
	  

	  

 

18 August 2014 

The Chairperson 

The Standing Committee on Finance 

By email: awicomb@parliament.gov.za 

 

Dear Sir / Madam 

 

RE: SUBMISSIONS ON THE PROVISIONS OF THE DRAFT TAXATION LAWS AMENDMENT BILL, 
2014 (“THE BILL”) DEALING WITH VENTURE CAPITAL COMPANIES 

1 Broadreach Capital (Pty) Ltd is the fund manager of Broadreach Capital 12J Fund One (Pty) 
Ltd, a SARS-registered venture capital company (“VCC”) (with VCC number VCC- 0005). 

2 As the managers of a VCC that is actively raising funds in the market and seeking to make 
investments in the small and medium enterprise (“SME”) sector, we welcome the opportunity 
to provide our commentary on the Bill.  

3 At the outset, we commend National Treasury and the South African Revenue Service 
(“SARS”) on the proposed amendments to section 12J of the Income Tax Act, No. 58 of 1962 
(“the Act”), as set out in clause 22 of the Bill.  The amendments are welcomed and, in our 
view, will contribute substantially to the future success of the VCC regime and the successful 
stimulation of investment in the SME sector. 

4 As the fund managers of an active VCC, our comments on clause 22 of the Bill relate only in 
one respect to extending the incentive that section 12J gives to investors in VCC’s.  Our 
remaining comments relate rather to certain clarifications required, and practical 
implementation issues that we have encountered, in relation to section 12J. 

5 EXTENT OF THE INCENTIVE 

5.1 In the Minister of Finance’s Budget Speech in February 2014 (“the Budget Speech”), 
mention was made of a number of methods that National Treasury was considering in 
order to expand the scope of, and to increase the incentive created by, section 12J. We 
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welcome the two proposals that have been introduced in the Bill, namely removing the 
recoupment of the section 12J deduction in the event that a taxpayer holds its 
investment in a VCC for at least 5 years, and increasing the book value of the assets of 
“Qualifying Companies” (as defined in section 12J), in which VCCs may invest, to R50 
million. 

5.2 In our experience, there is one remaining concern that potential VCC investors have that 
is not addressed by clause 22 of the Bill, and that is their ability to dispose of an 
investment in a VCC.  In other words, investors still remain concerned about the liquidity 
of their investments. 

5.3 One of the potential amendments to section 12J that was mooted in the Budget Speech, 
was to extend the availability of the deduction for subscribing for shares in VCCs to the 
purchase of shares in VCCs as well.  We submit that an amendment to section 12J in this 
regard would greatly assist in alleviating investors’ liquidity concerns.  In other words, if 
other taxpayers are able to obtain a deduction when purchasing VCC shares, there will be 
an incentive for them to do so, and thus the initial investors will have greater confidence 
of their ability to dispose of their VCC shares in due course. 

5.4 We recognise the difficulties associated with extending the section 12J incentive to sales 
of shares in VCCs, which we see as two-fold: 

5.4.1 The fact that a single investment in a VCC could give rise to multiple deductions 
over time, as the shares in the VCC are on-sold in the market; and 

5.4.2 The fact that the value of the deduction granted would increase over time, whilst 
the amount originally invested in the VCC (and therefore in the SME sector) 
would remain static at the initial subscription price paid by the first investor in 
the VCC. 

5.5 In our view, the fact that clause 22 of the Bill provides that a recoupment on sale of 
shares in a VCC will only be avoided if an investor holds its shares for 5 years, goes some 
way to alleviating the above concerns.  In other words, it is unlikely that shares in VCCs 
will be traded regularly and thus create multiple deductions, as to do so would not give 
any one investor any great advantage (each sale resulting in a recoupment of the 
deduction granted). 

5.6 We submit that any residual concern surrounding a multiplication of deductions arising 
from a single VCC investment could be addressed by limiting the deduction to be 
obtained by a purchaser of (as opposed to a subscriber for) VCC shares to the amount of 
the deduction that the seller of those shares obtained, if the seller sells its shares within 
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the 5 year period. 

5.7 The above proposal would mean that sales of VCC shares within the 5 year period would 
not result in any loss to the fiscus, as any deduction claimed on purchase of VCC shares 
would be matched by a simultaneous recoupment of the same amount by the seller.  At 
the same time, a legislative amendment along these lines would increase the incentive 
to investors to hold their shares for at least the 5-year period, but nevertheless also 
create an incentive for purchasers of VCC shares that should alleviate liquidity concerns. 

5.8 Given the “sunset” provision in terms of which the section 12J deduction will expire on 
30 June 2021 (i.e. in 7 years’ time) there would also not be any significant loss to the 
fiscus in respect of sales of VCC shares after the 5 year period, owing the limited 
“window” for which the deduction would be available. 

6 CLARIFICATION OF SECTION 12J / PRACTICAL ISSUES 

6.1 “Group of companies” limitation 

6.1.1 The definition of a “Qualifying Company” in section 12J(1) currently requires that 
such a company may not be a “controlled group company in relation to a group 
of companies”. 

6.1.2 In practice, the above requirement has caused some uncertainty.  On a purposive 
interpretation, it would appear that the rationale for the requirement is that 
section 12J is meant to encourage investment in true SMEs, and not small or 
medium-sized businesses within larger groups of companies.  On that basis, it 
would make sense that the “group of companies” limitation should apply 
immediately prior to the date on which a VCC acquires shares in a “Qualifying 
Company”. 

6.1.3 As currently drafted, however, the “group of companies” requirement seems 
capable of being interpreted as preventing VCCs from acquiring and/or holding 
70% or more of the shares in a “Qualifying Company” (as the VCC and the 
Qualifying Company would themselves then constitute a “group of companies”). 
In our view a legislative clarification is required to make it clear that the “group 
of companies” requirement does not apply to the VCC and the companies in 
which it invests, but rather that it applies to Qualifying Companies immediately 
prior to the investment by the VCC. 

6.1.4 A clarification of this nature would be welcomed, as it is often important for 
investors in SMEs (and, indeed, venture capital and private equity fund managers 
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in general) to obtain outright control of their investments (i.e. to obtain 75% or 
more of the shares in their investments, and anywhere up to 100%).  This is 
especially so given the relatively high-risk nature of investing in SMEs, and the 
need for investors to have the ability to make critical business decisions to 
protect their investors and ensure the success of their investments.  There also 
does not seem to be any good policy reason for preventing VCCs from acquiring 
70% or more of the shares in “Qualifying Companies”. 

6.2 “Connected persons” limitation 

6.2.1 Section 12J(3A) states that if a taxpayer incurs expenditure for which it would 
otherwise be entitled to a deduction in terms of section 12J, but as a result of or 
immediately after the acquisition of VCC shares that taxpayer is a “connected 
person” in relation to the VCC, then no deduction may be allowed in that year of 
assessment.  Owing to the general principles of income tax, the deduction would 
then also not be available in any subsequent year of assessment as no deductible 
expenditure would be incurred in any subsequent year. 

6.2.2 Whilst we appreciate the need to prevent taxpayers from forming “closely held” 
VCCs merely for the purpose of obtaining a tax deduction for their private 
investments, the above requirement does have some side-effects which 
significantly complicate the ability to launch a VCC: 

6.2.2.1 The first investor in a VCC will always be a “connected person” in 
relation to the VCC, as he or she will initially be the sole shareholder of 
the VCC. 

6.2.2.2  Subsequent investors are also likely to be “connected persons” in 
relation the VCC, as they are likely to acquire in excess of 20% of the 
shares in the VCC (until such time as sufficient investors subscribe for 
shares so as to ensure, by virtue of the dilutionary effect, that 
subsequent investors will not be connected persons in relation to the 
VCC). 

6.2.2.3  The fact that the initial investors in a VCC are therefore effectively 
prevented from enjoying the benefit of section 12J means that it is 
difficult to launch a VCC; unless sufficient taxpayers subscribe for VCC 
shares at precisely the same time, no taxpayer will want to be the initial 
investor. 

6.2.3 We submit that the “connected persons” requirement should, therefore, only 
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prohibit a taxpayer from claiming a deduction under section 12J in a year of 
assessment if, as a result of or immediately after the acquisition of VCC shares 
that taxpayer is a “connected person” in relation to the VCC, and that taxpayer 
has not ceased to be a “connected person” in relation to the VCC by the end of 
the year of assessment in question.  In addition, it should be provided that if a 
taxpayer ceases to be a “connected person” in relation to a VCC in a subsequent 
year of assessment, any deduction denied in terms of the aforegoing provisions 
should be allowed as a deduction in that year. 

6.3 Obtaining the benefit of section 12J 

6.3.1 An issue that a number of investors have raised with us is the practical method 
for obtaining the benefit of a deduction in terms of section 12J; in other words, 
investors wish to know how and when the tax saving will become a financial 
benefit to them. 

6.3.2 In this regard, the Act contains a couple of features that reduce the effectiveness 
of the section 12J incentive:  

6.3.2.1  Firstly, for taxpayers who earn “remuneration” as defined in paragraph 1 
of the Fourth Schedule to the Act and who are subject to PAYE, the 
benefit of a deduction in terms of section 12J is only obtained some 
months after the end of the year of assessment in which the investment 
in the VCC was made, when their taxable income is assessed and they 
become entitled to a refund.  The effect is that such taxpayers are 
required to invest in a VCC out of post-tax funds, and then wait 
anywhere between 6 to 18 months in order to obtain a refund on 
assessment.  This timing delay significantly reduces either the 
willingness of investors to invest in VCCs at all, or the amount that they 
are willing and/or able to invest.  As such, the effect of the PAYE 
collection mechanism contained in the Fourth Schedule to the Act is to 
reduce the overall effectiveness of the section 12J incentive. 

6.3.2.2  Secondly, for provisional taxpayers, paragraph 19(1)(c) of the Fourth 
Schedule determines that the amount of the taxpayer’s first provisional 
tax estimate may not be less than the “basic amount” applicable to the 
estimate in question (i.e. the estimate may effectively not be less than 
the last assessed taxable income of the taxpayer), unless the 
Commissioner directs otherwise.  This means that, for provisional 
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taxpayers, the benefit of an investment in a section 12J fund is only 
received at the end of the year of assessment, and in relation to the 
second provisional tax period.  Again, this serves to reduce the 
effectiveness of the section 12J deduction, or to incentivise taxpayers to 
invest in VCCs only at the end of their year of assessment (which, from a 
practical perspective, causes difficulties for the VCC which needs to 
make investments in Qualifying Companies on an ongoing basis). 

6.3.3 We submit that the following amendments to the Fourth Schedule should 
therefore be considered, in order to ensure that the deduction granted by section 
12J translates into an effective incentive: 

6.3.3.1 Firstly, the insertion of a sub-paragraph in paragraph 2(4) of the Fourth 
Schedule, to allow amounts deductible under section 12J (as supported 
by a certificate issued by the relevant VCC) to be deducted from a 
taxpayer’s remuneration when calculating the amount from which PAYE 
must be withheld.  This would encourage investments into VCCs in the 
same manner that the existing provisions of paragraph 2(4) encourage 
investments into pension and retirement annuity funds (i.e. there is 
precedent for such a deduction).  

6.3.3.2  Secondly, inserting a sub-paragraph in paragraph 19(1)(d)(i) of the 
Fourth Schedule, to allow amounts deductible under section 12J (as 
supported by a certificate issued by the relevant VCC) to be deducted 
from the “basic amount” applicable to a provisional taxpayer’s first 
provisional tax estimate.  Alternately, some clarification (whether by way 
of a binding class ruling or practice note) could be issued to confirm that 
the Commissioner will exercise his discretion in terms of paragraph 
19(1)(c) of the Fourth Schedule to accept a first provisional tax estimate 
lower than the “basic amount” applicable to a taxpayer, where the 
reason for the lower estimate is a deduction available to a taxpayer 
under section 12J. 

7 CONCLUSION 

7.1 Overall, it is our view that the proposed amendments to section 12J contained in clause 
22 of the Bill make a valuable contribution towards ensuring that the VCC incentive 
achieves its purpose.  

7.2 As set out above, however, there are a limited number of features within section 12J 



	  
	  
	  

Page 7 of 7 
	  
	  

itself, and in the remainder of the Act, that could be amended without additional cost to 
the fiscus, and that would nevertheless have a significant impact on the effectiveness of 
the VCC regime.  

7.3 We appreciate the opportunity to submit these comments to the Standing Committee on 
Finance and look forward to engaging with you in order to ensure the success of the VCC 
regime. 

Kind regards. 

Yours sincerely, 

 

 

ADAM BEKKER 


