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The South African Revenue Service (SARS) recently 
issued Binding Private Ruling number 173 (Ruling).

The applicant was a locally incorporated company, 
and tax resident in South Africa. The applicant’s 
majority shareholder was a foreign company. The 
balance of the shares in the applicant were held by 
its management. 

The majority shareholder had previously advanced 
a loan to the applicant for purposes of covering 
operational expenditure and this loan remained 
outstanding. 

It was proposed that the majority shareholder would 
subscribe for new shares in the applicant, and that 
the proceeds from the subscription would be used by 
the applicant to repay the outstanding loan owing to 
the majority shareholder.

In other words, the parties wished to capitalise the 
loan. 

From a practical perspective, the majority shareholder 
would subscribe for ordinary shares in the applicant 
at par because the applicant had sufficient authorised 
but unissued shares to cover the amount of the loan. 
The majority shareholder would settle the subscription 
price in cash and the applicant would issue the relevant 
share certificates. Thereafter the applicant would settle 
the loan from the cash proceeds of the issue.

It would appear that the main concern of the 
applicant was that the subscription for new shares 
and the subsequent repayment of the loan would 
be seen as a reduction of debt for purposes of s19 
of the Income Tax Act, No 58 of 1962 (Act), and 

that a recoupment would arise in the hands of the 
applicant. This is mainly so because the loan was 
applied towards deductible expenditure. Alternatively 
the concern seems to have been that the transaction 
would constitute a reduction of debt for purposes of 
paragraph 12A of the Eighth Schedule of the Act, 
and that a reduction of allowable expenditure for 
capital gains tax purposes would result. 

The uncertainty whether the capitalisation of a loan 
triggers the debt reduction provisions stems from 
C:SARS V Labat 2011 ZASCA 157 where it was 
held that the issue of shares does not diminish a 
company’s assets and would therefore not constitute 
expenditure incurred. If a company issues shares in 
settlement of its loan obligations, the question then 
arises whether the company has in fact discharged its 
loan obligations. 

In the Labat case the court indicated that it may be 
possible to structure the transaction differently so that 
set-off does apply. However, on the basis that there 
was no suggestion that the contracts were simulated, 
the court had to take the transaction at face value. 
The court therefore never decided on the issue of 
whether set-off may apply in the context of loan 
capitalisations.
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DEDUCTIBILITY OF COSTS IN RESPECT OF PLANT USED IN THE PRODUCTION OF 
RENEWABLE ENERGY 

In our Tax Alert of 7 March 2014, we discussed how the energy landscape has developed over the last 
few years with the introduction of a number of private and public sector funded renewable energy projects, 
aimed at reducing the energy footprint of corporate taxpayers.

Although the renewable energy projects are not only 
undertaken for the purpose of generating electricity 
and are therefore also utilised by taxpayers for their 
own use, the investment costs into these renewable 
energy projects are substantial. This in itself could 
be a deterrent for corporates looking to develop 
renewable energy projects. Accordingly, qualifying 
tax allowances must be made available to the 
corporate taxpayer to ensure the commercial viability 
of investing into these projects.

In this regard, s12B of the Income Tax Act, No 58 
of 1962 (Act) is the most relevant tax consideration 
and provides an incentive for taxpayers to invest in 
renewable energy projects. Section 12B of the Act is 
specifically directed towards the deduction of costs 
incurred by taxpayers in respect of certain plant, 
machinery, implements, utensils or articles used in the 
production of renewable energy.  

In other words, s12B of the Act makes provision for 
an accelerated capital allowance and accordingly, 
provided that the requirements under the section are 
complied with, the taxpayer is permitted to deduct the 
costs of qualifying assets, used in the production of 
electricity from renewable resources, on a 50/30/20 
basis (ie three years).

Having regard to the above, it is important to note 
that the South African Revenue Service (SARS) recently 
published Binding Private Ruling 172 (BPR 172) which 

deals with the deduction allowed in respect of the cost 
of machinery, plant, implements, utensils or articles 
used in the production of electricity from solar energy.

By way of background, the applicant (applicant), a 
private company incorporated in and resident of South 
Africa, proposes to construct grid-tied solar photovoltaic 
systems (PV Systems) for the purpose of generating 
electricity from solar energy. The electricity to be 
produced by the PV Systems will feed directly into the 
power supply systems without being stored in batteries.

The process of generating electricity from the solar 
energy, will be as follows: 

 Sunlight will be absorbed by the silicone-based 
semi-conductors of a PV Panel, which in turn will 
generate direct current (DC) electrical energy.

 The electrical energy will be conveyed by DC 
feeder lines to a DC Combiner.

 The DC Combiner electrically combines the 
multiple strings of solar panels.  

 On the output side of the DC Combiner, 
combined sets of DC feeder lines run to an 
alternating current inverter (AC Inverter).

 The AC Inverter converts the DC electrical 
energy to AC electricity on which electrically 
powered equipment will operate.

SARS ruled that s19 of the Act and paragraph 12A of 
the Eighth Schedule to the Act would not apply to the 
proposed transaction.

This ruling is important in that it indicates that 
the capitalisation of a loan would not necessarily 
constitute a reduction of debt that is disguised as the 
issue of shares coupled with the repayment of a loan.

However, it is important to note that SARS made the 
ruling subject to the assumption that payment of the 

subscription price as well as the repayment of the loan 
will be settled in cash, as opposed to being settled by 
way of set-off.

SARS made no ruling in respect of the deductibility 
of the operating expenditure for which the loan was 
used, or the application of the transfer pricing rules to 
the facts.

Heinrich Louw
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 The AC inverted current will travel from the 
AC Inverter into the facility's main service 
panel, from which a further connection will be 
established for use by equipment.

What is further important to note is that the applicant is 
proposing to develop and construct the PV Systems at 
various of its sites located in South Africa. However, in 
certain cases the PV Systems will be installed on land 
owned by the applicant and in other cases, the PV 
Systems will be installed on land leased by the applicant. 

In this regard, BPR 172 further provides that the PV 
Systems will be affixed or mounted at the applicant's 
various business locations, as follows: 

 Each PV System will be affixed to a specifically 
designed and constructed concrete foundation;

 In accordance with industry standards, each 
PV System has a useful life of 25 years. This 
is inclusive of the concrete foundation and 
supporting steel structure; and

 The PV Panels will be bolted to the concrete 
foundations and can be removed using 
appropriate equipment. After removal, the PV 
Panels could be relocated to another site for re-
use or could be scrapped.

The ruling made by SARS in connection with the 
proposed transaction is as follows:

 The PV Panels consisting of all its constituent 
parts (including the concrete foundations and 

supporting steel structures), situated at the 
various leased and owned locations, constitute 
'plant' used in the 'generation of electricity' 
(s12B(1)(h) of the Act), the cost of which is 
deductible in accordance with the provisions of 
s12B(2) of the Act;

 The DC Combiner and feeder lines situated 
at the various leased and owned locations, 
constitute 'plant' used in the 'generation of 
electricity' (s12B(1)(h) of the Act), the cost of 
which is deductible in accordance with the 
provisions of s12B(2) of the Act; and

 The AC Inverters, including all equipment 
situated therein, situated at the various leased 
and owned locations, constitute 'plant' used 
in the 'generation of electricity' (s12B(1)(h) 
of the Act), the cost of which is deductible in 
accordance with the provisions of s12B(2) of 
the Act.

This ruling is significant in that it proves that 
renewable energy projects adopted by taxpayers 
could be extremely tax efficient if planned and 
developed on the correct basis. Going forward, there 
is no doubt that the renewable energy landscape will 
continue to grow and that qualifying tax allowances 
will play a crucial role in sustaining the development 
of renewable energy projects in South Africa.

Nicole Paulsen
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