CORPORATE
& COMMERCIAL

ALERT

19 OCTOBER 2022

CDIH

CLIFFE DEKKER HOFMEYR

INCORPORATING
KIETI LAW LLP, KENYA

IN THIS ISSUE

Preference share funding: SARS issues
binding private ruling on section 8E and
8EA of the Income Tax Act

On 3 October 2022, the South African Revenue Services
(SARS) issued Binding Private Ruling 379 (BRP 379).

BRP 379 broadly deals with the tax consequences of
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the equity shares in an operating company (which

the preference share funding was used to finance)
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On 3 October 2022, the

South African Revenue Services
(SARS) issued Binding Private
Ruling 379 (BRP 379). BRP

379 broadly deals with the tax
consequences of the declaration of
a preference share dividend after
the equity shares in an operating
company (which the preference
share funding was used to finance)
are disposed of.

SECTION 8E AND SECTION 8EA OF
THE INCOME TAX ACT

Before discussing BRP 379, it is
worthwhile revisiting section 8E and
section 8EA of the Income Tax Act 58
of 1962 (ITA). A thorough discussion of
these sections falls outside the scope
of this article. However, we wish to
briefly discuss the effect of these
sections before discussing BRP 379.

The effect of section 8E and 8EA of
the ITA is that if the requirements of
section 8E(2) or section 8EA(2) of
the ITA are met, dividends received
by a person are deemed to be
income. Simply put, section 8E(2)
and 8EA(2) serve to recharacterize
exempt dividends received by a
person as income. The consequence
of this recharacterization is that the
dividends (which are in the ordinary
course usually exempt from income
tax) are deemed to be income and
therefore subject to tax in the hands
of the holder.

BACKGROUND FACTS ON BRP 379
The factual background to BRP 379:

1. A company issued cumulative redeemable preference shares to a preference
shareholder and used the proceeds of the preference shares to advance a
loan to Company H (as indicated below).

2. Company H utilised the loan to acquire “ordinary shares” in Listco (a listed

company).
Company H

<

Acquisition Ordinary Shares

Loan 100%

v

Preference
share funding

Preference Listco

Shareholder

3. Due to losses sustained on the market value of the shares acquired by
Company H, Company H disposed of these ordinary shares.

4. Pursuant to the disposal of the shares held by Company H in Listco, the issuer
proposed declaring a preference share dividend to the preference shareholder.
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CONTINUED

RULING

Based on the specific set of facts and
subject to the assumption that Listco
is an “operating company” (as such
term has been defined in section
8EA(1) of the ITA) on the day that the
preference share dividends are paid,
the ruling made by SARS was that any
dividends paid by the issuer to the
preference shareholder after the sale
by Company H of the ordinary shares
in Listco will not be recharaterised as
income in terms of section 8E or 8EA
of the ITA.

IMPLICATION OF BRP 379
FOR TAXPAYERS

In terms of section 83 of the Tax
Administration Act 28 of 2011 (TAA),
a binding private ruling applies to a
person only if:

e the provision or provisions of the
Act at issue are the subject of the
‘advance ruling”;

o the person’s set of facts or
transaction are the same as
the particular set of facts or
transaction specified in the ruling;

» the person’s set of facts or
transaction fall entirely within the
effective period of the ruling;

e any assumptions made or
conditions imposed by SARS in
connection with the validity of
the ruling have been satisfied or
carried out; and

e the person is an applicant
identified in the ruling.

Additionally, BRP 379 does not reveal
all the applicable facts. Despite

this, it is interesting to note that it
appears from BRP 379 that if (i) the
proceeds of a preference share are
used to acquire equity shares in an
operating company and (i) the equity
shares are subsequently disposed

of pursuant to the investment not

yielding the anticipated returns,

after the disposal of the equity

shares and provided the operating
company is an “operating company”
(as defined in section 8EA(1) of the
ITA), the dividends received by the
preference shareholder will not be
recharacterized as income in terms of
section 8E or 8EA of the ITA.

LUDWIG SMITH AND
JAMES WEWEGE
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BBBEE STATUS: LEVEL ONE CONTRIBUTOR
Our BBBEE verification is one of several components of our transformation strategy and we continue to seek
ways of improving it in a meaningful manner.
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