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SARS releases draft Interpretation Note on Thin

Capitalisation for comment
On 22 March 2013 SARS issued the long awaited updated guidance on the thin

capitalisation provisions of the Income Tax Act. The significant features of the

Interpretation Note are summarised below.

Application

Arm’s length basis

The transfer pricing and thin

capitalisation provisions in section 31

of the Income Tax Act were amended

with effect for years of assessment

commencing on or after 1 April 2012.

Significantly, the thin capitalisation

provision previously contained in

section 31(3) was removed and is now

dealt with as a purely transfer pricing

analysis, that is, financial assistance is

subject to the arm’s length principle.

To the extent that the financial

assistance (in terms of the amount of

the debt and/or the interest rate) is

not arm’s length, a primary transfer

pricing adjustment, in the form of a

disallowance of interest deductions,

and secondary adjustment, in the

form of a deemed loan, will apply.

SARS will require taxpayers to

consider the transaction from the

perspective of the lender and the

borrower:

 from the lender, whether the

amount could have been

borrowed at arm’s length’ and

 from the borrower, whether the

amount would have been

borrowed at arm’s length.

According to the draft interpretation

note, the arm’s length amount of the

debt is the lesser of the amount that

could have been borrowed and the

amount that would have been

borrowed in a transaction between

parties dealing at arm’s length.

Practice Note 2 of 1996 (and the 3:1

debt to equity safe harbour) are

proposed to be withdrawn for years of

assessment commencing on or after

1 April 2012.

Functional analysis

A functional analysis will be required

to support the appropriateness of the

taxpayer’s arm’s length debt

assessment.

The draft note lists the following

items that should be taken into

account (the list is not exhaustive):

 The funding structure and

rationale of the funding;

 The business and plans of the

principal trading operations;

 The financial strategy of the

business;

 The companies in the group

structure which are affected by

or involved in the funding

transactions;

 Current and projected financial

position;

 Appropriate financial ratios;

 Indicators of creditworthiness;

 The availability and quality of

security;

 Whether the claims are

subordinate to other claims;

 Terms and conditions of the

funding arrangement.

Comparability analysis

Taxpayers will also be required to

consider comparable data taking into

account the quantitative and

qualitative factors that third party

lenders would consider when making

lending decisions.

SARS is currently investigating the

availability of a third-party South

African focused database to assist

with the assessment of the

appropriateness of a taxpayer’s

comparable data and the arm’s length

amount of debt.

Debt equity characterisation

SARS considers economic substance

as important in determining the debt

or equity nature of an arrangement.

Debt would therefore also include

items that are economically

equivalent to debt such as finance

leases, certain structured derivative

financial instruments and

components of hybrid instruments.
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Clarification on the secondary

adjustment

The application of the secondary

adjustment in section 31(3) is clarified

to an extent. The secondary

adjustment mechanism operates by

deeming the primary adjustment to

be a deemed loan by the taxpayer to

the connected party. Deemed interest

therefore accrues to the taxpayer.

For clarification, the note provides

that the deemed interest accrued for

each year of assessment must be

capitalised annually for the purposes

of calculating the deemed loan

outstanding. The deemed loan and

the interest outstanding on it will be

deemed to be payable until the

amount is regarded as being repaid.

Risk Assessment

Risk-based audit approach

SARS adopts a risk-based audit

approach in selecting potential thin

capitalisation cases for audit. In

selecting cases, SARS will consider

transactions in which the

Debt:EBITDA ratio of the South

African taxpayer exceeds 3:1 to be of

greater risk. It is stressed that this is

not a safe harbour.

SARS will consider a taxpayer to be

thinly capitalised if, inter alia, some

or all of the following circumstances

exist:

 The taxpayer is carrying a greater

quantity of interest-bearing debt

than it could sustain on its own;

 The duration of the lending is

greater than would be the case at

arm’s length;

 The repayment or other terms are

not what would have been

entered into or agreed to at arm’s

length.

Arm’s length interest rate

From an audit risk perspective, SARS

will consider interest on the following

inbound loans to be of higher risk:

 Rand denominated debt:

A rate exceeding the weighted

average of the South African

Johannesburg Interbank Agreed

Rate (JIBAR) +2%.

 Foreign currency denominated

debt:

A rate exceeding the weighted

average of the base rate of the

country of denomination +2%.

Although these are similar to the

previous safe harbour interest rates, it

is stressed that these are not safe

harbours.

Miscellaneous

Documentary guidelines

SARS considers that taxpayers should

retain the following documentation to

support their capitalisation position:

 A description of the funding

structure, including the dates of

transactions, the source of the

funds, reasons for obtaining the

funds, how the funds are applied

and the repayment terms;

 A description of the business and

the plans of the principal trading

operations;

 Copies of relevant funding

agreements and other relevant

documents;

 An analysis of the financial

strategy of the business;

 A group structure covering all

relevant companies and changes

to the structure taking place over

the course of the funding

transactions;

 Copies of the financial statements

or management accounts just

before the point in time the

funding is obtained and after the

funding transactions;

 A summary of financial forecasts

which are contemporaneous with

the funding transactions in

question;

 An analysis supporting the

borrower’s view of the extent to

which the connected party (or

supported) debt is considered to

be arm’s length.

Permanent establishments

Although the draft interpretation note

supports the application of the arm’s

length basis as per the OECD transfer

pricing guidelines, and despite South

Africa’s enhanced engagement status

with the OECD, South Africa has

reserved the right to use version 7 of

the OECD Model Tax Convention (the

version that stood immediately prior

to the July 2010 update) and the

commentary as it stood at that time.

Accordingly, when attributing profits

to a permanent establishment,

notional charges or expenses will not

be accepted.
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Deadline for submissions

Comment on the draft
interpretation note is due by
30 June 2013. PwC will be
submitting comments and
proposals to SARS by this date. If
you wish to participate in the
process, please feel free to contact
one of the persons below.

For more information, please

call any of the contacts below:

Cape Town:

David Lermer + 27 21 529 2364
david.lermer@za.pwc.com

Corneli Espost +27 21 529 2171
corneli.espost@za.pwc.com

Vanessa Dunne + 27 21 529 2174
vanessa.dunne@za.pwc.com

Johannesburg:

Mark Badenhorst +27 11 797 4641
mark.badenhorst@za.pwc.com

Michiel Els + 27 11 287 0993
michiel.els@za.pwc.com

Lindiwe Ndlovu +27 11 797 5278
lindiwe.ndlovu@za.pwc.com


