
27 MAY 2011

EVERYTHING MATTERS

ALERT
TAX

Cliffe Dekker Hofmeyr is a member of DLA Piper Group,

an alliance of legal practices

IN THIS ISSUE

A review of recent tax developments

The tax consequences of
sweat equity

Secret profits

Dividends and distributions -
A tax perspective

Impact of new Companies Act
on Public Benefit Organisations

New amalgamation provisions
not aligned with the Income
Tax Act

Contributed tax capital and
par value shares

Tax implications of the new
business rescue regime

Section 40 of the Companies Act, 71 of 2008 (the Companies Act) provides that the

board of directors of a company may issue authorised shares only for adequate

consideration to the company, as determined by the Board. Previously section 92

of the Companies Act, 1973 provided that shares should be issued at least at par

value. However, it was never indicated what the issue price of the shares should be.

One of the first issues that arises is what "adequate consideration" in the circumstances

would be. It is important to note that the reference is not to a market related

consideration, but that the subscription price should be adequate. This leaves the

door open to argue that shares issued at a discount in terms of an empowerment

transaction would still be adequate in the circumstances. Ultimately, the directors

should make a decision whether it is adequate, but it may well be that in appropriate

circumstances the issuing of shares at a discount could be attacked. The issue of

shares at a discount in terms of a share incentive scheme may also still be acceptable.

Generally, a company must only issue the shares once it has received the subscription

price for the shares. However, if the subscription price is in the form of an instrument

such that the value of the consideration cannot be realised by the company until a

date after the time the shares are to be issued, or is in the form of an agreement for

future services, future benefits or future payments by the subscribing party, the

subscription price is regarded as only having been received by the company to the

extent that the value of the consideration for the shares has been realised or the

subscribing party has fulfilled its obligations in terms of the agreement. In these

circumstances the receipt of the subscription price is delayed until such time as the

subscribing party has rendered the services or the company has derived the future

benefits. Notwithstanding the fact that the subscription price may be delayed, the

company must issue the shares immediately and cause the shares to be transferred

to a third party, to be held in trust and only transferred subsequently to the subscribing

party in accordance with the trust agreement.

THE TAX CONSEQUENCES OF SWEAT EQUITY

Continued over page
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The provisions of the Companies Act pertaining to a delayed

subscription immediately raises tax concerns. In terms of the

Companies Act, the subscription price is only deemed to have

been received when the benefits have been derived or the services

rendered. The question is whether the delayed receipt from a

Companies Act perspective would delay the accrual from an

income tax perspective. From an income tax perspective, an

amount is included in gross income once the taxpayer has become

unconditionally entitled to the amount. In terms of income tax

laws, an amount is included in gross income upon the earlier of

the receipt of the accrual thereof. Given the fact that the Companies

Act only delays the deemed receipt, it may still be argued in terms

of the income tax laws that there is an accrual should the company

unconditionally be entitled to the benefits. More often than not,

the arrangement from a company law perspective would be on

the basis of a resolative condition. In other words, the company

is unconditionally entitled to the subscription price unless the

subscribing party fails to render the relevant services or provide

the benefits concerned. It thus seems that income tax laws will

still prevail.

Should the company in the case of sweat equity unconditionally

become entitled to the subscription price on day one, the position

would be the same as if the company potentially gives value in

return for benefits or services to be rendered to the company.

Section 24B of the Income Tax Act provides that a company is

deemed to have incurred an amount equal to the market value of

an asset or the market value of the shares to the extent that the

company settles a purchase consideration for the acquisition of

an asset by issuing shares. In other words, section 24B of the

Income Tax Act is limited to a scenario where a company acquires

an asset and not where services are rendered to the company.

If a company thus issues shares to a third party in return for the

rendering of services, such as envisaged in the case of sweat

equity, the question is whether the company can then deduct the

amount concerned given the fact that it has unconditionally incurred

the obligation to "pay" for the services. Case law seems to suggest

that this may also be the case notwithstanding the fact that section

24B is limited in its application to the acquisition of an asset and

does not extend to the rendering of services to a company. The

company may thus arguably claim a deduction should the other

requirements of the general deduction formula be met.

The problem arises in the hands of the subscribing party. The

subscribing party essentially receives a benefit in return for services

to be rendered or future benefits to be provided to the company. Continued over page

The clear reference to services and benefits implies that the

subscribing party will be compensated and that the amounts will

thus be included in the gross income of the subscribing party. Given

the fact that the shares are issued immediately, the risk for the

subscribing party is that the amount will be included in the gross

income of the subscribing party on day one. This risk is enhanced

given the proviso to the gross income definition that indicates that

an amount is to be included in the gross income of a taxpayer even

if the taxpayer has become entitled to the amount on a future date.

The risk for the subscribing party is thus an immediate tax liability

in circumstances where the shares may not have been released and

where there is no cash to pay for the tax. It would thus be a disastrous

position for the subscribing party to acquire the shares in terms of

the sweat equity provisions as envisaged in the Companies Act.

One of the arguments that the subscribing party could raise is that

the shares are held in trust and only to be transferred to the subscribing

party at a later stage. However, if the subscribing party is entitled

to dividends in respect of the shares that are so held in trust, it may

be very difficult to argue that it has not unconditionally become

entitled to the shares subject to a resolutive condition that the shares

may need to be returned subsequently.

The interpretation that the sweat equity arrangement is subject

to a resolutive condition as opposed to a suspensive condition, is

supported by the fact that the shares must be returned to the company

and cancelled only if the subscribing party has failed to fulfil its

obligations in terms of the sweat equity arrangement. Given the

fact that the shares are returned and then cancelled by the company,

the logical conclusion is that one is dealing with a resolative

arrangement which will result in an immediate tax liability for the

subscribing party. Ironically, the subscribing party may not be

entitled to a deduction if the shares have to be returned as the

provisions of the general deduction formula would probably not

be met in these circumstances. The subscribing party would thus

be prejudiced both on the issue of the shares and the return of the

shares to the company subsequently. The company can at least

argue that the cancellation of shares does not constitute a disposal

in terms of paragraph 11(2)(b) of the Eighth Schedule to the Income

Tax Act. The latter provision indicates that there is no disposal

of an asset by a company in respect of the issue or cancellation

of a share.

In the absence of any specific agreement, voting rights may not be

exercised by the subscribing party in respect of the shares so held

in trust. Distributions such as dividends must either be held in trust,
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The issue under discussion relates to where a director having been

exposed to a corporate opportunity by reason of his work with one

company then sets off to exploit that opportunity for himself either

personally or together with another company. What was the law

before the 1st of May 2011? In the matter of Da Silva v CH
Chemicals 2009 [1] All SA 216 Scott JA summarised the law as

follows: "Such an opportunity is said to be a "corporate opportunity"
or one which is the "property" of the company, if it is acquired by
the director, not for the company but for himself, the law will refuse
to give effect to the director's intention and will treat the acquisition
as having been made for the company. The opportunity may then
be claimed by the company from the delinquent director".

In Blackman's Commentary on the Companies Act at page 8 - 166

-1, the authors state that this puts the rule too narrowly. They

indicate that the position would seem to be that while in the case

of certain opportunities some particular relationship between the

director and the company is necessary, in other cases it is the

relationship between the company and the opportunity that denies

the director the right to take the opportunity for himself.

Under the new Companies Act (the Companies Act), section 75

(4) provides that a director may at any time disclose any personal

financial interest in advance by delivering to the board or the

shareholders a notice in writing setting out the nature and extent

of his personal financial interest, to be used generally for the

purposes of section 75.

In sub-section (5) it provides that, if he has a personal financial

interest in respect of a matter to be considered at a meeting of the

board, then he must disclose the interest and its general nature

before the matter is considered at the meeting. He must disclose to

the meeting any material information relating to the matter and

known to him. He may disclose any observations or pertinent

insights if he is requested to do so by the other directors, and if he

is present at the meeting he must leave immediately after making

the observations or providing the material information. In other

words he must not take part in the consideration of the matter but

he will constitute part of the quorum necessary for the resolution.

Moreover, he must not execute any document on behalf of the

company in relation to that matter unless he is specifically authorised

to do so by the board.

Section 75 (6) provides that if a director acquires a personal financial

interest in an agreement or matter in which the company has a
Continued over page

or may be credited against the remaining value of services still to

be performed by the subscribing party. In other words, the future

dividends can in fact be used so as to reduce the subscription

price. This may be a viable alternative as opposed to indicating

that the subscribing party should render services. Future dividends

may then be used to settle the subscription price. In this context,

however, the question then arises whether one is dealing with an

interest-free loan for tax purposes. In terms of case law an interest-

free loan may well result in a "donation" for income tax purposes.

Where one is dealing with reciprocal rights and obligations, there

may also be an income tax liability for the parties as confirmed

in the well known Brummeria case.

Fortunately for taxpayers the trust agreement between the company

and the subscribing party may contain different provisions. In

other words, it can deal differently with voting rights, distributions,

pre-emptive rights and the transfer of shares. In the absence of

this caveat, the issue of shares to an empowerment party would

also not have complied with the minimum requirements for

empowerment purposes. One should thus be very careful to issue

shares in terms of an empowerment transaction making use of the

sweat equity provisions. The possibility exists that shares can be

"released" on a quarterly basis to the extent that the subscribing

party may have partially fulfilled some of its obligations. In other

words, the possibility exists that some of the shares may become

"unencumbered", but at the same time that the company is protected

to the extent that the full subscription price is not paid or the

services/benefits not realised. Interestingly enough, a subscribing

party must be offered a grace period of 40 business days within

which the relevant obligations must be fulfilled. A company cannot

therefore immediately "cancel" the sweat equity arrangements

should the empowerment party or the subscribing party fail to

perform its obligations.

Careful planning should go into the issuing of shares by a company

in terms of the sweat equity provisions. Given the fact that the

shares may be issued for future services to be rendered, the

subscribing party may suffer substantial negative tax consequences

on day one. Should the company have claimed a deduction in

respect of the future services that would have been rendered,

recoupment provisions would also arise. In circumstances where

the company claims an immediate deduction for future services

to be rendered, the issue also arises whether such deduction should

be spread over a period in terms of the matching principles

contained in section 23H of the Income Tax Act.

Emil Brincker

SECRET PROFITS



the gain in the matter of Nash v Golden Dumps (Pty) Ltd 1985 (3)
SA1(A)? Nash had to sue for his entitlement on the shares, and so

Golden Dumps were not sure whether they had a liability arising

from his share consideration until such time as the court settled the

Nash matter. That gave rise to the litigation in CIR v Golden Dumps
(Pty) Ltd 1993 (4) SA110(A). Until such time as a court rules on

such director's conduct, he would have received such income and

need to include it in his tax return.

The delinquent director cannot use his vulnerability under section

77 to argue that he does not have an unconditional entitlement to

the secret profit. This is the outcome of the judgement in MP
Finance Group cc (in liquidation) v C:SARS (2007) 69SATC
141.However, one would do well to bear in mind the judgement in

ITC 1792 (2005) 67 SATC 236. The question related to a taxpayer

who was a stockbroker on the then JSE. He accepted instructions

from clients to buy and sell securities on their behalf and for their

benefit. He had declared certain profits as forming part of his gross

income in his tax returns and later submitted amended tax returns

excluding those profits on the grounds that they did not constitute

his gross income as they were not beneficially received. While he

was a highly successful broker, he had become involved in a

syndicate with dealers and portfolio managers with the object of

manipulating certain share transactions. Effectively the syndicate

was front running shares by buying shares in an entity for which

an account in the taxpayers stockbroking firm had been opened,

where they were warehoused and then sold. The taxpayer was later

convicted of fraud and sentenced to imprisonment but made full

restitution of the illegal profits to the client.

From the evidence before the court, his intention was to benefit the

syndicate and himself and not the client. He thus received the shares

originally bought with the intention of holding them for the syndicate

and thereby himself, and he received the profits generated from the

sale of the shares for his and the syndicate's benefit. The court said

that it was clear that income received is subject to tax notwithstanding

the fact that it is tainted with illegality or received from illegal

activities. However it said that the word "received" needed to be

qualified and not every obtaining of physical control over money

or monies worth would constitute a receipt for the purposes of the

"gross income" definition. The court cited the case of Geldenhuys
v CIR 14 SATC 419. The court held that the shares originally

acquired by the syndicate belonged not to it but to its principal the

client, and this was so because the law did not give effect to the

subjective intention of the syndicate and the agent to appropriate

the shares or profits but deemed the agent to have received them

for and on behalf of the principal. Accordingly the taxpayer was

held not to have received the income relating to the secret profits.

Alastair Morphet
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material interest, after the agreement or other matter has been

approved by the company, then the director must promptly disclose

to the board or to the shareholders the nature and extent of that

interest and the material circumstances relating to his or a related

person's acquisition of that interest. Then section 75 (7) provides

that a decision by the board or a transaction approved by the board

is valid despite any personal financial interest of a director if it

was approved in the manner contemplated in the section or has

been ratified by an ordinary resolution of the shareholders following

the disclosure of the interest.

The liability of directors is set out in section 77 of the 2008

Companies Act. These provisions apply to the prescribed officers

of the company as well, and so there is an equal liability for a

public officer or general manager of the company who is not

legally a director. Section 77 (2) provides that a director may be

held liable in accordance with the principles of the common law

relating to a breach of a fiduciary duty, for any loss, damages or

costs sustained by the company as a consequence of any breach

by the director of a duty contemplated in section 75. In respect of

a breach of section 75, what the director would have breached is

the failure to provide adequate disclosure in accordance with that

section. The section nowhere prescribes that he must disgorge the

profit he has made from any transaction in breach of this section.

In the scope of the Companies Act, to the extent that a director's

theft of a corporate opportunity for his personal gain has been a

breach of section 75, is that the amount of the damage which the

company suffers would be the extent of the profit he has made.

But instead of suing the director on the basis of the judgement in

Regal (Hastings) Limited v Gulliver [1967] 2 AC134, the company's

action is actually a civil action for damages suffered as a result

of the failure to disclose in terms of section 75. Provided the

director has made full and proper disclosure in accordance with

the requirements of section 75, he will not be liable. Proper disclosure

of his material interest will relieve him of any liability for the theft

of the corporate opportunity. This does accord with what the writer

understands the American law on the subject to be.

The critical issue then for directors and prescribed officers is to

ensure that full disclosure is made of any material interest in any

contract which conflicts with the interests of the company of which

he is a prescribed officer. The tax liability for these secret profits

is equally not a simple matter. If proper disclosure has been made,

and the company cannot recover those profits from the delinquent

director, then that profit must surely accrue in the hands of that

delinquent director, alternatively a company which he sets up to

pursue that opportunity. However, is that profit in the nature of
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a number of amendments. Currently, a "dividend" is defined in the

Income Tax Act to mean:

"any amount transferred or applied by a company for the benefit
of any shareholder in relation to that company by virtue of any
share held by that shareholder in that company, whether:

by way of a distribution; or
as consideration for the acquisition of any share in that 
company, but does not include any amount so transferred 
or applied by the company to the extent that the amount 
so transferred or applied
results in a reduction of contributed tax capital;
constitutes shares in that company;
constitutes an acquisition by a company of its own securities 
as contemplated in para 5.67 of s 5 of the JSE Limited Listings
Requirements, where that acquisition complies with the 
requirements prescribed by paras 5.67 to 5.84 of s 5 of the JSE
Limited Listings Requirements; or

constitutes a redemption of a participatory interest in an 
arrangement or scheme contemplated in para (e)(ii) of the 
definition of "company". [Paragraph (e)(ii) refers to a "foreign
collective investment scheme", which is an arrangement or 
scheme carried on outside the Republic in pursuance of which
members of the public are permitted to invest in a portfolio of
a collective investment scheme, where more than one investor
contributes to and holds a participatory interest in a portfolio

of the scheme through shares, units or any other form of
participatory interest."

The question which arises is whether the reference to a distribution

in the definition of "dividend" in the Income Tax Act will encompass

all of the instances defined as a "distribution" in the Companies

Act. The extent of the overlap between the respective definitions

contained in the Income Tax Act and the Companies Act will have

to be further clarified.

In the context of the Income Tax Act, separate reference is made

to a distribution or the consideration for the acquisition of shares

constituting a dividend. In the Companies Act, the reference to the

consideration for acquisition of shares is separately listed from a

dividend. It appears that for purposes of the Income Tax Act, a

distribution does not necessarily include consideration for the

acquisition of shares thereby necessitating the separate indication

that a dividend may be in the form of a distribution or the

consideration for the acquisition of any share in a company.

Continued over page

With the enactment of the new Companies Act 71 of 2008 (the

Companies Act), there are a number of definitions included which

were not previously contained in the Companies Act 61 of 1973.

For instance, a definition of a "distribution" has been included in

the Companies Act which contemplates a direct or an indirect:

transfer by a company of money or other property of the

company, other than its own shares, to or for the benefit of

one more holders of any of the shares, or to the holder of a

beneficial interest in any such shares, of that company or of

another company within the same group of companies,

whether:

• in the form of a dividend;

• as a payment in lieu of a capitalisation share;

• as consideration for the acquisition:

- by the company of any of its shares; or

- by any company within the same group of companies,

of any shares of a company within that group of 

companies; or

• otherwise in respect of any of the shares of that company 

or of another company within the same group of companies;

or

• incurrence of a debt or other obligation by a company for 

the benefit of one or more holders of any of the shares of 

that company or of another company within the same group

of companies; or

• forgiveness or waiver by a company of a debt or other 

obligation owed to the company by one or more holders of

any of the shares of that company or of another company 

within the same group of companies,

but does not include any action taken place upon the final

liquidation of the company.

There is no definition contained in the Companies Act of what

constitutes a dividend. From a tax perspective, the interaction

between the definition of "distribution" contained in the Companies

Act and the definition of "dividend" in the Income Tax Act will

have to be considered.

In line with the proposed introduction of a dividends withholding

tax in South Africa, the definition of a "dividend" in the Income

Tax Act 58 of 1962 (the Income Tax Act) has been the subject of

DIVIDENDS AND DISTRIBUTIONS -
A TAX PERSPECTIVE



It is not clear from a tax perspective, whether a distribution in the

definition of "dividend" in the Income Tax Act will encompass

the forgiveness of a debt given the specific tax treatment of any

waiver of debts in terms of paragraph 12(5) of the Eighth Schedule

to the Income Tax Act. The waiver of a debt in the context of the

Eighth Schedule requires that the relevant taxpayer account for

the particular capital gains tax consequences as opposed to there

being any dividend arising in the hands of the taxpayer.

Furthermore, the concept of a distribution is assigned a specific

meaning in terms of paragraph 74 of the Eighth Schedule which

regulates the capital gains tax consequences associated with various

company distributions referred to in paragraphs 75 to 78 of the

Eighth Schedule to the Income Tax Act, including distributions

made in liquidation.

A "distribution" as defined in the Companies Act specifically

excludes any "action taken upon the final liquidation of the

company" whereas this exclusion is not necessarily applicable in

the context of the Income Tax Act. Therefore, the concept of a

"distribution" in the Companies Act differs from the use thereof

in the Income Tax Act.

A further distinction which is apparent from the definition of a

"dividend" in the Income Tax Act is that there are two parties

referred to in the definition of a "dividend", namely the company

and the shareholder in that company. In contrast, a "distribution"

in terms of the Companies Act is of wider application by virtue

of the reference to the group of companies. This raises the further

consideration of whether the reference to a dividend in the definition

of "distribution" in the Companies Act will extend beyond the

term as defined in the Income Tax Act ie. there will be a wider

interpretation applied as to what constitutes a dividend for purposes

of the Companies Act.

The approach to be adopted in the interpretation of the Companies

Act is captured in section 5. Specifically, in the case where there

is any inconsistency between the Companies Act and any other

national legislation, the provisions of the two acts should be

applied concurrently to the extent possible. If this is not possible,

the provisions of the Companies Act will prevail over the provisions

of the Income Tax Act as the Income Tax Act is not listed as in

section 5(4) of the Companies Act as being legislation which will

prevail over the Companies Act.

Thus, it is possible that the reference to dividend as contained in

the definition of "distribution" in the Companies Act will not be

limited by the interpretation of "dividend" as contained in the
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Income Tax Act. The provisions of the Companies Act may override

the provisions of the Income Tax Act when interpreting the meaning

of a "distribution".

A further relevant consideration will be the obligation to account

for any value extraction tax which is to be introduced in the Income

Tax Act. A value extraction tax will be levied at a rate of 10% if

there is, amongst others, the release or payment of a debt by a

company in favour of a connected person which events are defined

as a "distribution" in the Companies Act. A value extraction event

is therefore, from a tax perspective, treated separately from a

"distribution" or a "dividend".

From the apparent distinctions between the definitions of

"distribution" and "dividend" in the Companies Act and the Income

Tax Act, the tax consequences of any "distributions" made in

accordance with the Companies Act will have to be considered on

a case by case basis. It will not automatically follow that

"distributions" referred to in the Companies Act will qualify as a

"dividend" as defined in the Income Tax Act given that separate

approaches are adopted in the Acts.

Natalie Napier

In terms of the Companies Act 71 of 2008 (the Companies Act)

the two main categories of entities have been split into profit and

non-profit companies. A non-profit company (NPC) is essentially

the successor to the "association not for gain" which had to be

incorporated in terms of section 21 of the previous Companies

Act 61 of 1973.

It is important to note that incorporation as a NPC does not

automatically result in an exemption from tax under section 10 of

the Act or any particular classification for tax purposes, which is

confirmed under item 1(6) of Schedule 1 to the Companies Act. It

is therefore critical that NPC's be aware of the interplay and possible

conflict areas between the Companies Act and specific legislation

applicable to Public Benefit Organisations (PBO) under the Income

Tax Act 58 of 1962 (the Act).

The Companies Act defines a NPC as a company incorporated for

a public benefit or other object where the income and property is

prohibited from being distributed to its incorporators, members,

IMPACT OF NEW COMPANIES ACT ON
PUBLIC BENEFIT ORGANISATIONS

Continued over page



MOI must be tailored for the purposes of section 10(1)(cN) of the

Act to ensure that any trading activity does not jeopardise the tax

exempt status of the PBO. Further, reasonable remuneration is

allowed under both the Companies Act and section 30(3)(d) of the

Companies Act, however the Act does not require the MOI to

specifically make reference to this proviso.

Dissolution or winding up of NPC
Section 30(3)(b)(iii) of the Act is a particularly strict provision to

ensure continuity of public benefit activities in the event of dissolution

of a PBO. It essentially obliges the PBO to transfer its assets on

dissolution to any approved PBO, an entity exempt from tax under

section 10(1)(cA(i) of the Act (eg. university) or any level of

Government contemplated in section 10(1)(a) of the Act.

Generally, a clause to this effect would have made its way into any

founding document of the PBO. However, under the Companies

Act it could now result in a possible contravention for the following

reason - the Act is less strict in its application subsequent to a 2008

amendment that assets can be transferred to any approved PBO and

not only to an approved PBO with similar objects. On the other hand,

item 4(b) in Schedule 1 to the Companies Act requires the entire net

value of the NPC to be distributed to one or more (not necessarily

approved under section 30 of the Act) NPC's, registered external

NPC's in the Republic, voluntary associations or non-profit trusts,

but only those having similar objects to the NPC's main object.

Careful consideration must therefore be given in drafting MOI's

with the intention of obtaining PBO approval as the wider concept

of 'any approved PBO' does not coincide with the 'similar object'

concept under the Companies Act. It appears that the restrictive

Companies Act requirement on dissolution would have to be

complied with having regard to the section 5(4)(a) of the Companies

Act stating that in the event of inconsistency between the Companies

Act and any other national legislation the provisions of both acts

will apply concurrently, but only to the extent that it is possible to

comply with one inconsistent provision without contravening the

second.

Section 5(4)(a)(i) of the Companies Act further lists certain pieces

of national legislation that would prevail over the provisions of the

Companies Act in cases of inconsistency. None of the acts

administered by the Commissioner for SARS are included, meaning

the provisions of the Companies Act, as it relates to dissolution of

the NPC, will prevail over the Act.

Ruaan van Eeden
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directors, officers or persons related to any of them, except to the

extent permitted by item 1(3) of Schedule 1 to the Companies

Act, for example, remuneration for services rendered. The basis

for the establishment of the NPC would be its Memorandum of

Incorporation (MOI) which must at least set out one object of the

company being either a public benefit object or an object relating

to one or more cultural or social activities, or communal or group

interests. The MOI is critical in relation to the written requirements

of the Commissioner when considering approval under section

30(3)(b) of the Act. Selected areas of which taxpayers must be

aware of are highlighted below.

Fiduciary responsibility
Section 30(3)(b)(i) of the Act requires that the constitution,

or other written instrument under which the entity has been

established (in this case the MOI), will provide for at least three

unconnected persons to accept fiduciary responsibility and no

single person directly or indirectly controls the decision making

powers. In the case of a NPC it would be the directors accepting

fiduciary responsibility of the organisation, however, there is no

requirement under the Companies Act for such directors to be

unconnected in relation to each other.

Schedule 1 to the Companies Act deals with the appointment of

directors in the case of a NPC and provides that where the NPC

has members, the MOI must set out the basis on which the members

choose the directors of the company, if any directors are to be

elected by the voting members, and to provide for the election

each year of at least one-third of those elected directors. If the

NPC has no members, the MOI must set out the basis on which

directors are to be appointed by its board, or other persons. From

a PBO approval point of view, the MOI must go one step further

in setting out the minimum number of unconnected directors

taking fiduciary responsibility.

Distribution of funds
Under item 2 of Schedule 1 to the Companies Act, a NPC is

obliged to apply all of its assets and income to the advancement

of its stated objects as set out in the MOI. This is consistent with

the requirement under section 30(3)(b)(ii) of the Act that requires

any funds of a PBO to be solely utilised for the objects for which

it was established - essentially the public benefit activities under

Part I of the Ninth Schedule to the Act.

The Companies Act does not prohibit trading activities of a NPC

if it is consistent or ancillary to its stated objects, however, the



NEW AMALGAMATION PROVISIONS NOT
ALIGNED WITH THE INCOME TAX ACT

The Companies Act No 71 of 2008 (the Companies Act) has

introduced amalgamation and merger provisions which differ from

those previously contemplated in the old Companies Act.

In terms of the Companies Act an amalgamation or merger means

that transactions or series of transactions, pursuant to an agreement

entered into between merging companies, resulting in:

the formation of one or more new companies, which together

hold all the assets and liabilities that were held by any of the

amalgamating or merging companies immediately before the

implementation of the agreement, and the dissolution of each

of the amalgamating companies (see paragraph (a) of the 

"amalgamation or merger" definition in the Companies Act);

or

the survival of at least one of the amalgamating or merging 

companies, with or without the formation of one or more new

companies, and the vesting in the surviving company or 

companies, together with any such new company or companies,

of all of the assets and liabilities that were held by any of the

amalgamating or merging companies immediately before the

implementation of the agreement (see paragraph (b) of the 

"amalgamation or merger" definition in the Companies Act).

The new amalgamation and merger provisions therefore

contemplate a scenario where there is either the formation of a

new company (with the dissolution of the old amalgamating or

merging companies) or the survival of one of the amalgamating

or merging companies. The new amalgamation and merger

provisions in the Companies Act therefore have a far wider

application and scope than those contemplated under the old

Companies Act.

Unfortunately, the specific tax roll-over relief offered in section

44 of the Income Tax Act No 58 of 1962 (the Act) has not been

amended to align with the new Companies Act. An "amalgamation

transaction" in section 44 of the Act only contemplates a scenario

where a company disposes of all of its assets to another company

which is a resident, by means of amalgamation conversion or

merger and as a result of which that amalgamated companies'

existence is terminated (similar to the scenario contemplated in

paragraph (b) of the amalgamation or merger definition in the
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Companies Act). If one contemplates implementing an amalgamation

transaction contemplated in paragraph (a) of the definition, the

relief offered under section 44 of the Act will not be available to

the various parties concerned. A number of tax implications may

therefore be triggered. For instance:

the conversion of the shares held in the amalgamating company

into shares in the amalgamated company may trigger capital 

gains tax or income tax consequences for the shareholders (see

section 113(2)(c) of the Companies Act);

the disposal of the assets by the amalgamating companies to 

the newly amalgamated company may trigger capital gains tax,

income tax and recoupments for the amalgamating company 

itself.

In addition, one must pay particular attention to the specific

requirements of section 44 of the Act. For instance, section 113 of

the Companies Act allows for the payment of consideration other

than the issue of securities in the amalgamated company. However,

the relief offered under section 44 of the Act is limited to the

instances where the amalgamating company transfers all of its

assets to another company in return for equity shares in that company.

If consideration other than equity shares is received for the assets

(as contemplated in section 113(d) of the Companies Act), it may

trigger the part disposal provisions in the Eighth Schedule to

the Act.

Before entering into an amalgamation or merger transaction in

terms of the new Companies Act, the parties to the transaction must

carefully consider the attendant tax implications. Hopefully we will

see legislative amendments in the near future to grant tax roll-over

relief for companies looking to implement amalgamation or merger

transactions under the new Companies Act.

Andrew Lewis



Since 1 January 2011 the Income Tax Act has a new definition

for "dividend" as well as a definition for the newly introduced

concomitant term, "contributed tax capital" (CTC).

Of course, these definitions are of importance in respect of

determining a company's liability for Secondary Tax on Companies

(STC) since STC is levied on the net amount of any dividend

declared by a company. When the new Dividends Tax replaces

STC, announced to take effect on 1 March 2012, these terms will

be of equal importance.

Essentially, these definitions introduced a new way of determining

whether a distribution or payment by a company is a dividend for

purposes of the Income Tax Act.

In simplistic terms, a dividend is now defined as any distribution

by a company that does not reduce the CTC of that company, save

for a few exceptions. That is, if CTC is reduced, the distribution

is not a dividend.

Generally, the CTC of a company is the sum of all consideration

the company has received for the issue of shares. It is calculated

by first determining an opening CTC balance as at 1 January 2011,

which balance is equal to the sum of the stated capital (non-par

value shares) and/or share capital and share premium (par value

shares) relating to the shares of that company immediately before

1 January 2011. Any part of that amount that would have constituted

a dividend (on the old definition) had it been distributed before

1 January 2011 is excluded.

In order to calculate the present CTC of a company any

consideration received by or accrued to that company for the issue

of shares after 1 January 2011 should be added. Also, the amount

must be reduced by any amount transferred to shareholders after

1 January 2011 that the directors of the company have determined

to reduce CTC.

That is, the directors of a company may determine whether an

amount transferred to shareholders will constitute a reduction of

CTC or, put differently, will be paid from CTC and thus not

constitute a dividend.
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It is important to note that the definition of CTC requires one to

calculate the CTC relating to each class of shares separately.

Increases or decreases in CTC relating to one class should not be

attributed to any other class. Also, where there is a distribution to

shareholders of a particular class, each shareholder of that class is

deemed to receive such part of that distribution as relates to his

shareholding in the particular class.

The duty on a company is therefore firstly to determine its CTC as

at 1 January 2011 and secondly to keep record of any addition to

or reduction of CTC after that date. More specifically, a CTC record

needs to be kept for each class of shares.

The Companies Act, 2008, came into force on 1 May 2011. One

of the more significant changes that it has brought to companies

law is the doing away with par value shares. However, in terms of

Regulation 31(5) to the Companies Act par value shares already

in issue as at 1 May 2011 may remain in issue, and further par

value shares authorised before that date may also still be issued.

Accordingly the concept of par value shares will remain relevant

for a considerable time to come. For each class of par and non-par

value shares a separate CTC record needs to be maintained.

Heinrich Louw

CONTRIBUTED TAX CAPITAL AND PAR
VALUE SHARES

TAX IMPLICATIONS OF THE NEW BUSINESS
RESCUE REGIME

The concept of business rescue is one of the new innovations of

the new Companies Act 71 of 2008 (the  Companies Act). This

concept aims to rescue and rehabilitate a financially distressed

company. Generally, a company will be financially distressed if it

appears reasonably unlikely that the company will be unable to pay

all of its debts when they become due and payable or if the company

will be insolvent within the ensuing six months.

Pursuant to the approval of placing a company under business

rescue, a business rescue practitioner must be appointed. The

practitioner is tasked with a wide variety of duties including the

preparation of a business rescue plan. A business rescue plan may

provide for the discharge of debts and claims relating to the company.

During the business rescue proceedings, any guarantee or surety

given by the company is only enforceable with leave of the court

Continued over page



and any claim against the company is suspended for the duration

of the business rescue proceedings. That is to say, any claim to

payment for a loan or surety by the company will be suspended

thereby forgiving the debt by the said company until the conclusion

of the proceedings. Furthermore, once a business rescue plan has

been approved it may provide that a creditor is barred from

enforcing any debt owed by the company under business rescue

immediately before the beginning of the business rescue process,

save to the extent provided for in the plan. In other words, for the

duration of the proceedings and even thereafter the company is

discharged of any claims and debts owing to its creditors.

The discharge of debts and claims may have tax consequences

for the company under business rescue. The suspension of the

debt or suretyship mentioned above does not in itself give rise to

any negative tax consequences since it is not a complete waiver

of a debt, only the discharge or reduction of the debt does. Paragraph

12(5) of the Eighth Schedule to the Income Tax Act 58 of 1962

provides that where a debt owed by a debtor to a creditor is reduced

or discharged for no consideration or for a consideration that is

less than the amount by which the face value of the debt has been

discharged, a gain is made by the debtor. The debtor is deemed

to have acquired the debt at no cost and is deemed to have sold

it for the amount written off and is therefore liable to pay capital

gains tax (CGT) on that amount.

By way of example, Company A secures a loan of R1 million

from ABC (Pty) Ltd. Company A is subsequently placed under

business rescue and the business rescue practitioner together with

the creditor discharge the R1 million loan under the business

rescue plan. The implication of paragraph 12(5) is that Company

A will be deemed to have made a capital gain equal to the amount

discharged, ie. R1 million.

The reduction or extinguishing of a debt during the proceedings

is essentially a discharge from a debt owed to a creditor and the

amount of the debt must, according to paragraph 12(5), be deemed

to be a gain in the hands of the company under business rescue

proceedings. It is important to note that once a creditor has

discharged from debt a company under business rescue, it cannot

upon the rehabilitation of that company claim the discharged debt.

Similarly, the company under business rescue cannot upon

rehabilitation reclaim the CGT paid in terms of paragraph 12(5)

of the Income Tax Act.
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This  information is published for general information

purposes and is not intended to constitute legal advice.

Specialist legal advice should always be sought in relation

to any particular situation. Cliffe Dekker Hofmeyr will accept

no responsibility for any actions taken or not taken on the

basis of this publication.

However a notable exception from paragraph 12(5) is that the

deeming provisions will not apply if the creditor and the company

under business rescue form part of the same group of companies

as defined in section 41 of the Income Tax Act. Put simply, a group

of company exists where a company holds at least 70% of the

equity shares in at least one controlled company. The waiving or

discharge of loans between group companies will, therefore, not

attract capital gains tax as envisaged in par 12(5). Notwithstanding

the above exception, a liability for CGT may arise where group

companies reduce or discharge loans as part of a tax avoidance

scheme. Thus the discharge of a debt by companies forming part

of the same group of companies will not attract CGT unless the

discharge is aimed at avoiding tax charged in terms of the Income

Tax Act.

To sum up, the above provision will undoubtedly have far-reaching

consequences for companies who are placed under the business

rescue process with business rescue practitioners and creditors

releasing the company from loans and suretyships in terms of the

business rescue plan. The company may as a result of the discharge

of the debt be liable to pay CGT on the amount so forgiven or

discharged by the creditor. It is therefore clear that the imposition

of CGT on a financially distressed company defeats the whole

purpose of the business rescue process. On the one hand there is

an attempt to rehabilitate the financially distressed company and

on the other hand there is a liability to pay CGT. But until this

predicament is resolved the ailing company will have to settle the

tax man's bill.

Natalie Napier and Rivalani Salani
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