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BUSA/SACOB

Tax Avoidance - SARS Discussion Paper on Section 103 of the Income Tax Act 

1. Introduction

1.1
BUSA is a unified Business organization that represents the widest body of business interests in South Africa. In the memorandum below, comment is submitted on the SARS Discussion Paper on Tax Avoidance and the proposal to amend section 103 of the Income Tax Act. In the preparation of this memorandum, consultation and input has been obtained from the broad BUSA membership and from the International Chamber of Commerce (ICC).

1.2
As a general principle BUSA submits that there is a shared responsibility between the tax administration and the tax payer to ensure a voluntary compliance based upon a tax system that is properly and efficiently administered. To that end, it is the duty of the taxpayer to fulfill his/her tax obligations within the requirements of the law. But, within the ambit of the law, it is equally legitimate for the taxpayer to minimize those obligations. The provisions for tax avoidance in South Africa have developed differently to those in the UK and US where a substantial body of common law has been built up to deal with tax avoidance. In South Africa, section 103 relies on the ‘scare element’ to deter tax avoidance. BUSA believes that there is a place for a general anti-avoidance rule (GAAR) and believes that a change from that system at present would be incorrect.

1.3
Section 8.3.1 of the paper notes that section 103 has proved to be inconsistent and at times has been ineffective in deterring “abusive” avoidance schemes. It can be argued that although the effectiveness of the section might not be measurable in terms of the number of successful cases won by SARS, its existence has served to discourage attempts to circumvent legitimate tax obligations. 

1.4 
In principle, it is contended that any draft amendment should be an improvement by reducing the subjectivity of compliance criteria towards more objective criteria. This in turn should increase the level of transparency and improve the cost efficiency of both administration and compliance. The draft amendment in its current form does not exhibit those elements. The difficulty of interpreting the proposed amendments reinforces an earlier request by BUSA for extending the deadline for comment since there are other parties who would wish to make comment.

2.
Discussion 

2.1
That the characteristics in section 103 (2) are deemed to indicate abnormality, unless otherwise proved, can have absurd results. SARS has identified these factors as the common characteristics of “impermissible” tax avoidance schemes that are indicative of abnormality. The paper states that such an indicator of abnormality will obviate the need for SARS to pursue each scheme on a case by case basis. However, there are some transactions containing features destined for legitimate business arrangements that would automatically be deemed abnormal under the draft section 103. As the draft section is worded, an innocuous transgression of one of the indicators in section 103 (2) could trigger the application of the section. Such provisions might adversely interfere with legitimate business arrangements such as BEE undertakings and estate planning. Canada has avoided this problem – see paragraph 4 of the Canadian GAAR which appears in Annexure C of the paper. This reads: ‘For greater certainty, subsection 245 (2) does not apply to a transaction where it may reasonably be considered that the transaction would not result directly or indirectly in the misuse  of the provisions of this Act or an abuse having regard to the provisions of this Act, other than this section, read as a whole.’ The triggering of the 103 indicator should create a presumption of abnormality, but this presumption should be rebuttable by the taxpayer showing that there has not been a misuse or abuse of the Act.  

2.2 It is unclear as to whether SARS or the taxpayer is required to make the determination as to the purpose of the arrangement and whether or not it is abnormal in terms of section 103. It is also not clear as to when such a determination is to be made. There seems to be no provision for the Commissioner to exercise his/her discretion when one of the criteria listed in section 103 (2) is present. It suggests that if any one of the criteria listed is present and tax mitigation is one of the purposes of the arrangement, the Commissioner is obliged to apply section 103. In such a case, in order to get the assessment reversed, the taxpayer will have to go through an objection and appeal process in order to discharge the onus of proving that the arrangement is not abnormal.

2.3 Section 10.7 of the paper states that the Advanced Tax Ruling (ATR)   System would be modified ‘as it is phased in’ so as to provide taxpayers with greater guidance and certainty in respect of the new provisions. The Commissioner is to develop and implement procedures to ensure consistency and appropriate application. Under current legislation that is not yet in force, the Commissioner has a right to refuse an application for an ATR on an application which is of an inherently factual nature or which concerns a general or specific anti-avoidance measure. In the interests of greater certainty, BUSA submits that it will be necessary to amend the ATR legislation to remove the Commissioner’s right to refuse applications that relate to the general anti-avoidance provision or issues which are inherently factually based. Furthermore, the implementation of the revised section 103 should be postponed until after the revised ATR legislation has been brought into effect and the ATR unit at SARS is fully operational. The revised GAAR must surely go hand in hand with the ATR process. It would be most unsatisfactory to introduce the former, while the latter was still in the ‘phasing in’ stage.

2.4 Consideration should be given to the publication, by the Minister of Finance, of a list of those arrangements that would fall outside the ‘abnormal’ category. This would be similar to the reportable arrangements legislation. Of course the publication of advance tax rulings, which is already provided for in the ATR legislation, could provide such a function.

2.5 The sole or main purpose of the arrangement, or any step therein, has been altered to ‘the sole or one of the main purposes’. The question may be asked as to whether it is possible to have more than one main purpose of an arrangement or step. It is submitted that it is not necessary to change the current requirement that tax avoidance must be the predominant purpose of the arrangement or (after the amendment) any step therein. After the Conhage case described in section 8.3.3 of the paper, the amended section 103 will apply to each step and will effectively remove the weakness of the ‘purpose requirement’.
2.6 If there were to be total equality between the accounting and tax treatment of business income, there would be no tax arbitrage or avoidance. Accordingly, there would be less purpose in reducing or avoiding tax if such reduction or avoidance resulted in shareholder income being reduced proportionately. Although there is no fundamental commonality between accounting and taxable income, particularly with the development of new international accounting standards, it is submitted that opportunities do exist for the convergence of the tax and the accounting treatment regarding certain short term timing differences, particularly relating to financial instruments. This would simplify the application of the tax provisions and reduce opportunities to exploit short term timing differences to defer tax liabilities. 

2.7 However, the reference in section 103 (2) (a) to ‘economic substance’ as opposed to ‘legal substance’ could present problems. The latter concept is what is usually considered when the courts examine ‘substance versus form’ while the former concept strongly influences accounting disclosure. There are many examples (share-based payments, financial leases, intra-group transactions) where the accounting treatment (thus the ‘economic substance’) of transactions differs dramatically from the accepted legal substance and accepted tax treatment.

2.8 A footnote on page 76 of the Paper proposes that the amendment will apply on or after the date of promulgation of the amending legislation ‘or another specified date’. BUSA must state its opposition to any retrospective amendment coming into force prior to the date of promulgation of the legislation.

2.9 BUSA believes that SARS should be more responsive to the removal of those inconsistencies in the tax legislation that lead to unfair traps for taxpayers, and which were not intended by the legislature.  This would overcome the need for taxpayers to adopt the somewhat artificial means to avoid these traps. In addition, the introduction of an enhanced GAAR should be accompanied by a review of the specific anti-avoidance provisions (many of which have become redundant) contained in the Act itself.

2.10
It is evident that many businesses are concerned that SARS seeks to impose penalties on promoters and taxpayers involved in “impermissible” tax avoidance structures. They contend that penalties should be reserved for tax evasion and not for tax arrangements set aside in terms of GAAR. A deterrent already exists for taxpayers in the form of interest on underpayment of provisional tax. Furthermore, if the tax advisor is wrong, it should be for the recipient of the advice to take action against the tax advisor. BUSA does not believe that it should be the responsibility of SARS to penalize the tax advisors. 
3. 
Conclusion


The proposed amendments to 103 of the Income Tax Act are intended to balance the respective obligations of the tax administration and the taxpayer. Concern must be expressed over the potential inhibiting consequences on legitimate tax planning and its overspill into potential capital investment by residents and non-residents. 

Concern must be expressed over the fairness of the proposed section 103 under which the sole or main purpose of an impugned arrangement must be determined objectively by reference to facts and circumstances. It remains unclear how the actual purpose or true rationale for an arrangement can be safely determined.

The compliance burden on taxpayers and the monitoring burden on the tax administration will be onerous. With that likely outcome, BUSA must stress that it remains committed to the objectives of tax code simplification, the reduction in the costs of doing business and minimizing the incentive for opportunistic tax evasion. In BUSA’s view, the proposed amendments to section 103 do not meet those objectives.

It is for noting that a number of members have provided examples that illustrated the weaknesses in the proposed amendments. These can be made available to SARS. However, Business would hope that a further draft of the proposed amendments will emerge for further comment and would be willing to engage in discussions on the proposals before they are enacted. 
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