24 May 2013
Ms N. Mpotulo
Legal & Policy
The National Treasury
PRETORIA
8000
BY E-MAIL: nomfanelo.mpotulo@treasury.gov.za
Dear Ms Mpotulo
RE: CALL FOR COMMENT: PROPOSED LIMITATIONS AGAINST EXCESSIVE INTEREST TAX
DEDUCTIONS
Thank you for the opportunity to contribute commentary on the proposed limitations against
excessive interest deductions.
In addition to reviewing the proposals internally, we have consulted widely with stakeholders
and industry in establishing a view as to the practical impact of the proposals on the financial
markets and broader economy.
Set out below, please find the consolidated commentary developed which we believe
National Treasury will find meaningful. Unless where specifically stated, the commentary
reflects the collective view of stakeholders and industry role players consulted.
1 PROPOSED SECTION 8F AND 8FA OF THE INCOME TAX ACT, 1962 (“THE
ACT”)
1.1 Concern regarding the obligation to pay that is “conditional upon solvency of
the company” criteria in s8F and s8FA
Problem statement:
The extent of the concept “the obligation to pay is …conditional upon the solvency of
the company” in both section 8F and section 8FA is uncertain.
It is not clear whether the subordination of a mezzanine debt in favour of a senior debt
could cause the mezzanine debt to be regarded as a hybrid debt. Should this be the
case, then this could cause havoc with the capital markets where this type of finance
arrangement (and similar arrangements) occurs extensively.
Whether this concept will also apply to an arm’s length, third party lender who has
agreed to backrank its loan is also uncertain.
Please also see paragraphs 3 to 8 of Mr. E. Mazansky’s commentary letter attached
as Annexure A for further details regarding the above.

Proposed solution / recommendation:
We suggest that the subordination of a mezzanine debt in favour of a senior debt
(and similar arrangements) as discussed above be excluded from the provisions of
s8F and section 8FA. Furthermore, a debt should not be regarded as a hybrid debt
instrument if the holder is not a connected person to the owner of the company.
1.2 Effective dates of proposed amendments
Problem statement:
Although the amendments are proposed to come into effect and in respect of
amounts incurred or accrued on or after 1 January 2014, they are still regarded as
being retrospective as they apply to instruments that were issued before this date.
These particular instruments would now fall foul of either of these sections.
Also refer to paragraphs 10 to 12 of Annexure A for further details in this regard.
Proposed solution / recommendation:
We suggest that these sections be made effective in respect of instruments issued
on or after 1 January 2014. Alternatively, the proposed amendments should become
effective in respect of amounts incurred or accrued on or after 1 January 2015.
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DEFINITION OF “HYBRID DEBT INSTRUMENT” IN SECTION 8F(1)

2.1 Repayment period
Problem statement:
The requirement in paragraph (a) of section 8F(1) that the debt must be repaid within
30 years seems superfluous as this can be easily structured around.
Also refer to paragraph 9.1 of Annexure A in this regard.
Proposed solution / recommendation:
Removal of the 30 year period from the legislation should be considered.
2.2 The date that the debt becomes a hybrid debt instrument
Problem statement:
According to paragraph (b) of section 8F(1), a debt will become a hybrid debt
instrument from the day that it meets the definition with no cognizance being taken of
the date during the year when the right to convert or exchange arises.
Also refer to paragraph 9.2 of Annexure A for further details in this regard.

Proposed solution / recommendation:
We suggest that the debt should only become a hybrid debt instrument from the date
that the company is given the rights to convert or exchange the debt.
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MEDIA RELEASE: PART B – DEBT OWED TO UNTAXED ENTITIES

3.1 What is meant by untaxed entities?
Problem statement:
The media statement does not clarify if a local holding company with an assessed loss
would be regarded as an ‘untaxed entity’ for the purposes of these provisions.
Furthermore, the introduction of the withholding tax regime on interest could result in
certain creditors (foreign entities) not being completely out of the tax net.
Proposed solution / recommendation:
Clarification as to whether ‘untaxed entities’ only refers to recipients who foreign
companies and are completely outside the tax net or if entities such as those
mentioned above would also qualify is required.
3.2 ‘Same IFRS group’ requirement
Problem statement:
Industry raised the concern that the use of ‘IFRS’ to determine the entities that would be
subject to the interest limitation rule could lead to unintended consequences for certain
debtors, “joint ventures” and/or “associates” of a company . Furthermore, no mention is
made of what the consequences are to the amount of interest disallowed (and that is
brought forward) if the debtor ceases to form part of the same IFRS group in the year
after the interest was limited or alternatively what happens in the year that it becomes
part of the IFRS group.
Proposed solution / recommendation:
The entities to which these rules will be applicable should be clearly specified. It is
also recommended that the interest amount disallowed in the current or previous
years be fully deductible in the year that the debtor ceases to form part of the ‘same
IFRS group’. The interest limitation should also only become applicable from the date
that an entity becomes part of an ‘IFRS Group’.
3.3 Advancement and guarantee of debt
Problem statement:
The media statement (in its examples on paged 4 -5) does not clarify if the foreign

holding company must guarantee and advance the debt provided to a South African
subsidiary. Should it only guarantee the debt, and a local bank advance the debt, it
appears that the provisions of this media statement would still apply resulting in the
interest deduction being limited, despite the bank being taxable on the interest that it
receives.
Proposed solution / recommendation:
The advancement of funds by a local bank to a South African subsidiary of a foreign
holding company (providing a guarantee for the loan), should be excluded from the
interest limitation rules.
4
MEDIA RELEASE: PART C – TRANSFER PRICING AND POTENTIAL SAFE
HARBOUR
4.1 Safe harbour rule – interest limitation
Problem statement:
Although the reintroduction of the safe harbour rule is welcomed as it brings more
certainty, the safe harbour limit for interest (of 30% of taxable income) appears to be too
low, however, for a subsidiary that has only been in existence for a few years and is
making losses (or minimal profits) this limit could be too high.
Proposed solution / recommendation:
A safe harbour rule using a debt:equity ratio would be easier and more objective to
use than the rules currently proposed.
4.2 Effective date of proposed safe harbour provisions
Problem statement:
Taking the various amendments to section 31 into account, not having a transitional
period for these provisions for existing companies to kickin appears unreasonable.
Proposed solution / recommendation:
We suggest that a transitional period be introduced that will allow the continuation of
the 3:1 debt:equity safe harbour rules. Alternatively, the proposed amendments
should become effective in respect of amounts incurred or accrued on or after 1
January 2015.
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MEDIA RELEASE: PART D – ACQUISITION OF DEBT

5.1 Transactions subject to the new proposed rules
Problem statement:

It is not clear why the new rules would not apply to a situation where a company takes on
a debt to acquire the assets of another company (not in terms of section 45, 47 or 24O).
Furthermore, the provisions appear to provide a significant advantage to a sale of
business rather than a sale of shares. The application of section 45 and s24O read with
the interest limitation rules should also not affect funding and funded entities, despite
the funding entity having tax losses, as long as they are within the tax net.
Proposed solution / recommendation:
Further clarification of these issues is required.

5.2 Use of taxable income as a measure to limit the interest deduction
Problem statement:
Using taxable income as a basis to determine whether the interest cover is
inadequate appears to be misguided.
Proposed solution / recommendation:
We suggest that the EBITDA would be a better base to use as it is the base more
conventionally used in the financial arena. Consideration should also be given to the
company’s asset base and not merely taxable income when calculating the limitation.
This is because the company might have a small taxable income but a high asset
base. In this case, should the company not be highly geared, the interest deduction
should still be allowed despite the taxable income limit.
5.3 Calculation of taxable income as a measure to limit the interest deduction
Problem statement:
Assessed losses set off against the taxable income result in a double disadvantage
when calculating the interest limitation. Furthermore, we also concur with industry’s
concern that should taxable income be used, there is a possibility that the taxable
income might land up being revised by a SARS assessment and thus the value of the
interest limitation would need to be recalculated. The prescription period could
potentially become a problem in these instances. Using taxable income might also
result in cash flow difficulties for the company.
Proposed solution / recommendation:
We suggest that assessed losses be ignored when calculating the taxable income to
be used to determine the interest limitation. We echo suggestions that SARS should
be flexible with the prescription period in respect of these matters or alternatively

allow the interest deduction to be increased/decreased automatically without having
to submit a revised return and assessment. Cash flow implications of the
amendments for the entities involved should also be taken into consideration or relief
in this regard should be provided.
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GENERAL COMMENTS

6.1 Section 24O – application to acquisition of interest bearing debit loans
Problem statement:
Interest paid on a loan used to acquire instruments that are subject to section 8F or 8FA is
disallowed (interest is deemed to be dividends, but the loan is not deemed to be equity).
Section 24O would also not apply to a debt used to acquire interest-bearing debit loans.

Proposed solution / recommendation:
Section 24 should specifically allow the interest deduction as if shares had been
purchased rather than hybrid debt instruments.
6.2 Section 24O – acquisition within the same IFRS group
Problem statement:
Changes in taxable income after a SARS audit, differing year ends or both companies
being in a tax loss position are problematic when calculating the interest disallowed in
the case of a section 24O acquisition within the same IFRS group.
Proposed solution / recommendation:
Clarity on how these events or circumstances that affect the calculation and disclosure of
the interest allowed to be deducted needs to be provided.
6.3 Research on international interest deductibility rules
Problem statement:
No mention was made of any research conducted by SARS or the National Treasury on
other countries’ rules regarding the limitation of deductions for interest nor was mention
made that these countries experiences/pitfalls with these rules were taken into account
in the legislation.
Proposed solution / recommendation:
Should National Treasury have consulted other countries rules and experiences on this
topic, it is recommended that mention be made of this research in order to put the

provisions into context and to foster further debate on this topic.
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CONCLUSION

The proposals under consideration have the potential of creating significant havoc within
financial markets and the broader economy. However, we recognise that sound fiscal
policies need to be developed. We therefore recommend that National Treasury
subsequent to reviewing all commentary, host a roundtable with stakeholders in order to
provide platform for meaningful debate and input before the draft legislation is presented
to Parliament.
Please do not hesitate to contact us if you have any queries in this regard.
Yours sincerely,
Prof Dr Sharon Smulders
Head: Tax Technical Policy & Research
Cc: keith.engel@treasury.gov.za; cecil.morden@treasury.gov.za; acollins@sars.gov.za

