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1.
BACKGROUND
1.1
Process
The Taxation Laws Amendment Bills, 2008, represent the first instalment of this year’s tax proposals as announced in the Budget Review.  These Bills cover rates, thresholds, technical corrections (mainly relating to changes in 2007) and urgent matters.  Urgent matters include anti-avoidance transactions that represent a substantial cost to the fiscus and matters relating to administrative change.  The bulk of the 2008 Budget Review announcements will be covered by the Revenue Laws Amendment Bills, 2008 (due in the second half of the year).
The Taxation Laws Amendment Bills, 2008 were available on 22 February 2008 – two days after the Minister’s annual budget speech (and National Treasury’s release of the 2008 Budget Review).  The Bills were accompanied by a media statement (on 21 February 2008) in order to highlight the issues of probable concern.  An email was also transmitted to a long list of parties normally responsive to the legislative process in order to highlight the legislative release.
While it is true that the Parliamentary time-frame for the Taxation Laws Amendment Bills, 2008 is tight, little choice exists given the shortened Parliamentary calendar and the press of finance-related legislation.  Even under these time-frames, total comments amounted to approximately 30 submissions.
2.
RESPONSES

Provided below are responses to the policy and administrative issues raised by the comments received.  Technical comments and comments outside the scope of the Bill have been omitted.
2.1
Policy issues

2.1.1
Urgent anti-avoidance measures (media statement items)

A.
Intra-group rollover relief (section 45 of the Income Tax Act):  Under current law, one company within a group can transfer assets to another company in the same group without triggering any gain or loss.  This gain or loss is simply transferred to the transferee group company along with the assets.  The transfer can occur in exchange for cash or loans to the transferee company.  Under the proposed legislation, cash will no longer be permitted and any loan will have a rollover base cost (i.e. a base cost equal to the tax cost of the assets transferred) as opposed to the market value tax cost treatment (existing under current law).
Comment #1:
The proposals drastically curtail the benefits to section 45 rollover relief, thereby inhibiting many legitimate transactions (broad-based empowerment transactions, securitisation and push-down debt leveraged buyouts).  The changes also have the effect of triggering a potential double tax.  The proposed changes should either be withdrawn, deferred until later in 2008 or limited to anti-avoidance situations.  (Webber, Wentzel Bowens; Edward Nathan Sonnenberg; Bravura; JanS de Villiers; Ernst & Young; Ethos; Deloitte & Touche; George Negota; Eric Naude; Werksmans; PriceWaterhouseCoopers; KPMG; Mazars Moores Rowland; SAICA)

Response:  Partially accepted.  Legislation must proceed to curtail the large-scale avoidance given the substantial sums involved.  However, the proposed legislative solution will be modified.  The initial proposal to eliminate cash transfers and limit loan issues will be dropped.  Instead, the following two-fold solution is proposed:
(i) As a general matter, any transfer to a group company will be subject to a tighter de-grouping charge.  Under the revised approach, any transferee company will become subject to the de-grouping charge if that transferee company becomes separated from either the group transferor company or any (direct or indirect) controlling parent of the transferee company.  This tighter de-grouping charge is to be contrasted with current law, which focuses solely on a separation from the group transferor company.

(ii) If the transferor company is not under the control of any controlling group company (i.e. is the ultimate parent company of the group), the transferor group company can only qualify for group relief if the consideration received in exchange for assets does not exceed the tax cost of the assets transferred. 
Note item (ii) is still under consideration.  The goal is to prevent a hidden cash-out at the top parent company level via a section 45 transaction.  An alternative to (ii) may be that section 45 does not apply if any intra-group cash or loans received are removed from the group without arm’s length consideration or as a distribution.

In addition to the above, the Commissioner will be empowered to more closely monitor reorganisation transactions.  First, the Commissioner will be empowered to obtain special reporting for reorganisations.  Second, the Minister may empower Commissioner pre-approval of certain reorganisations via regulation.

Comment #2:
In 2007, all foreign companies were excluded from the group definition for section 45 purposes.  Therefore, the decision to re-include foreign companies with South African effective management (i.e. foreign companies fully taxable as a South African resident company) is welcome.  However, the re-inclusion of these foreign companies should not be conditioned on Company Act registration within South Africa as an external company.  South African tax residence should be sufficient by itself.  (Deloitte & Touche; PriceWaterhouseCoopers)

Response:  Accepted.  The Company Act registration requirement will be dropped.  The only pre-requisite for group tax treatment is for the company involved to be fully taxable on a worldwide basis as a South African company.
Comment #3:
South African controlled foreign companies should be eligible for group company treatment because the income from these companies is potentially subject to South African taxation (under section 9D of the Income Tax Act).  Alternatively, transfers of controlled foreign companies to controlling South African companies should be eligible for exemption (under paragraph 64B of the Eighth Schedule).  Without this relief, controlled foreign companies will often have difficulty restructuring tax-free.  (Deloitte & Touche)
Response:  Partially accepted.  Both proposed solutions create certain risks to the tax base.  However, the unbundling of one controlled foreign company by another should be permissible on a rollover basis. 
B.
Base cost in South African shares acquired from connected foreign companies (section 23K of the Income Tax Act):  Foreign companies are generally tax exempt when selling their South African shares.  This exemption is the international norm.  However, it has come to the attention of National Treasury/SARS that foreign controlled South African groups are using the exemption to exempt all gains on South African shares throughout the group.  In these transactions, the foreign parent company sells the shares of the South African headquarter company to a newly formed (and controlled) South African company.  This sale is followed by an unbundling of the South African subsidiaries of the South African headquarter company.  The net effect is to increase the base cost of all the South African subsidiaries to market value (by spreading the newly obtained market value of the unbundling company to all the unbundled subsidiaries).  This increase effectively eliminates the gain on all South African shares throughout the group.  The proposed legislation remedies this concern by limiting the base cost of the South African shares when foreign companies sell shares to connected South African persons.  Once the base cost of the unbundling company shares are limited to their historic position, the base cost of the unbundled shares are similarly limited in the unbundling.
Comment:
The proposed legislation is overly broad.  The base cost limitation can easily apply to non-avoidance transactions that do not accompany an unbundling.  The net effect of the legislation is to create an unfair burden on company restructuring performed by foreign investors.  Deloitte & Touche; Werksmans; PriceWarerhouseCoopers; SAICA; Banking Association)

Response:  Accepted.  The proposed anti-avoidance legislation will be narrowed in scope.  The proposed anti-avoidance legislation will apply only if the shares of a South African company shift from foreign ownership to connected South African ownership, followed by an unbundling within a 2-year period.  The mere transfer of ownership from a foreign company to a connected South African person will no longer be sufficient (as initially proposed).
C.
Shifting foreign company tax residence onshore (paragraphs 12(2), 12(4) and 64B of the Eighth Schedule of the Income Tax Act):  The proposed legislation imposes a tax when controlled foreign companies shift their tax residence onshore.  The purpose of this tax is to prevent indirect redomicilings. (SAICA; PriceWaterhouseCoopers; Deloitte & Touche)
Comment:
The tax system should not impose tax when shifting tax residence onshore.  Entries into South Africa should be tax-free; tax should exist only upon exit (if any perceived avoidance exists).


Response:  Accepted.  Assets of a controlled foreign company will be subject to two regimes when shifting their domicile onshore.  If the underlying assets were exempt from tax (e.g. attributable to active business assets) while the company qualified as a controlled foreign company, shift of effective management onshore will elevate the base cost of these exempt assets to market value.  On the other hand, if the assets were subject to tax (e.g. attributable to passive financial instruments) while the company qualifies as a controlled foreign company, shift of effective management onshore will effectively result in a rollover of the base cost of these previously taxable assets.

In addition to the above, corresponding changes will be required in terms of the Secondary Tax on Companies.  Operating and liquidating distributions of (at least) 20-per cent owned foreign subsidiaries are tax-free, but the onshore shift of dividends is not eligible for STC credits.  Hence, the onshore shift of foreign effective management to South Africa should similarly be tax-free without giving rise to STC credits.
D.
Effective dates:
The intention of the legislation is to bring the above anti-avoidance measures into force on 21 February 2008 – the date of the media release.  (Deloitte & Touche; PricewaterhouseCoopers; Webber Wentzel Bowens; Mazars Moores Rowland)
Comment:
The proposed effective dates are retroactive and unfair.  The proposed effective dates effectively stop many deals mid-way through completion, including deals already locked-in via firm commitments.  These dates also disrupt the market place with many deals on hold until the proposed tax legislation is finalised.



Response:  Under consideration.  This issue is still being determined.  The needs of business certainty need to be properly weighed against the dangers to the fiscus.

2.1.2
Streamlining of the pension tax regime

A.
Living annuity definition (section 1 of the Income Tax Act):  Members of a pension fund or retirement annuity fund may only take a maximum of one-third of their interest in that fund in the form of a lump sum.  The remainder has to be taken in the form of an annuity.  The term annuity is generally well understood.  However, to remove any doubt, the proposed amendment confirms that a “living annuity” qualifies as an annuity for tax purposes.  To further clarify the status of a living annuity and who may provide these living annuities, these terms are now legislatively defined.

Comment #1:
Although the introduction of a definition of “living annuity” is generally welcomed, the definition of “living annuity provider” is perceived as problematic by the Long-term Insurance industry.  It is argued that a long-term insurance licence should be a prerequisite for a “living annuity provider.” (LISPA, IRF, Liberty Life)
Response: Accepted.  The governing status of living annuity providers is a regulatory function outside the scope of the tax function.  Whether possession of a life license should be a pre-requisite is a more appropriate question for the Long-term Insurance Act.  Hence, the definition of “living annuity provider” is dropped from the proposed tax legislation.
B.
Retirement savings vehicle definitions (section 1 of the Income Tax Act):  The proposed amendments codify many key pension tax definitions and clarify miscellaneous uncertainties.  One ongoing issue is how pensions are divided upon divorce.

Comment #2:
It is not clear whether the proposed amendment to tax a divorce settlement in the hands of the non-member spouse is contained within the proposed legislation.  (Edward Nathan Sonnenbergs, IRF)
Response:  Clarification.  The proposal was not introduced in this Bill but will be incorporated in the Revenue Laws Amendment Bill later this year.  Divorce settlements are still taxed in the hands of the member on the date the amount is deducted from the minimum individual reserve.


2.1.3
Miscellaneous policy issues
A.
Capital gain treatment for 3-year shares (section 9C(2) of the Income Tax Act):  In 2007, legislation was introduced to generally treat the disposal of shares as having a capital nature if those shares are held for 3 years or longer.  The rule is automatic and non-elective (for both capital gain and loss purposes).
Comment:
The technical language of the law treats “any amount received or accrued . . . as a result of a disposal” of a 3-year share as having a capital nature.  This language has the unintended consequence of triggering capital gains for the receipt of certain dividends (especially if shares are sold ex-dividend).  (Werksmans)

Response:  Accepted.  The technical result was never intended.  Capital treatment was only intended for the disposal of the shares, not for the receipt of dividends.  The current wording giving rise to the difficulty will be changed.
B.
Offshore debt cancellations (section 9D(9) of the Income Tax Act):  Under current law, interest payments and certain other debt-related transactions between controlled foreign companies are disregarded from tax if both the debtor and creditor companies are owned by the same South African group.  Both legs to these transactions can be disregarded because both the debtor and creditor companies have equal offsetting positions.  The proposed legislation extends this tax principle to debt cancellations between these companies.

Comment:
The proposal inadvertently eliminates the elective nature of the current regime.  The election should remain to respect both separate legs of the transaction if desired (usually for tax credit calculations).  SAICA; Banking Association)
Response:
Accepted.  The removal of the election was unintended.  The elective nature of the regime will be fully restored.
C.
Homeowner association exemption threshold (section 10(1)(e) of the Income Tax Act):  Current law exempts levies received by sectional title companies, share block companies and other homeowner associations.  The proposed legislation provides an exemption for all investment income as defined in section 12E (e.g. interest, dividends, rentals and royalties).
Comment:
While the proposed exemption is welcome, the exemption should cover all income other than from trade.  (SAICA)
Response:  Accepted.  The nature of the proposed exemption should match the exemptions for clubs and public benefit organisations.
D.
Downward intra-group distributions (section 64B(5) of the Income Tax Act):  The proposed amendments do not allow for the deferral of STC when a controlling group company distributes dividends to shareholders that are controlled group companies.  In other words, STC relief does not apply when a parent group company distributes dividends in respect of parent shares held by a subsidiary group company.
Comment:
Intra-group STC deferral should be available regardless of whether a dividend flows-up or down a group.  Other anti-avoidance measures within the STC should be sufficient to prevent any perceived avoidance.  (Deloitte & Touche)

Response:  Under consideration.  The never-ending variations of cross-ownership distributions has given rise to various avoidance schemes, each of which seeks to reduce profits without triggering STC.  While other anti-avoidance measures exist, time is required to determine if these other measures are sufficient.
E.
Deemed intra-group dividends (section 64C(4) of the Income Tax Act):  Deemed dividends within a group of companies are exempt.  This exemption applies when the deemed dividend between the paying and recipient companies are between group companies. It also applies if the paying company pays the deemed dividend to a connected person of the recipient as long as both the recipient and the connected person are part of the same group as the paying company (i.e., all three companies must be within the group).  (SAICA)
Comment:
If a deemed dividend is made to a connected person of a recipient shareholder, the connected person should not be required to be within the group.


Example 1:  Company X owns 100 per cent of Company 1 and 65 per cent of Company 2.  A loan (triggering a deemed dividend) from Company 1 to Company 2 is not eligible for relief if treated as a deemed dividend.  Company 1 and Company 2 are not part of the same group (even though Company X wholly controls Company 1).

Example 2:  Company X owns 100 percent of Company 1 and Company 1 owns 65 percent of Company 2.  A loan (triggering a deemed dividend) from Company 1 to Company 2 is not eligible for relief if treated as a deemed dividend.  Company X and Company 2 are not part of the same group (even though loan is between group companies).
Response:  Under consideration.  The examples raised entail issues beyond the group exemption.  Further information will be requested at a later date for subsequent legislative consideration.
F.
Expatriate Housing (Paragraph 9(7A) of the Seventh Schedule of the Income Tax Act):  In 2007, a legislative amendment was introduced to limit the tax exemption for employer-provided housing to expatriate employees to one year.  The one year tax-free period has been extended to two years and a monetary limit of R25 000 per month was placed on the monthly rental.  Employees who were in South Africa for more than 30 days in the prior tax-year will not qualify for the tax-free accommodation.  If an expatriate is located on a short-term assignment of less than 90 days, employer-provided accommodation will tax tax-free.

Comment #1:
The exemption period should be extended to 4 years in line with Department of Home Affairs limit on inter-company transfers (or linked to the expatriate’s 5-year tax residency). (PriceWaterhouse Coopers)

Response:  Not accepted.  The reason why the two-year period was introduced was to provide tax relief in cases where the expatriate is most likely to retain a house in his or her home country.  An expatriate on an extended assignment of four years is not likely to retain a house in the home country.  The exemption should be viewed as an offset of a probable dual expense not encountered by most employees (not as a tax incentive).
Comment#2:
It is proposed that the monthly cap be increased to R50,000 per month.  (PriceWaterhouse Coopers))

Response:  Not accepted.  The R25 000 limit covers (more than” reasonable living expenses.  The proposed R50,000 limit seems exorbitant.  The only reasonable monthly amounts above this level are likely to stem from short-term hotel stays (the latter of which is covered by the 90-day exemption not subject to a monetary ceiling).
Comment #3:
It is proposed that the exemption rules be amended as follows:

a) The 30-day physical presence test, which disqualifies an expatriate from qualifying for the two year residential accommodation exemption, should be extended to 60 days
b) The 90-day exemption period for short term assignments should be extended to 183 days in line with double taxation agreements.  (PriceWaterhouseCoopers, Deloitte & Touche, Ernst &Young)
Response:

Comment a)  Accepted.
The 30-day rule will be extended to 90 days to coincide with the short-term accommodation exemption period.

Comment b)  Not accepted.  

The short-term accommodation exemption is a new concession, providing tax relief not previously granted.  The double tax agreement comparison is unwarranted because the double tax agreement covers situations solely of foreign-employer funding.
2.2 Administrative issues
A.
Charging and payment of interest to non-provisional taxpayers 

(Section 89quat and paragraph 23A of the Fourth Schedule to the Income Tax Act):  The proposed amendment seeks to charge interest where the tax paid in respect of the taxable income for a tax year by an individual non-provisional taxpayer by 30 September is insufficient.  Provision is also made for the payment of interest to an individual non-provisional taxpayer who overpaid tax by 30 September.

Comment:
We consider that this provision will place an undue burden on individual taxpayers. If employees’ tax has been under-deducted by an employer, it is unfair to penalize the affected employee by charging him interest. An administrative burden will be placed on taxpayers who receive two sources of remuneration, as they will have to make a top-up payment. This will not be the case if they submit their annual tax returns before the end of the seven month period.

(Ernst & Young)

Response:  Not accepted.  Individuals who are provisional taxpayers are already given the option to make a top-up payment in order to avoid the charging of interest from the effective date (seven months after the end of a tax year). The annual tax returns for non-provisional taxpayers are normally required to be submitted during the filing season, which is likely to close on or before the date from which a taxpayer is charged interest on the underpayment of tax. Taxpayers should, therefore, be aware of any shortfall by the effective date and be in a position to make a voluntary top-up payment if they wish to avoid interest on the shortfall.

B.
Contributions to medical schemes to be taken into account by employers (Paragraph 2(4) of the Fourth Schedule to the Income Tax Act):  Currently, an employer can choose whether to take contributions to medical schemes into account for employees’ tax purposes.  The proposed amendment makes it compulsory for an employer to take these contributions into account where the employee submitted the necessary proof of payment to the employer. 

Comment:
The amendment creates an administration nightmare if the employer does not deduct the medical aid from the employee’s salary on a monthly basis and pay it over to the medical aid.  (SAICA)
Response:
Accepted.  The proposal will be reworded to require employers to take contributions to medical schemes into account in determining employees’ tax only if the contributions are administered by the employer. Employers will have the option to take contributions which are paid directly by employees to medical schemes into account if the employee provides proof of payment of the contributions to the employer.

C.
Penalty on late submission of annual PAYE/IRP5 reconciliation by employers (Paragraph 14(5) of the Fourth Schedule to the Income Tax Act):  Employers are frequently failing in their duty to properly do the annual employees’ tax reconciliation and to submit these reconciliations on time.  If a reconciliation is not submitted on time, it is not possible for SARS to accurately verify a taxpayer’s employees’ tax credit on assessment.  The proposed amendment aims to penalise an employer that fails to submit a reconciliation on time to SARS.  

Comment #1:
The amount of the automatic penalty of 10 per cent of total employees’ tax deducted can be enormous and is out of all proportion to the offence of failure to lodge a duly completed annual return. (SAICA)
Response:  Not accepted.  The annual reconciliations required from employers form a critical part of the assessment and audit process for millions of employees. The requirement that annual reconciliations be submitted within 60 days from the end of the individual tax year has been part of the law for decades and is well within international norms.

The proposed penalty of 10 per cent is aligned with the penalty imposed if employees’ tax is not paid within seven days of the end of the month in which the tax was deducted. The proposal also provides that the Commissioner may remit the penalty should circumstances warrant it. In recognition of the fact that many employers have not operated their systems with an eye to strict adherence to the 60 day deadline, SARS will be more lenient in the application of the penalty in its first year of operation. 

Comment #2:
With the introduction of section 75B relating to administrative penalties in respect of non-compliance, it seems a little strange that a specific penalty is being introduced at the same time.  (Ernst & Young)
Response:
Not accepted.  The Bill only introduces enabling provisions for administrative penalties to be regulated by regulations to be issued by the Minister of Finance at a date after the promulgation of the Taxation Laws Amendment Bills. In order to make employers aware of the importance of timely submission of the annual reconciliation, the penalty was specifically provided for in the draft Bill.

D.
Credit of PAYE on submission of employer reconciliation 

(Paragraph 28A of the Fourth Schedule to the Income Tax Act)  Currently, employees’ tax, that is withheld by an employer and in respect of which an employees’ tax certificate was issued to the taxpayer, is allowed as a credit on assessment whether or not the employees’ tax was actually paid over to SARS by the employer.  The proposed amendment seeks to permit the employees’ tax credit only if the employer properly accounted for the employees’ tax to SARS.

Comments:
Until the abovementioned annual return is lodged with SARS (usually electronically) and it is found to be acceptable to SARS, the employees will get no credit for PAYE actually deducted from their remuneration and paid over to SARS on their behalf. It is rather shocking to see that SARS intends to punish innocent employees for the wrong-doings of their employers. Punishing innocent bystanders goes against the grain of any fair and civil society and I am appalled by the proposal. It also goes against the spirit of our constitution in terms of which the citizens of the country is guaranteed fair and equitable treatment. (SAICA)
Although it is understandable that the Commissioner wants assurance that the employees' tax has been properly deducted and paid over prior to allowing the set-off of that amount against the normal tax liability of the employee, one must remember that the employees' tax is, effectively, a prepayment of tax by the employee. We consider that this provision unduly prejudices employees who have in good faith had employees’ tax deducted: the envisaged transgression is on the part of the employer but it is the employee who is to be penalised. It must also be remembered that the provisions of the Income Tax Act to leave the responsibility for the payment of his employees’ tax in the hands of his employer. (Ernst & Young)
Response:  Under consideration.  At the outset it should be noted that the denial of credit for employees’ tax is not a penalty. It is a measure that recognises that until annual reconciliations have been received from employers, SARS is placed in the difficult position of providing credit for and refunds of employees’ tax without being able to determine that deductions and payments of employees’ tax have been properly made.

The comments have, however, been noted and alternative approaches to addressing this issue are under consideration.

E.
Option for VAT refunds to be paid to third party bank account 

(Section 44(3)(d) of the Value-Added Tax Act):  The VAT Act currently provides SARS with the authority to make refunds to VAT vendors via third party nominees.  It is proposed that this practice be withdrawn given risks involved.

Comment:
The deletion of the proviso may cause various administrative problems for vendors which are off-shore based foreign entities with no South African employees. A local bank account will only be opened to satisfy the requirements of the VAT Act, but will be dormant except for the deposit of refunds by SARS. It is proposed that the VAT 119(i) indemnity forms still be used or that the requirement to have an SA bank account be deleted. In some cases group companies maintain only one bank account for the group as it is more cost effective and maintains control over cash flow.

 
(SAICA)

Response:
Accepted.  The proposed amendment will be withdrawn for further consideration.

F.
Effect of increase of compulsory registration threshold on new vendors (Section 23(1)(a) of the Value-Added Tax Act):  An increase in the compulsory VAT registration threshold from R300 000 to R1 million was announced in the 2008 Budget.

Comments:
Propose that the implementation date for the increase in the compulsory registration threshold be 1 March 2008 to avoid uncertainty and unnecessary registration in the period until the effective date proposed in the draft Bill. (SAICA)
Bring forward the effective date for the increased VAT-registration threshold. Delaying the effective date adds many vendors that will simply have to deregister at a later date.(PricewaterhouseCoopers)
Response:  Not accepted.  The increase in the threshold forms part of the introduction of the simplified tax system for very small businesses, which will only come into effect in 2009.
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