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Introduction

This brief provides Members of the Select Committee on Finance with a succinct summary and analysis of tax proposals as covered in the 2011 Budget Review and a summary of the submissions of stakeholders with regard to tax proposals during the public hearings. . Taxation is an important element of the economy and the country's fiscal framework, and through taxes government is able to meet some of the core objectives that underpin its core existence-achieving maximum human welfare. In general, government depends on taxes to provide for basic services and ensure maximum welfare of its citizenry.

If adopted, the 2011 tax proposals are to find their locus under the new Tax Laws Amendment Bill (TLAB). This Amendment Bill will give effect to the tax proposals as highlighted in the 2011 Budget Review as well as additional urgent measures. The proposals introduced in the 2011 Budget Review are basically intended to broaden the tax base in support of inclusive growth. Businesses will receive tax breaks to support skills development and job creation….Various loopholes will be closed and tax equity will be improved …". The TLAB thus provides for further personal income tax relief, the introduction of a third rebate for aged individuals 75 years and over, transfer duty relief, various monetary threshold adjustments including increases in the capital gains exclusion amounts, measures to enhance the leamership and industrial policy incentive programmes in support Industrial Policy Action Plan (IPAP) and the New Growth Path, increase in the turnover tax exemption threshold for micro businesses, measures to build on South Africa's role as a regional gateway regime, and includes new and tougher anti-avoidance measures . The new tax proposals also cover changes to Personal Income Tax (PIT) and Corporate Income Tax(CIT), both of which are levied in terms of the Income Tax Act No. 58, of 1962. The proposals advocate for tax relief for both businesses and individuals, while at the same time stimulating small businesses and supporting industrial incentives.

The total tax revenue before tax proposals is expected to be R745 .7 billion, which is an increase of 10.9 per cent from the revised estimate for 2010/11, while the revenue after the tax proposal is estimated to be R824 .5 billion for the 2011/12 financial year, which is an increase of 22.7 per cent from the revised estimate of 2010/11.

Following the TLAB, Te National Treasury and the South African Revenue Services briefed the Standing Committee on Finance on 15 June 2011 with regard to the Draft Taxation Laws Amendment Bill, giving details firstly of the consultation process and emphasising the need to be vigilant about lobbying and special interest groups. This briefing was followed by the hearings on the 21 and 22 June 2011. The hearings manifested in the form of written and oral submissions by individuals and organisations in the public sphere, notably tax experts, to the Standing Committee on Finance.

Key matters covered in Taxation Laws Amendment Bill

In essence, the TLAB covers the following matters:

Rates and threshold: According to the National Treasury (2011), Personal Income Tax (PIT) needs some adjustment through Personal Income Tax brackets and rebates in order to compensate for the effects of inflation (fiscal drag). The National Treasury proposed direct tax relief to individuals of R8.1 billion which should come in to effect at the beginning of the 2011/12 financial year. In this regard, the tax proposals relating to PIT make provision for changes in tax brackets, third rebates of R2000.00 per annum for tax payers aged 75 years and older, increase in the transfer duty exemption threshold from R500 000.00 to R600 000.00, adjustment of various threshold such as the capital gain annual exclusion tax-free interest-income, turnover tax exemption for micro business and extension of learnership tax incentive.

The general overview from different stakeholders on the 2011/12 Budget was positive with respect to tax and savings. KPMG indicated that they believed that tax proposals were largely in line with their expectations as they had predicted that, despite the speculation of increased tax rates, there would be no announcements of tax increases during the year and that the Finance Minister, Pravin Gordhan, would make inflationary adjustments to account for bracket creep. Business Unity South Africa (BUSA) also welcomed the tax proposals for individuals and further proposed that a comprehensive review of taxes levied on the economy be executed. In terms of the global economy and tax rates many people expected higher tax rates especially for individuals, however the 2011/12 Budget individuals earning R150 000 or less, it will be a saving of at least 7per cent. The 2011/12 Budget is extremely advantageous for the taxpayer, with tax relief amounting to R8.1 billion. In light of what other stakeholders had to say about tax proposals by the Finance Minister, this year's budget was welcomed by most of the taxpayers. Business also supported the broader intention of the Draft Taxation Laws Amendment Bills (DTLAB) to bolster inclusive growth and development, which is consistent with important overarching initiatives such as the New Growth Path, and the national priority of decreasing unemployment.

The increase in the exempt threshold for transfer duty from R500 000 to R600 000 and other favourable reductions in the calculations in transfer duty announced in the 2011 budget was welcomed news to the property industry, particularly those in the residential market which has been quite depressed since 2008. The changes took effect in respect of agreements concluded on or after 23 February 2011. However this still needs to be advocated in the property industry to ensure the effective implementation thereof.

Income tax: Individuals, savings and employment:

· Living annuities:
Upon retirement, members of a retirement annuity or pension fund must use two- thirds of their retirement interest to acquire a guaranteed annuity or a living annuity from the fund or from a long-term insurer. A guaranteed annuity provides for a guaranteed annuity series of payments over the life of the individual, regardless of the underlying assets. The risk falls on the provider. A living annuity is not a true annuity in that it does not provide guaranteed payments over the life of the individual. The risk falls on the individual with the payments based solely on underlying assets (such as a savings account). In essence, this form of annuity lacks any insurance element.

The National Treasury has proposed living annuities called Retirement Income Drawdown Account; with the view to promote competition. Service providers of this product will be broadened, to include collective investment schemes and the National Treasury's retail saving bond scheme.

PriceWaterHouseCoopers (PWC) welcomed and applauded the new proposal which among others will include the review of the living annuity rules and the introduction of the Retirement Income Drawdown Account (RIDDA) provisions. The tax treatments of contributions to retirement funds are going to be reviewed. One proposal that will affect many employees is the taxation of employer contributions to funds, particularly non-contributory funds. David Nathan of Grant Thornton believes that the limitation on provident funds deductions will adversely impact high earners who make major contributions to their funds, since it limits their savings potential. The impact of the new changes is that any contributions made by the employer to retirement funds will be regarded as a taxable fringe benefit. Secondly individual taxpayers will be able to deduct up to 22.5 per cent of their taxable income for contributions made to pension, provident and/or retirement annuity funds. In cases where 22.5 per cent of taxable income is calculated at less than R12000 then such taxpayers will be able to deduct contributions up to R12000. The maximum deductions allowable per year will be R200 000. However, these amendments do not mean that taxpayers cannot contribute more than R200 000 towards their retirement, provident, and/or pension fund. Rather, this means that the South African Revenue Service (SARS) will no longer subsidise the excess amount above the R200 000 contribution threshold which may adversely affect those who invest in such funds.

Medical tax credit: According to the National Treasury, the draft TLAB proposed that the expenditure associated with medical aid contributions is converted into tax credits. A tax credit provides for more equitable tax relief, as the relative value of the relief does not increase as the marginal tax rate of the individual increases, as is currently the case. The credit system may also be extended to cover out of pocket expenses, including all expenses for the elderly and the disabled.

Regarding the proposed amendments of the medical tax deductions to medical tax credit Deliote and Touche believes that the replacement of deductions with the credit system will be severely prejudicial to taxpayers over the age of 65 who are currently entitled to tax deductions of all medical expenses incurred whether by way of contribution to a medical aid fund or expenses actually incurred on medical services.

Bendels Consulting expressed the view that the proposed change from medical deductions to medical tax credits is sound since it is more closely aligned to a progressive marginal tax rate system. In order for the stated equality to be obtained, the taxpayer is required to be a member of a duly registered medical scheme (as is clear from the draft Section 6A). Bendels believes that low-taxed workers, who are most in need of fiscal assistance, will obtain no benefit from the proposed change. This assertion is made on the basis that individual taxpayer's (or the majority of them) who are paying tax at an effective tax rate of 18% cannot afford the privilege of being a member of a medical scheme.

In their submission, Bendels further raised concerns about taxpayers over the age of 65, that the changes which should be made are the deletion of paragraphs 12A (5) (d) and 12B (3) (b)(iv) to the Seventh Schedule. Broadly, paragraph 12A( 1) provides for all medical aid contributions paid by an employer on behalf of an employee to be taxable as a fringe benefit in accordance with the Seventh Schedule.

However, sub-paragraph 5(d) of paragraph 12A provides that no value shall be placed on the on the benefit in the instance that the person is entitled to a rebate under section 6(2)(b). A person is entitled to a rebate under section 6(2)(b) if he or she is over the age of 65. For the above reason, Bendels has cautioned Parliament to review and make amendment to section 18(2)(b) which is very broad in saying all qualifying medical expenses are fully deductible while section 18(3) "disability" exists.
· Long-term insurance: According to the National Treasury, the changes to the long-term insurance are meant to prevent the executives from using key personal plans as a means of avoiding fringe benefit tax. In revising the whole system, the after-tax contributions generate tax-free proceeds on pay-out, premiums paid with pre-tax contributions result in taxable proceeds.
Income tax: Business:

Completion of the dividend tax: As stated in the 2011 Budget Review, the proposed Dividends Tax will be operationalised as of 1 April 2012 (via Ministerial notice in the Government Gazette). Most notably, foreign dividends will effectively become subject to the same 10 per cent level of tax. The Value Extraction Tax (Le. the successor to deemed dividend treatment under the Secondary Tax on Companies) will be dropped in favour of a facts and circumstances approach to deemed dividends.

On the proposed amendment to Section BE and new section BEA (Re- characterising dividends and interest rate) PWC calls for the withdrawal and alternative to the current proposals if there is substance over the form of the approach is to be adopted the deeming provisions then should apply to both the issuer and the holder of the instruments. The broad-brush re- characterisation of dividends into interest is perceived by PWC as a proposal that seeks to attack mostly non-abusive transactions; and sends a message that "ordinary" taxpayers are perpetrators of abusive tax avoidance. South African Venture Capitalist Association (SAVCA) proposed that Section BEA should therefore not be implemented as it will impact upon a host of genuine commercial transactions. While provision has been made for SARS to rule that a particular transaction will not fall within the ambit of the proposed new provisions in certain circumstances, the relief measure is subject to a cut-off date.
· Incentives: National Treasury is revising a number of pre-existing tax incentives: Firstly, the requirements associated with venture capital company incentive will be greatly eased to encourage pooling of investments for junior mining and small business. Secondly, the industrial policy incentive will be enhanced for projects located within industrial development zones. Thirdly, the research and development incentive will now require a pre-approval system to curtail avoidance while providing enhanced certainty for legitimate projects. Lastly, the film allowance for film owners will be converted into an exemption in order to encourage film profit (as opposed to the current emphasis on costs).
· Government Islamic bonds: The National Treasury highlighted that a tax framework will be enacted that will allow for Government to issue Islamic bonds (i.e. Sikuks). The regime will essentially allow for asset-based financing with the yield giving rise to tax that is equivalent to interest.
· Section 45:
Background to Section 45 in South African Income Taxation Laws

Section 45 of Income Taxation Laws specifically refers to taxation rules that apply to intra-group transactions. Intra-group transactions simply imply transactions between resident companies belonging to the same group.

Section 45 was first introduced in the South African Tax system in 2001 by Section 44 of the Second Revenue Laws Amendment Act NO.60 of 2001. Section 45 forms part of special rules relating to company formations, share-for-share transactions, intra-group transactions, unbundling transactions and liquidation distributions.

Section 45 as part of the abovementioned corporate restructuring rules is contained in Part III of Chapter Two of the Income Tax Act NO.58 of 1962 as inserted by Section 44 of the Second Revenue Laws Amendment Act No.50 of 2001. These corporate restructuring rules took effect from 1 October 2001, which is the date that capital gains tax took effect in South Africa.

The rationale for the introduction of Section 45 rollover relief was to provide for the deferral of capital gain or loss when assets are moved between companies within a single group. Section 45 therefore facilitated the restructuring of affairs (ie. transfer of assets in terms of an exchange of shares, debt, cash or dividends) between companies within a single group without incurring adverse tax consequences. Section 45 rollover relief effectively creates a tax-neutral environment for corporate restructuring. Similar measures were in place in 1988 to allow for companies forming part of a qualifying group of companies to restructure their affairs without incurring tax liabilities.

South Africa does not impose tax on a group basis, each company in a group is viewed as a single entity for the purpose of taxation, and thus Section 45 alleviated the adverse tax consequences that would otherwise arise when business assets were moved from one company in a group to another. Taxation only becomes applicable /effective once the asset is disposed of /transferred outside of the group of companies or a company separates from the group. Section 45 rollover relief is only applicable to companies that are resident in South Africa, as they form part of the tax net and are within the South African Revenue Services enforcement reach.

Section 45 does not apply in the following instances:

· The asset disposed of is a financial instrument;
· The receipts and accruals attributable to the asset are exempt from tax;
or
· The transferee company is exempt from tax.
Amendments to Section 45

A number of amendments have been passed in respect of Section 45 in order to make and refine provisions and curtail the perceived abuse thereof.
· Revenue Laws Amendment Act No.45 of 2003 - Amendments were aimed at providing greater clarification regarding those companies that qualify as members of a group and to rectify an oversight by making provision for the removal of the general restriction available for roll-over relief under the corporate restructuring rules in respect of specific categories of financial instruments".
· Revenue Laws Amendment Act NO.32 of 2004 - Amendments were aimed to ensure that de-grouping provisions of subsection 4 be applied where a transferee company holding an asset acquired via an intra-group transaction or multiple intra-group transaction receives in terms of future depreciation a limited allowance to the lower cost or market value of the so called "reacquired" asset when the transferee company ceases to form part of any group of companies in relation to the transferor company that effected initial intra-group transaction .
· Revenue Laws Amendment Act No.35 of 2007- Amendments aimed to more narrowly define the definition of a group of companies qualifying for intra-group relief in order to limit opportunities for tax avoidance. The narrow definition excludes exempt or partially exempt companies from benefiting from Section 45 rollover relief, which includes foreign companies with fully taxable resident companies in South Africa. The amendments also make provision for de-grouping charges to be applicable only within six years of the intra-group transaction. After six years, companies are exempt from the de-group charge.
· Revenue Laws Amendment Act NO.50 of 2008- Amendments were aimed at eliminating the potential misuse of intra-group relief by adding additional triggers to the de-grouping charge. This simply means that the de-grouping charge is applicable if a transferee company becomes separated from the transferor company as well as the controlling parent company. A de-grouping charge will also be triggered if the intra-group consideration (for example, cash received or loans issued in exchange for rolled over assets) leaves the group of companies for no consideration, less than arm's length consideration or as a distribution. The amendment was also made to partially reverse the 2007 narrow group definition amendment to re-include foreign companies with fully taxable resident companies in South Africa in the group definition to facilitate foreign investment and avoid contravening the non-discrimination principle of international tax treaties. The amendments also included special reporting which gives the South African Revenue Services enhanced or additional information gathering powers in all reorganisations eligible for rollover relief in view of the misuse of Section 45.
· Taxation Laws Amendment Act NO.7 of 2010 - Amendments were aimed at excluding certain trading stock (i.e. trading stock that is regularly or continuously transferred)from the de-grouping charge as taxpayers contested that it was a compliance burden, as it is difficult to trace this inventory under an intra-group transaction.
Suspension of Section 45
The National Treasury highlighted a number of anti-avoidance measures including hiatus of section 45 and ordinary tax treatment of dividends from third-party backed shares. In addition, these Bills treat dividend cessions as ordinary revenue (as well as dividends in respect of long-held shares when matched by offsetting short positions). Like third-party backed shares, dividends in these cases should not be entitled to tax-free treatment because the holder lacks any meaningful economic interest in the underlying shares giving rise to the dividends. As a consequential measure, the imposition of Securities Transfer Tax on the cession of dividends is withdrawn.

Stakeholder Comments

Price Water House Coopers (PWC), in its submission suggests that there should be a greater consultation period between the initial release of the proposals and the deadline for submissions. There should also be an opportunity for "rebuttal" hearings before the Committee, after National Treasury has presented its Response Document. The overly broad and harsh anti-avoidance measures have been made as reference.

On the proposal of Section 45 Suspension, PWC argued that it is inappropriate on the basis of the extent of the "abusive" transactions compared to the "legitimate" application of s45; the manner in which the suspension was imposed (which among others is the effective date of the suspension); and the deeper policy issue around interest deductibility. According to Webber Wentzel Attorney the relief is needed for reorganisations, BEE transactions and mergers and acquisitions aimed at increasing efficiency, profits, growth and jobs. Suspending a provision found in all advanced tax systems sends a message of uncertainty and lack of sophistication to foreign investors.

Busa is against the suspension of section 45, as it perceives that this will negatively impact the large number of transactions utilising this section as it was envisaged. The removal of the section and the resultant lack of a tax neutral environment, within a group as envisaged, will provide an environment of significant complexity for any group of significant size. It has been particularly functional in terms of facilitating intragroup roll overs for the sake of group restructuring for streamlining purposes. Business also believes that the suspension might result in uncertainty and negatively impact on investors' decisions about investing in South Africa.

A significant portion of BEE transactions are conducted using Section 45. Especially where 20% - 26% BEE transactions were at issue, this provision has been utilised very well to facilitate transactions resulting in a commercial result for all stakeholders involved.

Busa suggests that the provisions of section 45 should merely be amended to exclude the specific transactions which are of concern ie. transactions where any associated debt will be in excess of a specific percentage or any associated debt gives rise to interest payable to a non-resident or exempt entity.

Parabora Mining Company Limited is of the view that the suspension of section 45 as if it will result in a tax charge, which is not financially feasible for the transaction. They believe that this proposal will disadvantage community in accessing ownership of companies through Broad-Based Black Economic Empowerment; a classic example has been presented before the committee. Empowerment partners obtain their 26% shares in Palabora Copper for a negligible price. PMC transfers its business and assets to Palabora Copper. Consideration is left outstanding as an inter-company loan which will be repaid out of cash flow. Based on current consensus pricing, the loan will be repaid in approximately 2 years. However, this classic example may be one amongst many to be audited and presented before the committee in making decisions.

Income tax: International

· Regional gateway initiatives: The Bills largely expand on the Gateway to Africa initiatives initiated in 2010. The Bills remove the potential for double taxation by South African multinationals operating abroad through a variety of legislative measures, such as the use of a revised source system and through the addition of special tax credits in the case of foreign withholding taxes imposed on South African sourced management fees. The Bills also remove a number of practical anomalies associated with the "headquarter company" regime introduced in 2010.
· Controlled foreign company (CFC) revision: According to the National Treasury the purpose of controlled foreign company rules is to prevent South African residents from shifting passive income offshore.
Value-added Tax (VAT):

Notional inputs credit in respect of fixed residential property: The National Treasury indicated that a notional VAT input may be claimed when a vendor buys fixed property from a non-VAT vendor based on the full purchase price. This change is intended to assist the cash-flow needs of many developers when acquiring residential property.

Concluding Remarks

The Committee should consider the following with regard to the 2011 Tax Proposals:

· Possible prejudice of 65 year olds in respect of medical credits
· The possibility of applying General Anti-Avoidance Rules instead on suspending Section 45, for example part II of the Act,
· An alternative to the suspension of Section 45 is the application of subsection 5 of Section 41 of the Income Tax Act NO.58 of 1962, which allows for the Minister of Finance to prescribe by regulation the circumstances under which prior written approval of the Commissioner must be obtained or may be elected to be obtained in respect of any company formation transaction, share-for-share transaction, amalgamation transaction, intra-group transaction, unbundling transaction or liquidation distribution before the provisions of this Part must apply in respect of that transaction, transfer or distribution20. National Treasury and the South African Revenue Service could consider using this clause to investigate suspicious intra-group transactions as an alternative to the suspension of Section 45, particularly in taking into account the volume of work and deliberation involved in such an undertaking and the human capacity of each department.
· Legality regarding the retrospective tax implications of the suspension of section 45. How will the transactions that already taken place after the June 3rd be treated?
· The National Treasury and SARS indicated that they need to be persuaded by public comments and public consultation. Procedurally, National Treasury should persuade the Finance Committee on why should they should adopt the proposed amendment, and this should be backed by scientific findings that give reasons for amendments, particularly on Section 45.
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