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	Dear Ms Collins and Ms Malumane

	

	Draft Revenue Laws Amendment Bill 


We refer to the abovenamed draft bill released by SARS in September 2006 and, as invited, set out our comments, which we trust will be found to be useful.

May we say at the outset that, given the complexity of these proposals, the time given in which to make comment was inadequate in the extreme.

1. Anti-Avoidance

We have major concerns relating to these proposals, which have been conveyed to you in our letter dated 12 October 2006.

2. Reportable Arrangements

We have major concerns relating to the proposals relating to Reportable Arrangements (“RAs”), some of which relate to similar concerns already expressed to you in relation to the proposed anti-avoidance proposals, as noted above.

The overriding concern we have is that these proposals will result in a very substantial number of routine transactions becoming RAs, thus making the proposals totally impractical.  Given the material magnitude of the proposed penalty for non-reporting (R1 million per transaction), the financial implications for banks as well as for most other businesses are extremely material.

Lest this be thought to be an exaggeration, please follow the following chain of reasoning:

An arrangement is a RA if it confers a tax benefit (or is even assumed to derive a tax benefit – how the various parties are meant to know what all the other parties assume is difficult to envisage – how such a test could form part of tax law is even more difficult to envisage) and it complies with any one of a list of special characteristics (s80M).

A tax benefit includes any avoidance of tax (s80T). An arrangement involving avoidance of tax is one that results in a tax benefit (s80L).  As can be seen, this concept is circular, and thus remains essentially undefined.  As has been stated in our submission on the proposed anti-avoidance proposals, the proposed concept of avoidance 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.  In the anti-avoidance proposals, there is at least a form of protection to the taxpayer, flawed as it is, to the effect that a transaction will only proceed to be tested as to whether it might be impermissible tax avoidance 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.  In the case of RAs, no such protection exists.  Thus, any transaction whatsoever that would (or is assumed to) result in (amongst others) tax allowances, tax deductions, tax credits, or non-taxable income is reportable, if it then complies with any one of a list of special characteristics.

These special characteristics are extremely broad in nature, comprising any one of the following:

A. Variation clause:  The existence of a variation clause covering interest and/or other charges;

B. Liability:  Where the arrangement is (or will be) disclosed as a loan or liability by any participant for accounting purposes, but not for tax purposes;

C. Commercial characteristics:  The existence of any of the indicative characteristics specified in the anti-avoidance proposals that are meant to denote lack of commercial substance; or

D. Profit:  Where there is no reasonable expectation of pre-tax profit (or where this expectation is less than the discounted value of the tax benefit).

These are each discussed below: 

Characteristic A - Variation clause: The first of these characteristics relating to the variation clause seems reasonable, but the others are not, for reasons that are explained below. 

Characteristic B –Liability: The first point to make is that there are many circumstances where accounting rules require transactions which are not legally loans to be treated as such. Perhaps the most common is a financial lease, but there are many other cases.  The question here is whether accounting rules are to dictate taxation treatment?  Many countries do in fact provide for exactly this in their tax laws, but South Africa does not.  In the absence of such provisions, how can accounting treatment dictate tax disclosure, and create the potential for massive tax penalties?  Our case law is littered by statements by the Courts that accounting treatment is of no relevance to the determination of taxable income, and most of these statements have been made in support of contentions by the fisc. The anomaly of building such a requirement into the rules on RAs is obvious.  If the fisc wants accounting treatment to dictate tax treatment, it is free to propose this in a tax bill submitted to Parliament.  In the absence of this, accounting treatment should not be used as a stick to beat taxpayers.  Finally, on a practical note, a RA must be reported within 60 days of inception.  However, at that time, the parties will not necessarily know if one or more of them will be disclosing the arrangement as a liability for accounting purposes.  For one thing, it may be some time before the financial year-end of one or more of these parties. For another, with the ever changing, ever-complex new accounting standards and interpretations, it may only be on finalisation of the audit that the accounting disclosure is finally determined.  The impracticality of the proposed measure is obvious.

Characteristic C – Commercial characteristics: The test relating to specified indicative characteristics that are meant to denote lack of commercial substance is equally flawed.  The first flaw is inherent in the very fact that while these characteristics are merely indicative in the anti-avoidance test, when testing to determine if a transaction is a RA they are prescriptive.  Thus if any one of these characteristics is present, the transaction is an RA.  This makes the flaws in their definitions particularly problematic.  This will be apparent in the following analysis of each of these specified characteristics:

· Commercial characteristic: The legal or economic effect of the arrangement as a whole is inconsistent with the legal form of the individual steps. 

Comment: This is extremely vague.  If it is meant to refer to a difference between the legal substance and the legal form, then we have no difficulty, as this is a valid and well-established legal test.  However, the wording is inconsistent with such a meaning, and this can create significant problems with routine transactions.  For example, the legal effect (or legal substance) of a transaction involving many steps can be determined, but why should it be a cause for suspicion that any individual step is “inconsistent” (whatever that may mean) with the legal form (rather than the legal substance) of any one of the individual steps?  To illustrate, a complex corporate takeover transaction is, overall, in legal substance, usually an acquisition of equity and debt.  Now, the acquirer may well need to sell certain assets, or have a rights issue, or borrow funds to raise cash to fund the takeover.  The form (and substance) of these various steps is the raising of liquid funds. Is this “consistent” with the legal substance of the overall transaction, being the acquisition of equity?  Perhaps it is, perhaps not.  The dilemma faced by taxpayers is obvious.  The insertion of a reference to economic effect is a further complication.  Economic effect (or economic substance) is a concept that is increasingly influencing accounting standards and thus accounting disclosure.  It frequently differs from legal substance.  The dangers of and complexity inherent in introducing accounting and economic effects into tax law have already been referred to above.

· Commercial characteristic: Where “round trip” financing exists. 

Comment: This is a new concept with an extremely complex definition that is difficult to interpret comprehensively, in the short time that has been allowed. Suffice it to say that it would appear to cover a significant number of situations where borrowers or other counterparties lodge collateral security. Thus a conventional (and frequent) form of financial transaction has been “tainted” by these proposals, resulting in onerous reporting requirements.

· Commercial characteristic: Where any of the parties is an “accommodating” or “tax indifferent” party. 

Comment: These are also new and untested terms, with substantial problematic elements. As we have noted in our submissions on the anti-avoidance proposals, there is 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 have pointed 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.

· Commercial characteristic: Where there are elements of an arrangement that have the effect of offsetting or cancelling each other without a significant change in economic position. 

Comment: We believe that we understand what is intended by this provision, but since the wording used is so broad, and since it applies no matter how trivial the alleged “offset”, it will effectively condemn any arrangement that contains any element of security, no matter how trivial. Needless to say, this would involve a vast number of banking transactions. 

· Commercial characteristic: Where the arrangement is inconsistently characterised by the various parties. 

Comment: It is unclear whether this “inconsistent” characterisation is for accounting or tax purposes, but in either case, this test is completely anomalous and totally unworkable. This follows because the characteristics of a transaction are frequently inherently inconsistent. Indeed, the Income Tax Act itself requires this to be the case. Thus, for example, where one party sells an asset that has been held as a long term investment for the past 30 years to another party, who intends to rapidly develop the asset, and sell it at a profit, the first party will show this as a capital transaction (very probable subject to capital gains tax) and the purchaser will show the cost as a non-capital cost (or revenue cost), accounting for the asset as trading stock, and the profit it eventually makes on sale will definitely be subject to income tax. These are not subjective treatments chosen by the taxpayer, but are prescribed by tax law. This form of “inconsistency” is an everyday matter, affecting a huge number of everyday transactions. Leaving aside the difficulty of any one party knowing what the accounting or tax treatment will be in the hands of all other parties (another impracticality, given the 60 day reporting requirement), it is unclear why this type of transaction should be “tainted” by these proposals, resulting in onerous reporting requirements.

Characteristic D - Profit: It is proposed that a transaction becomes a RA where is no reasonable expectation of pre-tax profit (or where this expectation is less than the discounted value of the tax benefit). This measure turns on its head a substantial body of tax law, which holds that tax expenditures do not have to be laid out in the expectation of profit. Indeed, the number of transactions that have no such immediate intent is vast, ranging from charitable giving, to administrative costs, to costs of complying with the law, or with the requirements of regulatory authorities, to the cost of being audited. This provision condemns all of these transactions, and many more, no matter how trivial, to become RAs, with all of the onerous requirements (including the R1 million penalty, per unreported transaction) that this entails.

A recap: These are very complex proposals, so this analysis unfortunately tends to be rather complex as well.  It is worthwhile to recap on one matter.  It may be that a riposte to the comments made in the discussions of characteristics A-D above would be that the points made are exaggerated, as a transaction only becomes a RA if it confers a tax benefit, and the “vast number” of affected transactions continually referred to would in most cases not attract tax benefits.  In this regard, we refer the reader to the discussion of the extraordinary broadness of the term “tax benefit” as discussed above.  The truth is that practically every variant of every type of transaction listed above, undertaken by a taxpayer, would confer a “tax benefit”, and so become a RA.

Penalties: The absurdity of imposing a R1 million penalty, per unreported transaction, is patently obvious, given the discussion above.  Even if the massive uncertainties raised above were in some way clarified, this would result in major businesses reporting thousands (and in the case of financial institutions, tens of thousands) of transactions daily, in great detail, with dire penalties for under-reporting. 

It is true that the Commissioner is given the power to reduce these penalties, but there are three remaining objections even to this, namely:

· Is it a good policy to put such vast powers in the hands of a public servant, however well-meaning that person?

· How will that public servant possibly deal with the vast volumes of inevitable under-reporting?

· What are the economic implications of the massive diversion of time by the public service and the public sector into this bureaucratic nightmare?

3. Connected Person

The definition of "Connected Person" has been amended to include any other company in a group of companies.  In addition, the definition of a group of companies for this particular purpose is effectively amended to reduce the existing 70% shareholding requirement to a 50% requirement.

We believe that this amendment may introduce unforeseen anomalies, particularly where one company sells assets on an arms’-length basis to a connected company. 

We suggest that this there is no clear need for this amendment, and that it should be scrapped, given its potential to result in anomalies.  In the alternative, we suggest that the existing 70% threshold should be retained as opposed to being reduced to more than 50%.

4. International Tax Matters

4.1 Controlled Foreign Corporations ("CFCs")

The abolition of the “designated countries” exemption a few years ago added considerably to workload of South African multinationals, requiring a significant amount of information to me submitted even where subsidiaries operate in foreign countries with relatively high tax rates. The proposed changes to s9D(10) seek to reduce this burden, where the applicable tax rate is at least two-thirds of the South African rate, and are thus welcomed. However, this relief only applies in very limited circumstances, where goods are sold to or services are rendered to connected persons. This is of little value to multinational banking groups.

We suggest that this relief be extended to circumstances where financial institutions earn interest and related income in similar circumstances.

4.2 Foreign Tax Credits

There are two major anomalies inherent in the existing unilateral double tax relief provisions currently provided by s6quat of the Act, which have previously been notified, but which have not yet been remedied:

· In the first place, there is uncertainty around the interpretation that the income received or accrued to the resident must be from any source outside South Africa. Our understanding is that SARS would deny a s6quat rebate for example for withholding taxes suffered in countries (with whom South Africa does not have a tax treaty) where the taxes relate to fees for services provided to the foreign country, on the basis that these fees have a South African source. Good examples are head office management fees charged, and charges for technical services. This interpretation will result in double tax on the income received by the resident and be an additional cost of doing business in those foreign jurisdiction (especially in Africa, where South African multinationals are playing a big part in the economic revival of the continent). This is wholly contrary to international interpretations or legislation regarding similar instances. 

We suggest that s6quat be amended by removing the requirement that the income must be from a foreign source for relief to be given.

· In the second place, where a South African taxpayer is in a tax loss position, and its international CFCs are in a taxpaying position, no relief is granted to the South African entity for this foreign tax paid, even though the taxable income of these CFC’s reduces the South African tax loss. This results in clear double tax, once the South African entity is again in a taxpaying position. 

We suggest that s6quat be amended by allowing foreign tax credits relating to CFCs to be carried forward where the related South African company is unable to utilise these credits because of domestic tax losses.

5. Personal Tax

5.1 Subsistence Allowances

Where an employee is travelling or temporarily working offshore on business, a basic subsistence allowance may be paid to him/her in terms of s8(1).  The current amount is $190 per day

The proposed amendment to section 8(1) provides that the amounts to be determined by the Commissioner will specified for a country or region.

This change makes sense, but will complicate the calculation and allocation of such amounts by the employer to the correct income codes on the IRP5.  Most of the current payroll facilities do not cater for differentiation of subsistence allowance on the basis of different countries or regions.  This would imply a manual process, which would be hugely onerous on larger payrolls to administrate.

We suggest that this amendment be subject to an implementation date, to be gazetted. This will allow payroll administrators to liaise with SARS in sorting out practical difficulties, before implementation occurs.

5.2 Bursaries

Any bursary or bona fide bursary or scholarship granted to enable or assist any person to study at a recognised educational or research institution may be exempt, in terms of the current legislation in section 10 of the Act. The proposed amendment provides that the exemption applies as long as the employee agrees to repay the employer should the employee fail to complete his/her studies for reasons other than death, ill-health or injury.  However, the explanatory memorandum which merely states that the employee needs to fulfil his or her bursary obligation for the exemption to apply. 

We suggest that the wording of the proposed amendment and the explanatory memorandum s matter needs to be reconciled. 

6. Other Tax Matters

6.1 Estate Duty – Agency Appointments

In terms of section 99 of the Income Tax Act, section 47 of the VAT Act and section 114A of the Customs and Excise Act, the Commissioner may appoint any person as an agent for the collection of any outstanding taxes, penalties and interest on behalf of any taxpayer. 

It has been proposed (see clause 3) that the Estate Duty Act be amended to include similar provisions.

As already noted, similar provisions are included in the Income Tax, VAT and Customs and Excise Acts and they are supposed to be extraordinary measures that should only be used after all other means and measures to collect the outstanding amounts have been exhausted.  Experience has taught us that this is not always the case.  It would be extremely onerous to appoint a bank as an agent for the executor.  The executor is only liable for the duty in his/her capacity as the executor of the deceased estate.  The appointed agent cannot be expected to be able to distinguish what amounts the executor holds in his/her capacity as the executor and which he/she owns in his/her personal capacity.

We suggest that since the Estate Duty Act provides that the executor is ultimately responsible for the payment of the duty due in respect of a deceased estate, the Commissioner’s ought to utilise the provisions of the Estate Duty Act rather than implement the proposed change.

6.2 Post-retirement Medical Coverage

The summary of tax proposals in Annexure C to the 2006 Budget Review mentioned that attention would be given to the issue of post-retirement medical costs.  We note that there are no proposals relating to this in the current draft bill.

We suggest that the issue of post-retirement medical costs be dealt with in a suitable manner, ensuring appropriate tax deduction, as soon as possible.

	Yours sincerely,
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	Cas Coovadia

	MANAGING DIRECTOR

	CCOOVADIA
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