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	Dear Ms Collins and Ms Malumane

	

	TAX AVOIDANCE AND SECTION 103 OF THE INCOME TAX ACT, 1962, REVISED PROPOSALS




We refer to the above-named paper released by SARS in September 2006 and, as invited, set out our comments on the paper, which we trust will be found to be useful.

Overriding concern

It of great concern to us that these proposed measures:

· characterize a vast number of everyday transactions as impermissible tax avoidance, and 

· have the effect of transferring a significant amount of power governing tax law from the Legislature and Judiciary to the Executive. 

This is of especial concern, as this transfer will take place in the arena that affects a fundamental canon of tax law, namely that such law be as certain as possible.

These extraordinary effects will occur because of (amongst others) the following outcomes (discussed in more detail below) of the measures proposed.

· Tax avoidance is defined extremely broadly.   As matters stand, it potentially embraces a huge range of routine transactions that, in accordance with the explicit intention of the legislature, would result in (amongst others) tax allowances, tax deductions, tax credits, or non-taxable income.  As a form of protection to the taxpayer, a transaction will be classified as tax avoidance only if the sole or main purpose of the transaction (or any of its steps) was to obtain the relevant tax allowance, tax deduction, tax credit, or non-taxable income.  

However, this protection is flawed because of the ability of SARS to focus on any individual step of a transaction.  Thus, if a transaction may be carried out in alternative ways, and the way with the most favourable tax effect is chosen, then the step involving this choice could be held to have the abovementioned sole or main purpose.  Steps of this nature are inherent in many if not most transactions, from lease or buy decisions to everyday investment decisions, from group restructure decisions to financing decisions, and from BEE transactions to research and development decisions.

· In turn, the proposals allow that tax avoidance may be permissible or impermissible. For a transaction to be impermissible, it merely has to be risk-free or low-risk.  Other factors that can also make the transaction impermissible are that it has a minimal effect on net cash flows, or has a minimal effect on the beneficial ownership in the asset (if any) involved in the transaction.  If any one of these characteristics (which are common to thousands of everyday transactions undertaken daily by banks and other business entities) is present, the transaction automatically constitutes impermissible avoidance.  It should be noted that this effect is absolute, and not discretionary.  In the event of the matter being taken to Court, it appears that, if any of these characteristics are present, the Court is obliged to concur that the “avoidance” is deemed “impermissible”, whatever the underlying integrity of the transaction.  In other words, the Court has no power to judge the merits of this critical aspect of any dispute.

· Once a transaction constitutes impermissible avoidance, the Commissioner is entitled to make sweeping adjustments to the transaction, including treating it as if it had never been carried out, thus disregarding the treatment otherwise specified by the Income Tax Act.

We do not wish to suggest that the Commissioner would act in bad faith in applying the above provisions – in fact, we are confident of his good faith.  However, this is not a matter merely of good faith being used to prevent anomalies arising, as there is an extremely important principle involved.  Given the potentially very wide scope of these new powers, the real question is whether the application of and interpretation of tax legislation should on a major scale be left in the hands of the Executive, effectively relegating the role of the Judiciary by allowing the Executive to interpret the intention of the Legislature in a manner that cannot effectively be challenged?

Put more succinctly, is our tax system to move away from the rule of law to the rule of executive decree?

Having made this important general point, we pass on to specific points.

1. A problem of logic – the concept of tax avoidance

A greatly problematic aspect of the revised proposals (also present in the original proposals, in a slightly different form) is the very concept of tax avoidance.

The new provisions are given the overall heading “Impermissible avoidance arrangements”. This implies that avoidance may be permissible or impermissible. This is not inherently problematic.  However, the term “avoidance arrangement” is defined in the proposed s80L as “any arrangement that results in a tax benefit”.  In turn, a “tax benefit” is defined there as including “any avoidance, postponement or reduction of tax”.  However, the last phrase is not defined. It is thus not clear what constitutes “avoidance, postponement or reduction of tax”. 

To state the obvious, the Income Tax Act (“the Act”) prescribes how taxable income is to be calculated.  The Act prescribes the tax treatment of almost any conceivable transaction whether in detail (for example, what dividends are, and how they should be treated) or whether in accordance with general principles (for example, by application of the general deduction formula).  There is little if any discretion involved. As such, a transaction that is correctly treated under the Act cannot result in tax being avoided, postponed or reduced (or for that matter accreted, accelerated or increased), but can result in the quantum of tax being correctly determined.

This follows from the fact that the terms avoided, postponed or reduced (and, again, for that matter accreted, accelerated or increased) all require a comparator.  Since the correct application of the Act results in a single outcome, with no comparator, namely the correct taxable income (and thus the correct resultant tax), the aforementioned terms are illogical and incapable of being conceptualized.

We suggest that this is an extremely difficult problem to solve. One possible solution is that a comparator should be introduced. This might be achieved by adding a definition of the term “avoidance, postponement or reduction of tax” which states that the term is to be used in the context of a comparison to the tax position that would have prevailed had the arrangement not have been entered into.  Even this solution this still leaves the problem (and paradox) that the proposal characterises, as tax avoidance, practically every legitimate transaction that seeks to make legitimate use of tax provisions legislated by Parliament.
2. Onus

The proposed s80A contains four tests in total, namely:

· the sole or main purpose test;

· the business context test (with two alternatives, namely the abnormal manner test and the commercial substance test);

· the “other than business” context test, being an abnormal manner test; and

· the “any context” test (with two alternatives, namely the abnormal rights and obligations test and the “frustrate” test).

In terms of the “presumption of purpose” provisions of the proposed s80G, it is specifically provided that the onus relating to the first test (that is, of proving that the sole or main purpose of the arrangement was not to obtain a tax benefit) rests with the taxpayer (or more accurately, any party participating in an arrangement). 

The presumption thus exists that the onus rests on the Commissioner to prove that the remaining tests above apply.  It is suggested that this should be expressly stated in the proposed legislation, to ensure that this is clearly understood.
3. The “frustrate” test

As stated under the immediately preceding heading, the proposed s80A contains a “frustrate” test.  In brief, any arrangement that results in a “tax benefit” is automatically an “impermissible avoidance arrangement” if its sole or main purpose were to obtain this tax benefit, and the arrangement would “frustrate the purpose of any provision of this Act”. 

This provision is, with respect, rather illogical, and potentially highly problematic for the following reasons:

· To begin, there is the problem discussed in 1 above relating to the concept of a “tax benefit”.  That discussion suggests that a comparator needs to be introduced to make the concept logical.  However, even if this is done, it remains that a tax benefit can only occur when an arrangement wholly complies with the relevant provisions of the Act, as anything, which purports to comply with any of the Act’s provisions conferring such a benefit, but does not, will naturally not be entitled to such benefit. Thus, for the above “frustrate” provision to apply, this requires an arrangement simultaneously (a) to wholly comply with the Act’s provisions conferring such a benefit, and also (b) to frustrate the purpose of that provision (or, indeed, any other provision) of the Act. 

This can be analysed in three contexts, namely:

· where the “frustration” alludes to the very provision (or provisions) of the Act that confers the benefit; 

· where the “frustration” alludes to a provision (or provisions) of the Act that does not confer the benefit, and which is not an anti-avoidance provision; or

· where the “frustration” alludes to a provision (or provisions) of the Act that does not confer the benefit, and which is an anti-avoidance provision.

Dealing with each of these in turn:

· In the first context, there can be little doubt that it is logically (and legally) impossible simultaneously to wholly comply with the Act’s provisions conferring a benefit, while “frustrating” the very purpose of that provision. Perhaps it was intended that this should protect the fiscus against poor legislative drafting, for example, where it was intended by the legislature that a benefit should be granted in a certain manner, but the executive drafted the provision inaccurately, allowing the benefit unambiguously to be claimed in different circumstances.  If so, this creates a very problematic and dangerous circumstance, where unambiguous legislation passed by the legislature, can be interpreted contrary to its clear meaning merely by reference to its alleged “purpose”. 

· In the second context, while it is perfectly possible simultaneously to wholly comply with the Act’s provisions conferring a benefit, while potentially “frustrating” a different provision of the Act (where this latter provision is not an anti-avoidance provision), it is totally illogical (and highly problematic) to assume that this is a situation requiring remedy.  For example, s11 (e) states (in Para (ii) to its proviso) that in no case shall any allowance be made for the depreciation of buildings or other structures or works of a permanent nature. In contrast, s13 (1) deliberately overrules this prohibition by granting certain allowances on buildings used in a process of manufacture, stating that these provisions prevail notwithstanding the abovementioned prohibition in s11 (e). 

The latter clearly “frustrates” the former and is thus clearly an “impermissible avoidance arrangement” in terms of the proposed s80A, if the main purpose of an investment in the construction of such buildings (or, for that matter, the main purpose of any step in the relevant transactions relating to this investment) is to secure the very tax deduction that Parliament intended to grant to such investors.  In short, the proposed legislation has the effect of classifying a transaction as “impermissible avoidance” in many instances where it is entered into for the exact purpose intended by the legislature, if there is a contrary provision elsewhere in the Act, and the Commissioner is (in terms of the proposed s80B) entitled to set aside or adjust the tax outcome as he deems necessary.  At the very least, this results in an ability of the executive to override the legislature, which is an extremely unhealthy situation in a democracy.  In addition, the negative effect of the resultant uncertainty of fiscal law on the business sector will adversely affect the investment climate.

· In the third context, given the subjective nature (and circular logic) of the wording of the proposed anti-avoidance provisions, it is perfectly possible simultaneously to wholly comply with the Act’s provisions conferring a benefit, while also potentially “frustrating” these anti-avoidance provisions.  Even more than the preceding point, this results in an extraordinary ability of the executive to override the legislature, with the extremely negative outcomes there discussed, but here multiplied enormously to encompass practically every provision of the act that confers what the Commissioner may regard as a tax benefit.  This simply cannot be an acceptable feature of tax legislation, from the perspective of the legislature or the judiciary, to say nothing of the economy as a whole.

We suggest that the “frustrate” test be removed from the draft provisions.

4. Commercial substance - general

The proposed s80C contains, in subsection (1), three conditions, any one of which will be deemed to characterize an arrangement as having “lack of commercial substance”. These are in contrast with subsection (2), where a further three circumstances are listed, that may be indicative of a “lack of commercial substance”. 

We have no significant problems with subsection (2), other than to note that the subsection would seem to be attempting to influence any Court considering alleged tax avoidance, instead of allowing the court to consider these circumstances totally objectively.

However, we believe that subsection (1) is highly problematic, in that it completely removes from the Court’s jurisdiction any ability it might otherwise have of considering and ruling on the three listed circumstances objectively. This is particularly problematic in that on numerous and obvious occasions, the presence of these three circumstances is totally in accordance with commercial substance. For example: 

· Risk: In most businesses, transactions involve varying degrees of risk, from relatively risk-free routine transactions to higher risk transactions. To automatically characterize the lower-risk transactions (leaving aside the issue of who is to decide on the meaning of the term “substantial effect”) as lacking commercial substance is patently absurd.  It cannot be in the interests of our legal system (or of respect for that system) to effectively force the Courts to uphold such a stance, against all commercial logic.

· Net cash flows: The similar characterization of a lack of a “substantial” effect on net cash flows is similarly flawed.  A great number of everyday transactions involve minimal effect on net cash flows.  How can this characteristic possibly be regarded as automatically indicating a “lack of commercial substance”?

· Beneficial ownership: Finally, the similar characterization of a lack of a “substantial” effect on beneficial ownership of an asset is not only similarly flawed, but ignores the obvious fact that transactions involving services do not (other than in exceptional circumstances) involve the ownership of assets at all. Once again, how can this characteristic possibly be regarded as automatically indicating a “lack of commercial substance”?

We suggest that s80C be deleted altogether from these draft provisions, as they either attempt unduly to influence the Court (in subsection (2)), or, far worse, remove the Court’s ability to decide at all, by deeming common characteristics of everyday transactions to show a “lack of commercial substance” (in subsection (1)). 

As a compromise, if the section is not to be deleted, then it should be amended to merely be indicative in all cases (as in subsection (2)), rather than to be prescriptive (as in subsection (1)). 

5. Commercial substance – indicative factor – economic effect

The proposed s80C contains, in subsection (2)(a), an indicative test of commercial substance, which requires a comparison of “legal or economic effect” as compared with “legal form”. We have no difficulty with the test of legal effect (or legal substance) against legal form, but question whether there should be a reference to the “economic effect”.  As is well known, the accounting profession has in recent years laid great store in the concept of “economic substance”, and this has led to accounting treatment of many transactions being very different from the legal (and tax) treatment. Examples include financial leases, which are treated as asset purchases for accounting purposes, and share option schemes, which are treated as expenditure for accounting purposes.  If it is intended that tax treatment should follow accounting treatment, this should be clearly stated in the legislation.  Instead, the current proposals obliquely imply that tax treatment should follow accounting treatment, creating a confusing situation, which is in stark contrast with case law.

We suggest that s80C be amended by deleting the reference to “economic effect” in subsection (2)(a).

6. Power to disregard

The proposed s80F allows the Commissioner extraordinary powers in relation to connected persons. To determine whether or not a tax benefit exists, or if commercial substance is present, he can treat parties who are connected persons in relation to each other as a “single party”. What this means is that he can totally disregard arms’-length commercial transactions between group companies.

He is given the same powers in relation to so-called “accommodating or tax-indifferent parties” (see 7 below). In both cases, there is no requirement that there be anything unusual about the transactions in question.

In effect, completely legitimate transactions that cannot otherwise be faulted under the anti-avoidance proposals can now be entirely disregarded, as if they had never taken place. We question whether the Commissioner should be given such extraordinary powers. 

We suggest that s80C be deleted completely, or that it be qualified to apply only where the “abnormality” provisions of s80A (a)(i), (b) or (c)(i) are proved to exist.

7. Accommodating or tax-indifferent parties – prescriptive factor - offset

The proposed s80E contains a prescriptive test, deeming a party to be accommodating or tax-indifferent if an amount derived is “substantially offset” by expenditure incurred in connection with the arrangement.  We point out that in many financial trading transactions, margins of 0,5% or less are common.  On the face of it expenditure of 99,5% or more of the related income would seem to be “substantial”, but it is clearly absurd that routine financial transactions can result in a party to an arrangement being regarded as accommodating or tax-indifferent.

We suggest that s80E be amended by either deleting the reference to the “substantial offset” test, or by qualifying the term by wording along the lines of the following: “substantially offset to an extent unusual in the context of the transaction in question.”

8. Jurisdiction

We now deal with by far the greatest problem with these revised proposals.  We only deal with this problem at this point, as it was necessary to set the context for this discussion in the preceding paragraphs.

This is best illustrated by way of the following example:

A taxpayer wishes to invest in an upgrade in its manufacturing capacity.  It is faced with a choice of upgrading and expanding a building it already owns and which is not in an urban development zone.  It is about to proceed when an advisor points out that it also owns a building within an urban development zone, and, if it proceeds with upgrading and expanding this building instead, it will qualify for favourable tax allowances.  The board is unconvinced, and would prefer to proceed with the first building, as the feasibility study, before tax, shows that it offers the better prospect.  However, the advisor demonstrates that the values of the tax allowances are considerable, and that, after tax, the second building offers the higher return.  Based on this factor, the board decides to proceed with upgrading and expanding the second building.

This transaction clearly contravenes the proposed anti-avoidance provisions as:

· The arrangement was one to upgrade and expand a building.  The sole purpose of the step (see s80H) of selecting the second building rather than the first was to obtain a tax benefit. 

· The transaction is deemed to lack commercial substance as it has no effect at all on the beneficial ownership of the asset (that is, the building) involved in the arrangement.

· The arrangement is thus automatically an “impermissible avoidance arrangement”.
The above example is not a rare circumstance.  Parliament presumably intended taxpayers to be attracted to enacted measures that confer favourable tax circumstances.  In many circumstances, an attempt to make legitimate use of these tax measures will fall foul of the new proposals, even if this was not intended.

It may be argued in riposte that SARS would simply not pursue such transactions, as s80B appears to give the Commissioner discretion as to whether or not to make appropriate adjustments. The answer to this is that it surely cannot be intended by Parliament that the Income Tax Act be one in which the legislature prescribes tax measures, which are then largely applied or disregarded at the discretion of the executive, with minimal recourse to the judiciary. 

We suggest that serious consideration be given to reconsidering the structure of these proposals, or that, at the very least, the suggestion in 4 above be implemented, as this will reduce the problem to an extent. [To recap: in 4 above, we suggest that s80C be deleted altogether, as this section attempts in subsection (2) to unduly influence the Court, or, far worse, in subsection (1), it removes the Court’s ability to decide at all. As a compromise, if the section is not to be deleted, then it should be amended to merely be indicative in all cases (as in subsection (2) as opposed to subsection (1)), rather than to be prescriptive.].
9. Corporate restructures

It is unclear what effect the proposals might have on corporate restructures using the current s45 “intra-group” provisions.  Once again, this is largely an effect of the wide scope of the proposals, enabling them to embrace almost any transaction designed to fall within specific “incentive” provisions of the Act, as already outlined above.  This may be particularly problematic when BEE transactions are undertaken, where some parties may indeed be “tax indifferent” and to some degree “circular” cash flows may be involved. Given that s45 is a “self-policing “ section, not requiring tax rulings, this brings considerable uncertainty into the realm of this type of transaction. To some extent, similar concerns exist in relation to the rest of the “corporate rules” provisions in s41-47.

We suggest that our proposals in 4 and 5 above should reduce this potential problem. [To recap: in 4 above, we suggest that s80C be deleted altogether, as this section attempts in subsection (2) to unduly influence the Court, or, far worse, in subsection (1), it removes the Court’s ability to decide at all. As a compromise, if the section is not to be deleted, then it should be amended to merely be indicative in all cases (as in subsection (2) as opposed to subsection (1)), rather than to be prescriptive. In 5 above, we suggest that commercial substance should not have regard to the concept of “economic effect”].  In addition, we suggest that there should be a qualification to the new proposals stating that arrangements that are specifically designed to implement the transactions envisaged in the “corporate rules” provisions in s41-47 should not inherently be regarded as conferring a “tax benefit” as defined in s80L.

10. Remedial action

The remedial action the Commissioner may take is set out in s80B.  It is not clear how this provision will operate, as it allows the Commissioner significant discretion. We suggest that, should “impermissible avoidance” clearly be present (as held by the Courts) the Commissioner’s remedial action (including his actions taken in terms of discretionary powers) should be consistent and symmetrical.  By this we mean that, for example, if income or expenditure is re-characterised in the hands of one party, then the same re-characterisation should take place in the hands of the other.  In other words, the application of the provisions should not allow the Commissioner to collect more taxation (from all parties to the arrangement) that would have been collected had the arrangement not been entered into.

We suggest that it be made clear that the application of the provisions should not allow the Commissioner to collect more taxation (from all parties to the arrangement) that would have been collected had the arrangement not been entered into.  If penalty tax is to apply, this should be a matter distinct from the Commissioner’s powers under s80B.

11. Retroactivity - the effective date

It is not clear how the effective date is to operate. If there is no clarification on this, it is possible that the provisions could apply to past transactions, which would be inequitable. 

We suggest that it be made clear that the new provisions will only apply to affected arrangements entered into on or after the date of the commencement of the amending Act.

	Yours sincerely,
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