[image: image1.jpg]db

DURBAN CHAMBER OF
COMMERCE AND INDUSTRY

EST. 1856

The Ultimate Business Network





5 July 2011

Nomfanelo Mpotulo/ Adele Collins
National Treasury/SARS
Dear N. Mpotulo/ Adele Collins
Comment on the Draft Taxation Laws Amendment Bill 2011 (“TLAB”)
On behalf of the Durban Chamber of Commerce and Industry (DCCI), I am pleased to comment on the draft Taxation Laws Amendment Bill 2011 (“TLAB”).
Assumption of contingent liabilities (Part 3.5 of Explanatory Memorandum)

1. The wording of the proposed section 11F (section 36(1) of the TLAB) could be interpreted so that even the partial assumption of a contingent liability justifies the deduction of the market value of the full contingent liability. 
2. There should be a linkage between section 11F, the corresponding gross income definition and section 24CA to ensure that the market value of the contingent liability concerned is the same amount.  Furthermore, it is suggested that market value should only apply if the parties have not agreed a value.  Market value of a contingent liability is difficult to determine, may need to take into account the time value of money, and seller and purchaser might determine different values.
3.  Section 24CA (2) (section 53(1) of the TLAB) does not achieve the stated objective of removing the uncertainty of the availability of the deduction to the purchaser. The requirement that the expenditure “would ….have been allowed as a deduction” implies that the deduction must be permitted by section 11.   A contingent expenditure liability may, depending on the nature thereof, be incurred in the production of the seller’s income, not the purchaser’s income.  It would seem that a deemed expenditure amendment is also necessary to cater for the position of the purchaser.

Research and Development Incentives (Part 3.8 of the Explanatory memorandum)

4. There is a concern that the more onerous approval and other administrative requirements of the revised section 11D will deter all but large companies from benefiting from the incentives.

Debt Cancellation (Part 3.11 of the Explanatory Memorandum)

5. It is not clear how the effect of the amendment to the definition of gross income is distinguished from the provisions of section 20(1)(a)(ii). 

6. It is inequitable to include a debt reduction in gross income where an assessed loss of a company attributable to expenditure giving rise to that debt has not been carried forward by virtue of the company not deriving income.  An insolvent company could be taxed on the debt reduction on winding-up to the detriment of other creditors, despite assessed losses in previous years.

Suspension of section 45 intra-group roll-overs (Part 3.22 of the Explanatory Memorandum)

7. The use of section 45 in connection with buy-out and restructure projects is driven by the needs of   both purchaser and seller.

8. The purchasers need to finance the purchase tax –effectively, and the financing of shares does not achieve this.

9. Even if there no need for external finance, purchasers  prefer  to acquire the assets of a company rather than the shares in the company because:
9.1 It is preferable that the cost of the acquisition is reflected in the cost of the                               business assets rather than the shares to allow for the possible (or even probable) future disposal of the assets instead of the shares, a situation which has been aggravated by the introduction of CGT;
9.2 Most purchasers of private companies or close corporations prefer to have a clean break with the entity which owns the business, to  limit any risk relating to unknown contingent liabilities of that company ( as is acknowledged in Part 3.5  of the Explanatory Memorandum “ Choice of asset or share sale”);
9.3 The purchase of assets eligible for tax allowances reduces the long –term net cost of purchase (although this would be at the expense of the seller – see 4 below – and is not usually the major objective of a purchaser – as evidenced by the use of section 45 structures to transfer the assets at the tax value instead of the market value).
10. The seller on the other hand reasonably believes that he is selling all or part of his investment and should only be liable to CGT on the sale of his shares and not have his profit materially reduced by the company tax on recoupment’s and capital gains as well as STC on what is left.
11. The use of section 45 has enabled the purchaser to achieve its reasonable              objectives which are not primarily tax-driven, and removed a major obstacle to the free movement of business ownership and the resulting economic growth potential.
12. The view of the DCCI is that:
12.1 The sale of a business as a going concern is as much a disposal of an investment as the sale of shares in the company owning the business and the use of section 45 to achieve substantially this result is not inequitable if the purchaser accepts the transfer of tax value, and neither is the use of borrowings to fund the purchase.
12.2 The fact that the leverage is as much as 100% is often dictated by the financial position of the investors in BEE and MBO transactions and the need to keep the after-tax finance cost as low as possible. It is for the lenders not the fiscus to decide whether the leverage is prudent. 
12.3 In any event the introduction of some limitation on the company asset financing would simply shift the borrowing to the shares (albeit at a higher after-tax cost) and is unlikely to influence the total borrowing requirement.
12.4 The fact that (unlike in many other countries) interest incurred for the purchase of shares is not tax-deductible, is a major reason for the emergence of leverage schemes and should be reconsidered.   A change in this regard would however still leave the problem of possible avoidance of tax on the corresponding interest receivable and is not the total solution.
12.5 From the Treasury media statements on the subject, it appears that the major concern of the fiscus is not the tax deduction of interest, but rather the fact the corresponding interest receivable is not fully taxed due to the use of exempt parties, tax losses and other means.
12.6 Consequently, legislative and other measures should be directed at interest receivable rather than the easier target of section 45 and interest payable, particularly as this type of avoidance is certainly not limited to interest receivable on leveraged buy-outs. 
12.7 Measures to reduce the risk of tax avoidance on interest receivable as a result leveraged buy-outs could include limiting section 45 rollover relief to those assets financed either by cash, or directly or indirectly by debt which meets prescribed conditions binding on both lender and borrower, or a combination of both cash and such debt. Penalties on either lender or borrower for failure to continue to comply with their respective prescribed conditions of the debt (including successor debt) should be set at a high level to deter non-compliance.
12.8 The 18 –month suspension of section 45 is far too long and has stalled transactions in progress.  The suspension should be lifted as soon as possible and with effect from the date that details of amending legislation are announced.
Debt without set Maturity Dates (Part 3.24 of the Explanatory Memorandum).
13. The use of loan accounts with unspecified repayment terms (legally, repayable on demand) is common in private companies and groups of companies.  The intention stated in the Memorandum to deal separately with “Perpetual debt” and “Demand instruments” does not appear to have been achieved as the definition of “Perpetual debt” in the new section 8G (section 23(1) of the TLAB) does not exclude “Demand instruments” as defined in section 24J(1) (section 57(1)(b) of the TLAB). 
14. This raises the concern that all such private company shareholder loans and group loans will be regarded as “Perpetual debt” with interest payable being treated as dividends (as drafted, the section will even affect private loans between individuals). If intended, this has enormous implications which require more consideration. The fact that the legislation is retroactive because it will affect existing loans is also a great concern. It should be ensured that the legislation does not affect such loans.
Third-party Backed shares (Part 3.25 of the Explanatory Memorandum)
15
There is great concern that the proposed section 8EA goes much too far in that it is not limited to agreements with a tax avoidance motive. For example, it is common for shareholders agreements to contain put and call 
options in respect of equity shares on the attainment or non-attainment of specified targets by specified dates, provisions which have nothing to do with tax avoidance. Even worse, the legislation is retro-active and will affect existing agreements.

16
Similarly, the proposed amendment of section 8E to require a preference share term of at least 10 years will effectively eliminate a form of company financing that has existed for over 100 years. The legislation is also retro-active in that dividends on existing shares will be treated as interest after the effective date. 

17
Both these amendments are strongly opposed by the DCCI in their present form. Anti-avoidance legislation should be targeted at the offenders and not taxpayers in general and as a general rule should not be retro-active.
Thank you for affording the DCCI the opportunity in commenting on the Draft Taxation Amendment Bill 2011 (TLAB”). We trust that you will consider the above comments.

