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National Treasury 
240 Vermeulen Street

Pretoria

By email:
greg.smith@treasury.gov.za
13 August 2008

Dear Sirs

Draft Revenue Laws Amendment Bills, 2008

Preliminary comments
Please find attached, organised by subject matter as requested in the Media Statement of 1 August, our preliminary comments in respect of the draft legislation issued thus far.

We highlight that our comments are preliminary only and that in respect of the proposed dividend withholding tax our comments will follow once we have considered more fully the implications thereof. 

In addition we are aware that further draft legislation has yet to be published and will comment on that once available.

We thank you for the opportunity to participate in the development of the country’s tax legislation.

Yours faithfully

James Aitchison

Cc
Portfolio Committee on Finance 

bviljoen@parliament.gov.za

D1
Corporate & commercial – STC reforms

a)
Conversion from STC to dividend tax


Definition of ‘contributed tax capital’ – clause 6(1)(b)

A number of concerns arise as a result of the proposed definition, including the following;

· In the case of acquisitions from non-residents not subject to CGT (and so with no base cost as defined under South African tax legislation in their assets) it would appear that the company has a nil CTC – clearly this cannot be appropriate (similar issues exist for section 11(a) or section 22 assets);

· The concept of granting the company, in effect, only a rolled over tax basis in its CTC (in addition to the existing doubling up of inherent gains in the context of section 42 rollover transactions) in effect penalises other, existing or non-contributing, shareholders to the benefit of the contributing parties;

· It is not clear how a company is expected to know the base cost of a contributing party in an asset and so the level of contributed tax capital arising in the company. This will be particularly relevant in instances where at the time of transfer the contributing party has not decided which basis of calculating their base cost to use (e.g. 1 October 01 valuation or TAB). The issue also arises as to the impact on the company is the contributing party then has a dispute with SARS over the base cost.

· The current dividend definition includes a deeming in respect of tainted share premium whereby distributions of share premium are deemed to first come from the tainted portion. No equivalent proviso appears to have been included in the proposed definition and accordingly it is not clear whether, in the case where a company distributes a portion of its share premium, they can elect to treat the first portion as coming from CTC for tax purposes.

· As regards subparagraph (b), the taxation of the receipt of a share in exchange for contributed shares cannot be considered reasonable

b)
Revised dividend definition – clause 6(c)

· We refer to our pre penultimate comment regarding the CTC definition and query the interaction between that and the dividend definition, e.g. what is position when CTC is distributed as regards, for example, pro rating, per shareholder resolution etc?

· What is the purpose of the distinction between dividends and foreign dividends?

c)
Dividend withholding tax regime – clause 48


To follow

D2
Passive holding companies (PHCs) – clause 13


General


The legislation doesn’t appear to capture all the understood intentions.


Our understanding is that in regard to PHCs the following should apply;

· Dividends paid to PHCs should be subject to the dividends withholding tax;

· Interest should be taxed at 40%; and

· Dividends paid by a PHC should not be subject to the dividends withholding tax

Whilst some attempt seems to have been made regarding the latter point, and we assume that the second point will be dealt with in the same manner as all other rate changes, it is not clear why a dividend paid to a PHC would not be exempt in terms of the proposed section 64F(a).

Definition of ‘passive income’ – clause 13(1)(c)

There appears to be a mismatch in the preamble in that one is asked to consider the gross income derived from financial instruments but only exclude therefrom the taxable income derived in certain circumstances.

From a practical perspective it is suggested that the acceptable distribution policy in (ii) be limited to, say, 90% as it may be impossible for a company to determine and distribute during the year of assessment what its taxable income for the year will be. 

In addition there may instances where the taxable income exceeds the distributable reserves of a company but where the full reserves are in fact distributed. Perhaps the most blatant example of this is where a company derives gross income of R100 of interest. With no expenses its taxable income is also R100. However it will be impossible for the company to distribute an amount of R100 (being equal to its taxable income) as it must reduce this amount by the R40 of tax it must pay. Accordingly any distribution test must, in addition to the 90% proposed above, be by reference to the taxable income reduced by the related tax.

D3
Company reorganisations


Section 44 – clause 42(1)(a)

The retrospective application to 21 February 2007 of the definition of ‘contributed tax capital’, which definition does not even have a proposed effective date at this time, seems highly unusual.


Section 45 – clause 43(1)(d)

De-grouping charge trigger

The retention of the existing preamble to the de-grouping charge is most unwelcome given the discussions between Treasury, SARS and stakeholders at the time of the draft Taxation Laws Amendment Bills, 2008. Based on those discussions it was understood that the preamble currently in force would be a stop gap pending a more appropriate long-term solution. By way of reminder the issue with the existing preamble is that it can trigger gains in inappropriate circumstances. 

By way of example, if A owns B, B owns C, C owns D, D owns E and F. E has transferred an asset to F in terms of section 45. 

Any of the following, innocent, transactions would result in an inappropriate levying of the de-grouping charge;

· Liquidation (inside or outside section 47 relief) of, for example, B, C or D

· Sale or unbundling of B by A

Quantum of de-grouping charge

In addition we would highlight that the proposals in section 45(4)(b)(i)(aa) and (ii)(aa) by reference to the greatest gain appear to require company’s to keep details on a day by day basis of the market values of the assets transferred – if so this is clearly not practical.

The interaction of (4)(b)(i), (ii) and (iii) is not clear and we suggest that additional clarity be provided as to the intention.

Instances where section 45 will not apply

It is disappointing not to see any rectification of the drafting error regarding s45(6)(c).

Section 45(6)(c), as inserted by section 56(1)(d) of the Revenue Laws Amendment Act, 35 of 2007 amended s45(6), stipulated a further instance where the section 45 relief would not be available, being where assets are transferred by the transferor in return for shares of the transferee.

The rationale given for this in the explanatory memorandum (and quoted below) for this was to avoid an overlap between the asset for shares transaction relief provided in section 42 and the intra-group relief provided for in section 45. In this regard the explanatory memo stated

C. Prohibition against certain shares transfers (section 45(6))

The intra-group rules will no longer apply to the transfer of assets to a transferee group company if that transferee company issues its own shares in exchange. This prohibition is designed to prevent any overlap with the “asset-for-share” rollover rules of section 42 (which, unlike section 45, trigger a duplication of gain while triggering immediate loss (the latter of which would be clogged in a group context by virtue of paragraph 39 of the Eighth Schedule)). The intra-group rules will also not apply to the liquidating transfer of assets by a transferor in cancellation of its own shares (thereby preventing any overlap with the section 47 liquidation rules). Similarly, the intra-group rules will not apply to any distribution of shares of a company within the same section 41 group of companies (thereby preventing any overlap with section 46).
The problem however is that the prohibition goes far wider than the overlap targeted. Where the transferee issues preference shares section 42 relief cannot be obtained (section 42(1)(a) requires the consideration to be equity shares).
The reference in section 45(6)(c) to “shares issued” should be to “equity shares issued”. 

If the correction is not made the basis for the change should be provided, particularly as the change effected goes far beyond the scope of the intended change as explained to Parliament at the time.

Section 46 – clause 44(1)(b)

Our comments above regarding the proposed amendments to section 44, and the proposed retrospective application of a term which has no legal standing in the Act (‘contributed tax capital’) and no stipulated date on which it will have effect, apply equally here.

Section 47 – clause 45

There does not appear to be any effective dates suggested for the proposed changes. 

E2
Small business – Venture Capital Company Regime (clause 21)


General


The concepts underpinning the proposed regime are supported.

It would appear that one venture capital company can subscribe for shares in another, is this intended?


Specific points

Definition of ‘qualifying company’ – paragraph (viii) may be an issue due to either (a) part of the funds being applied in a manner which, as a result of limitations in the tax legislation, is not granted a deduction, or (b) where the funds are used to acquire capital assets which give rise to allowances over time rather than a deduction in the period

It is unclear whether the limitations imposed by the proposed sections 12J(2) and (3) are a limit per venture capital company or in total, i.e. if a natural person invests R500 000 in each of two venture capital companies, a total of R1 million, is the deduction limited or R750 000 or is the full R1 million deductible?

Subsection (5) – the interaction of the proposed subparagraphs (ii), (iv) and (v) are extremely prescriptive and may impact on the viability of the proposed regime. 

Subsection (8)

· We recommend that the references to ‘company’ in the preamble and in (a)(ii) be expanded to clarify it is the ‘venture capital company’

· In terms of (b) there does not appear to be any wording to result in the recoupment being included in the venture capital company’s gross income or income

L
Clause by clause technical comments

6(1)(d)
Insertion of revised definition of ‘dividend’

· the word ‘immediately’ should be inserted in front of “prior”

11(1)(g)
Amendment to definition of ‘equity instrument’ in section 8C(7) 

· the amendment appears to have the same negative effect on BEE participations as the change proposed to the definition of ‘equity instrument’ in the draft revenue laws Amendment bill, 2007. We understand that proposed change was dropped precisely for this reason so query why the same end is now sought through an alternative mechanism.

11(1)(h)(i)
Amendment to definition of ‘restricted equity instrument’ in section 8C(7) 

· we question whether the proposed change goes wide enough in considering only the acquisition (as opposed to, for example, the acquisition and retention) of a restricted equity instrument.

12
The reference in the new wording in section 9D(10)(a)(iii) to ‘that resident’ is not clear

78
Deletion of subparagraph 78(2) and (3) of the Eighth Schedule 

· we do not agree that these subparagraphs are superfluous as stated in the explanatory memorandum, the definition of ‘disposal’ in paragraph 1 is extremely wide and, to our mind, includes the transactions contemplated in the subparagraphs proposed for deletion. The deletion clearly indicates no intention to tax such transaction and accordingly, whether we are correct or it is a matter of doubt, their retention should not be contentious.
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