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Exit Taxation Arising from a Deemed Disposal 
of Shares
In this article, the author examines a recent 
decision of the Supreme Court of Appeal of 
South Africa (SCA) on the tax treatment of 
capital gains arising from a deemed disposal 
of shares under the Luxembourg-South Africa 
Income and Capital Tax Treaty (1998).

1.  Introduction

On 8 May 2012, the Supreme Court of Appeal of South 
Africa (SCA) issued its judgement in the case C:SARS 
v. Tradehold Limited (2012),1 which involved an exit tax 
arising from a capital gain due to a deemed disposal of 
shares under the Luxembourg-South Africa Income and 
Capital Tax Treaty (1998).2 The provisions on the deemed 
disposal were applied because of the change of company 
residence from South Africa to Luxembourg. The SCA 
came to the conclusion that article 13(4) of the tax treaty 
(corresponding to article 13(5) of the OECD Model)3 in-
cluded, within its ambit, capital gains derived on the basis 
of a domestic exit tax provision. This article examines the 
judgement and addresses the question of the applicable 
distribution rule in an exit tax case.

2.  The Tradehold Case4

2.1.  Facts

Tradehold was an investment holding company incorpo-
rated in South Africa. Its only relevant asset was a 100% 
shareholding in Tradegro Holdings, also a resident of 
South Africa. In July 2002, Tradehold relocated its place of 
effective management from South Africa to Luxembourg.

The Commissioner for the South African Revenue Service 
(SARS) contended that when Tradehold became effec-
tively managed in Luxembourg in July 2002, it was deemed 
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1. ZA: SCA, 8 May 2012, C:SARS v. Tradehold Limited, (132/11) [2012] 
ZASCA 61.

2. Convention between the Republic of South Africa and the Grand Duchy of 
Luxembourg for the Avoidance of Double Taxation and the Prevention of 
Fiscal Evasion with Respect to Taxes on Income and on Capital (23 Nov. 
1998), Treaties IBFD [hereinafter: Lux.-S.Afr. Income and Capital Tax 
Treaty].

3. Most recently, OECD Model Tax Convention on Income and on Capital  
(22 July 2010), Models IBFD.

4. For further details of the case, see E. Mazansky, South Africa’ s Exit Charge 
Overridden by the Luxembourg-South Africa Income and Capital Tax Treaty 
(1998), 66 Bull. Intl. Taxn. 7 (2012), Journals IBFD.

to have disposed of its only relevant asset, the 100% share-
holding in Tradegro Holdings. Hence, on the basis of South 
African domestic law, an exit tax in the amount of approxi-
mately ZAR 400 million5 on the hidden reserves became 
due. The tax authorities did not consider that the Luxem-
bourg-South Africa Income and Capital Tax Treaty (1998) 
applied: it was argued that the taxpayer did not enjoy treaty 
protection because the term “alienation”, as used in article 
13(4) of the tax treaty, did not cover a deemed disposal 
of shares.

As a starting point, the SCA briefly examined the sub-
stantive scope of the tax treaty. Subsequently, it assessed 
whether or not the term “alienation” in article 13(4) of the 
tax treaty also covered capital gains on hidden reserves 
arising due to a domestic exit tax provision. Finally, the 
SCA implicitly addressed which state was the residence 
state and therefore held the taxing right.

2.2.  The substantive scope of the Luxembourg-South 
Africa Income and Capital Tax Treaty (1998)

Consideration of the substantive scope of the Luxem-
bourg-South Africa Income and Capital Tax Treaty (1998) 
was given very briefly. The SCA held that the “normal tax” 
as provided in article 2(1) of the tax treaty (patterned after 
article 2(3) of the OECD Model) included a tax on capital 
gains.6 Although this finding itself was correct, the SCA 
did not consider the chronological background of the tax 
treaty. The tax treaty was concluded on 23 November 1998 
and it became effective on 1 January 2001. However, the 
relevant domestic exit tax provision (which forms part 
of the capital gains tax) was introduced by the Taxation 
Laws Amendment Act 5 of 20 June 2001. Consequently, 
the SCA should have scrutinized the substantive scope in 
more detail.

Had the court done so, it first would have had to point 
out that the Luxembourg-South Africa Income and 
Capital Tax Treaty (1998) shows some significant devia-
tions from article 2 of the OECD Model. First of all, it can 
be observed that the tax treaty lacks provisions patterned 
after article 2(1) and (2) of the OECD Model. Instead, the 
tax treaty begins by listing two taxes to which it shall apply: 
the “normal tax” and “the secondary tax on companies”. 
This is where the second deviation can be observed: the 
tax treaty’ s list of taxes covered seems to be exhaustive, 

5. Approximately EUR 50 million at that time.
6. Tradehold Limited (2012), supra n. 1, at para. 22. 
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since, unlike article 2(3) of the OECD Model, it does not 
include the words “in particular” when introducing those 
two taxes. In addition, the tax treaty contains an adapta-
tion clause patterned after article 2(4) of the OECD Model 
for identical or substantially similar taxes imposed after 
the date of its signing.

The importance of including provisions patterned after 
article 2(1) and (2) of the OECD Model particularly 
comes into play if the new tax is not comparable to the 
existing taxes listed in a provision patterned after article 
2(3) of the OECD Model. Unlike the Commentary on the 
OECD Model might indicate,7 Article 2(1) and (2) of the 
OECD Model serves an important purpose: it broadens 
the basis for comparing newly introduced taxes with the 
existing ones.8 Accordingly, if one concludes that the new 
tax is not comparable to a tax listed in a provision pat-
terned after article 2(3) of the OECD Model, the new tax 
could still be checked against the general description of 
taxes covered by article 2(1) and (2) of the OECD Model, 
hence broadening the benchmark for comparison.

To sum up, it can be said that the exit tax is covered by 
article 2 of the tax treaty if it is an “identical or substan-
tially similar” tax imposed “in addition to, or in place of ” 
the “normal tax” or the “secondary tax on companies”. 
Since the latter tax only contains features of a withhold-
ing tax,9 the “normal tax” should be the benchmark tax. 
It is notable that the term “normal tax” is synonymously 
used for income tax levied on the taxable income of 
persons, such as companies or individuals.10 A taxable 
capital gain also forms part of that taxable income.11 It is 
also argued that the capital gains tax (and hence, the exit 
tax) forms an integral part of the “normal tax” (or income 
tax).12 Therefore, it seems that both capital gains tax and 
“normal tax” are taxes imposed on income. Hence, it 
can be argued that the capital gains tax is a similar tax 
imposed in addition to the “normal tax”. The SCA was 
right in its assessment by holding that article 2 of the tax 
treaty applied. However, a more detailed analysis would 
have been desirable.

7. Paragraph 6.1 of the Commentary on Article 2 of the OECD Model states 
that “some member countries do not include paragraphs 1 and 2 in their 
bilateral conventions. These countries prefer simply to list exhaustively 
the taxes [...] and clarify that the Convention will also apply to subsequent 
taxes that are similar to those listed”.

8. M. Lang, Der sachliche Anwendungsbereich der Doppelbesteuerungsab-
kommen auf dem Gebiet der Steuern vom Einkommen und vom Vermögen 
[The substantive scope of income and capital tax treaties], in Praxis 
des Internationalen Steuerrechts, FS für H. Loukota zum 65. Geburtstag 
[Practical experiences in international tax law, commemorative volume 
for H. Loukota for his 65th birthday], p. 275 et seq. (M. Lang & H. Jirousek 
eds., Linde 2005); M. Lang, Kommunalsteuer und DBA [Tax treaties and 
municipal tax] 15 SWI 1, p. 16 (2005); C. Staringer & M. Seiler, Die 
persönliche und sachliche Abkommensberechtigung in den österreichischen 
DBA [Personal and substantive treaty entitlement in Austrian tax treaties], 
in Die österreichische DBA-Politik – Das „österreichische Musterabkommen” 
[Austrian tax treaty policy – the Austrian model convention] p. 110 et seq. 
(M. Lang, J. Schuch & C. Staringer eds., Linde 2013).

9. J. Hattingh, South Africa – Corporate Taxation sec. 2.3.2., Country Analyses 
IBFD.

10. South African Revenue Service, Taxation in South Africa 2012/13 p. 5 et 
seq. (SARS 2013).

11. Id., at p. 57 et seq.
12. D. Clegg & R. Stretch, Income Tax in South Africa ch. 3.8 (LexisNexis 2013).

2.3.  Interpretation of the term “alienation”

The SCA took a broad view when interpreting the term 
“alienation”. It implicitly pointed out the importance of an 
autonomous treaty interpretation by stating that when a 
tax treaty patterned after the OECD Model is interpreted:13

one must... not expect to find an exact correlation between the 
wording of the DTA and that used in the domestic taxing statute.

This statement is surprising because the SCA held in the 
next step that article 3(2) applied since the term “alien-
ation” was not defined in the tax treaty.14 These seemingly 
contradictory statements are, however, softened as the 
court stressed that the term “alienation”:15

must be given a meaning that is congruent with the language of 
the DTA having regard to its object and purpose.

The SCA then did not refer to the definition of “alienation” 
under the domestic law. However, it was argued that:

it is reasonable to suppose that the parties to the DTA were aware 
of the provisions of the Eighth Schedule [note: this is where the 
domestic legal basis for the exit tax can be found] and must have 
intended Art 13 to apply to capital gains of the kind provided in 
the Schedule.16

However, given the chronological background of the tax 
treaty (as indicated in section 2.2.), this is a rather bold 
statement. The parties to the tax treaty could not have been 
aware of this exit tax provision at the time of the negotia-
tions. Therefore, the argument that the treaty negotiators 
must have intended article 13 of the tax treaty to apply to 
capital gains resulting from a provision which was not even 
in existence at the time the tax treaty was negotiated and 
concluded is not convincing.

The SCA expanded its reasoning by pointing out that 
article 13(4) of the tax treaty does not distinguish between 
the capital gains that arise from actual or those arising from 
deemed alienations of property. Furthermore, it was held, 
without further explanation, that it would be unreason-
able if article 13(4) of the tax treaty were only to apply to 
taxes on capital gains resulting from actual alienations of 
property.17 Based on this reasoning, the SCA stated that:18

the term “alienation”... is not restricted to actual alienation. It is 
a neutral term having a broader meaning, comprehending both 
actual and deemed disposals of assets giving rise to taxable cap-
ital gains.

2.4.  The residence state in an exit tax case

On the issue relating to the state of residence, the SCA gave 
its answer in one sentence only. With regard to this crucial 
matter, the SCA simply held that:

when Tradehold relocated its seat of effective management to 
Luxembourg, the provisions of the DTA became applicable and 
that country had exclusive taxing rights.19

13. Tradehold Limited (2012), supra n. 1, at para. 18.
14. Id., at para. 19.
15. Id., at para. 23.
16. Id., at para. 24.
17. Id.
18. Id., at para. 25.
19. Id., at para. 26.
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The result of the judgement was, therefore, that the exit tax 
was covered by the Luxembourg-South Africa Income and 
Capital Tax Treaty (1998). The tax authorities, however, 
were not allowed to levy a tax on the hidden reserves 
because the taxpayer was considered to be a resident of 
Luxembourg.

There is no doubt that the tie-breaker rule included in 
article 4(3) of the tax treaty makes Luxembourg the new 
state of residence after the relocation of the place of effec-
tive management. However, it would have been possible 
to claim that in the period of the “one second” (logische 
Sekunde), just prior to the change of the place of effective 
management, Tradehold was a resident of South Africa. 
It could have been argued that the “one second” concept 
should have been taken into account, since exit tax cases 
constitute the last possibility for a state to enforce its fiscal 
sovereignty.20 Such a concept necessarily implies that an 
exit tax provision can only apply if the person in question 
is still subject to unlimited tax liability in the state applying 
the exit tax.21 Therefore, the legal consequences of an exit 
tax provision take effect at a time when the person is still 
a resident of the exit state. Hence, it could be argued that a 
treaty override does not occur since the domestic exit tax 
provision comes into play when the tax treaty cannot yet 
unfurl its protective powers.

Interestingly, the Hoge Raad [the Dutch Supreme Court] 
has held that the timing of a deemed disposal is not the 
sole criterion when assessing whether an exit tax provi-
sion constitutes a treaty override. It has denied the applic-
ation of various exit charges on pensions and annuities.22 
Recent cases of this type23 have concerned individuals who 
held private pension claims with pension funds established 
in the Netherlands. At the time when they were still resi-
dent in the Netherlands, their pension rights were tax 
exempt. However, on their emigration from the Nether-
lands, an exit tax was imposed on the accumulated pen-
sions in order to preserve the Netherlands’ taxing right in 
the event of a realization other than through periodic pay-
ments. Although this exit tax liability was deemed to have 
been derived prior to the emigration (when the taxpayer 
was still a resident of the Netherlands and prevented from 

20. V. Kluge, Außensteuergesetz und Doppelbesteuerungsabkommen [Foreign 
Tax Act and double taxation treaties], 27AWD 5, p. 414 (1972); V. Kluge, 
Das Internationale Steuerrecht [International tax law] p. 881 et seq. (Beck 
2000); D. Gosch in J. Lüdicke, Brennpunkte im deutschen Internationalen 
Steuerrecht [Focal points in the German international tax law] p. 141 (O. 
Schmidt 2010); DE: BFH [Federal Tax Court], 26 Jan. 1977, VIII R 109/75.

21. DE: BFH [Federal Tax Court], 26 Jan. 1977, VIII R 109/75, Tax Treaty Case 
Law IBFD; Kluge, supra n. 20, at pp. 414 and 262; H. Debatin, Außensteuer-
reformgesetz [Reform of the Foreign Tax Act] 60 DStZ 17, p. 267 (1972); 
N. Schoss, Kommentar zum Einkommensteuergesetz mit Nebengesetzen 
[Commentary on the Income Tax Act], sec 6, para. 59 et seq. (F. Lademann 
ed., Boorberg 2003); L. Rehfeld, Die Vereinbarkeit des Außensteuergesetzes 
mit den Grundfreiheiten des EG-Vertrags [The compatibility of the Foreign 
Tax Act with the fundamental freedoms of the EC Treaty] p. 167 (Lang 
2008); V. Schönwetter, Wohnsitzverlagerung nach Österreich und in die 
Schweiz [Change of domicile to Austria and Switzerland] p. 54 (Gabler 
2009); J. Kalbitzer, Wegzugsbesteuerung nach § 6 AStG [Exit taxation 
according to sec. 6 Foreign Tax Act] p. 152 (Lang 2011).

22. NL: HR, 5 Sep. 2003, no. 37.657; 13 May 2005, nos. 39.613; 40.192, 39.610 
and 39.144, Tax Treaty Case Law IBFD.

23. NL: HR, 19 June 2009, nos. 43.978; 07/13267; 08/02288, Tax Treaty Case 
Law IBFD.

relying on a tax treaty), the Dutch Supreme Court held that 
the exit tax overrode the pension provision in the applica-
ble tax treaties. This was because, in the absence of an exit 
tax, any future pension payments would have been taxable 
only in the individual’ s new state of residence. The exit tax, 
thus, had the result that the Netherlands taxed an item of 
income that was allocated to the new state of residence 
under the treaty allocation rules. This was seen as a breach 
of the required good faith principle according to the inter-
pretation and application of tax treaties under article 31(1) 
of the Vienna Convention on the Law of Treaties (1969).24

However, it is worth mentioning that the Dutch Supreme 
Court seems to have adopted a different approach when 
it comes to exit taxes for individuals relating to substantial 
shareholdings in companies resident in the Netherlands. 
In its decision of 20 February 2009,25 the Dutch Supreme 
Court held, in line with the above-mentioned cases, that 
the tax treaty was in principle not applicable because the 
taxable gain under domestic law was deemed to have been 
derived before the individual’ s emigration. However, con-
trary to its view in the aforementioned pension cases, it did 
not observe a conflict with the principle of good faith. The 
Dutch Supreme Court held that article 13 of the OECD 
Model did not preclude the state from taxing unrealized 
capital gains because the Dutch exit tax was only aimed at 
taxing the increase in value of the shares during the period 
when the taxpayer was a resident of the Netherlands. This 
argument was supported by the fact that the Netherlands 
allows a step-up upon immigration of a taxpayer to the 
Netherlands. Hence, the Netherlands retained the taxing 
right and no treaty override was observed.

The SCA, however, did not address any of these issues. 
Had it followed the “one second” concept, the outcome 
would have been completely different since article 13(4) 
of the Luxembourg-South Africa Income and Capital Tax 
Treaty (1998) would have given the taxing right exclusively 
to South Africa. Instead, the court stated that:26

[an] exit tax could only be levied in the event of a South Afri-
can taxpayer emigrating to a country which has not entered into 
a DTA with the Republic containing a provision similar to Art 
13(4).

3.  Exit Taxation and the Applicable Distribution 
Rule

As explained above, the SCA answered the first question 
by concluding that a domestic exit tax provision would be 
covered by a provision equivalent to article 13(5) of the 
OECD Model. The application of this distribution rule was 
not called into question at any point in the judgement. In 
academic literature, however, the question of which alloca-
tion rule should be applied in an exit tax case is disputed. 
There are two views, both of which consider exit tax cases 
compatible with the OECD Model.27 Nevertheless, they 

24. UN Vienna Convention of the Law of Treaties (23 May 1969), Treaties IBFD.
25. NL: HR, 20 Feb. 2009, nos. 07/12314; 42.701; 43.760, Tax Treaty Case Law 

IBFD.
26. Tradehold Limited (2012), supra n. 1, at paras. 10, 14 and 15.
27. H. Debatin, Die sogenannte Steuerentstrickung und ihre Folgen [Exit 

taxation and its consequences] 45 BB 12, p. 826 (1990); G. Toifl, Die 
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differ when it comes to which allocation rule should be 
applied. The SCA implicitly followed the first approach, 
according to which the term “alienation”, as it is used in 
article 13 of the OECD Model, is a broad term. An “alien-
ation” is not conditional upon a change of ownership.28 Fol-
lowing this approach, it is argued that the term, outside its 
autonomous core meaning, has to be determined accord-
ing to domestic law.29 Accordingly, exit taxes should be 
covered by article 13 of the OECD Model if the domes-
tic law of the states applying them attaches the same legal 
consequences to exit cases as to alienations of the respec-
tive property.30 The second, contrary view, bases the ap-
plication of article 13 of the OECD Model on the require-
ment that there must be a change of economic ownership 
of property. This is not the case in an exit tax case since the 
original shareholder still remains the owner of the shares 
even after the relocation. Taxation would have to be based 
on article 21(1) of the OECD Model in the case of privately 
held assets and on article 7 in conjunction with article 5 
of the OECD Model in the case of property held as busi-
ness assets.31 The Commentary on Article 13 of the OECD 
Model supports the second view. Accordingly, the follow-

Wegzugsbesteuerung [Exit taxation] p. 128 (Linde 1996); R. Ismer, E. 
Reimer & A. Rust, Ist § 6 AStG noch zu halten? [Is Section 6 of the Foreign 
Tax Act still tenable?] 15 EWS 5, p. 208 (2004); E. Reimer, Doppelbe-
steuerungsabkommen[Double Taxation Treaties] art. 13, para. 203 et seq.  
(K. Vogel & M. Lehner eds., Beck 2008).

28. E. Reimer, supra n. 27, at art. 13, para. 204.
29. Id., at art. 13, para. 20.
30. Id., at art. 13, para. 23.
31. M. Lang, Hybride Finanzierungen im Steuerrecht [Hybrid financial 

instruments in tax law] p. 102 et seq. (Orac 1991); G. Toifl, supra n. 27, 
at p. 130; C. Staringer, Besteuerung doppelt ansässiger Kapitalgesellschaften 
[Taxation of dual resident companies] p. 214 et seq. (Linde 1999);  
C. Staringer, Die Wegzugsbesteuerung für Beteiligungen nach dem Entwurf 
zum neuen DBA Österreich-Deutschland [Exit taxation for participation 
according to the draft of the new tax treaty between Austria and Germany] 
9 SWI 9, p. 400 (1999); G. Kofler, Hughes de Lasteyrie du Saillant: 
Wegzugsbesteuerung verstößt gegen die Niederlassungsfreiheit! [Hughes de 
Lasteyrie du Saillant: Exit Taxation infringes the freedom of establish-
ment!] 56 ÖStZ 11, p. 262 et seq. (2003); M. Lang, Die gemeinschaftsrechtli-
chen Rahmenbedingungen für „Exit Taxes” im Lichte der Schlussanträge von 
GA Kokott in der Rechtssache N. [The Community law framework for “exit 
taxes” in light of the opinion of AG Kokott in the N. case] 16 SWI 5, p. 224 
(2006); F. Brugger, Exit taxation and tax treaty law, 17 SWI 11, p. 18 (2007).

ing transactions are used to describe when an “alienation 
of property” is effected:32

capital gains resulting from the sale or exchange of property and 
also from a partial alienation, the expropriation, the transfer to 
a company in exchange for stock, the sale of a right, the gift and 
even the passing of property on death.

Although these examples cover a broad range of situations, 
they have one core concept in common: the necessity for 
a transfer of ownership. Especially the last example – the 
passing of property on death – shows where the broad 
meaning of “alienation”, as it is used in article 13 of the 
OECD Model, reaches its limits: an “alienation” does not 
require a remuneration but it is still necessary that prop-
erty changes its economic ownership.

4.  Conclusions

The SCA had to deal with a change of company 
residence from South Africa to Luxembourg. It 
held that an allocation rule patterned after article 
13(5) of the OECD Model included, within its 
ambit, capital gains derived on the basis of a 
domestic exit tax provision. This article critically 
examines the judgement. It points out that a more 
detailed examination of the substantive scope of 
the Luxembourg-South Africa Income and Capital 
Tax Treaty (1998) would have been desirable. 
Additionally, the article shows that the outcome of 
the case would have been completely different if the 
court had paid attention to the “one second” concept 
upon the emigration of a taxpayer to another state. 
The article also demonstrates the limitations of the 
term “alienation” used in article 13 of the OECD 
Model. Since the term requires that property changes 
its economic ownership, article 7 in conjunction 
with article 5 of the OECD Model (in the case of 
assets held in the course of business) or article 21(1) 
of the OECD Model (in the case of privately held 
assets) should be applied in exit tax cases.

32. Para. 5 OECD Model: Commentary on Article 13 (2012).


