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The OECD action plan on base erosion and profit shifting

We reported in earlier editions of Synopsis on the reaction of the OECD to press articles alleging
irregularity on the part of multinational companies in arranging their tax affairs and the views of
finance ministers of the G20 nations on tax avoidance. The OECD Action Group has completed Phase
I of its proposed response and has produced an action plan for tackling base erosion and profit
shifting.

Background

The background summary recognises 

that the chief influence has been the

rapid expansion of the global

economy. This has benefitted the

economies of the nations of the

world. It has also resulted in

enterprises that are organised

globally rather than nationally or

regionally. As a result, multinational

enterprises have been able to

“greatly minimise their tax burden”,

which has harmed governments,

shifted the tax burden to individuals

and has affected fair competition. 

Taxation is a sovereign right and,

globally, nations have recognised

that there may be excessive taxation

unless double taxation is mitigated.

This has in the main been achieved

through international agreements,

but, despite these agreements “gaps

and frictions” have arisen, because

they relate to circumstances which

were not taken into account when

the international standards were

originally designed. In addition the

growth of the digital economy has

introduced new ways of doing

business, as well as difficulty in

identifying how value is added and

where profits are made. The main

risk that emerges from the current

climate is that countries might decide 

to tackle the issues unilaterally rather 

than co-operatively. The effect of

unilateral action is well summarised:

“Inaction in this area would likely

result in some governments losing

corporate tax revenue, the emergence

of competing sets of international

standards, and the replacement of the

current consensus-based framework by 

unilateral measures, which could lead

to global tax chaos marked by the

massive re-emergence of double

taxation.”

The report therefore suggests that

untimely unilateral action to protect

tax base may prove damaging to the

global economy. It endorses the

statement of the G20 Leaders who

said:

“Despite the challenges we all face

domestically, we have agreed that

multilateralism is of even greater

importance in the current climate, and 

remains our best asset to resolve the

global economy’s difficulties.”

The action plan

The action plan envisages actions in

these basic areas:

The action plan:

· identifies actions that are need to address the concerns,

· sets deadlines for implementation, and

· establishes the resource requirements and methodologies to be applied.
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· the development of new

international standards for

domestic legislation;

· realignment of taxation with

substance in relation to both

operations and transfer pricing;

and

· improved early detection

mechanisms to inform policy

and provide greater certainty

and predictability for business.

At the top of the list is the

determination of the taxable

income of digital business to

identify where and how profit is

derived, and to develop ways of

levying indirect taxes (GST or

VAT) on digitally delivered

products.

A number of actions are aimed at 

ensuring that there is greater

international coherence in tax

legislation around financing

arrangements. Hybrid debt

instruments are seen as a

significant means of creating

mismatches in tax treatment, and the

neutralisation of the negative effects

of these instruments will be the

subject of specific focus. The use of

controlled foreign companies in low

tax jurisdictions, particularly for

investment financing, requires the

design of rules that will counter

abuse. Methods to limit the erosion of 

the tax base through interest

deduction will be evaluated and

considered. In this respect

preferential tax jurisdictions are a key 

pressure area and greater

co-operation is necessary to ensure

that the activities in these

jurisdictions have sufficient substance 

to justify the income that is derived

through them.

Conduit structures involving the

interposition of entities in third

countries to benefit from treaty

concessions are identified for special

consideration. Substance

requirements will partially address

the concerns, but the measures

contemplated include the

development of counters to

treaty-shopping and other forms of

treaty abuse. Permanent

establishment issues are a critical

feature of the action plan, which

recognises that permanent

establishment status may easily be

avoided through commissionaire

arrangements or the fragmentation of 

activities between numerous entities.

Transfer pricing is seen as a

significant element in the base

erosion and profit shifting

environment, where contractual

arrangements may enable the

separation of the income from the

economic activities through which it

is derived, and the action plan will

seek to develop measures to ensure

alignment of tax outcomes with value 

creation. Particular attention will be

given to the valuation and

exploitation of intangibles, capital

allocation and unusual transactions.

The report emphasises the need to

improve the information gathering

process so that timely information is

Lights, camera, action plan:  The OECD Action Group has completed Phase I of its
proposed response and has produced an action plan for tackling base erosion and
profit shifting.

The OECD action plan on base erosion and profit shifting
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available on structures that shift

profit or erode the tax base. Attention 

will be placed on obtaining disclosure 

of tax planning strategies, which

should relieve the need for transfer

pricing documentation. It recognises

that the data that is collected will

need to be co-ordinated and

analysed. Thus it is recommended

that mandatory disclosure rules

should be developed for aggressive or 

abusive transactions, arrangements

or structures. At the same time, a

more harmonious approach to

transfer pricing would be expected to

reduce the cost of preparing transfer

pricing documentation and provide

greater clarity and certainty.

It is recognised that mutual

agreement procedures under

international treaties are

unsatisfactory in many cases, as there 

is no provision for arbitration to

resolve differences of opinion

between jurisdictions in most treaties. 

Thus, solutions are necessary to

address these to enhance clarity and

certainty in international commerce.

The final recommendation recognises 

that there must be an over-arching

instrument developed so that the

actions move from policy to action

swiftly and effectively. It is proposed

that there should be an international

instrument to which countries may

become signatories that will amend

existing international treaties and

commit to measures  It also suggests

that an innovative approach needs to

be developed to foster the

implementation of measures to curb

base erosion and profit shifting on an

ongoing basis in response to the

developing commercial environment.

Time frames

Ambitious time frames are

mentioned. It is estimated that the

majority of the actions can be

completed within a period of two

years, with the final international

instrument for implementation likely

to take longer, as the final element of

the plan.

Methodology

The proposed methodology involves

conducting the project in the member 

countries of the OECD and the

extension of invitations to associates

and other countries, where

appropriate. It is recognised that

developing countries face problems in 

this area and should be included.

Global bodies and forums will be

engaged to promote discussion.

The success of the project will be

judged on its ability to meet the

expectations of the various nations,

and the process will require the

development of mechanisms to

obtain consensus on a speedy and

defensible basis.

The consultative process must be

inclusive and the views of civil

society, non-governmental

agencies and business will be taken 

into account in developing the

proposals that will emerge.

Comment

In certain respects, South Africa is ahead of the international

game, particularly with regard to reportable arrangements and

general anti-abuse rules. We note that some of the issues raised in

the report are being addressed domestically. The recently released

draft of the proposed tax amendments for 2013 contains

significant proposals on hybrid debt and base erosion through

interest deduction. These are creating considerable uncertainty for 

international and domestic taxpayers. It is impossible to predict

what proposals might be developed by the OECD task team; but it

might be opportune for SARS and Treasury to defer unilateral

action so that the measures that are eventually introduced will

reflect international practice, norms and standards consistent

with the OECD determinations. 

The OECD action plan on base erosion and profit shifting
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The “closed door policy”

The structure of exchange control administration is

such that certain powers are delegated to authorised 

dealers who may, as agents of the South African

Reserve Bank (SARB), authorise certain

transactions. All applications for exchange control

approval must be submitted to an authorised dealer.

If the application relates to a matter that is outside

the authority of the authorised dealer, it must be

submitted to the SARB by the authorised dealer on

behalf of the applicant. This procedure is laid down

in Rule 10(a) issued in terms of the Exchange

Control Regulations.

The denial of direct access to the SARB was
challenged as unconstitutional. 

The Court found that the legislation gave power to

the Minister to make rules and regulations and that

he had the power to delegate this function without

divesting himself of his power. Authorised dealers

therefore derived their power from a lawful

authority. 

It was urged that the authorised dealers were a

barrier to the general public’s right to be fair and

reasonable administrative action. This arose because 

they were delegated to administer the exchange

control regulations and their interests as delegated

authority was therefore placed ahead of their duty to 

their client. The Court found firstly that the

authorised dealers were necessary to provide

capacity to deal with the volume of applications that

are required to be made, and that they operate

effectively and efficiently in that capacity by virtue

of their expertise and experience. Further, there was

no evidence to suggest that the authorised dealer did 

not act impartially. Thus, the administrative action

was found to be both fair and reasonable.

The levy and related policy issues

The judgment examined the history of exchange

control in South Africa and traced the liberalisation

that had taken place on a phased basis since 1994.

The sixth stage of the liberalisation involved the

release of emigrants’ blocked funds, when the

Minister of Finance announced in the Budget Speech 

on 26 February 2003 that emigrants wishing to

export more than R750 000 from the Republic may

apply to the SARB for permission to do so, subject to

the submission of an exiting schedule and payment

of an amount equal to 10% of the amount sought to

be remitted.

Billionaire entrepreneur Mark Shuttleworth

emigrated from the Republic in February 2001.

Following his emigration, he made applications to

transfer portions of his blocked funds from the

Republic. In the second of these (in 2008) he was

permitted to remit funds subject to a levy equal

10% of the amount remitted. He then made a

further application to the South African Reserve

Bank on 31 August 2009 to remit the balance of his

blocked funds abroad. He requested the authorised

dealer to include a request for remission of the 10% 

levy, which he considered unconstitutional.

The authorised dealer submitted the application,

but did not include his requested submission. The

transfer of the funds was duly approved on 13

October 2009 subject to the payment of the 10%

levy. When he learned that the request for

remission had not been submitted with the original

application, Mr Shuttleworth instructed the dealer

to resubmit the application together with his

request. He was informed on 1 December 2009 that 

his request for remission of the levy had been

refused.

The issue was then referred to the High Court by

way of an application to declare the imposition of

the 10% levy invalid and to declare section 9 of the

Currency and Exchanges Act, 9 of 1933 invalid by

reason that it is inconsistent with the Constitution

(Shuttleworth v South African Reserve Bank and

Others [2013] ZAGPPHC 200, judgment handed

down 18 July 2013). As an alternative, the

application sought a declaration that elements of

section 9 of the Currency and Exchanges Act (the

Act) were unconstitutional or that elements of the

regulations made under that Act were

unconstitutional.

In view of the numerous prayers in the application,

the judgment is lengthy. In summary, the Court

(Legodi J) found that the imposition of the 10%

levy was not invalid, but that certain provisions

contained in section 9 of the Act were inconsistent

with the Constitution.

High Court rejects challenge of exchange control ruling
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Pursuant to the Minister’s

announcement, the SARB issued

Exchange Control Circulars D375 and 

D380 announcing the policy and the

levy. The SARB applied the circulars

when considering the application

(both in its original form and as

resubmitted) and imposed the levy.

The imposition of the levy was

challenged on the basis that it was

unlawful.

The first leg of the challenge related 

to procedural failure. In essence it

was argued that the levy was 

calculated to raise revenue, and that

the provisions of section 9(4) of the

Act had not been complied with. This

would require that the Minister 

submit to Parliament a statement of

the estimated revenue that would be

derived from the measure in the 12

months following its implementation.

The Court found that the regulation

under which the levy was imposed

was directed to restricting the export

of capital and not to the raising of

revenue. Legodi J agreed with the

SARB analogy that a speeding fine is

designed to discourage reckless

behaviour and not to raise revenue;

similarly, a levy was imposed to deter

persons from exporting their capital

and not as a means of raising revenue 

for the state. It is the purpose of the

regulation and not the application of

the amounts that may arise that is

critical to the inquiry.

The second aspect of the challenge

related to the lack of statutory

guidelines in the regulations to direct

how applications should be

determined. It had been held in

earlier matters before the

Constitutional Court that a lack of

guidelines relating to the exercise of a 

discretion may be offensive to the

Constitution. However, the Court

analysed these judgments and

concluded that the requirement to

provide guidelines was dependent on

the facts of the case. Legodi J

concluded that exchange control

requires a flexible, speedy and expert

approach to ensure proper financial

governance. The variety of

circumstances that may arise

militates against laying down rules or

factors in advance. The

administration has therefore been

delegated to the SARB and, through

the SARB, to authorised dealers,

because they have the necessary

experience and expertise to analyse

applications and apply their

discretion appropriately without the

need for guidelines. Thus, a failure to

specify guidelines in these

circumstances was justifiable.

The third element was that there

had been no consultation on the

measure and that this is required in

terms of the Constitutional

framework for legislation. This

argument relied on it being held that

the power to impose the levy was

founded in the circulars or rulings of

the SARB. This, the Court rejected.

The power to impose the levy was

founded on the Minister’s decision as

announced on 26 February 2003. The 

application did not seek to declare

the Minister’s decision invalid. 

In any event it is questionable

whether the SARB had a discretion to

impose the levy. If it did, it was

argued, it had failed to exercise it.

The Court found that the SARB had 

a discretion to grant permission to

export funds, but once it had done

so it had no discretion whether or

not to impose the 10% levy. The

levy was mandatory. 

Procedural fairness

The decision was also attacked on

the basis that the applicant (Mr

Shuttleworth) had not been given

the opportunity to be heard on his

submission that the 10% levy was

unlawful. This was due partially to

the “closed door policy” of

exchange control by which all

applications are filtered through an 

authorised dealer, and to the fact

that the application form FA1 did

not contain a reference to the levy.

Here, the Court found that the

applicant had previously been

subjected to the levy and was

therefore fully aware of it.

Furthermore, he had been given

the opportunity to make

submissions in respect of the levy

when the SARB accepted and

deliberated on the resubmitted

application. The process was

therefore considered not to have

been procedurally unfair.

Constitutional validity of
other aspects of the Act

Application was made to have

certain aspects of the Act declared

unconstitutional and many of these 

issues were favourably determined.

The final order dismissed the

application to declare the levy

unconstitutional, but ancillary

orders declared elements of the Act 

and regulations unconstitutional.

The decision will still require the

ratification of the Constitutional

Court.

High Court rejects challenge of exchange control ruling

The decision was also

attacked on the basis that Mr

Shuttleworth had not been

given the opportunity to be

heard on his submission due

partially to the “closed door

policy” of exchange control.
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A business rescue – successful except on the tax front

The business rescue provisions of the new Companies Act 71 of 2008 have generated much discussion
in commercial and legal circles. However, the fiscal aspects of a business rescue plan have seldom
been debated. 

For this reason, the recent decision of

the Cape Town Tax Court per Davis J

in A (Pty) Ltd v CSARS (case number

13003, not yet reported) in which

judgment was handed down on 13

June 2013 merits close study.

This case concerned the fiscal

aftermath of an apparently successful

attempt to rescue a financially

struggling and heavily-indebted

company, not under the business

rescue provisions of the Companies

Act 2008, but in terms of a strategy

devised by entrepreneurs who seem

to have neglected to include a tax

professional in their team.

Two issues came up for

consideration, namely whether the

proceeds on disposal of shares were

of a capital nature, and whether an

“equity kicker” related to the

acquisition of the shares and the

associated financing arrangements

was deductible. 

The facts showed that a rescue

operation for an ailing listed

company was put in place in 2002,

with the financing for the taxpayer’s

participation being made by way of a

three-year loan at interest, with an

“equity kicker” equivalent to a

portion of the profit on ultimate sale

of the shares in the rescue vehicle.

The shares were realised by A (Pty)

Ltd at a substantial profit early in

2004.

The central characters in the

transactions were Y, who was the

promoter of the transaction, Z, a

non-resident, who was the principal

shareholder and a director of A (Pty)

Ltd and O, also a director of the A

(Pty) Ltd, who was the turnaround

expert.

A (Pty) Ltd argued that the shares

had been acquired for the long-term

and that the intervention of E Ltd had 

been a fortuitous and unforeseen

event. It was argued, citing the

testimony of  Z, that the decision by A 

(Pty) Ltd to sell the shares was “an

opportunistic decision” that could not 

have been contemplated when the

shares were acquired by the company

in 2002.

The judgment

Giving judgment in the Tax Court,

Davis J held (at para [68]) that the

evidence, as a whole, suggested that

the investment in the shares by A

(Pty) Ltd was to last for a period of at

least three years, and perhaps slightly 

longer, depending on the success of

the venture. 

A constant theme running through Z’s 

testimony was that he wanted to have 

the freedom to deal with “his”

investment as he saw fit. There were

no significant restrictions on O and Y

insofar as the shares were concerned,

save that the shares would remain

invested until the transaction had

“been bedded down”. It was also

significant that, whatever Y’s

long-term intentions may have been,

he had attempted to raise money for

the transaction for a maximum of a

three to five year period.

Davis J said (at para [71]) that the

nature of the “equity kicker”

supported the argument that there

was an intention to fund the loan

repayments by way of a sale of the

shares, because the amount of the

equity kicker was fixed as a

proportion of the gain realised by A

(Pty) Ltd on the shares that had been

acquired with the loan, and that the

equity kicker would be paid from the

funds derived from the sale of the

shares.

The evidence did not establish, on the 

probabilities that the shares were to

be a long-term investment; and if that 

was indeed the purpose, there was no 

clear proof that it was the dominant

purpose. Within a very short period,

the sale of the shares had been on the

agenda, initiated by Y and explored

further by Z. 

Davis J concluded in this regard that,

in relation to the present case – 

“When both the purpose at the time

of acquisition and sale are

considered, it cannot be concluded,

on the probabilities, that a long term

investment was realised to best

advantage. To the contrary, the

mixed intention had converted into a

clear purpose of selling to ‘cash’ in on

the profit.”

The deductibility of the equity
kicker

As regards the deductibility of the

so-called “equity kicker”, Davis J said

(at para [88]) that, from the point of

view of the taxpayer, A (Pty) Ltd, its

liability to pay this amount was a real

cost in acquiring the shares since it

became payable once a profit was

made on the sale of the shares.

Interest 

Davis J said that there was nothing to

gainsay the argument that A (Pty) Ltd 

had acted in good faith in declaring

the amount in question as a capital

gain in its 2005 tax return, and he

ordered that the interest on the

additional tax that was now found to

be payable by A (Pty) Ltd was to be

remitted.

Critical overview

This matter again highlights the

extent to which the surrounding

circumstances will influence a Court

in deciding on the extent to which it

will place reliance on the assertions of 

the witnesses. In the final analysis,

the witnesses’ evidence was not

conclusive as to a long-term intention 

to hold the assets, primarily because a 

three-year term loan with a

sweetener linked to the disposal of

the shares formed the basis of the

financing. Thus the surrounding

circumstances caused doubt in the

mind of the Court.
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SARS Watch - 20 June to 20 July 2013

Legislation

4 July Draft Tax Laws Amendment Bill,

2013

The Draft TLAB was released for comment by

National Treasury.

4 July Draft Tax Administration Laws

Amendment Bill, 2013

The Draft TALAB was released for comment by

National Treasury.

PwC publications

2 July Tax Alert - Filing season starts This Tax Alert served to inform clients that on 28

June 2013 SARS issued the notice which formally

marks the beginning of the 2013 tax filing season

setting out which persons are required to file

income tax returns and the deadlines for

submission.

8 July Tax Alert - Foreign tax rebate

reporting requirement

Section 6quin was introduced into the Income Tax

Act in 2012 to provide relief to taxpayers for foreign 

taxes suffered, often contrary to tax treaties, on

SA-sourced income.This Tax Alert informed clients

of the necessary forms and steps to be completed

in order to successfully claim this rebate.

8 July VAT Alert - Non-resident supplies 

of e-commerce services

This VAT alert served to inform clients that with

effect from January 2014 non-South African

suppliers of e-commerce services will be required

to register as VAT vendors in South Africa and

account for output tax on its supplies to South

African residents.

8 July VAT Alert - Changes to VAT

registration requirements

In a draft bill issued by the Commissioner for the

South African Revenue Services on 4 July 2013,

various changes to the current VAT registration

rules have been proposed. The intention with the

proposed amendments is to make the VAT

registration process more user-friendly and to

address some of the current difficulties

experienced in the process. Whether this objective

will be achieved when the final bill is issued

remains to the seen. This VAT Alert deals with the

amendments as they are proposed in the draft bill.
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