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Impact of new Binding Private Ruling 185
%

The South African Revenue Service (SARS) released Binding Private Ruling 185 on 11 December 2014, which deals with
the disposal of assets and the assumption of (contingent) liabilities in terms of s42 of the Income Tax Act, No 58 of 1962.
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The applicant was a locally listed resident company having various resident wholly-owned subsidiaries. As part of a group
restructuring, it was proposed that the applicant dispose of certain assets, including the shares in its subsidiaries, to a new
company to be wholly owned by the applicant. The assets were used in the applicant's income-producing business.

As consideration for the transfer of the assets, the new company would issue shares in itself to the applicant, as well as
assume certain liabilities and contingent liabilities. The liabilities would include debt attached to certain assets, and the
contingent liabilities would include provisions for leave pay, incentives, environmental rehabilitation, share incentive scheme
benefits, and post-retirement medical aid benefits.

Net asset value

Equity shares would thus be issued to the applicant to the value of the net asset value of the assets, taking into account the
liabilities and contingent liabilities being assumed.

The Ruling assumes that:

¢ the applicant will dispose of the assets at book value, and that there would be no consideration other than the issue of
shares and the assumption of the liabilities and contingent liabilities;

¢ the applicant will transfer "all the assets and liabilities (including contingent liabilities) that are attributable to and arose
in the normal course of the business undertaking that is being disposed of..., as a going concern"; and

e section 197(2)(a) to (d) of the Labour Relations Act, No 66 of 1995 will apply with reference to liabilities towards
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employees, and that the new company would not have recourse to the applicant in respect of the contingent liabilities.

SARS ruled that the disposal of the assets "at net book value will constitute an 'asset-for-share' transaction under s42".

Roll-over relief

It appears from this Ruling that s42(4) of the Act, which provides that the roll-over relief provided for in s42 would only apply
to the extent that the consideration constitutes equity shares, would not be applicable in these circumstances. This is
presumably so because that part of the consideration constituting the assumption of the liabilities and contingent liabilities
constitutes 'debt’ as contemplated in s42(8) of the Act, which is saved from the application of s42(4).

Section 42(8) of the Act refers to the disposal of "any business undertaking as a going concern to a company in terms of
an asset-for-share transaction and that disposal includes any amount of debt that is attributable to, and arose in the normal
course of that business undertaking”. The entire transaction would thus constitute an asset-for-share transaction as defined
in s41(1) of the Act, and not only to the extent that the consideration constitutes equity shares.

It is interesting to note that the Ruling suggests that contingent liabilities constitute an 'amount of debt' as contemplated in
s42(8)(b) of the Act.

Context of business

SARS further ruled that the new company would only be allowed to claim a deduction in respect of the contingent liabilities
to the extent that the requirements of s11(a), read with s7B and 23(g), are complied with at the time that the contingent
liabilities are realised. Regard must be had to the context of the business existing prior to the transfer of the business when
determining whether the requirements for deduction are met. The fact that the contingent liabilities were assumed as part of
the consideration for the assets must be ignored.

With reference to the provisions for environmental rehabilitation, SARS ruled that future payments may be deductible under
s37A of the Act, provided that those requirements are met at the time. Again, no regard must be had to the fact that the
contingent liabilities were assumed as part of the consideration for the assets.

The treatment of contingent liabilities in this Ruling appears to be consistent with the treatment of what SARS has referred to
as 'free-standing contingent liabilities' in its previous discussion paper on contingent liabilities.
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