income.

A “dividend” is defined in section 1(1) and means, in simplified terms, an amount
transferred or applied by a company that is a resident for the benefit or on behalf of
any person in respect of any share in that company.

A “foreign dividend” is defined in section 1(1) and means, in simplified terms, an
amount that is paid or payable by a foreign company in respect of a share in that

27

Paragraph (k) of the definition of “gross income” in section 1(1).
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foreign company where that amount is treated as a dividend or similar payment by
that foreign company under the specified laws of that country.

Subject to certain exceptions,?® dividends that are received by or accrue to a
headquarter company are exempt from normal tax under section 10(1)(k)(i). Foreign
dividends received by or accrued to a headquarter company may be exempt from
normal tax under section 10B [see 4.2.2(c)].

(b) Dividend paid or declared by a headquarter company and related
exemptions from normal tax

A dividend received or accrued from a headquarter company is from a source within
South Africa and must be included in both a resident and non-resident’s gross
income.” A dividend received or accrued from a headquarter company does not
qualify for exemption from normal tax under section 10(1)(k)(i) but may qualify for
exemption under section 10B [see 4.2.2(c)].

(c)  “Section 10B foreign dividend” exemption fromaormal tax*

Foreign dividends received by or accrued to a perso
by a headquarter company, may qualify for an
section 10B.*"

ds paid or declared
normal tax under

For the purposes of section 10B a “foreign di ans a “foreign dividend” as
defined in section 1 or a dividend paid clared by a headquarter company. This
Note refers to a foreign dividend uhder 10B as a “section 10B foreign
dividend”.

From a headquarter company pe ctive'a section 10B foreign dividend can be —

e received by or accfued to a headquarter company in which case the possible

exemption und [ will be applied to the headquarter company; or
e paid or deg a headquarter company and received by or accrued to a
person wh esident or non-resident in which case the possible

section 10B will be applied to the resident or non-resident.

A section 10B
headquarter co

reign dividend received by or accrued to a person (including a
any) will be exempt —

o if that person, whether alone or together with any other company forming part
of the same group of companies as that person, holds at least 10% of the
equity shares and voting rights in the company declaring the section 10B
foreign dividend [section 10B(2)(a)];

o if that person is a foreign company and the foreign dividend is paid or
declared by another foreign company that is a resident in the same country as
that person [section 10B(2)(b)];*

28
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30

31

32

Paragraphs (aa) to (ii) of the proviso to section 10(1)(k)(i).

Paragraph (k) of the definition of “gross income” in section 1(1).

See the Draft Interpretation Note: “The Taxation of Foreign Dividends” published on 11 February
2016 for additional discussion regarding the interpretation of section 10B.

Refer to the Act for the full provisions of section 10B, including the exclusions to the exemption.
Only section 10B(1), (2) and (3) are quoted in the Annexure.

See, however, the provisos to section 10B(2), and section 10B(4).
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o if that person is a resident then, under certain circumstances, to the extent
that the foreign dividend does not exceed the aggregate of all amounts
previously attributed under section 9D which relate to the net income of the
company declaring the foreign dividend or from any other company by virtue
of that resident’s participation rights in that company held indirectly through
the company declaring the foreign dividend [section 10B(2)(c)];

¢ to the extent that the foreign dividend is received by or accrues to that person
on a listed share and does not consist of the distribution of an asset in specie
[section 10B(2)(d)]; or

¢ to the extent that the foreign dividend is received by or accrues to a company
that is a resident in respect of a listed share and consists of the distribution of
an asset in specie [section 10B(2)(e)].

To the extent a section 10B foreign dividend is not exempt under section 10B(2) it will
qualify for a partial exemption under section 10B(3). The exempt portion under
section 10B(3) is determined by multiplying the section 10B, foreign dividend that is
not otherwise exempt under section 10B(2) by a factor ctor, if the person is —

st, is 26 / 41;°3

e anatural person, deceased estate, insolve state

e a person other than a natural person ed estate, insolvent estate or
trust, is 13/ 28;

e aninsurer in respect of its com icyholder fund, corporate fund and risk
policy fund, is 13/ 28;* or

e aninsurer in respect of i icyholder fund, is 15/ 30.

The effect of the exem u section 10B(3) is that section 10B foreign
dividends received by accrded “to a person, that are not exempt under
section 10B(2), will gene be ject to a maximum rate of tax of 15% thus giving
a result similar to th@ y dividends tax.

Example 24 i Is received by or accrued to and declared and paid by a
headquarter

Facts:

Company A, a foreign company, and Company B, a resident, each hold 50% of the
equity shares and voting rights in Company C, a headquarter company. Company C
holds 100% of the unlisted shares in a foreign company, Company D. Company D
declared a dividend of R500 000 to Company C on 31 October 2015. Company C
declared a dividend of R400 000 to its shareholders on 30 November 2015.

The Rates and Monetary Amounts and Revenue Laws Amendment Act No. 13 of 2015, changed
the factor to 26 / 41 for years of assessment commencing on or after 1 March 2015.

An insurer’s risk policy fund will also be subject to the 13/ 28 factor with effect from 1 January
2016.
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Result:
Normal tax implications:
Dividend of R500 000 received by a headquarter company (Company C):

The foreign dividend of R500 000 received by Company C is included in its gross
income under paragraph (k) of the definition of “gross income” in section 1(1).
However, the foreign dividend is exempt from normal tax under section 10B(2)(a)
since Company C holds at least 10% of the equity shares and voting rights in
Company D.

Dividend received by Company A and Company B:

The dividend declared by Company C is from a source within South Africa and must
be included in Company A and Company B’s gross income under paragraph (k) of
the definition of “gross income” in section 1(1).

The dividend constitutes a section 10B foreign dividend
headquarter company and must therefore be considere
tax under section 10B and not section 10(1)(k)(i). T

ince it is declared by a
exemption from normal
foreign dividend is
y A and Company B

both hold at least 10% of the equity shares an

Dividends tax implications:**

Dividend paid by Company D:

Dividends tax is not levied on the f
dividend is not a “dividend” as i

Dividend paid by a headquarter company (Company C):

Vied ‘on. t ividend paid by Company C since dividends paid
companies are specifically excluded from section 64E(1).

Transfer pri n 31(5) and (6)]

Very broadly, (Section 31 determines the taxation of international transactions
between connected persons not dealing at arm’s length if any person that is a party
to that transaction, operation, scheme, agreement or understanding derives a tax
benefit from it. Section 31 requires taxpayers to —

e determine whether the actual terms and conditions of any transaction,
operation, scheme, agreement or understanding meeting paragraph (a) of the
definition of “affected transaction”® differ from the terms and conditions that
would have existed if the parties had been independent persons dealing at
arm’s length; and

e to calculate their taxable income based on the arm’s length terms and
conditions of the affected transaction if there is a difference which results or
will result in a tax benefit for one of the parties to the affected transaction.

35
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Dividends tax is discussed in 5.2.4.
See the definition of “affected transaction” in section 31(1).
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In general, a headquarter company must comply with the provisions of section 31.
For example, section 31 will apply to the rendering of managerial services between a
headquarter company and connected persons who are not residents. However, there
are two areas when, in specific circumstances, section 31 is not applied to a
headquarter company. The two areas and specific circumstances are discussed
below.

Section 31(5) provides that when any transaction, operation, scheme, agreement or
understanding has been entered into and in terms of which —

e the granting of financial assistance,®’ or

e the granting of the use, right of use or permission to use any intellectual
property as defined in section 23I(1),®

is provided —

e by a non-resident to a headquarter company, section 31 will not apply to so
much of that financial assistance as is directly ag g or to so much of the

as is granted to any
foreign company in which the headquarter c irectly or indirectly holds
ights™ and, in the case of

intellectual property, the headquarter ¢

e by a headquarter company to a [ ny in which the headquarter
company directly or indirectly st 10% of the equity shares and
voting rights,*® section 31 wil ly to that financial assistance or granting
of the use, right of use or permissionte use that intellectual property.

Example 25 — Transfer pgicing

Facts:

Company A is a
voting rights in a pany, Company B. Company A and Company B are
connected elation to each other.** Company A advanced a loan of
R10 million to B on 31 July 2015. Company A’s year of assessment ends
on 31 January.

Result:

Under section 31(5)(b), the transfer pricing provisions of section 31 do not apply to
the loan of R10 million advanced by Company A to Company B since Company A
granted the financial assistance to a foreign company in which it holds at least 10%
of the equity shares and voting rights.

37
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40

41

The term “financial assistance” is defined in section 31(1) and includes any debt, security or
guarantee.

See 3.2.3(b) for the definition of “intellectual property” in section 23I(1).

The headquarter company may hold that interest alone or together with any other company
forming part of the same group of companies.

The headquarter company may hold that interest alone or together with any other company
forming part of the same group of companies.

Under paragraphs (d)(v) and (e) of the definition of “connected person” in section 1(1) read with
section 31(4).
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Example 26 — Transfer pricing
Facts:

Company A, a foreign company, advanced R50 million to Company B, a headquarter
company, on 25 March 2015. Company A holds 50% of the equity shares in
Company B. Company B advanced R20 million of this loan to Company C and
R10 million to Company D on 31 March 2015. Company B holds 20% of the equity
shares and voting rights in Company C and in Company D. Company C and
Company D are foreign companies. Company B is a connected person in relation to
Company A, Company C and Company D.** Company B'’s year of assessment ends
on 31 January.

Result:
R50 million loan granted by Company A to a headquarter company (Company B):

Under  section 31(5)(a), section31 does not apply to R30 million
(R20 million + R10 million) of the loan advanced by apany A to Company B
because R30 million was advanced to foreign
Company D) in which Company B holds at least 10 e equity shares and voting
rights.

Section 31 must be applied to the remainingypo R20 million (R50 million —
R20 million — R10 million) which was advanced¥by Company B to a foreign
company in which Company B holds ap,lea o of the equity shares and voting
rights.

Note:
Section 20C may apply iffComp incurred interest on the loan advanced by
Company A (see 4.3.1).

R20 million loan ¢ ;@,- a headquarter company (Company B) to Company C and
R10 million grantedhy Company B to Company D

. section 31 does not apply to the loans advanced by
ompany C and Company D because Company B holds at least 10%

of the equity shares and voting rights in Company C and Company D.

Example 27 — Transfer pricing
Facts:

Company A, a foreign company, granted the right of use of a patent to Company B, a
headquarter company, on 30 June 2015. Company A holds 20% of the equity shares
in Company B.

On 15 July 2015 Company B granted this right of use of the patent to Company C, a
foreign company in which Company B holds 40% of the equity shares and voting
rights. This was the only use of the patent.

2 Under paragraphs (d)(v) and (e) of the definition of “connected person” in section 1(1) read with

section 31(4).
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Company B paid royalties of R2 million to Company A and received royalties of
R1 million from Company C.

Company B’s year of assessment ends on 28 February. Company B is a connected
person in relation to Company A and Company C.*

Result:

Under section 31(5)(c), section 31 does not apply to the granting of the right of use of
the patent by Company A to Company B since Company B granted the right of use of
the patent only to a foreign company (Company C) in which it holds at least 10% of
the equity shares and voting rights.

Under section 31(5)(d), section 31 does not apply to the granting of the right of use of
the patent by Company B to Company C since Company B holds at least 10% of the
equity shares and voting rights in Company C.

Note:

Section 20C(2A) may apply to limit the deduction fog roya
the amount of royalties received from Company

id by Company B to

Section 31(6) provides that if a person that is
company, grants —

r , other than a headquarter

e financial assistance, or

e the use, right of use or permis 0 Use any intellectual property

to a CFC in relation to that'residen to a CFC in relation to a company that forms
part of the same group oficompanies as the resident, section 31 does not apply to
that granting provided"@e
does not apply to fieadquarter companies.

@) Determination of taxable income of a headquarter company in foreign
section 25D(4) and (7)]

Section 25D specifies when and at what rate an amount or value denominated in a
foreign currency must be translated to an amount in rand.*® Section 25D contains the
core rules for the translation of amounts expressed in foreign currency to rand,
however there are other sections which contain rules for specific circumstances that
often override the core rules in section 25D, for example section 6quat(4).

The translation of an amount in foreign currency to rand is essential because any
liability of a person for normal tax must be expressed in rand.

43

Under paragraphs (d)(v) and (e) of the definition of “connected person” in section 1(1) read with

section 31(4).
* See section 31(6)(i) and (ii).

45

See Interpretation Note No. 63 (Issue 2) dated 12 August 2015 “Rules for the Translation of

Amounts Measured in Foreign Currencies other than Exchange Differences Governed by
Section 24l and the Eighth Schedule” for a detailed interpretation of section 25D.
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A headquarter company’s functional currency (see definition and discussion below)
could be a foreign currency or it could be the rand.

Section 25D(4) applies to a headquarter company which has a functional currency
other than the rand. In circumstances when a headquarter company’s functional
currency is rand the other provisions of section 25D must be considered.*

Under section 25D(4) a headquarter company that has a functional currency other
than the rand must determine taxable income in its functional currency and translate
that figure to rand using the applicable average exchange rate. In determining
taxable income a headquarter company’s receipts, accruals and expenditure which
are denominated in a currency other than the functional currency of the headquarter
company, including amounts in rand, must be translated to the headquarter
company'’s functional currency.

The term “functional currency” is defined in section 1(1) as follows:

“ ot

[Flunctional currency’, in relation to—

(a) a person, means the currency of the pnomic environment in
2 conducted; and
(b) eans the currency of the
the business operations of
The accounting treatment of foreign_c actions is addressed in IAS 21.%

The term “functional currency”, as
the definition of that term in 1A
interpreting and applying
purposes.

section 1(1), corresponds closely with
sult IAS 21 can provide useful guidance in
ition “of “functional currency” for income tax

The accounting defipi nal currency” is as follows:*

“Functional e currency of the primary economic environment in which

IAS 21 descri rimary economic environment in which an entity operates as
normally the ong in which it primarily generates and expends cash. The functional
currency will usually be the currency in which, amongst other things, —

e sales prices of goods and services are denominated and settled; or

e costs of providing goods or services are denominated or settled.*

46
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The other provisions of section 25D are not discussed in this Note. See Interpretation Note No. 63
(Issue 2) dated 12 August 2015 “Rules for the Translation of Amounts Measured in Foreign
Currencies other than Exchange Differences Governed by Section 241 and the Eighth Schedule”
for a detailed interpretation of section 25D.

IAS 21 is the International Accounting Standard 21 “The Effects of Changes in Foreign Exchange
Rates”. IAS 21 prescribes that when a reporting entity prepares financial statements, each
individual entity included in the reporting entity — whether it is a stand-alone entity, an entity with
foreign operations (such as a parent) or a foreign operation (such as a subsidiary or branch) —
must determine its functional currency and measure its results and financial position in that
currency.

IAS 21 in paragraph 8 under the heading: Definitions.

IAS 21 in paragraph 9.
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Additional factors which may be considered include —
¢ the currency of financing activities (debt and equity instruments); and

 the currency in which receipts from operating activities are retained.*

Practically, SARS will generally accept the functional currency used by a person for
financial accounting purposes as its functional currency provided that the
determination of that functional currency is made in accordance with IAS 21. For
example, if a headquarter company has a United Kingdom parent company and the
headquarter company primarily transacts in British pounds, its functional currency
may be the British pound.

Section 25D(4) does not state how amounts not expressed in the functional currency
of the headquarter company must be translated to its functional currency. Practically
it will be acceptable to SARS if —

e the spot rate is used to translate other currencies (including rand) to the
headquarter company’s functional currency if applicable, to the
headquarter company’s permanent establishme onal currency; and

axable income of a
to the headquarter
r company’s permanent
y to that of the headquarter

e the average exchange rate is used t
headquarter company’'s permanent
company’s functional currency if thejsh
establishment has a different functionalfcurr
company.

Once the income and expenses of
functional currency of the he
amounts denominated in ea
translated from the functignal curren
year of assessment.*

arter company are determined in the
ompany, these amounts, together with

The term “average exchange rate” is defined in section 1(1) as follows:

“‘[A]lverage exchange rate’ in relation to a year of assessment means the
average determined by using the closing spot rates at the end of daily or monthly
intervals during that year of assessment which must be consistently applied within
that year of assessment;”

Example 28 — Determination of taxable income of a headquarter company in
foreign currency

Facts:

The functional currency of Company A, a headquarter company, is the US $.
Company A’s taxable income for the 2015 year of assessment, ending on 31 March,
is $330 000. Assume for purposes of this example that the average exchange rate for
the year of assessment, is $1 = R8.

® JAS 21in paragraph 10.
L Under section 25D(4) and (7).
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Result:

As the functional currency of Company A is the US $, taxable income must be
calculated in US $ and then translated to rand using the average exchange rate for
the year of assessment. Company A’'s taxable income for the 2015 year of
assessment is R2 640 000 ($330 000 x R8).

(b) Gains or losses on foreign exchange transactions [section 241(3)]

Under section 241(3) in determining taxable income a specified person®* must include
in or deduct from that person’s income —

e any exchange difference in respect of an “exchange item” of or in relation to
such person, subject to section 241(10A);

e any premium or like consideration received by or paid by such person under a
foreign currency option contract entered into by such person; or

e any consideration paid by such person under
contract acquired by such person.

reign currency option

This section effectively requires the inclusiongof
exchange transactions in income irrespective
of a capital or revenue nature.

losses on foreign
er realised or not and whether

An exchange difference® means, in sifaple the realised or unrealised foreign
exchange gain or foreign exchan on an exchange item during a year of
assessment which is determined by g the exchange item by the difference
in the ruling exchange rates® on t dates.

An “exchange item” is defined in secti

“‘[E]xchan
currency—

241(1) as follows:

m relation to a person means an amount in a foreign

a) hich constitutes any unit of currency acquired and not disposed of by
thab person;
owing by or to that person in respect of a debt incurred by or payable
to such person;

(©) owed by or to that person in respect of a forward exchange contract;
or

(d) where that person has the right or contingent obligation to buy or sell

that amount in terms of a foreign currency option contract;”

An exchange difference is determined on each exchange item for the year of
assessment in which such exchange item arose (broadly, the foreign exchange
movement between the transaction date and translation at the end of the year of
assessment), as well as every subsequent year of assessment until, and including,

52
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The persons subject to section 241 are specified in section 241(2) and include a company and
therefore a headquarter company.

The term “exchange difference” is defined in section 241(1) — the definition is included below.

The ruling exchange rate is defined taking into account the type of exchange item and the
particular date (transaction, translation and realisation) — see the definition of “ruling exchange
rate” in section 241(1).
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the year of assessment in which such exchange item is realised (broadly, the foreign
exchange movement between the last translation date and the realisation date or the
transaction date and realisation date if realised in the same year of assessment).®

A “foreign currency option contract” is defined in section 24I(1) as follows:

“ ot

[Floreign currency option contract’ means any agreement in terms of which
any person acquires or grants the right to buy from or to sell to any other person a
certain amount of a nominated foreign currency on or before a future expiry date at a
specified exchange rate;”

The term “foreign currency” as defined in section 241(1) means, in relation to an
exchange item of any person, any currency which is not local currency.

The term “local currency” is defined in section 24I(1). The following paragraphs of the
definition apply to a headquarter company:

“ e

[L]ocal currency’ means in relation to—

(a) any person in respect of an exchange ji hich is attributable to any
permanent establishment outside blic, the functional
currency of that permanent esta en gvided that for purposes

attributable to any such blishment if the functional
currency of that permanent
which has an offici inflation of 100 per cent or more

(d) any headq y in respect of an exchange item which is not
attribu ermanent establishment outside the Republic, the

functional curren f that headquarter company;”
Therefore, in the casé™o rter company, if the unit of currency, the debt, the
forward exchange @ or the foreign currency option contract is not attributable
to a permanent estalilishment outside of South Africa and it is denominated in the

headquarter ny nctional currency, it will not constitute an exchange item as
defined above son being that it is dominated in the headquarter company’s
local currency. In the absence of an exchange item®® as defined, section 24| does not
apply.

A headquarter company will, however, be subject to section 24l on gains and losses
on foreign exchange transactions, if the unit of currency, the debt, the forward
exchange contract or the foreign currency option contract is not attributable to a
permanent establishment outside of South Africa and it is denominated in a foreign
currency (that is a currency other than its functional currency) such that it has
exchange items as defined above.

In the case of a unit of currency, a debt, a forward exchange contract or a foreign
currency option contract that is attributable to a permanent establishment outside of
South Africa the same principle applies, however the functional currency of the
permanent establishment, which could be different to the headquarter company’s

55
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The term “realised” is defined in section 24I(1).
Assuming one is not dealing with a premium or like consideration on a foreign currency option
contract.
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functional currency, is considered to be local currency. In this situation it would be
necessary to calculate the headquarter company and its permanent establishment’s
foreign exchange gains and losses separately before including them in taxable
income.

Example 29 — Gains on foreign exchange transactions
Facts:

The functional currency of Company X, a headquarter company, is the US $.
Company X advanced $100 000 to Company Y, a foreign company on 1 January
2014 when $1 = R10. This debt was still outstanding on 31 December 2015. Assume
$1 = R11 on 31 December 2014 and $1 = R15 on 31 December 2015. Company X's
year of assessment ends on 31 December.

Result:

Company X is not subject to section 24I(3) since the debt does not constitute an
“exchange item” as defined in section 24(1) as it is ted in Company X’s
local currency (that is, its functional currency).

(c) Assets disposed of or acquired in fo rrency [paragraph 43(1A)
and (6A)]

Paragraph 43 is discussed in detail in Comprehensive Guide to Capital Gains

Tax (Issue 5) in Chapter 19. Only para hs ) and (6A) are discussed below.

The capital gain or capital lossarisi e acquisition or disposal of assets in

foreign currency must be deter [ nd. Paragraph 43 provides the rules for

aking up the capital gain or loss (proceeds,
expenditure and when market value) to rand. It specifies when the
conversion must také the appropriate exchange rate to be used.
Paragraph 43 take @ 2dence over section 25D.

The term “fo
local currenc "local currency” is defined in paragraph 43(7) and means, in
relation to a headquarter company, in respect of amounts not attributable to a
permanent establishment outside South Africa, the functional currency of that
headquarter company. Local currency in relation to a headquarter company’s
permanent establishment outside of South Africa means that permanent
establishment’s functional currency (other than the currency of any country in the

common monetary area).

Paragraph 43(1A) applies to companies and provides that if a person disposes of an
asset for proceeds in a foreign currency, or after having incurred expenditure on the
asset in a foreign currency, the person must, for purposes of determining the capital
gain or capital loss on the disposal of the asset, translate the proceeds and
expenditure as follows:

e The proceeds must be translated to the local currency at the average
exchange rate for the year of assessment in which the asset was disposed of,
or at the spot rate on the date of disposal of the asset.

e The expenditure must be translated to local currency at the average
exchange rate for the year of assessment during which the expenditure was
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incurred, or at the spot rate on the date on which the expenditure was
incurred.

e After a capital gain or loss has been determined in the headquarter
company’s or its foreign permanent establishment’s local currency, that local
currency amount (assuming it is in a currency other than the rand) must be
translated to rand using the average exchange rate for the year of
assessment.>’

Example 30 — Assets disposed of in foreign currency
Facts:

The functional currency of Company C, a headquarter company, is the Botswana
Pula (BWP).

Company C purchased 5% of the equity shares in Company D, a foreign company,
on 1 March 2011 for BWP100 000 as a capital investment. On 15 December 2014,
Company C disposed of the equity shares in Compan 20 000. Assume that
the average exchange rates for the 2015 year of asse $1 = BWP7,98 and

D TOFRS
BWP1 =R1,12. @

Company C's year of assessment ends on 28 e ry.

Result:

Paragraph 43(1A) provides that the
be translated to the functional curren
exchange rate for the year of a
shares in Botswana Pula i 1

oceeds on disposal of the equity shares must
f headquarter company at the average
ment: The proceeds on disposal of the equity

00 ($20 000 x BWP7,98).

The capital gain on disposal,of the/equity shares is calculated as follows:

BWP
Proceeds 159 600
Less: Base (100 000)
Capital gain 59 600

The capital gai ust be translated to rand at the average exchange rate for the
2015 year of assessment as follows:

Capital gain (BWP59 600 x R1,12) 66 752

Paragraph 43(6A) provides that paragraph 43(1A) does not apply to the disposal of —

e any amount of a debt owed to a person denominated in a foreign currency
[paragraph (b)]; or

e any right of that person arising from any contractual agreement or
arrangement to which that person and another party are parties when —

» that contractual agreement or arrangement gives rise to that right and
to a corresponding obligation of the other party; and

57

Section 25D(2), (4) and (7).
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» the value of that right and the amount of that obligation are determined
directly or indirectly with reference to a debt owed to a person that is
denominated in a foreign currency.

The exclusion under paragraph 43(6A)(b) avoids the duplication of currency gains
and losses arising under section 24l. It follows that a person falling outside
paragraph 43(1A) because of the exclusion in paragraph 43(6A)(b) must determine a
capital gain or loss under the core rules of the Eighth Schedule taking into account
section 24l and section 25D.

Section 241(6) prevents any double taxation or double deduction arising when there
is an overlap between section 25D and section 24l, or for that matter section 25D
and paragraph 43. Section 241(6) provides that —

“(a)ny inclusion in or deduction from income in terms of this section shall be in
lieu of any deduction or inclusion which may otherwise be allowed or included under
any other provision of this Act”.

Example 31 — Exclusion of debt from paragraph 43
Facts:

Company B, a headquarter company, acquir
investment during its first year of assessment'wh $ R1 for X$100. At the end
of the first year of assessment the exchange rate w. $1: R1,40 and at the end of

year 2 X$1: R2. On the last day of y ny B disposed of the bond for an
amount received or accrued of X$1 8Nny s functional currency is the rand.

Result:

rei bond as a long-term

Caluculation of exchange difference™ander section 24l:

Year 1:

R
Exchange item of ,40 (ruling exchange rate on
translation d 140
Less: Exchan $100 x R1 (ruling exchange rate on
transaction dat (100)
Exchange differepce included in income [Note 1] 40
Year 2:
Exchange item of X$100 x R2 (ruling exchange rate on
realisation date) 200
Less: Exchange item of X$100 x R1,40 (ruling exchange rate on
translation date) (240)

Exchange difference included in income [Note 1] 60




41

Application of section 25D:

Year 2:

Amount received or accrued on disposal (X$120 x R2 spot rate) [Note 2] 240
Less: Base cost of bond (X$100 x R1 spot rate) [Note 2] (200)
Capital gain determined in rand before eliminating

double taxation under section 241(6) 140
Less: Amounts of exchange differences previously included in income

under section 24I(3)(a) [section 241(6)] (R40 + R60) (100)
Capital gain in rand to be included in taxable income [Note 3] 40
Notes:

(1) Section 241 applies to the headquarter company because the bond is an
exchange item, that is the bond is an amount in foreign currency owed to
Company B [see 4.2.4(b)].

(2) The spot rate is applied in accordance with section
not apply because Company B’s functional curren

. Section 25D(4) does
d [see 4.2.4(a)].

Facts:

Company C, a headquarter company,
investment during its first year
of the first year of assessme
year 2 X$1: R2. On the last'day of
amount received or accrued of X$
Result:

d a foreign bond as a long-term
nt'when X$1 = R1 for X$100. At the end
change rate was X$1: R1,40 and at the end of
2 Company C disposed of the bond for an
ompany C’s functional currency is the rand.

Calculation of ex i nce under section 241:
Year 1:

R
Exchange ite $100 x R1,40 (ruling exchange rate on
translation date 140
Less: Exchange item of X$100 x R1 (ruling exchange rate on
transaction date) (100)
Exchange difference included in income [Note 1] 40
Year 2:
Exchange item of X$100 x R2 (ruling exchange rate on
realisation date) 200
Less: Exchange item of X$100 x R1,40 (ruling exchange rate on
translation date) (240)
Exchange difference included in income [Note 1] 60
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Application of section 25D:

Year 2:

Amount received or accrued on disposal (X$80 x R2 spot rate) [Note 2] 160
Less: Base cost of bond (X$100 x R1 spot rate) [Note 2] (100)
Capital gain determined in rand before eliminating double

taxation under section 241(6) 60
Less: Amounts of exchange differences previously included in income

under section 241 (R40 + R60) (100)
Capital loss in rand to be off-set against other capital gains [Note 3] (40)
Notes:

(1) Section 241 applies to the headquarter company because the bond is an
exchange item, that is the bond is an amount in foreign currency owed to
Company C [see 4.2.4(b)].

(2) The spot rate is applied in accordance with section 25D(1). Section 25D(4) does
not apply because Company C's functional currency is the rand [see 4.2.4(a)].

(3) Paragraph 43(1A) is not applicable under paragraph#

4.2.5 Disposal of equity shares in a foreign company andyforeig
received from a foreign company [paragra ) and (4)]

(a) Disposal of equity shares in a foreignfeom y [paragraph 64B(2)]

return of capital

Under paragraph 64B(2) a headquart@g.co must disregard a capital gain or
capital loss on the disposal of equit ares in a foreign company if the headquarter
company, whether alone or toggther any other person forming part of the same
group of companies as the hea mpany, immediately before that disposal
held at least 10% of the eqéiity Shar nd voting rights in the foreign company.

Paragraph 64B(2) do
namely, if 80% or &
is directly or ind
otherwise th
together with
or indirectly,
Paragraph 64B(

nat, apply’ to an interest contemplated in paragraph 2(2),
the market value of the equity shares in a foreign company
putable to immovable property in South Africa held
ing stock and the headquarter company (whether alone or
cted person in relation to that headquarter company), directly
Ids at least 20% of the equity shares in that company.
is also subject to paragraph 64B(4) [see 4.2.5(b)].

Paragraph 64B(5) provides that paragraph 64B(2) does not apply to the disposal of
equity shares in a portfolio comprised in an investment scheme carried on outside
South Africa that is comparable to a portfolio of a collective investment scheme in
participation bonds or a portfolio of a collective investment scheme in securities.

Should a person dispose of equity shares in a foreign company in batches, the
capital gain or capital loss will be disregarded only while the person holds at least
10% of the equity shares and voting rights in the foreign company. As soon as the
person falls below the 10% threshold, any further capital gains and losses on
disposal of equity shares in the foreign company may not be disregarded despite
those shares having been held at an earlier time when the threshold was exceeded.
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Example 33 — Disposal of equity shares in a foreign company
Facts:

Company A, a headquarter company, acquired 100% of the equity shares and voting
rights in Company B, a foreign company on 31 January 2013. The shares were held
on capital account. Company A disposed of the shares on 31 May 2015 to
Company C which is a connected person in relation to Company A.

Result:

Under paragraph 64B(2) Company A must disregard the capital gain or capital loss
on disposal of the equity shares in Company B since it held at least 10% of the equity
shares and voting rights in Company B immediately before the disposal.

Note:

Paragraph 64B(2) applies even though the equity shares were disposed of to a
connected person in relation to Company A.

(b) Disregarding of a capital gain resulting f
[paragraph 64B(4)]
Paragraph 64B(4) provides that a person mush disgegar capital gain on a foreign
return of capital received by or accrued to thatyper rom a foreign company,® if
that person, whether alone or togeth other person forming part of the
same group of companies as thatgpersen, holds at least 10% of the total equity
shares and voting rights in that company.“Such a capital gain could, for example,
arise under paragraph 76B if turn of capital exceeds the expenditure
contemplated in paragrap [ ect of the share or shares in respect of which
the foreign return of capit

return of capital

reatment of a foreign return of capital® received by

espect of a share on or after 1 April 2012. For example,
ides that the base cost of a share must be reduced by the
evof a foreign return of capital comprising a distribution of cash
or an asset in cie received by or accrued to a holder of a share in respect of that
share on or after 1 April 2012 but before disposal of the share. Should a foreign
return of capital ‘exceed the base cost of a share, the excess will be treated as a
capital gain in the hands of the holder of the share under paragraph 76B(3).

or accrued to a pe
paragraph 76B(2) pre
amount or m

Paragraph 64B(4) does not apply to an interest contemplated in paragraph 2(2),
namely, if 80% or more of the market value of the equity shares in a foreign company
is directly or indirectly attributable to immovable property in South Africa held
otherwise than as trading stock and the headquarter company (whether alone or
together with any connected person in relation to that headquarter company), directly
or indirectly, holds at least 20% of the equity shares in that company.

Paragraph 64B(5) provides that paragraph 64B(4) does not apply to a foreign return
of capital by a portfolio comprised in an investment scheme carried on outside

®  As defined in section 9D(1) (see 4.2.1).
% The term “foreign return of capital” is defined in section 1(1) and specifically excludes a foreign
dividend.
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South Africa that is comparable to a portfolio of a collective investment scheme in
participation bonds or a portfolio of a collective investment scheme in securities.

Example 34 — Disregarding of a capital gain arising from a foreign return of
capital

Facts:

Company A, a headquarter company, holds 50% of the equity shares and voting
rights in Company B, a foreign company. The base cost of the equity shares acquired
on 1 June 2013 was R100 000. On 30 April 2015 Company A received a foreign
return of capital of R130 000 from Company B.

Company A’s year of assessment ends on 31 March.

Result:

Paragraph 76B(2) provides that the base cost of the equity shares must be reduced
by the amount of the foreign return of capital. The @ ost of the shares in
Company B is therefore reduced to nil (R100 000 000). The excess of
R30 000 (R130 000 — R100 000) is treated as a capital gain under paragraph 76B(3).
The capital gain of R30 000 must, however, be der paragraph 64B(4),
since Company A held at least 10% of th es and voting rights in
Company B.

Rebate or deduction for foreign takes income [section 6quat(1A) and (1C)]
Foreign-sourced amounts deri b sident, including a headquarter company,
may sometimes be taxed b h country of source and South Africa, resulting in

juridical double taxation.

Relief from double t from the imposition of tax by a residence country
e same taxpayer and on the same amount is normally
e country. Thus, the source country’s right to tax has priority
try’s right to tax. In many instances, countries provide for
relief from juri le taxation under a tax treaty. One of the main purposes of a
tax treaty is to protect taxpayers against double taxation by allocating the right to tax
the amount of inéome (or capital) to one of the contracting states. However, in some
instances both states have the right to tax such income or capital thus requiring relief
from double taxation to be provided for by the state of residence of the taxpayer. This
may be achieved through domestic legislation or the tax treaty itself. Domestic

legislation will also cover situations when a tax treaty is not applicable.

granted by the resi
over the res

South Africa provides relief to its residents from double taxation in its domestic law
mainly by way of two different rebate methods for foreign taxes on income or a
deduction for foreign taxes on income. The rebate and deduction methods are
supplemented by a number of exemptions for foreign-sourced amounts received by
or accrued to residents (for example, the exemption for foreign dividends see 4.2.2).

The following rebate methods are employed in South Africa:

e Section 6quat(1) which is the principal mechanism used to provide relief for
foreign taxes proved to be payable on income derived from a foreign source
that is included in a resident’s taxable income. Foreign taxes falling within this
category do not qualify for the section 6quat(1C) deduction (see below).
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Section 6quat(1) provides for the deduction of foreign taxes against normal
tax payable.

e Section 64N which provides for relief from foreign taxes paid on foreign cash
dividends paid by a foreign company in respect of its shares listed on the
JSE.*

Under section 6quat(1C) a resident may claim foreign taxes, that do not qualify for
the section 6quat(1) rebate, as a deduction in determining taxable income. That is,
essentially, foreign taxes payable on South African-sourced amounts.

See Interpretation Note No. 18 (Issue 3) dated 26 June 2015 “Rebate or Deduction
for Foreign Taxes on Income” for a discussion of section 6quat.

Ring-fencing of interest and royalties incurred by headquarter companies
(section 20C)

Section 20C governs the deductibility of —

e interest incurred on financial assistance®" granté ayperson that is not a

resident to a headquarter company; and

e royalties payable by a headquarter company tafa persen that is not a resident.

Ring-fencing of interest incurred by headquakter panies

Section 20C(2) applies if —

e financial assistance is grante aperson that is not a resident, and

e if that person is a co directly or indirectly, whether alone or
together with any ny ferming part of the same group of companies as
that person, holdsfat leastfl0% of the equity shares and voting right in the
headquarter

The consequence
any interest gi

20C(2) applying are that the deduction allowable on
y the headquarter company in respect of that financial
so much of the interest received by or accrued to the

applied by the headquarter company as financial assistance to a foreign company in
which the headquarter company directly or indirectly, whether alone or together with
any company forming part of the same group of companies as the headquarter
company, holds at least 10% of the equity shares and voting rights.

An amount of interest that is disallowed as a deduction under section 20C(2) must —

e under section 20C(3)(a) be carried forward to the immediately succeeding
year of assessment of the headquarter company; and

e under section 20C(3)(b)(i) be deemed to be an amount of interest actually
incurred by the headquarter company during that succeeding year of

60

The exemption under 64F(1)(a) will apply to cash foreign dividends paid on JSE listed shares if

the beneficial owner is a headquarter company. Under sections 64G(2)(a) and 64H(2)(a) no
dividends tax must be withheld if the relevant declarations of exemption and written undertakings
contemplated in these sections are submitted timeously.

61

The term “financial assistance” is defined in section 20C(1) and means financial assistance

contemplated in section 31(1).
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assessment in respect of financial assistance granted to the headquarter
company by a person that is not a resident.

Example 35 — Ring-fencing of interest incurred by a headquarter company
Facts:

Company A, a foreign company, holds 20% of the equity shares and voting rights in
Company B, a headquarter company. These companies are connected persons in
relation to each other.®> Company A advanced a loan of R5 million to Company B.
Company B used the loan to fund the building of offices in South Africa.

Company B incurred interest of R500 000 on the loan from Company A for the
2015 year of assessment which ends on 31 December.

Result:

The provisions of section 31 must be evaluated in order to assess whether they apply
to the loan of R5 million. The exclusion in section 31(8)(a)ydoes not apply to the
ompany B because
ole ompany. Section 31

The deduction for the interest of R500 000 in

financial assistance of R5 million granted by Compa

Company B did not on-lend the funds to a quali

applies before section 20C(2).

section 20C(2) to nil because Compan use the funds to make an advance
to a foreign company in which Co at least 10% of the equity shares
and voting rights. The excess of R R500 000 — Rnil) is carried forward to
Company B’s 2016 year of a under section 20C(3)(a) and is deemed
under section 20C(3)(b)(i) an amount of interest actually incurred by

Company B by a person [ a resident. The amount carried forward to 2016
will be less than R5 ustment was required under section 31.

Example 36 -femeing of interest incurred by a headquarter company
Facts:

Company A, a foreign company, holds 20% of the equity shares and voting rights in
Company B, a headquarter company. Company A advanced a loan of R20 million to
Company B. Company B in turn advanced R20 million (the first loan) to another
foreign company, Company C, in which it holds 100% of the equity shares and voting
rights. Company B also advanced a loan of R5 million (the second loan) to
Company C that was not financed out of the funds obtained from Company A.

Company B incurred interest of R2,4 million on the loan from Company A for the
2014 year of assessment which ends on 31 December. Company B received interest
of R1 million on the first loan and R250 000 on the second loan. During the
2015 year of assessment no interest is incurred by Company B but interest of
R1 million is received on the first loan and R250 000 on the second loan.

%2 Under paragraphs (d)(v) and (e) of the definition of “connected person” in section 1(1) read with

section 31(4).
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Company A and Company B are connected persons in relation to each.®®
Company B and Company C are also connected persons in relation to each other.*

Result:
2014 year of assessment:

Under section 31(5)(a) and (b) the provisions of section 31 do not apply to the
financial assistance of R20 million granted by Company A to Company B and the
financial assistance of R25 million (R20 million + R5 million) granted by Company B
to Company C.

The deduction allowed for the interest of R2,4 million incurred by Company B is
limited under section 20C(2) to the interest of R1 million received from Company C
on the first loan. The excess of R1,4 million (R2,4 million — R1 million) is carried
forward to Company B’s 2015 year of assessment under section 20C(3)(a).

2015 year of assessment:

gar of assessment is
erest’ actually incurred by
duction allowed is, however,
ceived from Company C

The interest of R1,4 million brought forward from thé
deemed under section 20C(3)(b)(i) to be an amo
Company B during the 2015 year of assessmen
limited under section 20C(2) to the interest
on the first loan.

The excess of R400000 (R1,
Company B’s 2016 year of assessm

illion) is carried forward to
under section 20C(3)(a).

Note:

The interest received by [Compa from Company C on the second loan is not
brought into accoun urposes of calculating the limit under section 20C(2)
because it does te e financial assistance provided by Company A to
Company B whic guently advanced by Company B to Company C.

Example 37 — g-fencing of interest incurred by a headquarter company

Facts:

Company X, a foreign company, advanced R30 million at an interest rate of 12% per
annum to Company Y, a headquarter company in which it holds 20% of the equity
shares and voting rights. Company Y advanced R18 million to Company Z and
R12 million to Company T, which are both foreign companies. Company Y holds 50%
of the equity shares and voting rights in Company Z and 5% of the equity shares and
voting rights in Company T.

63

64

Under paragraphs (d)(v) and (e) of the definition of “connected person” in section 1(1) read with
section 31(4).
Under paragraphs (d)(i) and (e) of the definition of “connected person” in section 1(1).
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Company Y is a connected person in relation to Company X and Company Z.%
Company Y and Company T are not connected persons in relation to each other.

Company Y incurred and received the following amounts of interest during the 2015
year of assessment, which ends on 31 December:

R
Interest incurred on loan advanced from Company X (3 600 000)
Interest accrued on loan advanced to Company Z 1 500 000
Interest accrued on loan advanced to Company T 1 000 000

Result:

Section 31 does not apply to R18 million of the loan received by Company Y from
Company X that was subsequently advanced by CompanyY to CompanyZ
(section 31(5)(a) and (b) — see 4.2.3).

Section 31 may apply to R12 million of the loan granted by Company X to
Company Y that was subsequently advanced by Company® to Company T. The
exclusion from section 31 in section 31(5)(a) does n@g apply Because Company Y
holds only 5%, which is less than the required 10 y shares and voting
rights in Company T. Depending on the detail fer pricing adjustment
could be made which means that the interest the R12 million portion of
the loan, that is interest of R1440 000 (R12 mi x 12%), could be reduced.
Section 31 applies before section 20C(

The interest of R3,6 million incurred b
interest of R1,5 million accrue
from Company T is not br t
under section 20C(2) because C
and voting rights in Comp T.

ompany Y is limited under section 20C(2) to
any Z. The interest of R1 million accrued
account for purposes of calculating the limit
y Y holds less than 10% of the equity shares

The excess of
section 20C(3)(a)

section 20C( N
the 2016 yea
company by a

R3,6 million — R1,5 million) is carried forward under
Company Y's 2016 year of assessment and under
emed to be an amount of interest actually incurred during
assessment on financial assistance granted to the headquarter
son that is not a resident.

The allowable interest could be less than the interest expense of R3,6 million if an
adjustment is required under section 31. This would have an impact on the
R1,5 million claimed after applying section 20C(2) (refer above) and the carry forward
of R2,1 million (refer above) which would be reduced.

Ring-fencing of royalties incurred by headquarter companies

Under section 20C(2A) the deduction for royalties®® incurred by a headquarter
company in a year of assessment that are —

e payable to a person that is not a resident, and

65

Under paragraphs (d)(v) and (e) of the definition of “connected person” in section 1(1) read with

section 31(4).

66

The term “royalty” is defined in section 20C(1) and means any amount that is, before taking into

account section 49D(c), subject to withholding tax on royalties under Part IVA (see 5.2.2).
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o if that person is a company, that directly or indirectly, whether alone or
together with any company forming part of the same group of companies as
that person, holds at least 10% of the equity shares and voting right in the
headquarter company,

is limited to amounts received by or accrued to the headquarter company on —
 the use or right of use of or permission to use any intellectual property;®’ or

¢ the imparting of or the undertaking to impart scientific, technical, industrial or
commercial knowledge or information, or the rendering of or the undertaking
to render any assistance or service in connection with the application or
utilisation of such knowledge or information,

from any foreign company in which the headquarter company directly or indirectly,
whether alone or together with any other company forming part of the same group of
companies as the headquarter company, holds at least 10% of the equity shares and
voting rights.

An amount of royalties disallowed under section 20C(2A
e under section 20C(3)(a) be carried forwardPto the immediately succeeding
year of assessment; and

e under section 20C(3)(b)(ii) be deeme an ount actually incurred by
the headquarter company during,that succeeding year of assessment that
constitutes a royalty payable to t is not a resident.

rred by headquarter companies

Company A, a foreign company, granted the right of use of a patent to Company B, a

headquarter compa ich itgholds 20% of the equity shares and voting rights.
Company A and B are connected persons in relation to each other.®®
Company B grante ST of use of the patent to Company C, a South African
subsidiary.

Company B p royalties of R2 million to Company A during the 2016 year of
assessment andpeceived royalties of R1 million from Company C. Company B'’s year
of assessment ends on 31 January.

Result:

The provisions of section 31 must be evaluated in order to assess whether they apply
to the granting of the right of use of the patent by Company A to Company B. The
exclusion in section 31(5)(c) does not apply because Company B did not grant the
use of the patent to a qualifying foreign company. Section 31 applies before
section 20C(2A).

Under section 20C(2A), the deduction for royalties of R2 million incurred by
Company B is limited to Rnil.

" As defined in section 231(2) [see 3.2.3(b)].
% Under paragraphs (d)(v) and (e) of the definition of “connected person” in section 1(1) read with
section 31(4).
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The excess of R2million (R2 million—Rnil) is carried forward under
section 20C(3)(a) to Company B's 2017 year of assessment and under
section 20C(3)(b)(ii) is deemed to be an amount actually incurred in 2017 which
constitutes a royalty payable by Company B to a person that is not a resident. The
amount carried forward to 2017 will be less than R2 million if an adjustment was
required under section 31.

Example 39 — Ring-fencing of royalties incurred by headquarter companies
Facts:

Company A, a foreign company, granted the right of use of a patent to Company B, a
headquarter company in which it holds 20% of the equity shares and voting rights.
Company B granted this right of use of the patent to Company C, a foreign company,
in which Company B holds 40% of the equity shares and voting rights. Company B
paid royalties of R2 million to Company A during the 2016 year of assessment and
received royalties of R1 million from Company C. Com
ends on 31 January. Company B is a connected per
and Company C.%

paAy B's year of assessment
@ ation to Company A

Under section 31(5)(c) and (d), section 31 doesgnot y to the granting of the right
of use of the patent by Company A to and by Company B to Company C
since the right of use of the patengw. ranted by Company B only to a foreign
company (Company C) in which Company olds at least 10% of the equity shares
and voting rights.

Result:

Under section 20C(2A), fthe de n for royalties of R2 million incurred by
Company B is limited to theyroyalties of R1 million received from Company C.

The excess of (R2 million — R1 million) is carried forward under
section 20C(3)(a) Company B's 2017 year of assessment and under
section 20C( i), is“@leemed to be an amount actually incurred in 2017 which
constitutes a r y payable by Company B to a person that is not a resident.

Relief from other taxes
The law

The relevant sections of the Act are quoted in the Annexure.

Application of the law
Withholding tax on interest [section 50D(1)(a)(i)(cc)]

Under section 50B(1) withholding tax on interest’™ is imposed at the rate of 15% of
the amount of interest that is paid by any person to or for the benefit of a foreign

69

Under paragraphs (d)(v) and (e) of the definition of “connected person” in section 1(1) read with

section 31(4).

70

Legislation on withholding tax on interest is contained in Part IVB of Chapter Il of the Act and

applies to interest that is paid or becomes due and payable on or after 1 March 2015.
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person’ to the extent that the amount is regarded as having been received or
accrued from a source within South Africa under section 9(2)(b). A foreign person to
which an amount of interest is paid is liable for withholding tax on interest, however
any person who pays interest to or for the benefit of a foreign person must generally
withhold the withholding tax on interest from the payment.”?

Section 50B(2) provides that interest is deemed to be paid on the earlier of the date
on which the interest is paid or becomes due and payable.

Under section 9(2)(b) interest is received by or accrues to a person from a source
within South Africa if that amount is —

e attributable to an amount incurred by a person that is a resident, unless the
interest is attributable to a permanent establishment which is situated outside
South Africa; or

e received or accrues for the utilisation or application in South Africa by any
person of any funds or credit obtained under any_form of interest-bearing
arrangement.

Interest paid to a foreign person will be exemp g tax on interest fif,
amongst others,” the interest is paid by a hea ua any on the granting of
financial assistance’ to which section 31 doe a result of the application
of section 31(5)(a). °

Section 31(5)(a) provides that section

o thatis directly appli i jial assistance to,

e a foreign compan
pe ol with any company forming part of the same group
headquarter company, holds at least 10% of the equity

ithholding tax on interest must be withheld at a reduced rate
if the person to '@r for the benefit of which the payment is to be made, has submitted
to the person making the payment —

e a declaration, in such form as may be prescribed by the Commissioner, that
the interest is subject to a reduced rate of tax as a result of the application of
a tax treaty; and

e a written undertaking to inform the person making the payment in writing
should the circumstances affecting the application of the tax treaty change.

71
72
73
74
75

A “foreign person” is defined in section 50A(1) and means any person that is not a resident.
Sections 50C(1) and 50E(1).

See section 50D.

As defined in section 31(1).

Section 50D(1)(a)(i)(cc).
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Example 40 — Withholding tax on interest
Facts:

Company A, a company that is not a resident, advanced R50 million to Company B,
a headquarter company, on 5 July 2014. Company B advanced R20 million of this
loan to Company C and R10 million of the loan to Company D on 6 July 2014.
Company B holds 20% of the equity shares and voting rights in Company C and in
Company D. Company C and Company D are foreign companies.

Interest of R5 million is paid by Company B to Company A and interest of R2 million
and R1 million is received by Company B from Company C and Company D
respectively on 30 June 2015. Company B is a connected person in relation to
Company A, Company C and Company D.

Result:

Application of section 31 (transfer pricing):

Under section 31(5)(a) section 31 does not apply

amount of R30 million
(R20 million + R10 million) advanced by Compapy 7 Company B because
R30 million was subsequently advanced to for€ign co es (Company C and

Company D) in which Company B holds at le % of the equity shares and voting
rights.

Section 31, however, applies to the rK rtion of R20 million (R50 million —
0

R20 million — R10 million) that wa! dvanced by Company B to a foreign
company in which it held at least 10% e‘equity shares and voting rights.

Interest exempt from withh n interest under section 50D(1)(a)(i)(cc):

Company B must not withhold withholding tax on interest from the portion of the
interest paid to C any ing to the portion of the loan that Company B
subsequently adva 0 Company C and Company D. The calculation is as
follows:

Portion of loa

Company A x interest paid to Company A

[R30 million / R50 million x R5 million] = R3 million.

Accordingly, withholding tax on interest must not be withheld from the interest of
R3 million paid to Company A.

Interest subject to withholding tax on interest under section 50B(1):

Company B must withhold withholding tax on interest from the portion of the interest
paid to Company A relating to the portion of the loan that Company B did not
subsequently advance to a foreign company in which it holds at least 10% of the
equity shares and voting rights. The calculation is as follows:

Portion of loan not advanced to a qualifying foreign company / total amount of loan
from Company A x interest paid to Company A

[R20 million / R50 million x R5 million] = R2 million.
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Accordingly, withholding tax on interest of R300 000 (R2 million x 15%) must be
withheld from the interest of R2 million paid to Company A.

The total interest payable to Company A was R5 million, R3 million was not subject
to any withholding tax on interest (“Interest exempt from withholding tax on interest
under section 50D(1)(a)(i)(cc)” above) and R2 million was subject to R300 000
withholding tax on interest.

Interest subject to ring-fencing under section 20C(2):

The interest of R5 million may be subject to section 20C(2) if the requirements of that
section are met [see 4.3.1].

5.2.2 Withholding tax on royalties [section 49D(c)]

The term “royalty” is defined in section 49A as follows:

“‘[R]oyalty’ means any amount that is received or accrues in respect of—

@) the use or right of use of or permissig
as defined in section 23I; or

y intellectual property

(b) art any scientific, technical,
rmation, or the rendering of
ance or service in connection
of stich knowledge or information.”
See 3.2.3(b) for the definition of “int roperty” in section 23I(1).

er section 49B(1) at the rate of 15%’’ of
a person to or for the benefit of any foreign
unt is regarded as having been received by or

from a source within South Africa under
oreign person to which a royalty is paid is liable for
owever any person who pays a royalty to or for the
erson must generally withhold the withholding tax on royalties

the amount of a royalty t
person’® to the extent th
accrued to that forei

withholding tax on
benefit of th
from the pay

An amount is regeived by or accrues to a person from a source within South Africa
if that amount —

e constitutes a royalty that is attributable to an amount incurred by a person that
is a resident, unless that royalty is attributable to a permanent establishment
which is situated outside South Africa [section 9(2)(c)];

76

77

78
79

Withholding tax on royalties legislation is contained in Part IVA in Chapter Il of the Act and applies
to royalties paid or that become due and payable on or after 1 July 2013 and only to the extent
that the amount of the royalties was not subject to tax under section 35. Section 35 previously
dealt with withholding tax on royalties in respect of royalties received or accrued before 1 July
2013.

The rate increased from 12% to 15% in respect of royalties that are paid or that become due and
payable on or after 1 January 2015.

The term “foreign person” is defined in section 49A and means any person that is not a resident.
Sections 49C(1) and 49E(1).
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e constitutes a royalty that is received or accrues for the use or right of use of or
permission to use any intellectual property® in South Africa [section 9(2)(d)];

e s incurred by a resident and is received or accrues for the imparting of or the
undertaking to impart any scientific, technical, industrial or commercial
knowledge or information, or the providing of or undertaking to provide
assistance or service in connection with the application or use of such
knowledge or information, unless the amount so received or accrued is
attributable to a permanent establishment which is situated outside
South Africa [section 9(2)(e)]; or

e s received or accrues for the imparting of or the undertaking to impart any
scientific, technical, industrial or commercial knowledge or information for use
in South Africa, or the rendering of or the undertaking to render, any
assistance or service in connection with the application or utilisation of such
knowledge or information [section 9(2)(f)].

Under section 49B(2) a royalty is deemed to be paid o earlier of the date on

which the royalty is paid or becomes due and payable.

permission to use intellectual property to whic does not apply as a result
:3).%2 An amount must not be
withheld as withholding tax from the oyalty if it is exempt under

section 49D(c).%

Under section 31(5)(c) the provisi ction 31 will not apply to so much of the
granting of the use, right o rmission to use intellectual property as defined
in section 231(1) by a no person to a headquarter company as is directly
granted by the headgu pany to any foreign company in which the

headquarter com ect indirectly holds at least 10% of the equity shares
and voting rights dguarter company does not use it otherwise.

Under sectio hholding tax on royalties must be withheld at a reduced rate
if the foreign on to or for the benefit of which the payment is to be made has

submitted to thegperson making the payment a declaration, in such form as may be
prescribed by the Commissioner, that the royalty is subject to a reduced rate of tax as
a result of the application of a tax treaty.

As defined in section 23lI.

See section 49D.

Section 49D(c).

Section 49E(2)(a).

The headquarter company may hold that interest alone or together with any other company
forming part of the same group of companies.
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Example 41 — Exemption from withholding tax on royalties
Facts:

Company A, a foreign company, granted the right of use of a patent to Company B, a
headquarter company on 1 July 2015. On 1 July 2015 Company B granted this right
of use of the patent to Company C, a foreign company, in which Company B holds
40% of the equity shares and voting rights. This was the only use of the patent.
Company B paid royalties of R2 million to Company A on 31 July 2015 and received
royalties of R1 million from Company C on the same date. CompanyB is a
connected person in relation to Company A and Company C.

Result:

Under section 31(5)(c), section 31 does not apply to the granting of the right of use of
the patent by Company A to Company B since the right of use of the patent was
granted by Company B to a foreign company (Company C) in which Company B
holds at least 10% of the equity shares and voting rights. Company A is exempt from
withholding tax on royalties on the royalty payment illion received from
Company B under section 49D(c).

The royalties paid of R2 million may be subject nci

if the requirements of that section are met (se

under section 20C(2A)

Withholding tax on services
Legislation on the withholding tax ondser is contained in Part IVC of Chapter Il

(sections 51A to 51H) of the A ies’In respect of service fees that are paid
or become due and payab after 1 January 2017. The legislation does not
currently contain any exclusions fg dguarter companies.

Relief from divide ion 64E(1)]
Dividends tax rep ary Tax on Companies (STC) on 1 April 2012.
Dividends —
e declare a headquarter company before 1 April 2012 were not subject to
STC; an

e declared and paid by a headquarter company on or after 1 April 2012, are not
subject to dividends tax (see Example 24 in 4.2.2).

In addition, as a result, dividends declared by a headquarter company before and on
or after 1 April 2012 were not included in a company’s STC credit. STC credits are no
longer relevant as section 64J(5) deems an STC credit to be nil with effect from
1 April 2015.
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Anti-avoidance provisions
The law

The relevant sections of the Act are quoted in the Annexure.

Application of the law
A company that becomes a headquarter company (section 9H)

Section 9H(3)(a) provides that when a company that is a resident becomes a
headquarter company in respect of a year of assessment, that company must be
treated as having disposed of each of that company’s assets to a person that is a
resident on the date immediately before the day on which the company became a
headquarter company and as having reacquired each of those assets on the day on
which that company became a headquarter company, for an amount equal to the
market value® of each of those assets.

Section 9H(3)(c)(i) provides that in the year of assessment that a company becomes
a headquarter company that year of assessment must b emed to have ended on
the date immediately before the day on which that co ame a headquarter
company. Under section 9H(3)(c)(ii) the headquafter 's next succeeding
year of assessment must be deemed to have the day on which the
company became a headquarter company.

Section 9H(3)(c)(iii) provides that a co must, on the date immediately before
the day on which the company became“ahea rter company, for the purposes of
section 64EA(b), be deemed to ha eClared and paid a dividend that consists
solely of a distribution of an asset i ie. The amount of the distribution of the
asset in specie must under io (3)(c)(iii)(aa) be deemed to be equal to —

¢ the sum of the market valu@s of all the shares in that company on that date,

|86

ted tax capital® of all the classes of shares in the

interest of those\persons in the shares in the company as at the date immediately
before the day on which the company became a headquarter company. The dividend
deemed to have been declared and paid by the company under section 9H(3)(c)(iii)
may be exempt from dividends tax under section 64FA(1), or subject to dividends tax
at a reduced rate under section 64FA(2), depending on who the beneficial owners of
the dividend are.

Under section 9H(4) the following assets of a company that becomes a headquarter
company are excluded from section 9H(3):

¢ Immovable property situated in South Africa.

e Arright to acquire a marketable security contemplated in section 8A.

85

The term “market value” is defined in section 9H(1) and means in relation to an asset, the price

which could be obtained upon a sale of the asset between a willing buyer and a willing seller
dealing at arm’s length in an open market.

86

The term “contributed tax capital” is defined in section 1(1) and means, in simplified terms, the

consideration received by a company for the issue of its shares.



57

Example 42 — A company that becomes a headquarter company
Facts:

On 1 July 2015 Company A elects to be a headquarter company for the 2014 year of
assessment. This election is made on completion of the ITR14 return for the 2014
year of assessment. Company A's year of assessment ends on 31 December.
Company A holds 10% of the equity shares and voting rights in foreign companies.
The equity shares and voting rights in Company A are held equally by Company B
and Company C that both are residents. The balance sheet of Company A reflected
the following assets and liabilities as at 31 December 2013:

R

Cash in bank 200 000
Equity shares in foreign companies @ market value 3 000 000
Loans receivable from the foreign companies 7 000 000
Total assets 10 200 000
Long term loans 6 000 000
Total liabilities 6 000 000
Share capital 1 000 000
Retained earnings 3 200 000
Share capital and retained earnings 4 200 000
The contributed tax capital of Compan cember 2013 was R1 million.
Result:

Under section 91(3), the election ny A on 1 July 2015 to be a headquarter
company for the 2014 yea se ent, is effective from the commencement of its
2014 year of assessment,ihamely @ January 2014.

CGT implications:

Company A is de section 9H(3)(a) to have disposed of all its assets to a
resident at et e on the day before it became a headquarter company,
namely on 3 r 2013 and to have reacquired those assets at the same
market value the day that it became a headquarter company, namely on

1 January 2014.

The capital gain or capital loss on the deemed disposal of the equity shares in the
foreign companies must be disregarded under paragraph 64B(2) since Company A
held at least 10% of the equity shares and voting rights in the foreign companies [see
also 4.2.5(a)]. The base cost of the cash in bank and the debt owing to Company A is
equal to its market value, therefore the capital gain on its deemed disposal is nil
(R7,2 million — R7,2 million).
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Dividends Tax implications:

The amount of the dividend in specie deemed to have been declared and paid by
Company A under section 9H(3)(c)(iii) for the purposes of section 64EA(b) is
calculated under section 9H(3)(c)(iii)(aa) as follows:

R
Market value of shares in Company A (R10,2 million — R6 million) 4 200 000
Less: Contributed tax capital (1.000 000)
Amount of dividend in specie deemed to have been declared and
paid by Company A 3 200 000

The dividend in specie is exempt from dividends tax under section 64FA(1)(a) since it
is deemed to have been paid to companies that are residents (Company B and
Company C).

6.2.2 The corporate restructuring rules (section 41(1) — Definition of “company”)

akd to the transactions
ons 42 to 47 override
nd Part 1A of Chapter IlI

Cokporate restructuring rules
onsequences, which would

Section 41(2) provides that, subject to section 41(3),
to which they apply, the corporate restructuring r
other provisions in the Act, except sections 24B
and paragraph 11(1)(g) of the Eighth Sche
generally offer relief in the form of a deferral afi th

otherwise arise, until a later date.
N‘mongst other things, that the person
e asset is transferred is a company as

defined in section 41(1). A hea er pany is excluded from the definition of
“company” in section 41( purposes of the corporate restructuring rules and
therefore when a headquarter c@mpany is involved often the transaction will not
qualify for relief und sejule

A number of the corporate rules
transferring the asset or the person tg

rter company is effective from the commencement of
for which it is made. It is therefore possible that an election to
mpany will mean that a person will not be entitled to tax relief
ate rules on a transaction conducted during the year for which an
election is madepbut before the election was made and on which that person had
anticipated being entitled to relief.

The election to b

On a case-by-case basis it is also important to consider the impact that an election to
be a headquarter company will have on previous transactions, if any, which were
subject to the corporate rules. Issues to consider when a company becomes a
headquarter company within the timeframes prohibited under the corporate rules,
include the impact of a possible —

e de-grouping as a result of the headquarter company no longer being part of
the group of companies;

o deemed disposal of the company’s assets under section 9H(3)(a); and

o deemed dividend declared and paid by the company under
section 9H(3)(c)(iii).
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Asset-for-share transactions

Section 42 provides for relief from income tax and CGT if a transaction qualifies as
an “asset-for-share transaction”. An “asset-for-share transaction” is defined in
section 42(1) and means, amongst other things, a transaction under which a person
disposes of an asset to a company which is a resident, in exchange for equity shares
in that company.

Section 42 will not apply if a person disposes of an asset to a headquarter company
in exchange for equity shares in that headquarter company.

Substitutive share-for-share transaction

Section 43 provides for relief from income tax and CGT if a transaction qualifies as a
“substitutive-for-share transaction”. A “substitutive share-for-share transaction” is
defined in section 43(1) and means a transaction between a person and a company
under which that person disposes of an equity share in the form of a linked unit in
that company and acquires an equity share other than a linked unit in that company.

Substitutive share-for-share transactions are unliké ply to headquarter
companies.

Amalgamation transactions

Section 44 provides for relief from incame tax) C and dividends tax under an

a n transaction” is defined in
things, a transaction under which a
ompany which is a resident, by means

rger, and as a result of which the

ill be terminated.

“amalgamation transaction”. An
section 44(1) and means, among
company disposes all of its assets to
of an amalgamation, convers
amalgamated company’s nce

Section 44 will not company disposes of all of its assets to a resultant
company which i dq r company, or if the amalgamated company is a
headquarter com

Intra-group tr

Section 45 provides for relief from income tax and CGT under an ‘“intra-group
transaction”. AnWintra-group transaction” is defined in section 45(1) and means,
amongst other things, a transaction under which an asset is disposed of by one
company to another company that is a resident, and both companies form part of the
same group of companies as at the end of the day of that transaction.

Section 45 will not apply if a company disposes of an asset to a transferee company
which is a headquarter company, or if the transferor is a headquarter company.

Unbundling transactions

Section 46 provides for relief from income tax, CGT and dividends tax under an
“unbundling transaction”. An “unbundling transaction” is defined in section 46(1) and
means, amongst other things, a transaction under which all the equity shares of a
company which is a resident (the unbundled company) that are held by a company
(the unbundling company) which, if listed, is a resident, are distributed by that
unbundling company to the holders of shares of the unbundling company.

Section 46 will not apply if the unbundled or unbundling company is a headquarter
company.
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Transactions relating to liquidation, winding-up and deregistration

Section 47 provides for roll-over relief from CGT and dividends tax under a
“liquidation distribution”. A “liquidation distribution” is defined in section 47(1) and
means, amongst other things, a transaction under which a company distributes all its
assets to its holders of shares in anticipation of or in the course of the liquidation,
winding up or deregistration of the company, but only to the extent to which those
assets are so disposed of to another resident company.

Section 47 will not apply if the assets are disposed of by or to a headquarter
company.

Conclusion

A company that meets the requirements and elects to be a headquarter company
under section 9l for a specific year of assessment will be entitled to the relief outlined
in this Note.

A headquarter company potentially qualifies for the follow
e Exclusion from the CFC legislation under seétion ¢

e Exemption from normal tax on foreign re

section 10B(2)(a) and 10B(3).

Ived by or accrued under

e Relaxation of the transfer pricin
by ring-fencing of interest ingur

er section 31(5), but accompanied
ection 20C(2) and ring-fencing of

CGT treatment of foreign exchange
), 25D(4) and (7) and paragraph 43(1A).

r paragraph 64B(2) and disregarding of the capital
gain on a rn of capital received from a foreign company under

e for foreign taxes under section 6quat(1A) or a deduction for

foreign taxes under section 6quat(1C).

for a foreign person from withholding tax on interest under
section 50D(1)(a)(i)(cc) on the interest paid by a headquarter company on so
much of the financial assistance to which section 31 did not apply as a result
of the application of section 31(5)(a).

e Exemption for a foreign person from withholding tax on royalties under
section 49D(c) on the granting of the use, right of use or permission to use
intellectual property to which section 31 does not apply as a result of the
application of section 31(5)(c).

e Exclusion from dividends tax legislation under section 64E(1).
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Although a headquarter company qualifies for certain tax relief, anti-avoidance
provisions have been introduced to protect the South African tax base:

e A company that becomes a headquarter company is subject to CGT on the
deemed disposal of some of its assets under section 9H(3)(a), and to
dividends tax on a dividend in specie deemed to have been declared and paid
by that company under section 9H(3)(c)(iii) for purposes of section 64EA(b).
The deemed disposal and deemed dividend are deemed to have taken place
on the day before becoming a headquarter company.

e A headquarter company does not qualify for the relief provided for under the
corporate restructuring rules in sections 41 to 47.

Section 91 came into operation with effect from the commencement of years of
assessment of a headquarter company commencing on or after 1 January 2011.

Legal and Policy Division
SOUTH AFRICAN REVENUE SERVICE

oS
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Annexure — The law

Section 1(1) — Definition of “headquarter company”

“headquarter company”, in respect of any year of assessment means a company contemplated
in section 9I(1) in respect of which an election has been made in terms of that section;

Section 6quat(1A) and (1C)

(1A) For the purposes of subsection (1), the rebate shall be an amount equal to the sum of
any taxes on income proved to be payable to any sphere of government of any country other than the
Republic, without any right of recovery by any person (other than a right of recovery in terms of any
entitlement to carry back losses arising during any year of assessment to any year of assessment
prior to such year of assessment) by—

(a) such resident in respect of—

(i) any income contemplated in subsection (1)(a); or

ection (1)(e); or

(b) any controlled foreign company, in respect of prope
in subsection (1)(b), subject to section 72A(3){er

amount contemplated

0 ...
(d ......
e ......
) any other person contempl n (1)(H() or (ii) or any trust contemplated
in subsection (1)(f)(iii), in res mount included in the taxable income of that
resident as contempl tion (1)(f),
which is so included in that resident’ able income: Provided that—

ber of any partnership or a beneficiary of any trust and
liable for tax as a separate entity in such other country, a

sident; and

(1C)(a) For the purpose of determining the taxable income derived by any resident from
carrying on any trade, there may at the election of the resident be allowed as a deduction from the
income of such resident so derived the sum of any taxes on income (other than taxes contemplated in
subsection (1A)) paid or proved to be payable by that resident to any sphere of government of any
country other than the Republic, without any right of recovery by any person other than in terms of a
mutual agreement procedure in terms of an international tax agreement or a right of recovery in terms
of any entitlement to carry back losses arising during any year of assessment to any year of
assessment prior to such year of assessment.

o) ...
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Section 9D(1) — Definition of “controlled foreign company”

“controlled foreigh company” means any foreign company where more than 50 per cent of the
total participation rights in that foreign company are directly or indirectly held, or more than 50 per
cent of the voting rights in that foreign company are directly or indirectly exercisable, by one or more
persons that are residents other than persons that are headquarter companies: Provided that—

(@ no regard must be had to any voting rights in any foreign company—
(i) which is a listed company; or

(i) if the voting rights in that foreign company are exercisable indirectly through a
listed company;

(b) any voting rights in a foreign company which can be exercised directly by any other
controlled foreign company in which that resident (together with any connected person
in relation to that resident) can directly or indirectly exercise more than 50 per cent of
the voting rights are deemed for purposes of this definition to be exercisable directly
by that resident; and

(©) a person is deemed not to be a resident for purpose
residents directly or indirectly hold more than 50 per g
voting rights in a foreign company, if—

of determining whether
e participation rights or

() in the case of a listed company or a forei
which are held by that person indirec aJisted company, that person

holds less than five per cent of the parti of that listed company; or
(ii) in the case of a scheme or arra ent\contemplated in paragraph (e)(ii) of the
definition of “company” in secti ign company the participation rights of

which are held and the voti of which may be exercised by that person
indirectly through such ngement, that person—

(aq) [ er cent of the participation rights of that scheme or
(bb) i east five per cent of the voting rights in that scheme or

O"percent of the participation rights or voting rights of that foreign
oreign company are held by persons who are connected persons in
2y

compa r oth
relation

Section 9D(2) before subparagraphs

(2) There shall be included in the income for the year of assessment of any resident (other
than a resident that is a headquarter company) who directly or indirectly holds any participation rights
in a controlled foreign company—

Proviso B to section 9D(2)

Provided that this subsection shall not apply—

(B) to the extent that the participation rights are held by that resident indirectly through any
company (other than a company that is a headquarter company) which is a resident; or
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Section 9H(1), (3) and (4)

9H Change of residence, ceasing to be controlled foreign company or becoming
headquarter company.—(1) For the purposes of this section—

“asset” means an asset as defined in paragraph 1 of the Eighth Schedule; and

“market value”, in relation to an asset, means the price which could be obtained upon a sale of
that asset between a willing buyer and a willing seller dealing at arm’s length in an open market.

(3)(a) Where a company that is a resident ceases during any year of assessment of that
company to be a resident or where a company that is a resident becomes a headquarter company in
respect of a year of assessment, that company must be treated as having —

(i) disposed of each of that company’s assets to a person that is a resident on the date
immediately before the day on which that company so ceased to be a resident or
became a headquarter company; and

(i) reacquired each of those assets on the day on which that company so ceased to be a
resident or became a headquarter company,

for an amount equal to the market value of each of those a

®) ...

(c) Where a company that is a resident ceases to b
company during any year of assessment of that company

ecomes a headquarter
n paragraph (a)(i)—

(i) that year of assessment must be deemed
before the day on which that com SO ‘Cease
headquarter company;

ded on the date immediately
to be a resident or became a

of that company must be deemed to have

(i) the next succeeding year of ass
i mpany so ceased to be a resident or became

commenced on the day on Whic
a headquarter company;

(i) that company must,
ceased to be a resid

ediately before the day on which the company so
me a headquarter company and for the purposes of
have declared and paid a dividend that consists solely
et in specie—

uted tax capital of all the classes of shares in the company as at that
and

(bb)  to the person or persons holding shares in that company in accordance with the
effective interest of that person or those persons in the shares in the company
as at that date.

(d) Where a controlled foreign company ceases to be a controlled foreign company during
any foreign tax year of that controlled foreign company as contemplated in paragraph (a)(ii)—

(i) that foreign tax year must be deemed to have ended on the date immediately before
the day on which that controlled foreign company so ceased to be a controlled foreign
company; and

(i) the next succeeding foreign tax year of that controlled foreign company must be
deemed to have commenced on the day on which that controlled foreign company so
ceased to be a controlled foreign company.

(e) ...
®
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(4) Subsections (2) and (3) do not apply in respect of an asset of a person where that asset
constitutes—

(@ immovable property situated in the Republic that is held by that person;
() ... ;
(c) any asset which is, after the person ceases to be a resident or a controlled foreign

company as contemplated in subsection (2) or (3), attributable to a permanent
establishment of that person in the Republic;

(d) any qualifying equity share contemplated in section 8B that was granted to that person
less than five years before the date on which that person ceases to be a resident as
contemplated in subsection (2) or (3);

(e) any equity instrument contemplated in section 8C that had not yet vested as
contemplated in that section at the time that the person ceases to be a resident as
contemplated in subsection (2) or (3); or

) any right of that person to acquire any marketable security contemplated in section 8A.

Section 9l

9l. Headquarter companies.—(1) Any company that
(@ is a resident; and
(b) complies with the requirements presc by Subsection (2),

may elect in the form and manner determined by, thed@ommissioner to be a headquarter company for
a year of assessment of that company.

(2) A company complies with the requirement: ntemplated in subsection (1)(b) for a year of
assessment of that company if—

(a) for the duration of t assessment, each holder of shares in the company

(whether alone @ ith any other company forming part of the same group of

S eld 10 per cent or more of the equity shares and voting

any:=“Provided that in determining whether a company complies with

prescribed by this paragraph in relation to any year of assessment of

g which the company commenced the carrying on of trade, no

be had to any period during that year before which the company so
the carrying on of trade;

rights in that
the requi

(b) at the end of that year of assessment and of all previous years of assessment of that
company, 80 per cent or more of the cost of the total assets of the company was
attributable to one or more of the following:

(i) any interest in equity shares in;
(ii) any debt owed by; or

(i) any intellectual property as defined in section 23I(1) that is licensed by that
company to,

any foreign company in which that company (whether alone or together with any other
company forming part of the same group of companies as that company) held at least
10 per cent of the equity shares and voting rights: Provided that in determining—

(aa) the total assets of the company, there must not be taken into account any
amount in cash or in the form of a bank deposit payable on demand; and
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(bb) whether a company complies with the requirements prescribed by this
paragraph in relation to any year of assessment of that company, no regard
must be had to any such year of assessment if the company did not at any time
during such year of assessment own assets with a total market value
exceeding R50 000; and

() where the gross income of that company for that year of assessment exceeds
R5 million, 50 per cent or more of that gross income consisted of amounts in the form
of one or both of the following:

(i) any rental, dividend, interest, royalty or service fee paid or payable by any foreign
company contemplated in paragraph (b); or

(i) any proceeds from the disposal of any interest contemplated in paragraph (b)(i) or
of any intellectual property contemplated in paragraph (b)(iii):

Provided that in determining the gross income of the company, there must not be
taken into account any exchange difference determined in terms of section 24l in
respect of any exchange item as defined in that section to which that company is a
party.

(3) An election made by a company in terms of sub
commencement of the year of assessment in respect of which th

is effective from the

(4) A headquarter company must submit to the Minist
with the information that the Minister may prescribe within
as the Minister may prescribe.

port providing the Minister
containing such information

Section 10(1)(k)()

(k) (i) dividends (other than idends paid or declared by a headquarter company)
received by or a dt y person: Provided that this exemption shall not
apply—

Section 10B(1), (2) and

10B. Exemption ei dividends and dividends paid or declared by headquarter
companies.—(1) Fort s of this section, “foreign dividend” means any—
foreign dividend as defined in section 1; or

@)
(b) dividend paid or declared by a headquarter company.

(2) Subject to subsection (4), there must be exempt from normal tax any foreign dividend
received by or accrued to a person—

(@ if that person (whether alone or together with any other company forming part of the
same group of companies as that person) holds at least 10 per cent of the total equity
shares and voting rights in the company declaring the foreign dividend;

(b) if that person is a foreign company and the foreign dividend is paid or declared by
another foreign company that is resident in the same country as that person;

(©) who is a resident to the extent that the foreign dividend does not exceed the aggregate
of all amounts which are included in the income of that resident in terms of section 9D
in any year of assessment, which relate to the net income of—

(i) the company declaring the foreign dividend; or

(i) any other company which has been included in the income of that resident in
terms of section 9D by virtue of that resident’s participation rights in that other
company held indirectly through the company declaring the foreign dividend,
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reduced by—

(aa) the amount of any foreign tax payable in respect of the amounts so included in
that resident’s income; and

(bb)  so much of all foreign dividends received by or accrued to that resident at any
time from any company contemplated in subparagraph (i) or (ii), as was—

(A) exempt from tax in terms of paragraph (a), (b) or (d); or

(B) previously not included in the income of that resident by virtue of any prior
inclusion in terms of section 9D:

Provided that for the purposes of this paragraph, the net income of any company
contemplated in subparagraphs (i) and (ii) must be determined without regard to
subsection (3);

(d) to the extent that the foreign dividend is received by or accrues to that person in
respect of a listed share and does not consist of a distribution of an asset in specie; or

(e) to the extent that the foreign dividend is received by or accrues to a company that is a
resident in respect of a listed share and consists of istribution of an asset in
specie:

to the extent that the
at foreign dividend in the

Provided that paragraphs (a) and (b) must not apply to any f
foreign dividend is deductible by the foreign company declari
determination of any tax on income on companies of the ¢ hat foreign company has its
place of effective management: Provided further that par ust not apply to any foreign
dividend received by or accrued to that person in res of a\share Other than an equity share.

f

(3) In addition to the exemption provid
normal tax so much of the amount of the aggregal
a person during a year of assessment as

tion (2), there must be exempt from
foreign dividends received by or accrued to

(a) is not exempt from no ax
and

erms of subsection (2) for that year of assessment;

(b) does not during of essment exceed an amount determined in accordance

with the follow

A=BxC
in whic
epresents the amount to be exempted for a year of assessment in terms of
ragraph;

(iiy “B” represents—

(aa) where the person is a natural person, deceased estate, insolvent estate or
trust, the ratio of the number 25 to the number 40;

(bb)  where the person is—

(A) a person other than a natural person, deceased estate, insolvent
estate or trust; or

(B) an insurer in respect of its company policyholder fund and corporate
fund,

the ratio of the number 13 to the number 28; or

(cc) where the person is an insurer in respect of its individual policyholder fund,
the ratio of the number 15 to the number 30; and

(iii) “C” represents the aggregate of any foreign dividends received by or accrued to
the person during a year of assessment that is not exempt from normal tax in
terms of subsection (2).
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Section 20C

20C Ring-fencing of interest and royalties incurred by headquarter companies.—(1) For
the purposes of this section—

“financial assistance” means financial assistance contemplated in section 31(1); and

“royalty” means any amount that is, before taking into account section 49D(c), subject to the
withholding tax on royalties in terms of Part IVA.

(2) Where a headquarter company has during any year of assessment incurred any interest in
respect of any financial assistance granted to that headquarter company by a person—

€) that is not a resident; and

(b) if that person is a company, that directly or indirectly (and whether alone or together
with any other company forming part of the same group of companies as that person)
holds at least 10 per cent of the equity shares and voting rights in that headquarter
company,

the amount of that interest in respect of which a deduction is allowable to that headquarter company
in that year of assessment is limited to so much of the amount of inte eceived by or accrued to
the headquarter company as relates to any portion of that financial that is directly applied
as financial assistance to any foreign company in which the hea y directly or indirectly
(whether alone or together with any other company forming group of companies as
that headquarter company) holds at least 10 per cent of these ares,and voting rights.

(2A) Where a headquarter company has during any
that constitutes a royalty payable to a person—

essment incurred any amount

(a) that is not a resident; and

(b) if that person is a company, that indirectly (and whether alone or together
with any other company for he same group of companies as that person)
holds at least 10 per f theyequity shares and voting rights in that headquarter
company,

the amount of that royalty in res
that year of assessment i

headquarter company in resp @

(i) the us
section

ichda deduction is allowable to that headquarter company in
d to SO much of any amounts received by or accrued to the

se of or permission to use any intellectual property as defined in

(i) the imparting of or the undertaking to impart any scientific, technical, industrial or
commercial’knowledge or information, or the rendering of or the undertaking to render,
any assistance or service in connection with the application or utilisation of such
knowledge or information,

from any foreign company in which the headquarter company directly or indirectly (whether alone or
together with any other company forming part of the same group of companies as that headquarter
company) holds at least 10 per cent of the equity shares and voting rights.

(3) Any amount that is disallowed as a deduction in any year of assessment of a headquarter
company in terms of subsection (2) or (2A) must—

(@ be carried forward to the immediately succeeding year of assessment of the
headquarter company; and

(b) where that amount is disallowed as a deduction—

(i) in terms of subsection (2), be deemed to be an amount of interest actually
incurred by the headquarter company during that succeeding year in respect of
financial assistance granted to that headquarter company by a person that is not
a resident; or
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(ii) in terms of subsection (2A), be deemed to be an amount actually incurred by the
headquarter company during that succeeding year that constitutes a royalty
payable to a person that is not a resident.

Section 24I(1) — Paragraphs (a) — (d) of the definition of “local currency”

“local currency” means in relation to—

(a) any person in respect of an exchange item which is attributable to any permanent
establishment outside the Republic, the functional currency of that permanent
establishment: Provided that for purposes of this paragraph any exchange item shall
be deemed not to be attributable to any such permanent establishment if the functional
currency of that permanent establishment is the currency of a country which has an
official rate of inflation of 100 per cent or more throughout the relevant year of

assessment;

(b) any resident other than a headquarter company in respect of an exchange item which
is not attributable to a permanent establishment outside the Republic, the currency of
the Republic;

(©) any person that is not a resident in respect of an which is attributable

to a permanent establishment in the Republic, e Republic;

hich is not attributable to a
functional currency of that

(d) any headquarter company in respect of an
permanent establishment outside the Republi
headquarter company;

Section 24I1(3)

(3) In determining the taxabl any person contemplated in subsection (2), there
shall be included in or deducted from the income, as the case may be, of that person—

(a) any exchange i spect of an exchange item of or in relation to that
person, subje stubsection (10A); and
(b) (i) an or like consideration received by, or paid by, such person in terms of
a y option contract entered into by such person; or
(i) any sideration paid by such person in respect of a foreign currency option
contragt acquired by such person.

Section 25D(4) and (7)

(4) Where, during any year of assessment—
(a) any amount—
(i) is received by or accrued to; or

(ii) of expenditure is incurred by, a headquarter company in any currency other than
the functional currency of the headquarter company; and

(b) the functional currency of that headquarter company is a currency other than the
currency of the Republic,

that amount must be determined in the functional currency of the headquarter company and must be
translated to the currency of the Republic by applying the average exchange rate for that year of
assessment.

(7) Any amounts received by or accrued to, or expenditure incurred by—
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(a) a headquarter company contemplated in subsection (4); or
(b) a domestic treasury management company contemplated in subsection (5); or
() an international shipping company contemplated in subsection (6),

during any year of assessment in a functional currency that is a currency other than the currency of
the Republic must be translated to the currency of the Republic by applying the average exchange
rate for the relevant year of assessment.

Section 31(5) and (6)

(5) Where any transaction, operation, scheme, agreement or understanding has been entered
into between a headquarter company and—

(@ any other person that is not a resident and that transaction, operation, scheme,
agreement or understanding is in respect of the granting of financial assistance by that
other person to that headquarter company, this section does not apply to so much of
that financial assistance that is directly applied as financial assistance to any foreign

headquarter company) holds at least 10 per
rights;

(b) any foreign company in which the headqua
alone or together with any other
companies as that headquarter ¢
shares and voting rights and

g part of the same group of
s at least 10 per cent of the equity
, operation, scheme, agreement or

understanding comprises the granti financial assistance by that headquarter
company to that foreign is section does not apply to that financial
assistance;

(©) any other person t sident and that transaction, operation, scheme,
agreement or unders ing i§'in respect of the granting of the use, right of use or
permission to tual property as defined in section 23I(1) by that other
person to thé guatter company, this section does not apply to the extent that the

forei ompany in which the headquarter company directly or indirectly (whether
r together with any other company forming part of the same group of
companhies as that headquarter company) holds at least 10 per cent of the equity
shares and voting rights; and

(i) does not make use of that intellectual property otherwise than as contemplated in
subparagraph (i); or

(d) any foreign company in which the headquarter company directly or indirectly (whether
alone or together with any other company forming part of the same group of
companies as that headquarter company) holds at least 10 per cent of the equity
shares and voting rights and that transaction, operation, scheme, agreement or
understanding comprises the granting of the use, right of use or permission to use any
intellectual property as defined in section 23I(1) by that headquarter company to that
foreign company, this section does not apply to that granting to that foreign company.

(6) Where any transaction, operation, scheme, agreement or understanding that comprises
the granting of—

(a) financial assistance; or

(b) the use, right of use or permission to use any intellectual property as defined in
section 23l,
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by a person that is a resident (other than a headquarter company) to a controlled foreign company in
relation to that resident or in relation to a company that forms part of the same group of companies as
that resident, this section must not be applied in calculating the taxable income or tax payable by that
resident in respect of any amount received by or accrued to that resident in terms of that transaction,
operation, scheme, agreement or understanding if—

(i) that controlled foreign company has a foreign business establishment as defined in
section 9D(1); and

(iif) the aggregate amount of tax payable to all spheres of government of any country other
than the Republic by that controlled foreign company in respect of any foreign tax year
of that controlled foreign company during which that transaction, operation, scheme,
agreement or understanding exists is at least 75 per cent of the amount of normal tax
that would have been payable in respect of any taxable income of that controlled
foreign company had that controlled foreign company been a resident for that foreign
tax year: Provided that the aggregate amount of tax so payable must be determined—

(aa) after taking into account any applicable agreement.for the prevention of double
taxation and any credit, rebate or other right offe of tax from any sphere

(bb) after disregarding any loss in respect g

and 44, includes any portfolio of a collec
hedge fund collective investment sche

Section 49D(c)

49D Exemption from 0 tax on royalties.—A foreign person is exempt from the
withholding tax on royalties if—

(©) that roy. by a headquarter company in respect of the granting of the use or
of or permission to use intellectual property as defined in section 23l to
which section 31 does not apply as a result of the exclusions contained in

section 31(5)(c) or (d).

Section 50D(1)(a)(i)(cc)

50D. Exemption from withholding tax on interest.—(1) Subject to subsection (2), there must
be exempt from the withholding tax on interest any amount of interest—

(a) if that amount of interest is paid to any foreign person—
(i) by—
(cc) a headquarter company in respect of the granting of financial assistance

as defined in section 31(1) to which section 31 does not apply as a result
of the exclusion contained in section 31(5)(a); or
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Section 64E(1)

64E. Levy of tax.—(1) Subject to paragraph 3 of the Tenth Schedule, there must be levied for
the benefit of the National Revenue Fund a tax, to be known as the dividends tax, calculated at the
rate of 15 per cent of the amount of any dividend paid by any company other than a headquarter
company.

Paragraph 43(1A) and (6A)

(1A) Where, during any year of assessment, a person disposes of an asset (other than a
disposal contemplated in subparagraph (1)) for proceeds in a foreign currency or after having incurred
expenditure in respect of that asset in a foreign currency, that person must, for the purposes of
determining the capital gain or capital loss on the disposal of that asset, translate—

(@ the proceeds into the local currency at the average exchange rate for the year of
assessment in which that asset was disposed of or at the spot rate on the date of
disposal of that asset; and

(b) the expenditure incurred in respect of that asset into t
exchange rate for the year of assessment during wi
or at the spot rate on the date on which that exp

urrency at the average
penditure was incurred
rred.

(6A) Subparagraph (1A) must not apply in respect qfit osaldy a person of—

@)
(b) any amount of a debt owed to that perso inated in a foreign currency; or
(©) any right of that person arising contractual agreement or arrangement to

which that person and anot parties where—

(i) that contractual a or arrangement gives rise to that right and to a
corresponding o [ other party; and

(ii) the value of that
indirectly

e amount of that obligation are determined directly or
an amount contemplated in item (b).

Paragraph 64B(2)

(2) Subject to subparagraph (4), a headquarter company must disregard any capital gain or
capital loss determined in'fespect of the disposal of any equity share in any foreign company (other
than an interest contemplated in paragraph 2(2)) if that headquarter company (whether alone or
together with any other person forming part of the same group of companies as that headquarter
company) immediately before that disposal held at least 10 per cent of the equity shares and voting
rights in that foreign company.

(4) A person must disregard any capital gain determined in respect of any foreign return of
capital received by or accrued to that person from a “foreign company” as defined in section 9D (other
than an interest contemplated in paragraph 2(2)) where that person (whether alone or together with
any other person forming part of the same group of companies as that person) holds at least 10 per
cent of the total equity shares and voting rights in that company.




	Preamble
	1. Purpose
	2. Background
	3. Definition of “headquarter company”
	3.1 The law
	3.2 Application of the law
	3.2.1 Annual election [section 9I(1) and (3)]
	3.2.2 Companies that are residents [section 9I(1)(a)]
	3.2.3 Requirements of section 9I(2)
	(a) The “10% shareholding and voting rights” requirement [section 9I(2)(a)]
	(b) The “80% or more of the cost of total assets in, to or by a qualifying foreign company” requirement [section 9I(2)(b)]
	(c) The “50% or more of gross income” requirement [section 9I(2)(c)]

	3.2.4 Other
	(a) Years of assessment
	(b) Annual report to be submitted to the Minister [section 9I(4)]

	4. Normal tax and capital gains tax
	4.1 The law
	4.2 Relief from normal tax and capital gains tax
	4.2.1 Controlled foreign companies [section 9D(2)]
	4.2.2 Dividends, foreign dividends and related exemptions from normal tax (paragraph (k) of the definition of “gross income” and sections 10(1)(k)(i) and 10B)
	(a) Dividends and foreign dividends received by or accrued to a headquarter company and related exemptions from normal tax
	(b) Dividend paid or declared by a headquarter company and related exemptions from normal tax
	(c) “Section 10B foreign dividend” exemption from normal tax29F

	4.2.3 Transfer pricing [section 31(5) and (6)]
	4.2.4 Foreign currency provisions [sections 24I(3), 25D(4) and (7), and paragraph 43(1A) and (6A)]
	(a) Determination of taxable income of a headquarter company in foreign currency [section 25D(4) and (7)]
	(b) Gains or losses on foreign exchange transactions [section 24I(3)]
	(c) Assets disposed of or acquired in foreign currency [paragraph 43(1A) and (6A)]

	4.2.5 Disposal of equity shares in a foreign company and foreign return of capital received from a foreign company [paragraph 64B(2) and (4)]
	(a) Disposal of equity shares in a foreign company [paragraph 64B(2)]
	(b) Disregarding of a capital gain resulting from a foreign return of capital [paragraph 64B(4)]

	4.2.6 Rebate or deduction for foreign taxes on income [section 6quat(1A) and (1C)]
	4.3 Ring-fencing of interest and royalties incurred by headquarter companies (section 20C)
	4.3.1 Ring-fencing of interest incurred by headquarter companies
	4.3.2 Ring-fencing of royalties incurred by headquarter companies
	5. Relief from other taxes
	5.1 The law
	5.2 Application of the law
	5.2.1 Withholding tax on interest [section 50D(1)(a)(i)(cc)]
	5.2.2 Withholding tax on royalties [section 49D(c)]
	5.2.3 Withholding tax on services
	5.2.4 Relief from dividends tax [section 64E(1)]
	6. Anti-avoidance provisions
	6.1 The law
	6.2 Application of the law
	6.2.1 A company that becomes a headquarter company (section 9H)
	6.2.2 The corporate restructuring rules (section 41(1) – Definition of “company”)
	7. Conclusion
	Annexure – The law




