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CONTENTIOUS INTERNATIONAL CORPORATE RESTRUCTURING RULING

The corporate tax rollover relief provisions contained 
in section 41 to section 47 of the Income Tax Act, No 
58 of 1962 (Act) were recently expanded to cater for 
international corporate restructurings. 

The South African Revenue Service (SARS) released 
Binding Private Ruling 178 (BPR 178) on 14 August 
2014 where the applicant sought clarity on the tax 
consequences of an international corporate restructuring 
in terms of section 42 (asset-for-share transactions) and 
s45 (intra-group transactions).  

There are a number of interesting issues that are dealt 
with in BPR 178. However, the purpose of this article is 
not to  discuss the entire ruling but to mainly consider the 
technical application of s45(3A) of the Act.  In order to 
appreciate the issue, consider the following simplifi ed 
facts to those contained in BPR 178:

 n  A South African tax resident company (SA Co) 
holds 100% of the issued share capital of a 
foreign company incorporated and tax resident 
in Germany (CFC 1).

 n  CFC 1 holds 100% of the shares in a foreign 
company incorporated and tax resident in 
another foreign jurisdiction (CFC 2).

 n  CFC 1 and CFC 2 are treated as controlled 
foreign companies by SA Co for purposes of 
s9D of the Act. 

 n  The parties would like to enter into an “intra-
group transaction” as defi ned in s45(1)(b) of the 
Act where CFC 1 sells its shares in CFC 2 to SA 

Co at market value in exchange for the issue of 
loan note equal to the market value of the CFC 
2 shares, (the Loan Note). 

 n  Subsequently, CFC 1 distributes the Loan Note 
to SA Co, with the result that the Loan Note is 
extinguished. 

If s45(3A) of the Act applies to an “intra-group 
transaction”:

 n  CFC 1 shall be deemed to have acquired the 
Loan Note for an amount of expenditure of nil 
(ie the Loan Note will note have a base cost 
equal to its face value); and 

 n  the subsequent distribution of the Loan Note and 
the extinction of the claim against SA Co could 
have adverse tax consequences for CFC 1, 
(which could be attributed to SA Co), bearing in 
mind that the base cost of the loan is deemed to 
be nil and one is dealing with a disposal being 
connected persons. 

In order for s45(3A) of the Act to apply there must be, 
amongst others:

 n  an asset acquired by a transferee company (SA 
Co) from a transferor company (CFC1) in terms 
of an intra-group transaction; 

 n  the purchase consideration which is funded by 
the transferee directly by the issue of debt (the 
Loan Note); and
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 n  importantly, a debt issued by a company that 
forms part of the same group of companies 
as the transferee company or the transferor 
company.

The uncertainty whether or not s45(3A) of the Act is 
applicable in the circumstances mentioned above (and in 
BPR 178) mainly relates to the last point. In particular, it 
is noted that:

 n  for tax purposes, a group of companies is 
generally understood to included two or more 
companies where the one company holds 
directly or indirectly at least 70% of the equity 
shares of the underlying controlled group 
companies;  

 n  the “group of companies” defi nition in s1 of the 
Act includes “foreign companies”. However, 
the s41 “group of companies” defi nition (which 
generally applies to the corporate tax roll-over 
relief provisions) excludes foreign companies. The 
s41 group of companies defi nition is therefore 
narrower than the s1 defi nition; 

 n  to the extent that the wider s1 “group of 
companies” defi nition is applicable in the 
context of s45 of the Act (or the other corporate 
restructuring provisions), the legislation generally 
specifi cally refers to the broader defi nition in s1 
of the Act (e.g. see paragraph (b)(iii) of the “intra-
group transaction” defi nition or s45(4)(bA));

 n   the wording in s45(3A)(ii) of the Act simply refers 
to a debt issued by a company that forms part of 
the “same group of companies” as the transferee 
company (SA Co) or transferor company (CFC 
1); and

 n  on the basis that s45(3A)(ii) of the Act does not 
refer to a group of companies “as defi ned in 
section 1 of the Act”, does it mean that s45(3A) 
of the Act is not applicable to a loan between 
CFC 1 and SA Co (which do not form part of the 
s41 “group of companies”)?

 n  alternatively, on the basis that there is a foreign 
“intra-group transaction” as defi ned in Paragraph 
(b), which requires the foreign equity shares be 
disposed of in exchange for the issue of debt, 
must it follow that s45(3A) applies to foreign 
“intra-group transactions”?

In BPR 178, which has similar facts to those described 
above, it was ruled that s45(3A) will not apply to 
deem the loan to have a base cost of nil in the hands 

of the holder of the loan, and therefore the loan will 
have a base cost equal to its face value. As this loan is 
distributed up the line to the South African shareholder 
(eg SA Co), it was ruled that the cessionary in each case 
will then be able to access this face value as the base 
cost.

The exact basis upon which this conclusion was reached 
in BPR 178 is not necessarily clear from the ruling. 
However, if the conclusion is reached on the basis 
that s45(3A) of the Act does not apply to a Loan Note 
issued by a foreign company, which does not form 
part of a s41 group of companies, this ruling appears 
to be at odds with the statements by National Treasury 
in the Explanatory Memorandum on the Taxation Laws 
Amendment Bill, 2013 the (“EM”). According to the 
EM, s45(3A) of the Act was amended to clarify that 
the provision applies to both domestic and corporate 
reorganisations.

One of the other interesting issues that were highlighted 
in BPR 197 (which are not discussed in detail in this 
article) is the question whether, if from a German 
tax perspective a foreign German partnership is tax 
transparent for German corporate income tax purposes 
but not for German trade tax purposes, will that German 
partnership constitute a “foreign company”?  

In considering this issue, it should be appreciated that 
a “company” includes any association, corporation 
or company established under the law of any country 
other than South Africa but does not include a “foreign 
partnership” (as defi ned). A “foreign partnership” is 
defi ned in s1 of the Act and typically includes an entity 
which is fi scally transparent in the country of formation or 
establishment.

To the extent that the German partnership in BPR 197 did 
not constitute a “foreign company” as defi ned (ie it was 
in fact a “foreign partnership”), it would not be possible 
to implement an “intra-group transaction” in terms of 
section 45 of the Act as one would not have a “group of 
companies” as defi ned in s1 of the Act. 

Hopefully the discussion above highlights some of 
the complex issues that need to be considered when 
implementing international (and domestic) corporate 
restructurings and some of the diffi culties taxpayers 
experience when interpreting the applicable legislation.  
Where there is any doubt, the advance tax ruling 
system does at least allow taxpayers the opportunity 
to approach SARS to obtain comfort on the tax 
consequences of the proposed transaction.  

Andrew Lewis
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REFUNDABLE COMPLIANCE REBATE – REVISION OF SMALL BUSINESS 

CORPORATION TAX RELIEF 

On 17 July 2014, the National Treasury released the draft Taxation Laws Amendment Bill (TLAB) which aims to give 
effect to the various tax proposals announced in the 2014 budget.

 One of the important proposals relates to the revision 
of the Small Business Corporation (SBC) tax regime.        
An SBC is defi ned in s12E(4)(a) of the Income Tax 
Act, No 58 of 1962 as any close corporation or co-
operative or any private company as defi ned in the 
Companies Act, No 71 of 2008 (thus excluding trusts, 
sole proprietors and partnerships), all shareholders of 
which are at all times during the year of assessment 
natural persons, where the gross income for the year of 
assessment does not exceed R20 million per annum. A 
number of other limitations with regard to shareholding 
and professional service businesses are included in the 
defi nition. 

An enterprise which complies with the abovementioned 
requirements, amongst others, can opt for the SBC tax 
regime to apply to their enterprise. SBCs are not taxed 
at the fl at company rate of 28%. Instead a progressive 
tax rate is applied. Enterprises with an annual turnover of 
less than R1 million can opt for a turnover tax regime to 
apply to their enterprise, in terms of which such enterprise 
is taxed on their turnover rather than taxable income. 
According to the Draft Explanatory Memorandum on the 
TLAB, this is meant to minimise compliance costs and 
to make it easier for enterprises to calculate their tax 
liability. 

Having regard to the above, the Davis Tax Committee 
released an Interim Report on Small and Medium 
Enterprises: Taxation Considerations (Report) on 14 July 
2014, which provides that the current lower tax rates 
for SBC’s are not effective and do little to support the 
objective of small business growth.  According to the 
Report, the current regime is:

 n  not benefi cial to SBCs with no taxable income 
despite such SBCs having the same tax 
compliance burden as profi table SBCs; and

 n  provides relief to only 50,000 enterprises and 
in some instances enterprises which were not 
originally intended as benefi ciaries. 

The Report further contends that over 50% of SBCs have 
an annual turnover of less than R1 million. Therefore, 
it seems that the turnover tax regime is a more suitable 
regime for these enterprises. 

In order to mitigate the concerns raised in the Report, the 
TLAB proposes to replace the reduced rate SBC regime 
with an annual refundable compliance rebate (RCR).  
SBCs will be taxed at 28% and not according to the 
progressive rate.  Enterprises with a turnover of between 
R1 million and R20 million that are tax-compliant, with 
regard to tax returns and liabilities, will be entitled to 
receive an annual refundable tax rebate of R15,000.  
As this rebate is refundable, enterprises in a tax loss 
position are also eligible to receive it. 

Based on our understanding, the SBC incentive regime 
was introduced to create a more enabling environment 
for entrepreneurial businesses to grow and expand their 
operations by employing more people. Amongst other 
issues, SBCs have indicated that tax compliance costs 
remain a major problem. In light of the aforementioned, 
the introduction of the RCR as a means of rewarding 
tax-compliant SBCs and compensating them for the 
additional costs incurred in achieving tax-compliant status 
will assist SBCs. 

However, the fi xed amount of R15,000 may be 
inadequate, having regard to the costs actually incurred 
by profi table SBCs in striving to achieve tax compliance.  
This is illustrated by an example in the Draft Explanatory 
Memorandum on the TLAB which provides:

Example 2:
Small business corporation B has a taxable income of 
R750,000.

Outcome 1:
Under the current SBC regime
(R750,000 – R550,000) x 28% + R59,702
Tax liability = R115,702

Outcome 2:
Under the proposed RCR regime 
R750,000 x 28% - R15,000
Tax Liability = R195,000

The proposed amendments will come into operation on 
1 January 2016 and will apply in respect of years of 
assessment commencing on or after that date.

Nicole Paulsen and Gigi Nyanin
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