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BY E-MAIL:  ahermans@parliament.gov.za
Dear Sir

CALL FOR COMMENT:  DRAFT REVENUE LAWS AMENDMENT BILL, 2006 AND EXPLANATORY MEMORANDUM
Introduction
The South African Institute of Chartered Accountants (SAICA) is the pre-eminent accountancy body in South Africa with more than 25 000 members who are Chartered Accountants and are entitled to use the highly regarded designation “CA(SA)” after their names. The designation is widely associated with someone who has considerable expertise in the theory and practice of accountancy in its broadest context. SAICA has established itself as one of the leading accountancy institutes in South Africa and internationally, playing its part in a highly dynamic business sector. It provides a wide range of support services to its members enabling them to play a key role in developing the rapidly changing South African economy.
SAICA is actively involved in international activities.  It holds a seat on the Council of the International Federation of Accountants (IFAC), and on the Board of the International Accounting Standards Committee (IASC), and belongs to the prestigious “Group of Ten” – the ten leading institutes world-wide, and CAGE (the Chartered Accountants Group of Executives) – the seven major Chartered Institutes.

The institute plays an influential role in the Eastern, Central & Southern African Federation of Accountants (ECSAFA).  The main objective of ECSAFA is the co-coordinated development of the accountancy profession and the promotion of internationally recognised standards of professional competence and conduct in the Eastern, Central and Southern regions of Africa. SAICA believes that international contact and co-operation is fundamental to the standing and image of the CA(SA) designation.

A third of SAICA’s members are practicing accountants in South Africa and about 48% are either business owners or are employed in the business and public sector. According to FinWeek’s 2005 Top 200 Companies survey, a quarter of South African chief executives are CA(SA)s by market capitalisation.
This submission has been compiled with input from SAICA’s National Tax Committee, which is made up of 14 of South Africa’s most respected tax experts.

Legislative process

The draft legislation was released in batches again this year. The first batch, being the revised proposed amendments to section 103 of the Income Tax Act was released on 14 September 2006, which provided a reasonable time for comments. The second batch, comprising 190 pages of legislation and a 96-page Explanatory Memorandum was released on 29 September 2006 and the third batch, comprising a further 35 pages of legislation and a 12-page Explanatory Memorandum was released on 12 October 2006, leaving only 4 days for comment as the Portfolio Committee of Finance (PCoF) required comment to be submitted by 16 October 2006 (a day earlier than the submission deadline set by SARS and National Treasury).

We have raised our concerns numerous times in the past, and do so again, that the legislative process does not allow sufficient time for meaningful consultation, deliberation and revision of draft legislation. This results in legislation being rushed through Parliament with many flaws and oversights that become apparent later on, requiring further corrective amendments year after year, which in turn place a further burden on the legislative processes of subsequent years. Taking into account the work pressures and resource constraints that exist in the drafting process, we appeal to the Portfolio Committee to ensure that a programme is established early in the year that will ensure that draft legislation is released early enough to allow for meaningful public participation and consultation. We are sure that you will agree that tax legislation is extremely complex by its very nature and it is extremely unlikely that one can make well considered and insightful comments within 4 days and in this regard we appreciate the pressure that the PCoF is similarly put under. We are certain that the members of this honourable committee, SARS and National Treasury would acknowledge the valuable role played by the various submissions and consultations entered into on tax legislation, in ensuring a more workable tax legislation which is beneficial for all concerned.

We set out hereunder our comments on the Draft Revenue Laws Amendment Bill, 2006 (the Bill) and Explanatory Memorandum thereto.
EXECUTIVE SUMMARY

We have included an executive summary of our submission as an Appendix at the end of the document.

ESTATE DUTY ACT NO. 45 OF 1955

1. Clause 3 – insertion of section 12A and section 12B

1.1. It is noted that the new section to appoint agents does not include the collection of penalties via the agent.  Is this intended to be excluded or is this an oversight? 

1.2. We suggest that the Commissioner should be required to inform the taxpayer immediately after an agent is appointed. A similar provision should also be inserted in the agency provisions that already exist in other Acts administered by the Commissioner. Such a provision would reduce the administrative burden on SARS as it often happens that the taxpayer is unaware of the amount due to SARS at the time that an agent is appointed.

INCOME TAX ACT NO. 58 OF 1962 (the Act)
2. Clause 4 – amendment to section 1: Sub-paragraphs (b) and (c) - definition of “connected person”
2.1. The problems encountered with the existing definition of “connected person” have been raised previously in writing and in meetings with both National Treasury and SARS and also at presentations to the PCoF; however, the current amendment does not address the anomaly that has been highlighted previously on repeated occasions. 
2.2. The issue arises where a new shareholder, which may be a Black Economic Empowerment partner or any other new shareholder, wishes to acquire a share in a company. The prospective shareholder may not wish to purchase shares in the existing company for various reasons. For example –

· it may not be willing to take on an exposure to the historical risk of the company where there may be unknown liabilities; 
· it may take account of the fact that interest on borrowings to purchase shares is not tax deductible; 
· the value of the assets in the company may far exceed the cost of such assets; or 
· the prospective new shareholder may only wish to invest in one or more divisions and not in other parts of the company; etc.  
2.3. The parties may agree that a new company will be formed to which the relevant parts of the existing business will be sold. The business will be sold at market value as negotiated between the parties given that there is an outside shareholder in the new company. The existing shareholder and the new shareholder each acquire shares in the new company, with shareholder loans to fund the purchase of the business. 

2.4. If the existing shareholder holds more than 50% of the equity capital in the new company, the new company will not be allowed tax allowances on its cost of the qualifying assets but the tax allowances will be determined on the lower of the original cost to the selling company and the market value at date of sale to the new company.  This clearly prejudices the new shareholder in that the company has paid an arms length market price for the asset but because the shareholder of the existing (selling) company owns more than 50% in the new company, the new company is denied the tax allowance on its cost.  

2.5. This notwithstanding that the selling company would have suffered tax on any recoupment of tax allowances previously granted and paid tax on any capital gain.  This is grossly inequitable and the amendment must be revisited also having regard to the Government’s objective of achieving Broad Based Black Economic Empowerment (“BBBEE”).

2.6. The following simple illustration may assist in better understanding the problem:
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2.7. Assuming the qualifying plant which had an original cost of R40 million was sold at its market value of R100 million, Opco would pay income tax on tax allowances recouped up to R40 million and then pay tax on the capital gain of R60 million.  
2.8. The problem is that Newco will only be granted tax allowances on a deemed cost of R40 million, notwithstanding that it has paid R100 million for the asset (being the market value of the asset). 
2.9. We understand the historical need for this anti-avoidance measure prior to the introduction of capital gains tax (CGT) but given the introduction of CGT, the better enforcement capability of SARS and the fact that there is a third party investor in Newco, we are of the view that there are more than sufficient measures in place to counteract any possible tax-avoidance in this area. There is no need for this “connected person” anti-avoidance provision, which has at its source the “connected persons” definition.. 
2.10. We suggest that a “connected person” in relation to a company should merely be any other company which is wholly owned by the same shareholders as the company and not another company which has third party shareholders. 

2.11. Clause 4(1)(c): the revised wording of paragraph (c) of the definition of “dividend”: the word “in” should be inserted between “contemplated” and “paragraph”. 
3. Clause 5 – amendment of section 3(4)
3.1. Section 80B has been inserted into section 3(4), but the Commissioner also makes a decision under section 80F.  This section should therefore also be inserted or, to simplify the wording, reference should simply be made to “Part IIA of Chapter III”. 
3.2. The amendment does not include section 80S dealing with reportable arrangements. As there is a discretion here also, this section should also be subject to objection and appeal, especially given the penalty of R1 million per alleged transgression. 

3.3. In light of the above recommendations, sub-paragraph (2), dealing with the effective date of the amendment, should also refer in Part IIB of the Act.

4. Clause 6 – insertion of section 4A
4.1. It could be interpreted that all of the powers and duties of the Minister (but not necessarily only some of them) could be delegated, which is not necessarily desirable for obvious reasons, i.e. it is an all or nothing clause. 
4.2. We would suggest that the words “Any of” be inserted at the commencement of the section. 
5. Clause 8 – amendment of section 8
The proposed amendments to section 8(4)(k) of the Act apply so that the person is deemed to have ‘disposed of that asset for an amount equal to the market value of that asset…’ For purposes of the general provisions contained in the Act, the concept of disposal is not defined whereas for CGT purposes the concept of disposal is defined in paragraphs 11 and 12 of the Eighth Schedule to the Act. We propose that a definition of disposal for purposes of the general provisions of the Act be introduced in section 1 of the Act so as to provide clarity as to what is meant by the disposal of an asset (other than for purposes of CGT). 
6. Clause 10 – amendment of section 8C
The word “and” at the beginning of item (iii) should appear at the end of item (ii). 

7. Clause 12 – amendment of section 9D
7.1. Section 9D of the Act contains provisions which are meant to curb tax avoidance. Unfortunately, these anti-avoidance provisions also hamper South African companies from conducting genuine business activities which are not aimed at avoiding tax. 
7.2. A classical example of how these rules can hamper international trade can be seen in the so-called “diversionary transaction rules” contained in section 9D(9)(b). 
7.3. In terms of section 9D(9)(b)(ii)(cc), a controlled foreign company (CFC) which carries on business activities in its country of residence in suitably equipped premises will not be entitled to the business establishment exemption in respect of any income received for services rendered to a connected person that is a South African resident. The loss of the exemption does not depend on whether the CFC supplies the services to the resident connected person at a market-related price. Such income will be imputed to the South African resident shareholder if the exemption does not apply. 
7.4. Income from services provided by a CFC to a connected South African resident will qualify for the business establishment exemption if such services are provided outside South Africa and: 
· such services relate directly to the creation, extraction, production, assembly, repair or improvement of goods which are utilised outside South Africa;

· such services relate to the sale or marketing of goods for the sale of goods which are physically delivered at the premises of clients within the country of residence of the CFC;

· such services are mainly rendered in the CFC’s country of residence for the benefit of clients that have premises which are situated in the CFC’s country of residence;

· to the extent that the South African resident is not permitted to deduct any amount which is paid to the CFC in respect of the services.

7.5. Practically, where a South African resident company (which is a connected person in relation to a CFC) receives services from the CFC for the provision of contract research and development services, such services would be imputed back to the South African resident which holds qualifying participation rights in the CFC. It would not make a difference, for the purpose of the section that the fee which has been charged for the services was at arms length so as to enable the CFC and the South African connected person to comply with the transfer pricing regimes in both jurisdictions. The fact that the CFC would have qualified for the foreign business establishment exemption but for the proviso in section 9D(9)(b)(ii)(cc)does not matter either. 
7.6. In this scenario, a CFC and the South African company which holds qualifying participation rights are adversely affected by the exclusion in the section despite the fact that the CFC and the connected South African resident have entered into the contract for the supply of research and development services purely for commercial reasons. The South African resident would have wanted to obtain these services from the CFC due to the fact that the employees of the CFC (that reside in the CFC’s country of residence) have the specialist skills which the South African resident requires for the purpose of carrying out its business activities in South Africa. 
7.7. In the event that the CFC is not entitled to a foreign business establishment exemption in respect of the income received from the South African resident, the results would be as follows:
7.7.1. The service fees paid to the CFC by the South African resident connected person will be attributed to the South African resident holding qualifying participation rights in the CFC as income.
7.7.2. If the CFC’s expenses exceed its income, it will not be permitted to carry forward the loss.
7.7.3. Should the CFC have incurred start up expenses which result in a loss, the CFC will not be allowed to carry forward this loss.
7.7.4. As soon as the CFC begins to make profits in its country of residence, it will be liable to tax there. The South African resident who holds the qualifying participation rights will be allowed to claim a credit for the foreign tax paid against South African tax in terms of the provisions of section 6quat of the Act. Any excess tax credit will be carried forward.

7.8. It would appear that the exclusion from the participation exemption in section 9D(9)(b)(ii)(cc) favours a CFC providing goods as opposed to services. If the provision of services relates to the creation of intangibles, the income received from such services is immediately tainted. This is despite the fact that there may be sound business reasons for having a CFC provide such services to a South African resident that is connected to the CFC.  
7.9. Our recommendation is to widen the exceptions in section 9D(9)(b)(ii)(cc) so as to cater for a situation similar to the one outlined above. In this regard, a further exception could be added which provides for the foreign business exemption to apply where a CFC provides contract research and development services to a connected South African resident. As these services would be for the development of intellectual property which will be used by the connected resident in South Africa, it is not feasible to have a proviso that such services should be provided for intangibles which will be utilised by third parties in the CFC’s country of residence. 
7.10. If a tax avoidance measure is considered necessary, it could provide that the foreign business establishment exemption apply only if the research and development services are carried out on behalf of the South African connected party in the CFC’s country of residence because such expertise is not available in South Africa or because the cost implications of carrying on such services in South Africa would be prohibitive for the South African resident.  

7.11. Sub-clause (c): insertion of definition of “foreign business establishment” 

7.11.1. Submissions have been made in the past to both SARS and National Treasury to the effect that it is impractical to expect each CFC to have its own qualifying business establishment.  As a simple practical example, where one has a group of companies (whether established offshore as CFCs or onshore), particularly where the various companies physically operate under one roof, it is extremely rare that each company will have its own dedicated staff, its own dedicated furniture and equipment and its own dedicated premises.  Group companies use shared facilities (for example there is one telephone system, one computer system and one email system for all the companies in the group) and certain employees work for more than one company, with the various companies contributing to the costs. 
7.11.2. The revised item (i) of paragraph (a) goes some way in recognising this in that a CFC can be suitably staffed with employees of another group company resident in the same country, which prima facie allows for shared resources.  But then this prospect is completely nullified by the requirement that the management and employees are required to render services on a fulltime basis for “that business”.  Clearly, if employees in a group are working for more than one company, it cannot be fulltime for any one of them, but will be for all of them collectively.  

7.11.3. Likewise, no flexibility is allowed for in item (ii) whereby the place of business must be suitably equipped and have proper facilities.  No indication is given as to whether it would be acceptable if the equipment and those facilities were used on a shared basis together with other group companies. 
7.11.4. The question must be asked as to how the fiscus would be prejudiced by accepting a common and everyday arrangement amongst a group of companies (CFCs and onshore) that different companies in the group can conduct different businesses but share the same facilities and employees? In no way does this diminish the fact that each CFC has a qualifying foreign business establishment. 

7.11.5. It is unrealistic and impractical to require each foreign business establishment to be staffed by full time employees, especially if such employees are required to be of a managerial level. The cost of foreign labour is typically very expensive, especially for staff in managerial positions.  A company in a start up or development phase may be forced to share such costs or use low-level administrative employees on a part-time basis until the company has managed to build up sufficient business to warrant full time employees on a lower level, but they are then penalised by the law.  

7.11.6. South African companies establishing offshore operations do not have the luxury of using full time managerial staff in those operations, especially in the initial stages, as the cost outweighs the benefit.  Typically, such managerial skills already exist in the group (not necessarily in the country of incorporation and tax residence of the new operation) and it would be cheaper for the company to draw on such resources through dual contracts.  Having to institute this requirement on a full time basis early on in a project may lead to the project no longer being viable.  It would seem that such a requirement would make South African businesses less competitive in international markets, especially when one considers that South African groups typically fund their offshore expansions with currency denominated in South African Rand while the cost of employing such individuals is based in US Dollars or UK Pounds.  This need to fund high overheads at the outset raises the cost of offshore expansion further and creates further currency risk for the group. 
7.11.7. It would seem from the legislation as it currently reads (foreign dividend tax, CFC intra-group relief, foreign currency movement intra-CFC relief, etc) that the legislators would like to make it possible to operate outside of South Africa on a South African tax free basis until the profits are repatriated to South Africa (and even then it is possible to repatriate the profits tax free, especially where they are not to be distributed to shareholders but rather to be ploughed back into the business).  However, by instituting legislation that calls for greater cost to be incurred on an operational level, even when such costs could be avoided through the sharing of group resources on a dual contract arrangement or outsourcing arrangement, seems counter productive.  

7.11.8. A further concern that we have relates to the wording proposed as “and which management and employees are required to render services on a full time basis for the purposes of conducting the primary operations of that business”.  For example, a South African company expanding offshore may elect to house different product lines in different legal entitles to ring fence potential exposures.  Typically the financial manager appointed to look after, for example, Australian operations of a group may be employed by one Group Company but provide financial management services to all other Australian group companies.  Because the local tax regime has group tax relief, no intra-company charges are levied.  It is unclear from the wording proposed whether this person would create a foreign business establishment for each of the subsidiaries in the group if he is not employed for just one aspect of one business conducted in Australia. The “full time” requirement and “purposes of conducting the primary operations of that business” seem to get confused in the current reading.  It becomes unclear as to whether the activities of an individual looking after several businesses on a full time basis would constitute a foreign business establishment. 
7.11.9. The confusing aspect relates to the statement “…, and which management and employees are required to render services on a full time basis for purposes of conducting the primary operations of that business.” In the context of the services company, it is not clear as to whose business is being referred to here? In other words is it the business of the CFC or the services company? So for example, if the employees are employed by the services company on a full time basis and render services equally to CFCs A and B would A and B be able to meet the requirement of being suitably staffed on the basis that the employees are employed on a full time basis by the services company to conduct its business of rendering managerial and operational services? 
7.11.10. We understand that the reason for the legislation change is to ensure that it is clear that the sharing of employees could create a foreign business establishment, as commercially the legislator recognises that it would not make sense to have to employ separate managers for each company within a group.  However, the wording does not seem to clarify this intention.
7.11.11. Even if any one employee is part-time, the substance requirement will not be met. We are of the view that this was surely not intended. 
7.11.12. In addition to the above, the concession only applies where the company providing the on-site managerial and operational employees forms part of the same group of companies as the controlled foreign company. This is rather restrictive and we would suggest that the concession apply to companies in the same group of companies where the reference to shareholding is more than 50% as opposed to at least 70% as is currently envisaged in the proposed definition of connected person in section 1 of the Act. 
7.11.13. Another issue which has been taken up before and is not dealt with in the proposed amendments is the requirement that the place of business must be used or will continue to be used for a period of not less than one year.  No indication is given as to when this test must apply, and how often it must be applied. Is this test to be satisfied annually or is it sufficient that in any one of the previous years the requirement was met?  
7.11.14. For example, assume a CFC with a year-end of 31 December is set up and starts business on 1 November 2006, and the CFC signs a five-year lease.  The criterion will be met for each year of assessment up to 31 December 2009.  But as of 31 December 2010 (or, more correctly, 1 January 2011), as the lease will have only ten months left to run, does the CFC cease to have a foreign business establishment?  In other words, must the lease have been renewed when there was still more than one year to run?  All of this seems highly impractical and places an unnecessary commercial and operational burden on a CFC e.g. if the CFC is still negotiating a new lease of more favourable terms but has not signed a new lease, it is now being forced to make poor commercial decisions purely for the sake of taxation in South Africa.

7.11.15. Paragraph (e) requires that the vessel, etc must be used “solely outside the Republic” for the purposes of transportation, etc.  It does happen, however, particularly in relation to aircraft and vessels operating in and around Africa, for purely practical reasons, that those aircraft or vessels are returned to South Africa for maintenance and repairs (there are very few places elsewhere in Africa where this can be done).  It can be argued that if they are returned here for maintenance or repairs, it will not prejudice the existence of the business establishment, because this would not constitute use in South Africa for purposes of transportation or fishing or prospecting, etc.  Nevertheless, it would be welcome if it were made clear that occasional trips to South Africa for maintenance, repairs, refurbishment or the like, would be acceptable.

7.12. Sub-clause (e) - amendment to section 9D(2A)(c)

7.12.1. The proposed amendment should read as follows:

“(ii)
that interest, royalties, rental or income of a similar nature paid or payable or deemed to be paid or payable by that company to any other controlled foreign company (including any similar amount adjusted in terms of section 31) or any exchange difference determined in terms of section 24I in respect of any exchange item to which that controlled foreign company and other foreign company are parties where that controlled foreign company and that other controlled foreign company form part of the same group of companies is included in the net income of that other controlled foreign company”. 
7.12.2. This will make it clear that this exclusion applies equally to section 31 adjustments and section 24I exchange differences and not only to interest, rental, royalties or other income. 

7.13. Sub-clause (g) – amendments to sub-items (C) and (D) 
7.13.1. Reference is made to products being physically delivered to the premises of “clients”, whereas we consider that the word should be “customer”.  The term “client” is used in relation to persons who acquire services, particularly professional services.  Products are sold to customers. 

7.13.2. The requirement for physical delivery to the premises of clients situated within the country of residence of the CFC is far too strict, especially having regard to the fact that there are already both substance and arm’s length tests in place.

7.13.3. It often happens that a customer purchases goods and has them delivered elsewhere, e.g. to the customer of the purchaser for installation, to another supplier of the customer for further processing or to a building site.  We would therefore suggest that the amendment include the words: “or such other premises as instructed by any such customer”. 
7.14. Sub-clause (o) – amendment to section 9D(10) 
7.14.1. In paragraph (a)(i), reference is made to subsection 9(b)(ii), whereas it should read subsection (9)(b)(ii). 

7.14.2. While the principle of such an exemption is welcome, it is somewhat anomalous in that the purpose of the exemption is to avoid unnecessary compliance and administration, both for the taxpayer and SARS, but before one can establish that the exemption is available, it is necessary to go through the whole calculation process as if the exemption was not available.  Thus one wonders how much has really been achieved. 

7.14.3. The wording of the proposed amendment is confusing and the following aspects should be clarified:
· Is the exemption valid for a particular year of assessment or rather for a particular period of time? Alternatively, does the exemption apply to a particular transaction i.e. a particular sale of goods or supply of service?

· The second issue relates to the application of the “subject to tax” determination. Is this to be determined on a hypothetical basis i.e. if the amounts form part of the tax base of the foreign jurisdiction (in other words are not exempt) and are subject to tax at a rate of at least 2/3 of 29% then they would qualify, or is the determination to be made on an absolute basis i.e. having regard to the absolute amount of tax paid or payable in the foreign jurisdiction? 

· Assuming the determination is to be done having regard to the quantum of tax actually paid or payable, would this provision apply in the following circumstances: 
Example 1: 

Company A (a SA resident company) holds 100% of a CFC located in a jurisdiction that levies tax on income at the rate of 15%. Assume that the CFC earns (the equivalent of) R100 from sales that would be subject to the diversionary rules as contained in section 9D(9)(b)(ii) of the Act and that Company A has an assessed loss of R500.

On this basis, R100 would need to be attributed to Company A by virtue of the application of section 9D(9)(b)(ii) of the Act. However, as no tax will be payable on the amount, the R15 of tax payable by the CFC in the foreign jurisdiction would exceed the 2/3 requirement and therefore Company A may apply for exemption. This is so as the determination is to be made ‘after taking into account …(bb) any assessed loss, …’.and the tax payable exceeds 2/3 of the South African tax payable. Is this analysis correct or would the better proposition be that as no tax is payable in South Africa, the 2/3 of normal tax that would have been payable test cannot be satisfied? 

Example 2:

Assume the same set of facts as in Example 1, except that Company A has taxable income and that the South African tax attributable to the inclusion of the R100 amounts to R15. In this instance the foreign tax payable is greater than 2/3 of the South African tax payable and Company A may apply for exemption. Alternatively, is the better proposition that as the credit of R15 reduces the SA tax payable to nil, the 2/3 of normal tax that would have been payable requirement is not met and thus an application for exemption cannot be made?

7.14.4. South African multi-nationals cannot take advantage of the low tax rates of intermediary jurisdictions as can the multi-nationals headquartered in the UK, Australia, Canada and most European countries. The 2/3 differential in sub-section 10 is not a big enough differential to make the use of an intermediary jurisdiction worthwhile. Further, the two contiguous countries exclusion is also far too narrow. (e.g. Switzerland can no longer be used for trade with Belgium because the two countries are not contiguous.) We expect that this will make South African-headquartered multi-nationals uncompetitive in comparison and will increase the current trend of South Africans to headquarter their companies in countries other than South Africa, leading to a loss of revenue for the fiscus. 
8. Clause 13 – amendment of section 10

8.1. The proposed amendment to section 10(1)(h) of the Act is welcomed as this provides clarity as to the application of the exemption to amounts regarded as interest in terms of section 24J of the Act. We would, however suggest that consideration be given to extending the amendment to the provisions of section 8E of the Act dealing with hybrid equity instruments especially where the holder of the hybrid equity instrument is a non-resident. 

8.2. Although outside the ambit of the proposed amendments, we would suggest that a similar definition should be incorporated in all South Africa’s tax treaties in order to ensure consistency. 

8.3. Clause 13(1)(k)

8.3.1. The whole concept of recreational clubs is to provide recreational activities to members on a shared cost basis. It is manifestly in the interests of such clubs to increase their subscription-membership base and their income is supplemented by providing their services occasionally to members of the public at a higher cost than that charged to their members. It is unreasonable to expect such clubs to separately account for the income and costs related to such occasional use of their facilities by members of the public. 

8.3.2. Subjecting to tax, for example, the occasional round of golf played by members of the public at a golf club will result in significant compliance difficulties for the club without a significant increase in tax collected by the fiscus. The taxable income will have to be allowed by way of deduction of the proportionate share of the related costs, including depreciation of fixed assets. The complexity required for such accounting is huge in relation to the immaterial gains to the fiscus. 

8.3.3. The section also appears to require the clubs to account separately for food and beverage income generated from members separately to that generated from non-members. This is patently impractical and again unlikely to generate significant impact for the fiscus while at the same time creating significant compliance difficulties for the taxpayer. For example, if a tennis club has bar revenue of R100 000 per year, most of which is from members, they would now need an accounting system to separate member and non-member revenue and costs. They would also need to account for a proportionate deduction of wear and tear allowances in respect of the fridge. Clearly the compliance costs will outweigh the benefits to the fiscus.
8.3.4. The proposed section 10(1)(cO) is unnecessarily punitive. Sub-paragraph (iv) allows a general exemption of R20 000 per annum, which will have to be applied to investment income as well as other income such as hiring out facilities to non-members. In our view, the exemption of R20 000 is too low and will result in many recreational clubs facing substantial tax liabilities that could be the cause of their demise as these clubs are self-funding and are heavily reliant on alternative sources of income. These clubs perform a vital function in making sports facilities available to individuals that would otherwise not have any access to such facilities, which also ensures the future ongoing development of sport in South Africa. 

8.3.5. We also note that if the gross receipts and accruals from other sources exceed R20 000 in any year of assessment, the full amount of receipts and accruals are taxed and not just that portion of the amount as exceeds R20 000.  In our view this is unduly harsh in that if such receipts and accruals in any year for example amount to R20 100, we cannot see any reason why the first R20 000 should be taxed. In this regard we must point out that the exemption with regard to the R20 000 is not to taxable income but to gross receipts and accruals.
8.3.6. We suggest that the provisions of section 10(1)(cN)(ii)(dd), which allow public benefit organisations a tax-free ceiling of the greater of R50 000 or 5% of gross income should be adapted to apply to recreational clubs in an appropriate form. 

8.4. Clause 13(1)(p) provides for certain amendments to the exemption for scholarships and bursaries but retains the limits of R60 000 and R2 000 for bursaries granted to relatives of employees. 
8.4.1. We can understand the motivation for keeping the salary level fairly low so that only lower-income employees can benefit from this exemption, but we would strongly recommend that the amounts be increased as these monetary limits have not been amended since 2002. In our view there is hardly a tertiary-level course that would qualify using the limit of R2 000. In light of the need to encourage education in South Africa and to build our skills-base in terms of Government’s AsgiSA objectives, employers should be encouraged to provide bursaries and scholarships to children of their employees, which should be supported by allowing a beneficial exemption. 
8.4.2. The requirement that the employee or relative agrees to repay the bursary to the employer if he fails is impractical to implement. What steps are required by the employer to obtain repayment and what are the consequences if such steps are not undertaken or if they are and the bursary is still recovered? Would the exemption be removed retrospectively if the employee does not reimburse the employer? This aspect should be clarified.
9. Clause 15 – amendment of section 11B
The proposed wording of the amendment should read as follows:

“ ... (3), if the expenditure was incurred during any year of assessment commencing on or after 2 November 2006, or if the building …”. 

10. Clause 16 – insertion of section 11D
10.1. Sub-section (1)(a) requires that expenditure be incurred directly on research, which seems to unfairly exclude any general costs incurred in running a research establishment, e.g. the costs of employing a receptionist or a secretary to a senior researcher, research building maintenance and administration. We suggest that expenditure should qualify if it is incurred exclusively in support of the research effort, even if not directly productive of research as the support functions are fundamental and essential to the research process. 
10.2. Sub-section (2) lists the types of assets that will qualify for the allowance. 
10.2.1. In the agricultural field land might be purchased solely for research, but it is not clear if this will qualify. 
10.2.2. Property is normally purchased as a whole and comprises land and buildings. The new accounting statements require the building and land costs to be separated, although the purchase agreement does not.  Does the land portion qualify for the deduction?
10.3. Proviso to sub-section (2):
10.3.1. The proviso requires an apportionment based on the use of the building but it is not clear as to how this use is to be determined. For example, is it based on the area used or on a time basis? This aspect should be clarified.

10.3.2. A building might be used for research for, say ten years and the use then changed to administration. Will such a change in use give rise to a taxable recoupment?
10.3.3. There is no provision for purely occasional and incidental use. A research establishment might be used for say 10 days each year as an exhibition to showcase new products. We suggest that usage in excess of 90% should be deemed to be 100% for the purposes of this enhanced allowance.
10.3.4. It is unclear whether the provisions apply to both new and second-hand assets brought into use for the first time by the taxpayer and we suggest that this aspect should be clarified. We can see no reason to limit the allowance to new and unused assets as the important criteria should be the actual research and not whether new or second-hand assets are used.
10.4. Sub-section 3 requires that all parts of the building must be specifically equipped. A large research department might well encompass –

i) Laboratories;

ii) A computer room;

iii) Offices for senior research staff;

iv) Meeting rooms;

v) Storerooms;

vi) A canteen;

vii) A workshop;

viii) Vehicle parking;

ix) Reception area;

x) Secretaries’ offices; and

xi) Ablution facilities.
We suggest that it should be clarified that the whole building qualifies if all these parts are part of the research building or complex and are used by the research department. However, this may not always be practical as the computers may be networked to the mainframe that serves the rest of the business involved in manufacturing, sales, etc and not just research. We suggest that the requirement be “substantially equipped”.
10.5. Sub-section (4): The exclusion of “market research” from the allowable expenditure does not make sense having regard to the requirement that the “information” must be “non-obvious” and “practical”. How will this be established without conducting market research? The market research is obviously of a capital nature and will not qualify for an ordinary tax deduction, never mind a 150% deduction. Consequently, this category of expenditure should not be excluded from the 150% allowance expenditure. Alternatively, such expenditure should be allowed as a deduction for income tax purposes through an appropriate amendment to ensure that appropriate research is undertaken in South Africa.

10.6. Sub-section (7) provides that where a Government grant is received to fund qualifying research and development expenditure the enhanced deduction of 150% will only be available in respect of that portion of expenditure that exceeds twice the amount of the grant. With respect we cannot see why the taxpayer should be prejudiced in that it will only qualify for the enhanced allowance on an amount exceeding two times the grant. We are of the view that the enhanced allowance should be granted on so much of the expenditure as exceeds the government grant as we accept that the taxpayer should not qualify for the enhanced tax allowance where such expenditure has been compensated by way of government grant. 
10.7. Sub-section (5): The concept of “beneficial ownership” is unknown in South African law and especially in tax law. Consequently, the reference to beneficial ownership in subsection 5 should be removed. Alternatively, a definition of beneficial ownership should be inserted for purposes of section 11D or into section 1 of the Act as this concept is utilised elsewhere in the Bill. 
10.8. Sections 11B and 11D do not allow any deductions or capital allowances for research and development conducted outside the Republic. This seems iniquitous as royalties from both South African and foreign sources are taxed here. In addition export sales of goods developed offshore and for the export market are included in taxable income. This can lead to South African companies allowing foreign companies to further develop and own South African inventions on the basis that the foreign company pays all further research and that the income stream such as royalties are then shared. In the long run the improved invention is then owned by a foreign company to the detriment of the South African originator. We suggest that foreign research and development expenditure should qualify for deduction, even if only at the normal rate and not the accelerated rate. If research and development projects conducted offshore give rise to taxable income, we are of the view that same incentives for research and development should apply as for local research and development.
10.9. If the offshore research and development is carried on in a foreign subsidiary (CFC), section 9D would tax the “passive” royalty income in the South African holding company. Again, no tax deduction would be allowed for the foreign research and development (as it was not conducted in the Republic), yet the royalties earned are taxable in RSA. We fully understand the anti-avoidance purpose of section 9D. Having said this, it could assist if the “passive income” exclusion for interest in the case of banks and rental income of property owning companies could be extended to cover royalty income where the royalty income flows from an “active” offshore research and development operation.

10.10. Effective date: the Bill refers to years of assessment commencing on or after 2 November 2006 whereas the Explanatory Memorandum refers to expenditure incurred on or after 2 November 2006. It is suggested that the amendments should apply to expenditure incurred on or after 2 November 2006 as the effective date referred to in the Bill causes an unreasonable delay for companies with, for example, February and June year-ends. 

11. Clause 17 – amendment of section 12E

11.1. Clause 17(a): in the course of amending the definition of “small business corporation” we suggest that the opportunity should be used to clarify that a member’s interest in a close corporation held by a natural person in his or her capacity as a trustee of a trust would not qualify as a holding by a natural person. 
11.2. Clause 17(d): the change in wording from “at least four” to “three or more” does not achieve any change in meaning of the provision. As we have mentioned in our previous submissions on this definition, we are of the view that the requirement to have three or more employees is extremely punitive for small start-up companies that are denied any benefit from the tax concessions of section 12E until they have the requisite number of employees, which could take several years. These companies are denied tax relief in exactly the period that they most need it in order to survive and grow. We suggest that this requirement be amended to “at least one full-time employee that is not a connected person in relation to the shareholder of the company”. 

11.3. The Explanatory Memorandum does not specifically deal with the proposed amendment in clause 17(c). The proposed amendment now specifically includes the earning of rental income from immovable property with the definition of investment income. The addition of the words “from immovable property” indicates that other rentals are no longer regarded as investment income. The Explanatory Memorandum should provide information on this amendment as it may have wide-reaching implications for taxpayers. 

12. Clause 20 – amendment of section 23
12.1. The deletion of paragraph (j) and the partial relaxation of paragraph (k) are welcomed. 

12.2. Nevertheless, it remains somewhat anomalous that payments of remuneration and pension fund contributions are now allowed in terms of section 23(k), but not fringe benefits under the Seventh Schedule, which, after all, are just a different form of remuneration. 
12.3. It is also a pity that no clarification has been made that the disallowance of the deduction applies only to the labour broker/personal service company / personal service trust business.  Currently, on a literal interpretation, it is required that all the expenses (other than those enumerated) will be disallowed.  The Explanatory Memorandum makes it clear at paragraph C on page 13 that the rules prohibit deductions “much like an actual employee” who is similarly eligible for only a limited number of expenses.  We do not disagree with this proposal.  But if an employee also happens to run a business in addition to being an employee (for example, he or she might own a shop managed by his or her spouse or child), no-one would contend that the ordinary trading expenses attributable to that shop should be disallowed merely because it is owned by a person who is also an employee of someone else, and therefore whose expenses are restricted.  Only the expenditure related to employment should be disallowed, not expenditure related to the other business, i.e. the shop. 

12.4. By the same token, one can have a situation where a company carries on business providing, for example, goods or services, and, say, 3% of its turnover happens to be derived from labour broking at a time when it had not obtained an exemption certificate in terms of paragraph 2(5) of the Fourth Schedule.  SARS’ apparent approach (supported by its Interpretation Note No. 35) appears to contend that 100% of the (non-remuneration) expenses should be disallowed - even those attributable to 97% of the turnover which relates to a completely separate business.
12.5. It is submitted that section 23(k) should be clarified to prevent this anomaly, and amended with retroactive effect to 1 April 2000, when the subsection first was deemed to come into operation. The anti-avoidance measures introduced in the past now act as a serious deterrent to legitimate economic activities that our country so desperately needs and this should be remedied immediately with a holistic macro view rather than a jaundiced view purely on tax.
12.6. The proposed amendments appear to bring section 23(k) more in line with section 23(m). Although section 23(m) allows the deduction of a wear-and tear allowance in terms of section 11(e), the proposed amendment to section 23(k) does not allow for such a deduction. It is therefore suggested that the permitted deductions in section 23(k) be further expanded to allow for a section 11(e) allowance on assets used for trade purposes. 
13. Clause 26 - amendment of section 30
13.1. Sub-clause (d): Amendment to sub-section (3) 
13.1.1. The wording relating to the new prohibition is somewhat confusing. We can readily understand that the PBO is prohibited from investing funds in any financial instrument issued by a non-resident. We cannot understand, however, what is contemplated by the prohibition from the PBO investing funds in any property held by a non-resident.  How does one invest funds in a non-resident’s property (whether movable or immovable)? 
13.1.2. The Explanatory Memorandum states that PBOs “will not be allowed to hold instruments issued or held by foreign persons”.  Unfortunately, this is equally confusing.  How can a South African PBO hold an instrument held by a non-resident, either the PBO holds it or the non-resident holds it?

13.1.3. Should the real prohibition not be that the PBO is prohibited from acquiring property situated outside South Africa (including instruments issued by persons resident outside South Africa)? 

13.2. Sub-clause (k): Amendment to sub-section (7) 
13.2.1. The proposal is that the market value of the assets not transferred will be deemed to be taxable income. 

13.2.2. It cannot be the market value that is so deemed, but rather it should be an amount equal to the market value which is deemed to be taxable income. 
13.2.3. Secondly, it may well be that at that time the PBO still has liabilities which would have to be discharged out of those assets.  Surely, therefore, the deemed taxable income should be an amount equal to the market value of those assets after deducting therefrom the aggregate of all liabilities of the PBO.  (A similar amendment should be made to the new section 30A(8)). 

14. Clause 29 – insertion of section 37A
14.1. The proposed section 37A(1) provides for a deduction in the determination of the taxable income derived by a person carrying on any trade. Should this reference not be to persons engaged in mining operations (including oil and gas)? If the intention is for the provisions to apply to all taxpayers regardless of whether they are engaged in just in mining operations (including oil and gas), then suggest that the wording of section 37A(1)(d) should be amended to read as follows:

“(d) that person -

(aa)
holds -

· an old order right or OP26 right as defined in item 1 or a reservation or permission for the right to the use of the surface of land as contemplated in item 9 of Schedule II of the Mineral and Petroleum Resources Development Act, 2002 (Act No. 28 of 2002); or

· a permit or right in respect of prospecting, exploration, mining or production as contemplated in the Mineral and Petroleum Resources Development Act, 2002 (Act No. 28 of 2002); or
(bb)
is engaged in prospecting, exploration, mining or production in terms of any permit or right as contemplated in subparagraph (aa); or”

14.2. In the proposed section 37A(6) consideration should be given to replacing the phrase “… to the extent that other property is (directly or indirectly) derived…” with: “… to the extent that other property is (directly or indirectly) acquired…” The same consideration would apply to section 37A(7) and 37(A)(8). 

14.3. Furthermore, we would recommend that the provisions of section 37A(8) allowing the Commissioner to remit any amount of accrued taxable income imposed under this subsection as the Commissioner may think fit be made subject to objection and appeal. 

15. Clause 30 – amendment of section 41

15.1. Clause 30(d) – new proviso, states that the Commissioner “may disregard” business conducted in another country if attributable to a permanent establishment.  Surely this should be “must” as, on what basis would the Commissioner be given a discretion? If the word “may” is to be retained, however, then his decision should be made subject to objection and appeal.  

15.2. In the new item (cc) inserted by clause 30(e), it would appear that the amendment virtually renders the definition of foreign financial instrument holding company to be a nullity.  With this amendment, the proviso states that there must be wholly disregarded any financial instrument other than an instrument defined in section 24J(1) with a term of less than 12 months.  Thus all instruments of a longer term, as well as all shares, derivatives, collective investment scheme investments, and so on, will now be wholly disregarded in computing the prescribed proportion. Surely this should read “with a term of more than 12 months”?
16. Clause 37 – insertion of Part IIA in Chapter III
16.1 We would like to acknowledge the significant effort undertaken in evaluating the various submissions made with regard to this contentious section of the legislation which is near and dear to the hearts of all taxpayers in our country.  We acknowledge the need to counteract transactions entered into solely or mainly to obtain a tax benefit without any commercial substance. 

16.2 Whilst we view the revised proposals as a huge improvement on the original proposals, our overriding criticism of the revised legislation is that it is still too wide-reaching. We envisage that this will result in too many legitimate business transactions being unjustly subject to an attack by SARS in terms of the General Anti-Avoidance Rule (GAAR) unless extreme caution is exercised in the course of carrying out such measures to avoid the effect that such legislation may have on legitimate business transactions. 

16.3 The following simple example is illustrative: If a taxpayer with surplus cash to invest chooses to invest those funds in an interest-bearing account, the interest will be subject to income tax. This would result in the after-tax return being reduced by the tax payable. In order to increase the after tax-return, the taxpayer chooses to invest in preference shares which yield tax-exempt dividends.  There can be no doubt in this situation that the taxpayer has chosen to invest in preference shares over an interest-bearing deposit to reduce the tax liability on its return. If the proposed legislation is applied to the above, one is left with the following results: 

16.3.1 The transaction has a tax benefit in that the taxpayer has reduced the tax liability that it otherwise would have suffered had it invested in an interest-bearing deposit.
16.3.2 On the basis of the above, the transaction is defined as an avoidance arrangement.

16.3.3 The sole or main purpose of investing in preference shares was to reduce the tax liability when compared to a conventional interest-bearing investment. This means that the next requirement of sole or main purpose is satisfied.

16.3.4 Whilst this transaction has not created any rights or obligations not normally created between persons dealing at arm’s length, the new requirement in the alternative would be satisfied i.e. this transaction would frustrate the purpose of any provision of the Act in that this transaction circumvents the taxing provisions with regard to interest.

16.3.5 The end result is that the Commissioner is permitted to tax the dividends, for which the legislation specifically provides an exemption, as interest in terms of the powers granted to the Commissioner in terms of the proposed section 80B. 

16.4 We respectfully submit that it cannot be the intention of Parliament to tax a transaction in a manner other than as specifically provided for in terms of the Act merely because the alternative transaction chosen by the taxpayer has the result of yielding less tax to the fiscus.  There are many other such legitimate commercial transactions that would fall foul of the proposed anti-avoidance legislation. 
16.5 The reach of the new proposals goes wider than applying to the Act itself.  Section 103 can apply only where the effect is to avoid, postpone or reduce any tax under the Act, as long as inter alia the sole or main purpose was to avoid, etc, any tax imposed under any Act administered by the Commissioner.  But here, because of the way that the terms “tax” and “tax benefit” have been defined, it is clear from the opening words of section 80A that Part IIA can be applied even where the effect is on some other tax.  It is true that section 80B(1) would appear to limit the Commissioner's ability to determine the tax consequences under the Act, but the limitation should be in the definition section (section 80A or 80L) and not in the remedy section (section 80B).

16.6 Section 80A

16.6.1 Section 80A(c)(ii) states that an arrangement that would “frustrate the purpose of any provision of the Income Tax Act” may qualify as an impermissible avoidance arrangement.
16.6.2 The many provisions of the Act should stand on their own and should be competent to provide any remedy necessary for their frustration in their own right. The weaknesses and faults of the provisions of the Act should not be remedied by tacking the result of their failures into a “catch-all” provision in the GAAR. Furthermore, it is not always possible to determine the purpose of any particular provision outside the wording as set out in that provision.
16.6.3 The old terminology, “having regard to the circumstances under which the transaction ... was carried out ...” has been replaced by “in any context” followed by the arm’s length rule of a purpose rule. While the arm’s length requirement is international best practice and effectively creates a domestic transfer pricing requirement, which is to be welcomed, the purpose test is foreign to South African law as it is not yet a generally-accepted method which the courts use to interpret legislation. This new purpose test creates uncertainty and opens the way for the courts to create taxing provisions. This purpose test should therefore not be a separate test but should rather be the legislated method of interpreting legislation for purposes of section 80A which the courts are bound to use.
16.7 Section 80B

16.7.1 We are extremely concerned about the powers that may be imparted to the Commissioner through the provisions of section 80B, notably the ability of the Commissioner to “recharacterise” steps or parts of an “impermissible avoidance arrangement”. In effect, this empowers the Commissioner to change any transaction from its existing components or format into some other component or format. Thus, it is conceivable that, for example, dividend-bearing shares may be recharacterised as interest-bearing debt. In the Conhage case (CIR v Conhage (Pty) Ltd 61 SATC 391), the court specifically stated in its defence of the taxpayer’s position that although a sale and leaseback comprised an agreement of sale as well as an agreement of lease, it had to be treated as such and not as one composite transaction. (The Commissioner had contended that the substance of the agreements was that the taxpayer had merely “borrowed” the purchase price from the lessor, the agreements of sale and leaseback being merely the outward form of the arrangement.) It now appears that the taxpayer will be exposed to the ability of the Commissioner to recharacterise an arrangement exactly as he sees fit, even though this may not be in accordance with the taxpayer’s, or even possibly a court of law’s, view of the arrangement. There is concern that the Commissioner could use such a powerful tool in a manner abusive of the taxpayer’s right to set up a transaction in good faith in one way, only to have the Commissioner recharacterise such a transaction according to his view. This may be the case even though there may be legal grounds for the taxpayer’s view of the transaction and its components.
16.7.2 It is surely completely unsatisfactory to give the Commissioner the power to override the independent legal status of independent statutory entities. The powers granted to the Commissioner under this section should be limited to transactions between connected persons.

16.7.3 While the use of the word “combining” in section 80B(1)(a) can be given some meaning, we have difficulty with the use of that word in section 80B(1)(b) and in section 80F(b).  It is difficult to conceive how two different parties (e.g. two companies, or a trust and a company) can be combined.  Better wording might be to say that they will be treated as one and the same person.

16.7.4 In section 80B(1)(c) we would submit that simply referring to connected persons could extend the effect of the provision beyond its intended reach, simply because the definition of “connected person” is so wide.  For example, an individual might be one of ten discretionary beneficiaries in a trust, which trust holds 20% of a company.  That discretionary beneficiary would be a connected person in relation to that company, but to treat that individual and the company as a single person intuitively seems to be going too far.  We would submit that the definition should be narrowed down for this purpose, for example, it would most certainly include a holding company and its subsidiaries, and fellow subsidiaries of each other, as well as other situations, but it should not go as far as simply being a connected person as defined.

16.7.5 Sub-sections 80B(1)(d) and (e) again place very powerful weapons in the Commissioner’s hands. The ability to recharacterise and reallocate amounts could conceivably lead to abuse. A taxpayer who has genuinely received a capital receipt may find it being taxed as a trading receipt, should the Commissioner choose to “recharacterise” the amount.
16.7.6 It is not clear when section 80B may be applied and thus there is concern that the Commissioner may use the provision inappropriately and exploitatively of the taxpayer’s rights in the determination of the tax consequences of an impermissible avoidance arrangement.
16.7.7 Section 80B(2) states that “the Commissioner “may” make appropriate compensating adjustments … to ensure the consistent treatment of all parties …”.  We suggest that the word “may” be amended to read “must” to ensure that the Commissioner is not given a choice as to whether he wishes to make such compensating adjustments or not. We would prefer that the Commissioner be obligated to make the necessary adjustments provided these adjustments are motivated to the satisfaction of the Commissioner by the relevant parties to the arrangement.
16.8 Section 80C

16.8.1 Section 80C(1) uses some colloquial and vague terms which, we would submit, need to be defined, or expressions must be used which have greater precision.
· What is meant by “substantial effect”? 

· Reference is made to “business or commercial risks”.  Is there a difference between the two?

· What does “net cash flows” mean?  This is a very loose accounting term and can have different meanings in different circumstances.

· What is intended by the use of the expression “beneficial ownership”?  This does have a technical legal meaning.  For example, in a nominee arrangement, the nominee is the legal owner but the person for whom the nominee holds the shares, for example, is the beneficial owner.  It might also be extended to a beneficiary of a trust where the trustees own the assets as legal owners but control them for the benefit of the beneficiaries as beneficial owners.  But we doubt it would extent to the situation where one might say that a person, who holds all the shares in a company whose sole asset is immovable property, has beneficial ownership of that immovable property – in that case the company has such beneficial ownership.  A definition of the term should be inserted for purposes of Section 80C or in section 1 of the Act.
· Clarification should be provided as to what constitutes a “significant effect”. 

16.8.2 With respect, this provision is so wide as to affect almost every transaction of an enterprise. For example, if an entity with turnover of R10million and assets of R100million buys a building for R2million this transaction appears to lack commercial substance as it does not have a substantial effect on either the business or commercial risk of the entity or its net cash flow. Taken further, if the same business buys a box of paper clips for R1 this appears to meet the requirement of a lack of commercial substance. The size of transaction is not a reliable indicator of lack of commercial substance. The section is also unsatisfactorily vague as there is no indicator of what is substantial.
16.8.3 Section 80C(2)(a) to (c) refers to characteristics of an avoidance arrangement which are indicative of a lack of commercial substance but states that whilst including these, it is not limited to these characteristics. Again, the taxpayer is left to imagine an unlimited list of potential triggers for GAAR. The introductory commentary states that the original abnormality factors were reduced from eleven to five, focusing on those indicative of a lack of commercial substance, as, inter alia, commentators had pointed out that the number of factors was a source of additional complexity. Now however, we have a situation where the number of factors has been reduced, but the replacement provision brings with it the uncertainty that the current list is by no means exhaustive. This leads to uncertainty for the taxpayer.
16.8.4 Subsection 80C(2)(a) lists one characteristic of a “lack of commercial substance” as being where “the legal or economic effect resulting from the avoidance arrangement as a whole that is inconsistent with, or differs significantly from, the legal form of its individual steps”.  A simple example is where one leases assets, the legal form being that the asset remains owned by the lessor and the lessee merely pays the lease payments for the use of the asset. The accounting convention regards such a lease on an economic substance basis as being “acquired” by the lessee and requires such asset to be capitalised on the balance sheet of the lessee as the lessee’s asset. Does this mean that for taxpayers who lease assets and thus capitalise such assets onto their balance sheets, they will be denied the deduction of the lease payments and also not be allowed any capital allowance on the asset because one of the requirements for the claiming of such an allowance is that the asset must be owned by the taxpayer. This would mean that the lessee would not obtain any tax allowance or deduction for amounts actually expended by the lessee for business purposes merely because the economic effect differs from the legal form.  Surely this cannot be the intention of the legislature? 
16.8.5 Section 80C(2)(b) refers to the presence of “round-trip financing”, the inclusion of an accommodating or tax-indifferent party or offsetting elements as indicative of a lack of commercial substance. Again, this casts a very wide net that may taint perfectly legitimate transactions as impermissible avoidance arrangements.
16.8.6 The last indicative factor set out in section 80C(2)(c) deals with where there is an “inconsistent characterisation of the avoidance arrangement for tax purposes by the parties.” With the greatest respect, we cannot help but stress that in our tax system there is no symmetry in that if an amount is treated as capital expenditure in the hands of the taxpayer outlaying such amount, the receipt by the other taxpayer is not automatically of a capital nature.  The circumstances and facts relating to each taxpayer determine the nature of the deduction or receipt or accrual to such taxpayer. Take the simple situation where a taxpayer as a property developer sells fixed property: the proceeds are clearly of a revenue nature and subject to income tax. The purchaser acquires the property as a capital asset from which to conduct its business and thus does not get a tax deduction for the cost of the property, save for some minor exceptions relating to tax allowances.
16.8.7 An inconsistent characterisation of the avoidance arrangement for tax purposes by the parties also needs greater clarity. Certainly the accounting treatment has moved significantly ahead of the tax treatment in South Africa by recognising the commercial substance of a transaction whereas tax treatment follows the legal form. Secondly, the party to a transaction is not generally aware of how the transaction is treated in the counterparty’s hands for tax purposes and thus is not likely to be aware that a transaction contravenes this provision. Thirdly, such inconsistent characterisation often arises in accordance with a specific provision of tax law, for example, section 9B or section 24J. Rather than an indicator of lack of commercial substance this is a function of specific tax law. This provision is therefore inappropriate.
16.9 Section 80D

16.9.1 The introductory commentary refers to the complaints of a number of commentators relating to the abnormality factor “circular flows of cash or assets”. In response, the revised proposals now refer to “round-trip financing”. We are not convinced that this resolves the problems originally raised with regard to “circular flows of cash or assets”. 
16.9.2 Section 80D leaves itself open to the same criticism of being overly-broad by stating in section 80D(1) that round-trip financing “includes” any arrangement, as described in sub-sections (a) to (b). This implies that arrangements, other than those answering to the description in section 80D(1)(a) and (b), could be targeted as round-trip financing. Again, this results in uncertainty for the taxpayer.
16.9.3 The definition of “avoidance arrangement” read together with this section is so broad that any loan and subsequent repayment thereof appear to fall within this section. This is exacerbated by section 80D(2)(b) and (c) which ignore the timing and sequence or manner in which round–tripping occurs.

16.9.4 In section 80D(3), again, the term “cash equivalents” is a loose accounting term which requires definition in this context.  
16.10 Section 80E

16.10.1 In the opening words to section 80E(1) the word “party” must be added after the expression “tax-indifferent”.

16.10.2 The reference in section 80E(1)(a)(ii) to amounts which may be substantially offset either by an expenditure or loss in connection with the avoidance arrangement or an assessed loss of that party, whilst acknowledged that it is meant to target specific avoidance arrangements, could equally describe perfectly normal transactions. Any sale of goods for profit “substantially offsets” the expenditure incurred in the form of the related trading stock purchase. It is again possible that such a provision could be exploited by the Commissioner at the taxpayer’s expense.
16.10.3 For example, assume that a wholesaler buys a case of oranges for on-sale to a retailer. This could be construed to be an avoidance arrangement as it results in a tax benefit (deduction of the cost of oranges). It also appears to fall within section 80E(1)(a)(ii) as any income will be substantially offset by any expenditure in connection with such arrangement. Again, this provision is far too wide and appears to deem parties to be accommodating or tax indifferent merely by way of entering into most ordinary or day to day legitimate commercial transactions.

16.10.4 In section 80E(1)(b)(i), the reference to an amount being “shifted” to another party is colloquial and not legally possible.  For example, if a company receives gross income and pays an expense to what is supposed to be an accommodating or tax-indifferent party, it cannot be said, as a matter of law, that the company has shifted the gross income.  That gross income remains intact.  It has been offset by a deductible payment, but it has not been shifted.

16.10.5 The use of the word “converted” in section 80E(1)(b)(ii) is a colloquialism which one uses loosely in conversation, but cannot really find a place in legislation.  The fact is that it is not possible to convert revenue to capital.  It is true that one can sometimes do this in an economic sense.  For example, one might have less than 20% in a foreign company which operated and which has disposed of all of its assets and now has only cash.  If a dividend were to be declared the dividend would be taxable as income, but if the shares are sold the gain is a capital gain.  One thus speaks of converting revenue to capital by selling the shares rather than declaring a dividend.  But one cannot include such a colloquialism or loose use of a word in legislation which has to be interpreted by the courts.

16.10.6 The reference in section 80E(3) to a business establishment (now obsolete), as defined in section 9D(1) should be removed and replaced with the concept of a foreign business establishment in line with the proposed amendments to section 9D.
16.10.7 Section 80E(4) refers to “the amount of tax imposed by another country”. This implies that in order for the provisions of section 80E not to apply, the amount in question must not only be subject to tax in another country at a rate of at least two-thirds the amount of normal tax which would have been payable had the amount been subject to tax under the Act, but it must actually have been taxed. This is contrary to our understanding of the normal application of international double tax treaties. The OECD model tax convention is based on the allocation of taxing rights between the participating countries but there is no requirement that, having allocated the taxing rights, the country ought to exact tax on the amount concerned. The wording of this provision should therefore refer to the amount of tax that “may” or “could” be imposed by the other country, rather than that which is in fact imposed.
16.10.8 In addition, section 80E(4) makes it clear that the amount of tax imposed by another country must be determined after taking into account any assessed loss, credit, rebate or other right of recovery to which that party or any connected person in relation to that party may be entitled. What is less clear is where a double tax agreement applies to exempt income, for example. Should the provision therefore not include a statement such as contained in the proposed section 9D(10) i.e. after taking into account any applicable agreements for the prevention of double taxation?
16.11 Section 80F

16.11.1 One can make a rather cynical observation in relation to section 80F(a), in terms of which the Commissioner may treat connected persons as a single person, in that the SARS has now been granted, in the relevant circumstances, the power to override the advantages to be gained by having separate taxpayers in a group, without giving away any of the disadvantages to the fiscus of group taxation.  If this new Part IIA is seen as part of tax reform, and the advantages of separate taxpayers in a group is, to this extent, being removed, then it behoves the fiscus, as a matter of some urgency, to introduce group taxation. 
16.11.2 Section 80F(b) is far too broad, noting the extremely wide definition of accommodating or tax indifferent party. This provision gives the Commissioner the power to override every other provision of the Act and surely cannot be the intention of the legislature. The powers contained herein should surely be limited to connected parties.

16.12 Section 80G

16.12.1 Section 80G(1) refers in the second and third lines to “that party”.  Which party?  Possibly there needs to be added after the words “carried out” the words “by a party”.  

16.12.2 Section 80G(2) appears to go so far as to require a taxpayer to enter into a transaction in the most tax inefficient manner. For example, if a taxpayer wishes to borrow money and the most efficient manner of doing so is through a sale and leaseback there should be no compulsion on the taxpayer to use the less efficient manner. However, the purpose of the lease may be to obtain a tax deduction and thus this transaction could fall foul of the anti-avoidance provision. This section should be redrafted such that it recognises the right of the taxpayer to structure his affairs in the most efficient manner, provided that his overriding purpose is not a tax one. With respect, it appears that the drafts-person has lost sight of the very important fact that businesses are in existence first and foremost to make profits.
16.12.3 The “presumption of purpose” provision in section 80G omits the requirement that the avoidance arrangement first be proved to result in the avoidance or postponement of liability for payment of tax. The effect of the omission is that the Commissioner could presume a purpose of obtaining a tax benefit in any arrangement, even where no tax liability is necessarily being avoided or postponed. This could result in the taxpayer incurring unnecessary costs in defending an attack in terms of the GAAR, even where no tax liability has proved to be avoided or postponed.
16.13 Section 80J
16.13.1 In section 80J(2) the taxpayer is given 30 days to submit reasons to the Commissioner. 

16.13.2 It should be clarified whether this refers to calendar days or days as defined in section 83(23) of the Act.
16.13.3 There is no provision for an extension of such 30 day period. It is usual in circumstances such as these to include words such as “or within such further period as the Commissioner may allow” in order to cater for specific situations where the deadline cannot be met.We urge that this 30 day period be extended to at least 90 days as, given the complexity of this legislation, the taxpayer would have to seek professional assistance in formulating its response to SARS.  This request must also be considered in light of the fact that there is no corresponding time deadline for the Commissioner to respond to the submission made by the taxpayer and the Commissioner may automatically issue an assessment if he is not satisfied with the reasons furnished by the taxpayer. Taxation is becoming more complex each year and this requires specialist skills for interpretation and application and in this context the 30 day period is grossly inadequate. 
16.14 Section 80L

16.14.1 Definition of “arrangement”: How can an understanding that is not enforceable constitute an arrangement? Is this an attempt to codify existing case law regarding simulated transactions? As we understand it, the courts will not give effect to transactions of this nature (refer Zandberg v Van Zyl 1910 AD 302; CCE v Randles Brothers & Hudson Ltd 1941 AD 36). 

16.14.2 An opinion has already been received by a practitioner that, in terms of the proposed provisions, delaying a decision to sell an asset till a future date gives rise to a tax benefit as it amounts to a postponement of a liability for tax. This is clearly ludicrous and the definition of tax benefit needs to be suitably limited.

16.14.3 In the closing words to the definition of “party” in section 80L, reference is made to a party who “participates or takes part” in an arrangement.  It is not clear as to what the difference is between “participates” and “takes part”?  
16.14.4 The definitions form part of subsection (1) of section 80L, but there is no subsection (2).
16.15 Effective date

16.15.1 Neither the discussion document nor the Bill specifies the date from which section 103(1) will no longer apply and the new Part IIA will commence applying.  The way the provisions are drafted in the draft Bill indicates that the new provisions apply from the commencement of years of assessment ending on or after 1 January 2007, which will make them retroactive.
16.15.2 We would suggest that the new provisions will apply (and section 103(1) will cease to apply) in respect of any arrangement concluded or entered into on and after a specific date (e.g. date of promulgation of the Revenue Laws Amendment Act, 2006).  But then it is also necessary to state that the expression “concluded or entered into” includes, but is not limited to, the situation where an agreement embodying the arrangement has been formally and finally signed by all the parties thereto before that date.  It is very important that signature of an agreement is not the only way in which an arrangement can be shown to have been concluded or entered into before the effective date, and oral arrangements must be respected.  It is just that if there is an agreement which has formally and finally been signed, there can be no further debate as to whether or not it was concluded or entered into.

17. Clause 38 – insertion of Part IIB in Chapter III
17.1. Section 80M(1)(a)
The requirement that a tax benefit can be “assumed to be delivered” has absurd implications. Even if no tax benefit is ever derived, an arrangement can still be a reportable arrangement, with the result that all arrangements will be reported “just in case” and due to the high volume will prescribe long before SARS has a chance to look at them.
17.2. Section 80M(1)(b)
17.2.1. The new section 80M(1)(b) is totally unreasonable.  If one considers paragraphs (a), (c), (d) and (e), it will be seen that the tests are all (substantially) objectively determinable, i.e. there are provisions in terms of which the calculation of interest is dependent upon tax assumptions, there is a difference between GAAP and tax treatment, there is no reasonable expectation of pre‑tax profit or the expectation is less than the tax benefit.  But paragraph (b) requires a subjective determination of the indicia in section 80C(2). 

17.2.2. Moreover, whether the indicia in section 80C(2) are present or not is a question of perception and interpretation in many respects.  A taxpayer may bona fide take the view that the legal or economic effect is not inconsistent with or different from the legal form of the individual steps, but this may be something that a court must decide on.  Likewise, it is a question of interpretation whether there is round-trip financing or whether a tax indifferent party has been involved.  Similarly, a court would decide whether there are offsetting or cancelling elements without a significant change in the economic position. 

17.2.3. Yet here the provision is requiring the taxpayer to make its own assessment of an issue which should properly be decided by the courts.  And if it does so, it is essentially admitting that the transaction has no commercial substance, which, in a certain sense, is requiring the taxpayer to be a witness against itself.  And if the taxpayer fails to report, it can be liable for a fine of R1million, subject to the Commissioner’s discretion (which has not been made subject to objection and appeal). 
17.2.4. Whether or not the indicia in section 80C(2) are present is for the Commissioner to allege, not for the taxpayer to admit on a voluntary basis. 

17.3. Section 80N
17.3.1. It is far too broad to define as an excluded arrangement in section 80N(1)(a)(i) and (ii) that there must be a “determinable future date”.  Many loans are granted on the basis of the loans being repayable on demand or even on a specific notice period.  Even though the creditor may demand repayment subject, say, to 3 months notice, it cannot be said that it is repayable at a determinable future date.  That date becomes determinable only when notice is given (and if the loan is on demand, only when demand is made).  In other cases, particularly in a group situation, the loan will be repayable subject to mutual agreement, and failing agreement a third party will make a determination.  Again the repayment date is not determinable.  Consequently very many vanilla loans will not be excluded. 

17.3.2. Coupled with this, section 80N(3) is also too broad by removing the exclusion.  Take the example of a foreign investor who invests R10 million in a South African subsidiary, R2,5 million as share capital and R7,5 million as loan capital bearing interest.  The main reason for investing by way of loan rather than share capital is to facilitate interest payable, which allows for a shift of profits on a pre‑tax basis.  As long as the 3:1 debt toequity ratio is maintained and the interest rate is within the safe harbour, SARS has no complaint.  Nevertheless, the loan will have to be reported.  While, in relation to sub‑section (3)(a) it could be argued that the main purpose of the loan was not to obtain or enhance a tax benefit, but rather to fund the subsidiary, it becomes much more difficult to argue, in respect of sub‑section (3)(b), that the specific manner or form of the loan was not to enhance a tax benefit.  Given that the subsidiary required long‑term capital, the loan would have been chosen, in all likelihood, mainly for tax reasons.  Thus the loan itself will be perfectly acceptable, but has to be reported.  

17.4. The way section 80M(1) and the definition of “participant” in section 80T reads, it is very difficult to determine what is a reportable arrangement because the definition is circular.  In essence, section 80M(1) provides that an arrangement is a reportable arrangement if a tax benefit will be derived by a participant.  But a participant is defined as a company or trust which derives a tax benefit by virtue of a reportable arrangement.  So how do we know who a participant is until we know what the reportable arrangement is?  And how do we know what a reportable arrangement is until we know who the participant is?
17.5. Similarly, the term “tax benefit” is defined in section 80T as including the avoidance of tax of any participant.  But the definition of “participant” is a company or trust that derives a tax benefit.  So to be a participant there must be a tax benefit, but to have a tax benefit it must be of a participant.  

17.6. In paragraph (b) of the definition of “participant” in section 80T, bearing in mind that the expressions “tax benefit” and “financial benefit” are defined terms, the words “tax or financial benefit” should rather read “tax benefit or financial benefit”.  

18. Clause 39 – amendment to section 88
18.1. The proposed amendment to section 88(1), providing that payment is not suspended by an objection, is extremely prejudicial and inequitable to the taxpayer having regard to the way our tax system is administered.  While it is accepted that the “pay now argue later” rule is part of our law, the way our law is administered, extending the rule in this manner ignores the prejudice that can be caused to taxpayers by the lack of resources in SARS.  
18.2. The amendment now makes it obligatory for taxpayers to make payment of any taxes assessed notwithstanding that the taxpayer may object to such assessment.  This has the potential for a highly dangerous situation in that if SARS makes an error on an assessment (which it often does, for example, capturing a loss as a profit), the taxpayer would now be under a legal obligation to effect payment notwithstanding that such assessment would be revised.  The potential danger is that the taxpayer may have to borrow funds or liquidate assets to pay a tax liability which is not an actual liability.  Receiving interest on a subsequent refund is no compensation in such circumstances given that any interest incurred on borrowings to pay such tax is not deductible for income tax whilst the interest paid by SARS on refunds is fully taxable. 
18.3. The scheme of the Act is that an assessment has to be issued to each taxpayer in respect of each income tax return lodged.  The courts have held that an assessment is a mental process (obviously by a human being) whereby the official considers the information that is given to him or her in the return and determines the taxable income and the tax liability.  

18.4. But, in practice, we know and it has been accepted by SARS that this does not happen (or happens very rarely).  In practice all the information in the tax return is simply captured onto the computer by data capture clerks and the computer automatically prints and issues assessments.  To the extent that the data capture clerks do apply a mental process, this could never be the mental process envisaged by the courts.  

18.5. At some point it is possible that certain tax returns will be audited, and only then will a mental process, as contemplated by the courts, be applied for the first time.  If there has been a full and proper tax audit, with exchanges of correspondence and meetings and the like, followed by an assessment, it could be possible (though subject to what is stated below) that one can justify an argument that payment should not be suspended by any objection, given that the issues have been fully aired and traversed by both sides prior to the re‑assessment.
18.6. But in the absence of any such mental process being applied, there could well be and there are regularly errors giving rise to an overstated tax liability, which must be corrected by means of lodging an objection.  On what possible basis can SARS conceivably expect to be paid in respect of a clerical error, pending that error being sorted out at a later stage?  Moreover, given the lack of resources which still prevail within SARS in most branch offices, it can still take up to 6 months for such an objection to be dealt with.  

18.7. And even if various issues have been fully aired with the auditor who then raises an assessment, it is possible that, despite the exchanges of correspondence, the particular assessor did not understand the facts properly, or even more likely, may have misconstrued a point of law.  When an objection is lodged, the matter is supposedly looked at by another SARS official who is more senior or experienced, and it may well happen that the other official, reviewing the objection, agrees with the taxpayer.  This, too, can take several months.  Yet the taxpayer is being obliged to pay because the auditor initially may have been ignorant on a point of law which was only corrected when his or her senior confirmed that the taxpayer's view was correct. 
18.8. We can certainly understand why payment should not be suspended by an appeal, because prior to appeal being lodged there would have been significant interaction by the taxpayer with more than one SARS official.  But to put the taxpayer in a position where the tax must be paid when objection is lodged, when only one official has been dealt with (or maybe even no official has applied his or her mind to the issue), is grossly inequitable and unreasonable.  It might be different if every tax return was comprehensively and speedily examined by highly skilled tax assessors.  But given that this is not the case, and is never likely to be the case, the amendment is simply unacceptable. 

18.9. We strongly suggest that a subsection be inserted to grant the Commissioner the discretion to extend the date for payment or delay payment entirely where the Commissioner is satisfied the taxes may not be payable. At the moment one is entirely at the mercy of the Commissioner to agree to a deferment of payment without any support in law. It is imperative that this discretion be codified in law and be made subject to objection and appeal to avoid the grave situation of taxpayers having to dispose of assets to pay taxes that are not factually owing. 
18.10. It is also important that the fiscus does not merely collect taxes knowing full well that the amounts are not due to the fiscus and will be refunded.  This fact must be taken into account bearing in mind that there is no statutory time limitation within which the Commissioner must make any such refunds.  In practice, the taxpayer could be faced with the situation of paying the taxes and waiting a year or years before receiving the refund without any right of recourse other than interest. Taxes overpaid have a greater multiplying effect in the economy when used by business as opposed to being held by SARS.

18.11. There is also an inconsistency in relation to section 79A of the Act.  One could use that section to deal with a problem simply by writing a letter, and yet section 88(1) would, prima facie now require that payment be made before that letter is dealt with. 

19. Clause 40 – amendment of section 102
The delaying of a refund to a taxpayer because of outstanding returns should take into account any extension of time that has been granted to the taxpayer by SARS. For example, if a taxpayer has not lodged a return but has an extension of time to submit such return by a future date, any refund of taxes overpaid should not be suspended until the return is lodged. 

20. Clause 41 – amendment of section 103

There is no effective date for the deletion of subsections (1) and (3). The effective date of the deletion cannot be made with effect from the date of the promulgation of the amending legislation as these sections should still be available to the Commissioner in respect of transactions entered into prior to the effective date of sections 80A to 80L, even in the future, when the Commissioner becomes aware of such transactions. 

21. Clause 42 – amendment of paragraph 5 of the Second Schedule
Although the proposed amendment is welcomed, a total revision of the Second Schedule to the Income Tax Act is still long overdue. 
22. Clause 44 – amendment of paragraph 1 of the Fourth Schedule

22.1. In clauses 44(b) and (e), the deletion of paragraph (c) of the definition of “personal services company” is greatly welcomed as the criterion of regular payments created a presumption which was often impractical and not reflective of the true factual situation.  

22.2. Having gone this far, surely paragraph (ii)(bb) of the definition of “remuneration” in paragraph 1 of the Fourth Schedule, which contains the exact wording in relation to an individual in determining whether he or she is an independent contractor, should be deleted?  There is no basis upon which a small business operated through a company or trust should be given a greater impetus or advantage by this change than a small business operated as a sole trader. 

22.3. Clauses 44(c) and (f): refer comment on clause 17(d) above. 
23. Clause 45 – amendment of paragraph 2 of the Fourth Schedule 
23.1. The amendments relating to personal services companies and trust are welcomed.
23.2. The new sub‑paragraph 2(1A) deals with either a personal service company or a personal service trust, depending upon the facts in the particular case.  It is therefore incorrect to require that the affidavit states that “those paragraphs do not apply”.  Rather it should state that “the relevant paragraph does not apply”. 
23.3.  It is believed that the word “employer” should not be used in sub-paragraph 2(1A).  If the personal service company or trust meets the requirements, it will no longer be an employee for purposes of the Fourth Schedule and the person that the affidavit must then be given to will not be an employer. 
23.4. We are concerned that the “good faith” requirement will be difficult to apply in practice, that is, it will be difficult to determine if an employer relied on a declaration of a company or trust in good faith or not. . We suggest that the “good faith” requirement be removed to make it possible for an employer to rely on a declaration from a company or trust that they are not personal service entities. The onus should be on the relevant company or trust making the declaration to determine if they are a personal service company or trust or alternatively, in our view more correctly, the onus should be on SARS as the administrator of the taxation statutes. 
24. Clause 46 – amendment of paragraph 11 of the Fourth Schedule 
24.1. Although the amendment is welcomed insofar as it provides some scope for relief, the continued deduction of withholding tax at 34% in respect of payments to personal service companies and personal service trusts is unjustified. While this is now subject to allowing the Commissioner, on application, to direct a lower amount be deducted this provision continues to be a significant inhibitor of entrepreneurial activity within our economy.
24.2. That being said, however, there seem to be words missing at the end of the inserted words, because the new sub‑paragraph (a) as amended simply makes no sense. 

25. Clause 47 – amendment of paragraph 20 of the Eighth Schedule
25.1. The proposed amendment dealing with foreign exchange gains or losses reducing or increasing expenditure does not cater for the situation where such foreign exchange gain or loss is not included in or deducted from income of one company which suffers such foreign exchange loss or derives such foreign exchange gain as a result of a group company acquiring equity shares in a another company (see the proposed section 24I(11A)).  The result is that the group company that acquired the asset will not have suffered any such foreign exchange loss or derived a foreign exchange gain but such gain or loss would be in the other group company which did not acquire the equity shares. We also point out that in terms of the International Financial Reporting Standards (IFRS), where a company takes out foreign exchange cover for an asset or liability of a group company, such company taking out the foreign exchange cover is required to account for any profit of loss on such foreign exchange contract in its own (company) income statement as such foreign exchange item is not a hedge. This means that the proposed amendment will not have any effect of not taxing any such gain.  The amount will not appear in the group financial statements but we do not have group taxation and hence the group financial statements are irrelevant to SARS as there is no taxpayer being a group of companies.
25.2. The proposed section may need to be amended to include a reference to the amount as determined by any group company in terms of section 24I(11A) of the Act.
26. Clause 40 – amendment of paragraph 29 of the Eighth Schedule

The amendment granting the Commissioner the discretion to extend the date of submission of a valuation is most welcomed.
27. Clause 59 – amendment of paragraph 67 of the Eighth Schedule

At paragraph 67(2)(a), the newly inserted words “by ab intestato or testamentary succession” seem incorrect.  We doubt it is correct to refer to acquisition by ab intestato.  Rather the words should read “acquired by that surviving spouse ab intestato or by testamentary succession”.  

28. Clause 65 – insertion of Schedule 10

28.1. Thin capitalisation
Paragraph 6(2) refers to a “… any share outstanding…”.  This concept is not familiar in South Africa and should be replaced with appropriate wording such as “…any share issued…”. 

28.2. Disposal of oil and gas right
Paragraph 7(3)(a) makes reference to paragraph 6(1) and 6(2) of the Tenth Schedule. Should this reference not be to paragraphs 5(1) and 5(2) dealing with deductions? The same concern applies to paragraph 7(3)(b). 
VALUE-ADDED TAX ACT NO. 89 OF 1991 (the VAT Act)
29. Clause 108 – amendment of section 8
29.1. The term “an IDZ operator” should be defined in the Act.
29.2. Three months is too short a period for the refund of payments. We suggest that it should preferably be six months. 
30. Clause 117 – amendment of section 22
It is believed that the removal of the reference to 12 months in paragraph (b) may lead to a double accounting for the adjustment.  For example, if the creditor was not paid within the 12 months and is then liquidated, the vendor will have to account for the adjustment again.  The solution is to add a proviso that states that the section does not apply to the extent that an adjustment was required in terms of another section. 
31. Clause 119 – insertion of section 41A

31.1. We understand the need to revoke the VAT rulings issued prior to 1 January 2007, but we do not accept that all such rulings issued prior to 1 January 2007 have no force and effect.  There will clearly be a period within which the taxpayer will then be left with no rulings as it is wholly inconceivable that the Commissioner will be able to issue written rulings to all taxpayers covering the rulings previously issued in terms of section 41 of the Value-Added Tax Act. 

31.2. We suggest that the existing rulings be valid until the earlier of the date of any new rulings issued to the taxpayer on the same matter and 31 December 2007, which means that the Commissioner will have until 31 December 2007 to cope with the demand for the issue of VAT rulings relating to matters on which rulings have already been issued under the old provisions. 

32. Clause 121 – amendment of section 41B
32.1. Section 41B(3):  With respect, we do not agree with the decision not to publish VAT rulings issued under the new Advance Tax Ruling system where the new rulings are the same or substantially similar to the VAT rulings already published. If the existing VAT rulings have no effect in terms of the proposed amendment to section 41, we cannot see how the Commissioner can not publish new rulings and rely on the fact that they are similar to rulings previously published which have no force or effect. 

32.2. We do not see a huge administrative cost or burden in the Commissioner publishing VAT rulings under the new Advance Tax Ruling system. 
33. AMENDMENT REQUIRED TO THE SMALL BUSINESS TAX AMNESTY AND AMENDMENT OF TAXATION LAWS ACT NO. 10 OF 2006
We note that a translation error has been made in the Afrikaans version of the abovementioned Act.  In section 5(1) the word “goedkeuring” should read “aansoek”.  This would be consistent with the English version of the provision. 
Thank you for the opportunity to make this submission to your Committee. We shall be glad to work with both SARS and National Treasury on any matter raised in our submission with a view to ensuring that legislation is both workable and does not adversely affect business in our economy.

Please do not hesitate to contact us should you require further information.

Yours faithfully
J Arendse



       N Nalliah

PROJECT DIRECTOR:  TAX
       CHAIRMAN:  NATIONAL TAX COMMITTEE

The South African Institute of Chartered Accountants
cc.
Ms P Malumane – National Treasury (pearl.malumane@treasury.gov.za)


Ms A Collins – SARS (acollins@sars.gov.za)
APPENDIX

EXECUTIVE SUMMARY

ESTATE DUTY ACT NO. 45 OF 1955

1. Clause 3 – insertion of section 12A and section 12B
1.1. Correction of an oversight.

1.2. Suggested change to wording of this and other similar provisions dealing with appointment of agents.

INCOME TAX ACT NO. 58 OF 1962 (the Act)
2. Clause 4 – amendment to section 1: Sub-paragraphs (b) and (c) - definition of “connected person”

2.1. The current amendment does not address problems that SAICA has raised previously with National Treasury, SARS and the PCoF.
2.2. – 2.11
The anomaly, which arises in Black Economic Empowerment and other transactions, is described, with an illustrative example and a solution is proposed.

3. Clause 5 – amendment of section 3(4)
Not all affected sections have been included in the amendment.

4. Clause 6 – insertion of section 4A
The proposed wording creates an unintended consequence.

5. Clause 8 – amendment of section 8
The concept of “disposal” should be defined in section 1 of the Act. 
6. Clause 10 – amendment of section 8C
Textual change.
7. Clause 12 – amendment of section 9D
7.1. – 7.11 The anti-avoidance provisions of section 9D, while necessary, also hamper legitimate business activities. We set out details of corrections that we suggest should be made to ensure that the unintended consequences are minimised.

7.12 Sub-clause (e) – amendment to section 9D(2A)(c)
A revision to the wording of the proposed amendment is suggested to make it clear that this exclusion applies equally to section 31 adjustments and section 24I exchange differences and not only to interest, rental, royalties or other income. 

7.13 Sub-clause (g) – amendments to sub-items (C) and (D) 

7.13.1 Grammatical change suggested.
7.13.2 The proposed amendment is too strict, especially as there are already both substance and arm’s length tests in place.
7.13.3 Suggested change to recognise that a customer may purchase goods and have them delivered elsewhere, e.g. to the customer of the purchaser for installation, to another supplier of the customer for further processing or to a building site.  
7.14 Sub-clause (o) – amendment to section 9D(10) 

Apart from a small textual change and a general observation on the amendment, we suggest that the wording of the proposed amendment is confusing suggest aspects that should be clarified.
8. Clause 13 – amendment of section 10

8.1. Proposed amendment to section 10(1)(h) of the Act is welcomed but we suggest extending the amendment to the provisions of section 8E of the Act dealing with hybrid equity instruments. 

8.2. We suggest incorporating a similar definition in all tax treaties. 

8.3. Clause 13(1)(k)
The proposed section 10(1)(cO) is unnecessarily punitive and places an unnecessary and costly burden on clubs.

If the gross receipts and accruals from other sources exceed R20 000 in any year of assessment, the full amount of receipts and accruals are taxed and not just that portion of the amount as exceeds R20 000.  
We suggest that the tax treatment of PBOs could be adapted to apply to recreational clubs. 

8.4. Clause 13(1)(p) 

8.4.1. The limits of R60 000 and R2 000 should be reviewed. 
8.4.2. It should be clarified whether the exemption is lost retrospectively if the employee does not reimburse the employer.  
9. Clause 15 – amendment of section 11B
Small textual change to the proposed wording. 

10. Clause 16 – insertion of section 11D
10.1. It is unfair to require that expenditure be incurred directly on research. Expenditure incurred exclusively in support of the research effort should also qualify. 
10.2. Clarity is needed on the types of assets that will qualify for the allowance. 
10.3. Proviso to sub-section (2): Clarity is needed on the basis of apportionment 
10.4. A pragmatic approach should be taken regarding buildings used by the research department. 
10.5. “Market research” should qualify for some tax relief.

10.6. The limit on deductions where Government grant have been received is unfair and should be reviewed. 
10.7. Sub-section (5): The concept of “beneficial ownership” is unknown in South African law. 
10.8. Research carried on outside South Africa should be recognized where it gives rise to taxable income.
10.9. Section 9D should royalty income flowing from an “active” offshore research and development operation.

10.10. The effective date must be clarified. 

11. Clause 17 – amendment of section 12E

11.1. Clause 17(a): recent changes to the Close Corporations Act should be addressed in the Income Tax Act. 
11.2. Clause 17(d): the requirement for “three or more” employees remains prejudicial to small, start-up companies. We suggest that this requirement be amended to “at least one full-time employee that is not a connected person in relation to the shareholder of the company”. 

11.3. The Explanatory Memorandum should address the proposed amendment in clause 17(c).
12. Clause 20 – amendment of section 23
12.1. The deletion of paragraph (j) and the partial relaxation of paragraph (k) are welcomed. 

12.2. It is anomalous that remuneration and pension fund contributions are now allowed in terms of section 23(k), but not fringe benefits. 
12.3  – 12.5 Provision should be made for apportioning expenses so that ordinary trading expenses can still qualify for deduction against trading income and section 23(k) this anomaly should be amended with retroactive effect to 1 April 2000, when the subsection became effective. 

12.6 Section 23(k) should be allow the deduction of a wear-and tear allowance in terms of section 11(e).
13. Clause 26 - amendment of section 30
13.1. Sub-clause (d): Amendment to sub-section (3) 
The wording is confusing and should be clarified. 
13.2. Sub-clause (k): Amendment to sub-section (7) 
The wording requires amendment.

14. Clause 29 – insertion of section 37A
14.1. The wording is confusing and requires clarification.

14.2. Preferable wording is suggested.

14.3. The provisions of section 37A(8) should be made subject to objection and appeal. 

15. Clause 30 – amendment of section 41

15.1. Clause 30(d) the wording is to be clarified.

15.2. The wording seems to be incorrect.
16. Clause 37 – insertion of Part IIA in Chapter III
The revised proposals are an improvement on the original proposals, but our concern is that the revised legislation is still too wide-reaching, which will result in too many legitimate business transactions being unjustly subject to an attack by SARS in terms of the GAAR.  

We respectfully submit that it cannot be the intention of Parliament to tax a transaction in a manner other than as specifically provided for in terms of the Act merely because the alternative transaction chosen by the taxpayer has the result of yielding less tax to the fiscus.
Sections 80A to L are discussed.

We note that neither the discussion document nor the Bill specifies the effective date of the amendments and propose a solution.
17. Clause 38 – insertion of Part IIB in Chapter III
17.1. Section 80M(1)(a)
The wording “assumed to be delivered” requires amendment.
17.2. Section 80M(1)(b)
The new section 80M(1)(b) is totally unreasonable and requires amendment. 

The provision has not been made subject to objection and appeal. 
17.3. Section 80N
17.3.1. The term “determinable future date” should be revised. 

17.3.2. Section 80N(3) is too broad and should be revised.  

17.4. The definition of a reportable arrangement is circular.
17.5. The term “tax benefit” is circular.
17.6. Suggested change to wording of paragraph (b) of the definition of “participant”.
18. Clause 39 – amendment to section 88
18.1. The proposed amendment that payment is not suspended by an objection, is extremely prejudicial and inequitable to the taxpayer.  
18.2. – 18.11 If SARS makes an error on an assessment (which it often does), the taxpayer would now be under a legal obligation to effect payment notwithstanding that such assessment would be revised.  The taxpayer may have to borrow funds or liquidate assets to pay a tax liability which is not an actual liability.   We strongly suggest that this proposed amendment be reconsidered.
19. Clause 40 – amendment of section 102
The delaying of a refund to a taxpayer because of outstanding returns should take into account any extension of time that has been granted to the taxpayer by SARS. 

20. Clause 41 – amendment of section 103

There is no effective date for the deletion of subsections (1) and (3). 

21. Clause 42 – amendment of paragraph 5 of the Second Schedule
A total revision of the Second Schedule to the Income Tax Act is still long overdue. 
22. Clause 44 – amendment of paragraph 1 of the Fourth Schedule

22.1. The deletion of paragraph (c) of the definition of “personal services company” is welcomed as the criterion of regular payments was problematic.  

22.2. Paragraph (ii)(bb) of the definition of “remuneration” in paragraph 1 of the Fourth Schedule, with the same wording in relation to an independent contractor, should also be deleted. 

23. Clause 45 – amendment of paragraph 2 of the Fourth Schedule 
23.1. The amendments relating to personal services companies and trust are welcomed.
23.2. Suggested grammatical change.
23.3.  Suggested change in wording. 
23.4. The “good faith” requirement may be difficult to apply in practice. The onus should be on the person making the declaration to determine if they are a personal service company or trust or alternatively, in our view more correctly, the onus should be on SARS as the administrator of the taxation statutes. 
24. Clause 46 – amendment of paragraph 11 of the Fourth Schedule 
The amendment is welcomed but there seem to be words missing at the end of the inserted words. 

25. Clause 47 – amendment of paragraph 20 of the Eighth Schedule
The proposed section should be amended to refer to the amount as determined by any group company in terms of section 24I(11A) of the Act. 

26. Clause 40 – amendment of paragraph 29 of the Eighth Schedule

The discretion to extend the date of submission of a valuation is most welcomed.
27. Clause 59 – amendment of paragraph 67 of the Eighth Schedule

Suggested grammatical change.
28. Clause 65 – insertion of Schedule 10

Suggested changes to the wording.
VALUE-ADDED TAX ACT NO. 89 OF 1991 (the VAT Act)
29. Clause 108 – amendment of section 8
29.1. The term “an IDZ operator” should be defined.
29.2. The period for the refund of payments should be six months rather than three months. 
30. Clause 117 – amendment of section 22
The removal of the reference to 12 months in paragraph (b) may have unintended consequences.  A proviso should be added stating that the section does not apply to the extent that an adjustment was required in terms of another section. 
31. Clause 119 – insertion of section 41A

Existing rulings should be valid until the earlier of the date of any new rulings issued to the taxpayer on the same matter and 31 December 2007. 

32. Clause 121 – amendment of section 41B
We do not agree with the decision not to publish VAT rulings issued under the new Advance Tax Ruling system where the new rulings are the same or substantially similar to the VAT rulings already published. 

33. AMENDMENT REQUIRED TO THE SMALL BUSINESS TAX AMNESTY AND AMENDMENT OF TAXATION LAWS ACT NO. 10 OF 2006
A translation error in the Afrikaans version of this Act should be corrected.
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