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Agenda

INn this webinar, we will cover the following topics:
* Legislation and policy
« Reactive submissions
 SARS draft documents for public comment

« Court cases of interest and tax importance
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Recent activity

Draft document for comments;

« Draft Interpretation Note — Determination of the Taxable Income of Certain Persons
from International Transactions: Intra-Group Loans

Submission date: 29 April 2022
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Draft Interpretation Note - Determination of the Taxable Income of Certain Persons
from International Transactions: Intra-Group Loans

* This Note provides taxpayers with guidance on the application of the arm’s length
principle in the context of the pricing of intra-group loans. The pricing of intra-group
loans includes a consideration of both the amount of debt and the cost of the debt.

 An intra-group loan would be incorrectly priced if the amount of debt funding, the cost
of the debt or both are excessive compared to what is arm’s length. The Note also
provides guidance on the consequences for a taxpayer if the amount of debt, the cost of
debt or both are not arm’s length.

 The guidance and examples provided are not an exhaustive consideration of every issue
that might arise. Each case will be decided on its own merits taking into account its
specific facts and circumstances.

« The application of the arm’s length principle is inherently of a detailed factual nature and
takes into account a wide range of factors particular to the specific taxpayer concerned.
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Draft Interpretation Note - Determination of the Taxable Income of Certain Persons
from International Transactions: Intra-Group Loans

« Taxpayers are broadly financed in two ways, namely using equity and debt. The returns
on equity capital and debt capital are treated differently for tax purposes

 The way in which a taxpayer is financed has an impact on the calculation of the
taxpayer's taxable income.

« This raises tax concerns regarding the balance between the amount of equity capital
and debt capital. A taxpayer that is considered to have too much debt when considered
against the amount of its equity is said to be thinly capitalised for tax purposes.

 Thin capitalisation becomes a potential issue where a South African taxpayer is directly
or indirectly funded by a non-resident relevant party. The funding of a South African
taxpayer with excessive intra-group, loans may result in excessive interest deductions
thereby depleting the South African tax base.
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Draft Interpretation Note - Determination of the Taxable Income of Certain Persons
from International Transactions: Intra-Group Loans (continued)

« South Africa introduced thin capitalisation rules in 1995, the Commissioner was empowered
to have regard to the international financial assistance rendered and if it was considered
excessive in proportion to the particular lender’s fixed capital in the borrower, the interest,
finance charges or other consideration relating to the excessive financial assistance were
disallowed.

* This gave birth to Practice Note 2 of 14 May 1996.

* For years of assessment commencing on or after 1 April 2012, thin capitalisation is no longer
dealt with by a separate subsection of section 31 and is instead governed by the general
transfer pricing provisions of section 31(2).

« Section 31(2) applies to, for example, the amount of the intra-group loan and the rate of
interest incurred during years of assessment commencing on or after 1 April 2012 irrespective
of whether the underlying loan was initially granted before, on or after that date.
L
S |'|"Tf;1t;irss ‘



Draft Interpretation Note - Determination of the Taxable Income of Certain Persons
from International Transactions: Intra-Group Loans (continued)

 The pricing of intra-group loans includes a consideration of both the amount of debt and
the cost of the debt.

« One of the most significant changes is that taxpayers must determine the acceptable
amount of debt applying arm’s length principles.

o
Institute of
Taxation



SAIT commentary

 The draft IN states that whether indirect financial assistance will be caught under section
31 will be assessed based on "a case-by-case basis when taking the particular facts and
circumstances of the case into account”. - Welcomed

- Paragraph 4.1.1 (Direct and indirect financial assistance/ funding)

o Welcome the plethora of examples that outline what could potentially be construed
as being indirect financial assistance (Example 1- 4) that we view are aligned with
OECD.

o Examples are too broad — problematic for taxpayers to understand with ease when
the transaction entered into will be viewed as indirect financial assistance.

» Examples: limited information regarding Treasury functions (“Cash Pooling” and
“Cash Pool Leader”)- Recommended that SARS provides more information.

o We believe that by establishing clear parameters and factors to analyse the
contribution of an entity to a financial transaction is required to reduce uncertainty
and the possibility of a double taxation issue.
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SAIT commentary

Example 2

©)

The facts of Example 2 consider a scenario whereby a bank is not prepared to provide
funding to a South African subsidiary unless its foreign parent company deposits money for
a certain period of time

This Example suggests that the commercial terms of the loan which is received by the
South African subsidiary can be influenced by either party.

Recommendation - this Example clearly indicate that from an SA perspective, the
commercial terms of loan funding may not arbitrability be influenced in the manner
outlined in the Example.

Although the OECD Transfer Pricing Guidelines allow for the recharacterisation of loans (but
only in specific circumstances), we note that, for example that tax authorities (Australia) are
interpreting these guidelines to allow terms and conditions to be altered or even ignored
where they would not be found in third party arrangements, which we view to be a
disturbing trend.

Concerning as this can be construed from Example 2, that the provisions of section 31 of the
Act can be used to change/ influence the commercial terms of bona fide business
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SAIT commentary

« Example 2
o Additional considerations

« Functional analysis - SARS’ interpretation: which covers various commercial
considerations from both a lenders and borrower’s perspective

« Determination of whether a purported loan should be regarded as a loan (Paragraph
5.2)

« Paragraph 5.2 of the draft IN discusses when a loan will be regarded as a loan for the
purposes of section 31

 Whilst it is acknowledged that the draft IN proposes that the IFRS standards are a good
starting point for determining when a loan should be treated as a loan. The draft IN also
makes reference to the need to consider other domestic provisions.

« Recommended that there be alignment of section 31 with other interest sections such as
sections 8F and 8FA as well as section 24J and section 8E will ensures consistency in the
application of the Act and SARS’ view on hybrid instruments. 3
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SAIT commentary

« ldentifying the commercial or financial relations (paragraph 5.3)

o Analysis of various factors, inter alia the performance of the business in the industry
as well as the differences in industry sectors needs to be taken into account.

o Concerning — hon-conformance of factors such as business or product cycle by some
companies in a particular industry but non-conformance may be purely for business
reasons such as bad management in the MNE group or other factors.

o Requested that acknowledgement be in the draft IN in some detail so as to
ensure that transfer pricing adjustments are not made on entities that have a
legitimate basis for not conforming to the industry norms - some level of comfort
to taxpayers if it could be indicated that exceptions do exist.

« Use of credit ratings (paragraph 6.1.2): credit rating determinations (c)

o When determining if a loan has been advanced on arm’s length conditions, the use
of credit ratings must be considered.

o Perfect way to compare transactions, - but - the preparation and analysis of credit
ratings is specialised and not many companies are equipped to prepare these, nor
do they have access to databases or the use of specialised tools, that allow them to
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SAIT commentary

« Use of credit ratings (paragraph 6.1.2): credit rating determinations (c)

o Being conscious of the economic reality in South Africa, we suggested that SARS
give consideration to the provision of a cost-efficient alternative of analysis to
relevant cross-border intercompany loans.

o Paragraph 6.1.2 of the draft IN implies that there may be circumstances where "the
arm’s length amount of debt may be nil in circumstances where a taxpayer with a
very healthy balance sheet, excess cash reserves and spare borrowing capacity
borrowed from an offshore parent company when all the relevant facts indicate
that there was no business need or reason or commercial benefit for the additional
finance".

o The OECD Transfer Pricing Guidelines caution against tax administrations
interfering or dictating on the manner that MNE's choose to operate, including
how they choose to finance their business.

o We recommended that SARS also exercise caution in disallowing interest on
bona-fide loans simply because it is of the view the borrowing entity did not

require funding.
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SAIT commentary
« Use of credit ratings (paragraph 6.1.2): Guarantees (h)

o The draft IN also proposes the impact of guarantees should be considered on a case-by-case
basis and may or may not impact the loan arrangement being reviewed.

o The draft IN states that "if the guarantee would not have been provided by an independent
party it will be ignored when determining the amount the taxpayer could have borrowed".

o Third party guarantees are rarely made under the same terms and conditions as those within a
MNE context and almost always have some form of quid-pro-quo.

o Thus, applying this test is, in our view unreasonable and goes against international precedent

which has repeatedly tested the impact of being part of a group for the purposes of securing
third party lending.

o Recommended that SARS reconsider this.
« Timing (Paragraph 8)

o Testing the arm's length nature of the arrangement = frequently, often quarterly or even more
frequently.

o We consider such frequency places significant burden on taxpayers.

o We would welcome SARS considering allowing the thin capitalisation test to be an annual.test.
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SAIT commentary

De-minimis threshold - safe harbour

o SARS has previously provided a safe harbour or risk harbour to create some degree of

certainty for taxpayers when looking at thin capitalisation and the associated arm's length
rate of interest to be applied on loan transactions

Furthermore, the Davis Tax Committee made recommendations that a safe harbour should
be considered for loan transactions. The OECD has also warned against adopting a pure
arm's length test for loan transactions.

move away from this practice and these recommendations places an increased onus on
taxpayers to prove that loan transactions are arm's length both in terms of their guantum
(thin capitalisation) and price (interest rate). We therefore believe that a provision of a “de
minimis’ rule will be appreciated by taxpayers as typically taxpayers tend to object to having
full debt capacity and pricing studies performed especially for relatively small loans.

SARS should consider allowing small loan transactions to be entered into without testing
and a safe harbour for loan transactions where the quantum of the loan is below a certain
amount.
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SAIT commentary

Additional considerations

The draft IN does not consider the possibility that an unusual transaction in the market may still
adhere to the arm’s length principle. i.e.,, a loan with 30 years of maturity may still be compliant

with the arm’s length principle, even though there may not be publicly available information of
third-party loans with a similar tenor. The banks have recently started to offer 30-year home

loans. As such, we request guidance (and would be interested to know) on whether SARS would
consider the pricing of these loans.
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Recent court cases:

e Taxpayer M v Commissioner, South African Revenue Service (Income Tax Case No.
VAT 1826) (10 May 2022)

*  MB v Commissioner, South African Revenue Service (Income Tax Case No. 24578)
(08 April 2022)

* Commissioner, South African Revenue Service v Sasol Chevron Holdings Limited
(Case no 1044/2020) [2022] ZASCA 56 (22 April 2022)



laxpayer M v Commissioner, South African Revenue Service (Income Tax
Case No. VAT 1826) (10 May 2022)

Background




laxpayer M v Commissioner, South African Revenue Service (Income Tax
Case No. VAT 1826) (10 May 2022)

Issues before the Court




laxpayer M v Commissioner, South African Revenue Service (Income Tax
Case No. VAT 1826) (10 May 2022)

Arguments before the Court




laxpayer M v Commissioner, South African Revenue Service (Income Tax
Case No. VAT 1826) (10 May 2022)

Arguments before the Court




laxpayer M v Commissioner, South African Revenue Service (Income Tax
Case No. VAT 1826) (10 May 2022)

Findings of the Court




laxpayer M v Commissioner, South African Revenue Service (Income Tax
Case No. VAT 1826) (10 May 2022)

Findings of the Court




MB v Commissioner, South African Revenue Service (Income Tax Case No.
24578) (08 April 2022)

Background




MB v Commissioner, South African Revenue Service (Income Tax Case No.
24578) (08 April 2022)

Rule 56 Application




MB v Commissioner, South African Revenue Service (Income Tax Case No.
24578) (08 April 2022)

Better Discovery Application




MB v Commissioner, South African Revenue Service (Income Tax Case No.
24578) (08 April 2022)

Application for Further Particulars




Commissioner, South African Revenue Service v Sasol Chevron Holdings
Limited (Case no 1044/2020) [2022] ZASCA 56 (22 April 2022)

Background




Commissioner, South African Revenue Service v Sasol Chevron Holdings
Limited (Case no 1044/2020) [2022] ZASCA 56 (22 April 2022)

Arguments before the Court




Commissioner, South African Revenue Service v Sasol Chevron Holdings
Limited (Case no 1044/2020) [2022] ZASCA 56 (22 April 2022)

Findings of the Court




Thomas Lobban biography

Thomas is a SARS-registered tax practitioner, and a co-author of the LexisNexis Expatriate Tax
textbook. Thomas holds an LLB and LLM Tax Law degree and specializes in tax technical

matters, with a focus on cross-border taxation and fin-tfech matters.
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