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ABSTRACT

The Employment Tax Incentive (*ETI’) was at the time of introduction in 2013 seen to be a
temporary but effective measure to address the high rate of youth unemployment in South Africa.
The ETI provides employers with a Pay-As-You-Earn tax credit for those qualifying employees,
it employed. The ETI was then seen as one of many incentives to be rolled out which would
improve the youth unemployment rate as part of Government’s National Development Plan. This
study is a critical analysis of the ETI regime and includes an analysis of certain components of
the ETI legislation which could lead to inadvertent negative results. In addition, this report also
looks at a scheme created within the industry that makes use of the ET1 benefit but does not create
employment. Finally, this report concludes on the effectiveness of the ETI in its current form and

also provides certain recommendations to the legislature that could make the ETI more effective.
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1. Introduction

1.1 General

Unemployment is the phenomenon that occurs when a person is actively searching for
employment and is unable to find a job.* Generally, a high unemployment rate is seen to be a cost
to the economy and may affect the individual, society and the country as the disposable income
of the individual would be nominal and would not contribute to growing the economy.? South
Africa has a relatively high rate of unemployment compared to the rest of the world.® South Africa
also has many young South Africans that suffer disproportionately from unemployment,
discouragement and economic marginalisation, as a result of being excluded from economic
activity.* The long term effects for the economy is that the youth are not gaining the skills or
experience required to grow the economy and this lack of skills and experience creates a barrier

preventing them from being employed in the future.®

Y Investopedia (n.d), definition of ‘Unemployment’. Available at

< http://www.investopedia.com/terms/u/unemployment.asp> [Accessed: 7 November 2017]

2 Simpson, SD, (n.d), Investopedia - definition of “The cost of unemployment to the economy”’.
Available at <https://www.investopedia.com/financial-edge/0811/the-cost-of-unemployment-

to-the-economy.aspx> [Accessed: 7 November 2017]

3 Various studies have identified that South Africa has one of the worst unemployment rates see
BusinessTech (2016), South Africa’s unemployment rate vs the world (31 May). Available at
< https://businesstech.co.za/news/general/125145/south-africas-unemployment-rate-vs-the-
world/ > [Accessed: 7 November 2017]

4 South African Revenue Service, (2018) Employment Tax Incentive (16 March) available at

<http://www.sars.qov.za/TaxTypes/PAYE/ETI/Pages/default.aspx>

5 National Treasury (2013), Explanatory Memorandum on the Draft Employment Tax Incentive Bill
2013. Available at
<http://www.treasury.gov.za/comm_media/press/2013/Draft%20Employment%20Tax%20Incentive%2
0Bill%20EM%20for%20comment.pdf> [Accessed: 20 October 2017]
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The 2010 State of the Nation Address and the 2010 Budget Speech, proposed to introduce a tax
incentive, with the aim of reducing youth unemployment by reducing the cost of hiring such
individuals.® Three years later, in September 2013, the Employment Tax Incentive (ETI) was
introduced. This incentive was seen to be a temporary measure which would immediately deal
with improving the youth unemployment rate and was viewed at the time of introduction to be
one of many incentives to be introduced that would fall within the ambit of the National Youth

Accord.

The ETI policy is quite novel, in the sense that it provides a taxpayer with both a direct and
indirect cash incentive, to hire youth, new to the job market. The ETI provides a direct cash
incentive by way of a reduction in the Pay-As-You-Earn (PAYE) withholding tax due to SARS
by the employer. In addition, the employer would also benefit as a result of the indirect reduction
in the corporate taxable income in terms of the ETI policy. Other incentives with a similar
purpose, such as the learnership allowance, (section 12H of the Income Tax Act 58 of 1962
(Income Tax Act)) only provides an indirect cash incentive to the taxpayer (in this instance the
company only receives a higher tax deduction which would reduce their taxable income). It is for
this reason that the claiming of the ETI is so lucrative. This is what Government was hoping
would motivate taxpayer’s to employ the youth of South Africa, by lowering the cost associated
with hiring a young person. In theory it appears to be ‘an open and shut case’ to deal with reducing
youth unemployment, but has this dangling of the proverbial carrot unintentionally awoken a

greater evil?

The South African Government has tried to impact the unemployment rate by implementing both
supply-side and demand-side interventions.” Put simply, supply-side interventions deal with

improving the education status of potential labourers as well as trying to reduce the shortage of

¢ National Treasury (2013), Explanatory Memorandum on the Draft Employment Tax Incentive Bill
2013. Available at
<http://www.treasury.gov.za/comm_media/press/2013/Draft%20Employment%20Tax%20Incentive%?2
0Bill%20EM%20for%20comment.pdf> [Accessed: 20 October 2017]

" Equal Education (2018), Dreams Deferred: Youth Unemployment Stalks Matric Class of 2017

blog post (4 January). Available at < http://www.huffingtonpost.co.za/staff-reporter/dreams-

deferred-youth-unemployment-stalks-matric-class-of-2017 a 23323517/> [Accessed: 25
March 2018]
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skills.® The South African Government tried to achieve this through the Sector Education and

Training Authorities and other technical and vocational education and training colleges.®

The demand-side interventions are mechanisms which would affect the creation of jobs. The ETI
is an example of one such mechanism utilised to affect the demand-side of youth unemployment.
The ETI affects the demand-side by reducing the cost of employment for the employer without
impacting the wage of the worker. The indirect impact of this is that the employer demand for
workers could increase as they would be able to employ more workers. The benefit for the
potential employees who would be participating in the ETI scheme is that there would be a greater
chance of employment and higher wages earned on the basis that the cost of employment would

have reduced.

At the time of writing this report, the ETI has been extended past its initial sunset clause of 1
January 2017 to 28 February 2019, and has undergone some refinements. Notwithstanding this,

the essence of the ETI legislation still remains the same.

National Treasury (2016a) prepared the ‘Employment incentive descriptive report’, prior to the
extension of the ETI, which analysed the impact of the ETI up until February 2016. In terms of
the report, there have been claims of approximately R6.3 billion, with roughly 15%%° of firms on
the SARS tax database utilising the ETI. In terms of the abovementioned report prepared, during
the 2016 year of assessment!! the ETI claimed by employers almost doubled (R4.005 billion)
compared to the 2015 year of assessment*? (R2.261 billion). The report further states that there is
an argument that the ETI created 5% of all jobs (821 325 new jobs) during the period under
review® with 645 973 individuals benefiting from this incentive®. In terms of the initial
discussion paper prepared in 2011, the results of the ETI claim appear to evidence the fact that
the ETI has performed better than projected. Upon inception it was envisaged that R5 billion

claims would have been processed supporting 423 000 jobs. Based on the empirical data analysed

8 Supra 7
°Supra 7

10 According to the report this equates to 32 368 firms
11 The 2016 year of assessment is over the period 1 March 2015 to 29 February 2016
12 The 2015 year of assessment is over the period 1 March 2014 to 28 February 2015

13 The period under review is between January 2014 and February 2016

14 National Treasury (2016), Employment tax incentive descriptive report. Available at
<http://www.treasury.gov.za/comm_media/press/2016/20160810%20-
%20ET1%20descriptive%20memo%20With%20Exec%20summ%20For%20Nedlac.pdf>
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as part of the report, larger firms (those that have more than 50 employees) are taking advantage

of the ETI compared to smaller firms, with manufacturing firms claiming the most.*

An interesting finding identified in the report is that although the ETI scheme may be applicable
to individuals between the ages of 18 and 29, the majority of individuals who participated in the
scheme were at the younger ages (32% of the new jobs were for those who were 18 years old).
There could be two reasons for this, the first being that the younger the employee the more likely
it will be their first job and the second could be that the younger the employee the less likely it

would be that they would have extensive experience and demand a higher pay.*®

On closer inspection, although the ETI potentially created jobs for the youth, notwithstanding the
increase in the number of youth entering the job market, the youth unemployment rate still
increased from 39.5% in December 2013 to 42.1% in March 2015.%" In the second quarter of 2017
the overall unemployment rate for South Africa came in at an all-time high of 27.7% over a period
of 13-years.® In the first quarter of 2017 the youth unemployment rate had decreased to 38.6%.%°
The unemployment rate for South Africa remained stable at 27.7% during the third quarter of
2017.%

15 Supra 3
16 Equal Education (2018), Dreams Deferred: Youth Unemployment Stalks Matric Class of 2017

blog post (4 January). Available at < http://www.huffingtonpost.co.za/staff-reporter/dreams-

deferred-youth-unemployment-stalks-matric-class-of-2017_a 23323517/>

[Accessed: 25 March 2018]

17 National Treasury (2016), Employment tax incentive descriptive report. Available at
<http://www.treasury.gov.za/comm_media/press/2016/20160810%20-
%20ET1%20descriptive%20memo%20With%20Exec%20summ%20For%20Nedlac.pdf>

18 Moya, S (2018), Trading Economics: South Africa Unemployment Rate (13 February).
Auvailable at < https://tradingeconomics.com/south-africa/unemployment-rate>[ Accessed: 25
March 2018]

19 Menon, S (2017), “SA’s unemployment rate hits a 13-year high (1 June). Available at

<https://www.timeslive.co.za/news/south-africa/2017-06-01-sas-unemployment-rate-hits-a-13-

year-high/>[Accessed: 20 October 2017]

20 Masiteng, K and Buwembo, P (2017), Quarterly Labour Force Survey, QLFS Q1:2017,
Publisher Statistics South Africa (1 June). Available at
<http://www.statssa.gov.za/?p=9960#> [Accessed: 7 November 2017]
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It would be naive for a person to base the effectiveness of the ETI on the statistics evidenced in
the report prepared by National Treasury or the decrease in the youth unemployment rate. To
understand the effectiveness of the ETI, a person needs to delve a bit deeper into the detail of the

ETI and understand its practicalities.

The concept of utilising employment incentives to reduce unemployment by creating jobs, is not
a novel idea and has been used in many countries globally.?! These employment incentives make
use of the ‘law of supply and demand’??> whereby for example, the demand for a good (being
labourers) increases as the price of the good (being the subsidised wage falls), provided that all
other factors remain constant. As mentioned above, several of the countries that form part of the
Organisation for Economic Co-operation and Development (OECD) utilise a recruitment

incentive, job subsidy or policy to reduce costs.?

Several countries in Europe have implemented measures to combat unemployment, whilst due to
the recent global crises many middle-income countries have also utilised some mechanism to
combat the rising unemployment.?*Set out below are some of the mechanisms that were
implemented by certain of the OECD countries that were discussed in the 2011 discussion paper

entitled ‘Confronting Youth Unemployment’%;

e Chile has implemented a scheme known as Chile Joven which is specifically targeted

at improving the youth unemployment rate and focuses on ensuring that the youth have

21 National Treasury (2011), Discussion paper for public comment - Confronting youth unemployment:
policy options for South Africa. Available at
<http://www.treasury.gov.za/documents/national%20budget/2011/Confronting%20youth%20unemploy
ment%20-%20Policy%200ptions.pdf> [Accessed: 20 October 2017]

22 A fundamental principle in economics refer to Hayes, A, (n.d), Investopedia, Economics

Basics: Supply and Demand (3 November). Available at

< https://www.investopedia.com/university/economics/economics3.asp> [Accessed: 7
November 2017]

23 National Treasury (2011), Discussion paper for public comment - Confronting youth unemployment:
policy options for South Africa. Available at
<http://www.treasury.gov.za/documents/national%20budget/2011/Confronting%20youth%20unemploym
ent%20-%20Policy%200ptions.pdf> [Accessed: 20 October 2017]

24 Sypra 23
% Supra 23
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the appropriate training. The main reason for the inception of Chile Joven was due to
the mismatch in skills of the employees and the skills required by employers.?® In
addition, Chile also implemented a scheme whereby employers receive a tax rebate if

they employ workers aged 20 years or younger.?’

e In France, the employment incentive involved a reduction of the employer social
security contributions in respect of firms with less than 10 employees hiring new

workers (low wage earners) in 2009.2

e Germany reduced both employee and employer contributions to the unemployment

insurance system resulting in the cost of employment being reduced.?

e In Mexico there was a temporary reduction in employer social contributions and a
deferred payment plan of up to 50% of contributions therefore reducing the cost of

employment.*

e Sweden implemented a variety of labour market policies in which unemployed persons
can participate in, these range from direct incentives to various programmes which aims
to improve the skills that these individuals have.*'Sweden also has specific programmes

targeting individuals with disabilities.

26 Cristian, A.l. (2002), Job Training Programs: The Cases of Chile Joven and Argentina Proyecto Joven,
Seminar on Social Protection for the Poor in Asia and Latin America. Available at
<http://www.adb.org/Documents/Events/2002/SocialProtection/aedo_presentation.pdf> [Accessed: 20
October 2017]

27 National Treasury (2007), Evaluation of the implications of introducing a wage subsidy scheme in
South Africa (November). Available at

<http://www.treasury.gov.za/publications/other/ssrr/Session%20Two%20Papers/UIF%20-
%20Wage%20subsidy%20report.pdf> [Accessed: 20 October 2017]

28 Supra 23

2 Supra 21

30 National Treasury (2011), Discussion paper for public comment - Confronting youth unemployment:
policy options for South Africa. Available at
<http://www.treasury.gov.za/documents/national%20budget/2011/Confronting%20youth%20unemploym
ent%20-%20Policy%200ptions.pdf> [Accessed: 20 October 2017]

31 Supra 30

32 Supra 30
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¢ In the United Kingdom, companies received cash, in the amount of £2 500, for hiring

new employees who were previously unemployed for more than 6 months.*

The last country referred to the mechanism adopted is Argentina. In terms of a document prepared
by the World Bank, the landscape of Argentina is very similar to South Africa as both of these
countries face high unemployment rates with the majority of individuals being impacted being
those that have ‘low-skills’. 3* In addition, Argentina also appears to have high inequality in the
country.® Initially Argentina utilised a mechanism which subsidised wages in certain instances
during the period 1994 to 1996.%¢ Initially there was 1 108 participants which decreased to only
48 by the early part of 1996 and the mechanism to reduce unemployment was thereafter
discontinued.®” A new programme was initiated during 2002, whereby a below minimum wage
subsidy was paid to a head of a household provided they work on certain projects. This initiative

was known as the Heads of Household Programme.

In the 2011 discussion paper titled ‘Confronting Youth Unemployment’®, reference was also
made to the fact that employment subsidies are more attractive compared to indirect measures
such as training to improve the quality of the workforce in creating new jobs as the direct
reduction in cost is more apparent. Globally, employment subsidies can be paid by a tax credit,
direct payment or reduction in social security contribution and can be paid to either the employer
or employee.*® Although the employment subsidy, may only on the face of it, appear to have a

short term benefit in transitional economies*!, there has also been some evidence that there could

33 Supra 30

34 National Treasury (2007), Evaluation of the implications of introducing a wage subsidy scheme in
South Africa (November). Available at
<http://www.treasury.gov.za/publications/other/ssrr/Session%20Two%20Papers/U1F%20-
%20Wage%20subsidy%20report.pdf> [Accessed: 20 October 2017]

% Supra 34
% Supra 34
37 Supra 34
3 Supra 34

39 Supra 30

40 National Treasury (2007), Evaluation of the implications of introducing a wage subsidy scheme in
South Africa (November). Available at
<http://www.treasury.gov.za/publications/other/ssrr/Session%20Two%20Papers/UIF%20-
%20Wage%20subsidy%20report.pdf> [Accessed: 20 October 2017]

41 The World Bank’s Youth Employment Inventory (2007) argues that “wage subsidies have been
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be a long term benefit as was identified in Australia whereby it was estimated that there was an
improvement in employment prospects by 20%, up to 26 months after the employment subsidy

expired.*

Based on the above schemes adopted internationally, it would appear that South Africa has
adopted a multi-faceted approach in combatting the high unemployment rate. The ETI is an
example of a wage subsidy whereas other initiatives such as the learnership incentive housed in
section 12H of the Income Tax Act aims to improve the quality of skills of the employees by
offering the employer an income tax deduction. This is similar to the approach which has been
adopted by the Chilean Government to combat the youth unemployment rate and shortage of

skills.*

The purpose of this report is to determine how effective the ETI has been in stimulating youth
employment in South Africa. This report begins by analysing the various pieces of legislation
which governs the ETI regime. In addition, this report provides a detailed exposition of a scheme
utilised in the industry to unduly benefit from the ETI and also looks at the potential deficiencies
which exists in the ETI regime in the author’s view. Finally, this report will conclude on whether
the adoption of the ETI has been effective in reducing the youth unemployment rate, including

some recommendations to improve the effectiveness of the ETI.

particularly successful in improving short-term employment outcomes in transition economies, while
having mixed outcomes in industrialised countries” refer to Puerto, O.S, International Experience on
Youth Employment Interventions: The Youth Employment Inventory (n.d). Available at
<http://web.worldbank.org/archive/website01224/WEB/IMAGES/YEI_LESS.PDF> [Accessed: 31
January 2018]

42 National Treasury (2011), Discussion paper for public comment - Confronting youth unemployment:

policy options for South Africa. Available at
<http://www.treasury.gov.za/documents/national%20budget/2011/Confronting%20youth%20unemploy
ment%20-%20Policy%200ptions.pdf> [Accessed: 20 October 2017]

43 Cristian, A.1. (2002), Job Training Programs: The Cases of Chile Joven and Argentina Proyecto Joven,

Seminar on Social Protection for the Poor in Asia and Latin America. Available at
<http://www.adb.org/Documents/Events/2002/SocialProtection/aedo _presentation.pdf> [Accessed: 20
October 2017]
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1.2 Research Problem
1.2.1 Main problem

A critical analysis of the ETI in reducing youth unemployment.
1.2.2 Sub-problems

The sub-problems identified and which need to be addressed, to assist in providing an educated

answer to the main research problem, are as follows:

e Purpose of the ETI and how it has been implemented and calculated?

e What changes have been made to the ETI legislation, since inception, to make the ETI
more effective?

o Despite the changes which have been legislated to make the ETI more effective, are there
schemes within the industry that exploit the ETI and increase the costs of the policy?

e s there difficulty in detecting the abuse of the ETI?

e How can the ETI legislation be amended to improve its effectiveness?

By answering the above questions, it will assist in providing an educated answer in determining
whether the ETI is meeting its primary purpose or alternatively being solely used by taxpayer’s
to obtain additional tax benefits (it is possible that an employer could be participating in the ETI
regime for both purposes). The purpose, of the next chapter is to provide a synopsis of the ETI
legislation in terms of the Employment Tax Incentive Act 26 of 2013 (ETI Act) and the Income
Tax Act.

1.3 Research Methodology

The research method adopted is of a qualitative, interpretive nature, based on a detailed
interpretation and analysis of amongst other things, case law. An extensive literature review and

analysis will be undertaken that includes the following sources:

o Books

o Cases

¢ Electronic databases

o Electronic resources - internet
e Journals

e Publications

e Statutes

Page | 14



2. Unpacking the ETI
2.1 General

The ETI Act is the piece of legislation that directly applies to the regulation of the ETI regime. In
addition to this there are several sections in the Income Tax Act that either directly or indirectly
applies to the ETI regime. Furthermore, other Acts such as the Basic Conditions of Employment
Act 75 of 1997 (Basic Conditions of Employment Act), Labour Relations Act 66 of 1995 (Labour
Relations Act) and the Taxation Administration Act 28 of 2011 (Tax Admin Act) also have an
interplay with the ETI legislation. For purposes of this chapter, an analysis has been conducted of

the relevant sections below, which is relevant for purposes of this report.

2.2 The ETI Legislation

The Draft ETI Bill was issued on 20 September 2013 and assented to on 19 December 2013 and
was applicable to individuals newly employed on or after 1 October 2013. The ETI started on 1
January 2014 and had an initial sunset clause of 31 December 2017, but was recently extended to
28 February 2019. In essence the ETI legislation requires three components, an ‘eligible

employer’, a ‘qualifying employee’ and ‘remuneration’.
2.2.1 Current Legislation as at 1 March 2017

‘Eligible Employer’

The concept of an eligible employer is defined in section 3 of the ETI Act and includes an
employer who is registered for the purpose of withholding and remitting employees’ tax by virtue
of paragraph 15 of the Fourth Schedule to the Income Tax Act and is not a Public Sector company
or a State Owned Entity although the Minister of Finance may designate a public entity to be an
eligible employer. In addition, the employer must have not been specifically disqualified from the

ETI regime.

In addition to the above, section 8 of the ETI Act also provides certain instances where an “Eligible
Employer’ would not be allowed to utilise the ET1 to reduce their PAYE liability. These instances

include where the employer has not submitted any return* as contemplated in terms of section 25

44 As defined in section 1 of the Tax Admin Act
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of the Tax Admin Act or where the employer has any tax debt outstanding as defined in section
1 of the Tax Admin Act®. It is important to note that the aforementioned return or tax debt does
not only relate to an employees’ tax return or employees’ tax debt but any taxes that fall within

the ambit of the Tax Admin Act (which includes Income Tax and VAT amongst others).

‘Qualifying Employee’

A ‘qualifying employee’ is defined as being an employee who:

— is not less than 18 years old and not more than 29 years old at the end of any month
in which the ET1 is being claimed in respect of that individual. Alternatively, if the
employee is employed by an employer who is operating through a fixed place of
business which is located in a Special Economic Zone and mainly renders services
within that zone then there is no cap on the age (in other words the employee could
be of any legal age);

— is in possession of either an identity card*® or an asylum seeker permit*’;

— is not a connected person“® to the employer or a domestic worker in terms of the Basic
Conditions of Employment Act;

— employed on or after 1 October 2013 in respect of employment commencing on or
after that date;

— is not employed by an employer who is ineligible to receive the incentive in terms of
section 4 of the ETI legislation; and

— receives remuneration in an amount less than R6 000 in respect of a month.

It is important to note that all of the above requirements would need to be met in order for an
employee to qualify. In terms of the above requirements, it appears to be quite straight forward,
however, there are a few anomalies that arise both from a legal interpretive and practical
perspective. These include the cut off age of a potential ‘qualifying employee’ and payments
made to ‘qualifying employees’ once they cease employment. The research report delves into

further detail regarding each of the aforementioned anomalies below.

4 Section 8(b) of the ETI Act provides certain exclusions.
46 Referred to in section 14 of the Identification Act 68 of 1997
47 Referred to in section 22(1) of the Refugees Act 130 of 1998.

48 As defined in section 1 of the Income Tax Act
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Cut-off Age of ‘Qualifying Employee’

In practice there seems to be some controversy regarding the phrase ‘not more than 29 years old
at the end of any month’ for purposes of determining whether an employee would be a ‘qualifying
employee’. The issue at hand is whether a potential ‘qualifying employee’ would still qualify if
they are 29 years old and 11 months at the end of any month. In terms of the Explanatory
Memorandum on the Draft Employment Tax Incentive Bill*°, National Treasury specifically
makes reference to the fact that the employee will cease to be a ‘qualifying employee’ in the
month in which they turn 30. Accordingly, an employee would still be a ‘qualifying employee’,
if at the end of the month they are 29 years and 11 months old. Similarly, the Explanatory
Memorandum on the Draft Employment Tax Incentive Bill*® also indicates that the employee
would be a ‘qualifying employee’ in the month in which he or she turns 18. What can be
interpreted from this is that no apportionment of the ETI would be required if for example they
only turned 18 in the middle of the month, as the test for the ‘qualifying employee’ status only

occurs at the end of a month.

Payments made to ‘Qualifying Employee’ after cessation of employment

A nuance that occurs when claiming the ETI in practice is the fact that in certain instances where
a ‘qualifying employee’ terminates his or her employment, such an employee may only receive
their wage in the month following their termination. In terms of the ETI Act in order for an
individual to be a ‘qualifying employee’ the individual must be employed by the employer. In
this example, as the individual is no longer employed by the employer when receiving their final
monthly wage, such amount would not be considered for purposes of determining the ETI as the

individual would no longer be a ‘qualifying employee’.

‘Remuneration’ and ‘Wage’

It is also noteworthy that the wording of the addition of section 6(g) of the ETI Act, which sets
out what a qualifying employee would be, was changed from “remuneration in an amount of
R6 000 or less” in the draft bill to “remuneration in an amount less than R6 000 in the Taxation
Laws Amendment Act 43 of 2014. This change in wording is significant as now an employee

who earns exactly R6 000 and would have an incentive amount of RO and is no longer seen as a

49 National Treasury (2013), Explanatory Memorandum on the Draft Employment Tax Incentive Bill
2013. Available at

<http://www.treasury.gov.za/comm_media/press/2013/Draft%20Employment%20Tax%20Incentive%20
Bill%20EM%20for%20comment.pdf> [Accessed: 20 October 2017]

0 Supra 19
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‘qualifying employee’ as defined. Under the previous wording any month in which an employee
earned R6 000 would be counted as a period for which the employer is eligible to claim the
incentive, thereby reducing the future number of periods that the employer will be able to claim

the incentive, while the employer derives no benefit.

Although the term ‘remuneration’ is not specifically defined in the ETI legislation®!, the term
‘monthly remuneration” is defined in the ETI legislation. The definition of ‘monthly
remuneration’ is determined with reference to 160 hours (refer to 2.2.2 below). In the instance
that a qualifying employee is employed for more than 160 hours in a month the ‘monthly
remuneration” would be the amount paid or payable to the employee. To the extent that an
employee is employed for less than 160 hours in the month then the ‘monthly remuneration’
would be the amount that is grossed up in terms of section 7 of the ETI Act. The term ‘wage’ is
also defined in the ETI Act and refers to the definition contained in the Basic Conditions of

Employment Act.5

The question that comes to mind in light of the definition of both ‘remuneration’ and ‘wage’ in
the ETI Act is the relevance of each term. The term ‘wage’ is utilised to determine whether the
ETI would be available to the employer to the extent that they are paying at least R2 000 in a
month or at least a wage that is in terms of a ‘wage regulating measure’®, whereas ‘remuneration’

is used to determine the quantum of the ETI that the employee qualifies for.

Section 7 of the ETI Act, sets out the determination of the ETI claim. The calculation provided

for in this section is as follows for the first 12 months:

— where the *‘monthly remuneration’ is less than R2 000, the ET1 would be 50% of the
‘monthly remuneration’;

— where the ‘monthly remuneration’ is at least R2 000 but less than R4 000, the ETI
would be R1 000; and

— where the ‘monthly remuneration is more than R4 000 but less than R6 000, the ETI

will be calculated in terms of the following formula:

51 Remuneration is ascribed the meaning as contained in paragraph 1 of the Fourth Schedule to the
Income Tax Act which is essentially the amount paid to the employee for hours worked.
52 This definition is essentially the amount of ‘money’ paid in respect of ‘ordinary hours’ worked

53 As defined in terms of section 4(2) of the ETI Act
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ETI = R1 000 — (0.5 x ('monthly remuneration’ — R4 000))

Based on the above formula, the maximum ETI is R1 000 per month (where the ‘monthly
remuneration is between R2 000 and R4 000) and reduces to Rnil where the ‘monthly
remuneration’ tends towards R6 000. Put more simply the ETI that can be claimed for the first 12

months can be depicted in the figure below.

w
=
(]
(8]
Z
=
w

R1000 R2000 R3000 R4000 R5000 R6000 R7000 R8000 R9000
MONTHLY REMUNERATION

Figure 1: The Determination of the ETI for the first 12 months of employment

In terms of section 7 of the ETI Act, the above calculation is halved for purposes of determining
the ETI in the subsequent 12 months following the initial 12 months of employment. Thereafter,
the ETI is nil.

On the face of it, based on the above formulas contained in section 7 of the ETI Act, a person
would on first glance assume that if an employer employed an employee who could be a
‘qualifying employee’ for a period of 30 months, then the employer could only claim for the first
24 months of the contract. This is however not the case, simply due to fact of the interplay of the
definition of a ‘qualifying employee’ and section 7 of the ETI Act. As mentioned above, in order

for an employee to be a ‘qualifying employee’ they would have to earn less than R6 000 per
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month.>* In instances whereby the employee earns more than R6 000 per month, the employee
would not meet the definition of a ‘qualifying employee’ and as such section 7 of the ETI Act
would not find application for that month. For example, if an employee was a ‘qualifying
employee’ for the first four months, but not for month five due to having a monthly remuneration
in excess of R6 000 and becomes a ‘qualifying employee’ again in month six, then for purposes
of section 7 of the ET1 Act, month six would be viewed as being month five.% Accordingly, if
the employee was not a ‘qualifying employee’ for the entire 24 months, then there could be a
possibility that an employer could claim the ETI in respect of an employee after the 24 month
period. From a practical perspective, this would occur in industries whereby employees would

work overtime hours randomly, such as the security industry.

Section 7(4) of the ETI Act also caters for an anti-avoidance measure which limits the ability of
an employer to move a ‘qualifying employee’ within a group of companies in order to reset the
number of months to nil and to continue claiming the ETI as if the ‘qualifying employee’ was a
new employee. The effect of this section is that the employment term rendered by a *qualifying
employee’ at an ‘associated person’*® to an employer prior to being employed by an employer
would be included in the determination of the number of months a ‘qualifying employee’ was

employed at an employer.

Section 7 of the ETI Act also contains another anti-avoidance measure which ensures the
equitability between employers by preventing an employer that employs full time employees that
work fewer hours from receiving the same benefit than another employer whose employees work
more hours. Section 7(5) of the ETI Act requires that an employer gross-up the ‘monthly
remuneration’ in the instance that a qualifying employee was employed and paid remuneration
for less than 160 hours (the gross-up must be done with reference to 160 hours). The ETI which
the employer may claim is then “grossed-down” in the same proportion (see example below).

This “gross-up” and “gross down mechanism” was effective from 1 March 2017.

54 Assuming that all of the other requirements contained in the ‘qualifying employee’ definition are met.

% Guide for Employers in respect of Employment Tax Incentive, Revision 4. Available at

<http://www.sars.gov.za/AllDocs/OpsDocs/Guides/PAYEGEN01G05%20%20Guide%20for%20Employ
ers%20in%20respect%200f%20Employment%20Tax20Incentive%20%20External%20Guide.pdf>
[Accessed:31 January 2018]

5% As defined in section 1 of the ETI Act

Page | 20


http://www.sars.gov.za/AllDocs/OpsDocs/Guides/PAYEGEN01G05

Example 1

A ‘qualifying employee’ is employed by an employer who is eligible to claim the ETI. For the
month of November 2017, the ‘qualifying employee’ was employed for 100 hours and paid
R2 000. What quantum of the ETI may the employer claim?

To determine in which bracket the employer would qualify for the ETI, the monthly remuneration

should be grossed up and to do this the following formula should be used:

G Up R tion — Remuneration Paid < 160 h
ross Up Remuneration = —————— ours

000
100

X 160 hours = R3 200

Gross Up Remuneration =

Based on the above, the employer would qualify for the R1 000 bracket of the ETI, however since
the employer did not employ the ‘qualifying employee’ for at least 160 hours in the current month
the quantum of the ETI would also need to be reduced proportionately. The following formula
should be used:

_ Standard ETI claim
N 160 hours

X Actual hours worked

R1 000

TI = m X 100 hours = R625

Rollover

In terms of section 9 of the ETI Act, there are three instances whereby the ET1 may be rolled over:

— if the ETI exceeds the employees’ tax due in a month, then the ETI may be carried
forward to the next month;

— if the employer did not claim the ETI in a month even though they were able to make
use of such, then such claim may be carried forward to the next month; and

— if the employer was in terms of section 8 of the ETI Act (that is an outstanding tax
debt or tax return) precluded from claiming the ETI, then such amounts can be rolled
forward to a month in which the employer is not precluded from claiming the ETI in

terms of section 8.

Nevertheless, from 1 March 2017, the above roll over has been limited in terms of section 9(4) of
the ETI Act. From 1 March 2017, the ETI will be forfeited if not claimed by the end of the 6
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month employer reconciliation period when the return is rendered to the South African Revenue
Service (‘SARS’).

According to National Treasury (2018), dates upon which employers must render returns
(EMP501) as prescribed in paragraph 14(3)(a) of the Fourth Schedule to the Income Tax Act,
Government Gazette, (Vol. 633, No. 41473), an employer’s return (the EMP501) for the 6 month

employer reconciliation period, is due to SARS on the following dates:

— 1 March 2017 to 28 February 2018, must be rendered on or before 31 May 2018; and

— 1 March 2018 to 31 August 2018, must be rendered on or before 31 October 2018.

Section 9(4) states that the employer EMP501 return is required to be rendered on or before 31
May 2017, in terms of paragraph 4(3)(a) of the Fourth Schedule to the Act, which is 31 May for
the period 1 March to 28 February and 31 October for the period 1 March to 31 August. According
to section 9(4) of the ETI Act, the ETI rolled forward will only be deemed to be nil if not claimed
during the employer 6-month reconciliation period, and this will happen when the returns are
required to be rendered to SARS per the abovementioned dates. It is important to note that this
section was amended retrospectively by section 117(1) of the Taxation Laws Amendment Act 43

of 2014 and was deemed to come into effect on 1 January 2014.

Reimbursement

According to section 10 of the ETI Act, if the ETI claimed exceeds the employees’ tax payable
as at the end of every 6-month period, then the taxpayer can claim a cash refund from SARS.
Where the taxpayer is not tax compliant they may not set-off the ETI, or claim the refund. If they
do not become tax compliant within 6 months from the end of the reconciliation period, they
forfeit the ETI claim. This refund mechanism must be done in the form and manner and at the
time and place prescribed by the Commissioner. The reimbursement mechanism was effective
from 19 December 2014 and announced in the South Africa, National Treasury (2014), Notice in
terms of section 14(3) of Employment Tax Incentive Act, 2013 (Act 26 of 2013), of coming into
operation of section 10 of Employment Tax Incentive Act, Government Gazette, (Vol. 594, No.
38346).
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Displacement penalties

The ETI legislation contains a section which offers protection to employees that could possibly
be displaced (that is an employee who loses their job) to a ‘qualifying employee’. The protection
offered by section 5 of the ETI Act imposes relatively severe penalties upon the employer for
displacing an employee. An employer is deemed to have displaced an employee if it is revealed
that the dismissal constitutes an automatic unfair dismissal in terms of section 187(1)(f) of the
Labour Relations Act®” and that employer replaced the dismissed employee with a ‘qualifying
employee’. A penalty of R30 000 (per employee) will be levied in this case and the employer may
be disqualified from claiming the ETI bearing in mind the number of employees displaced and

the impact it may have on those employees.

2.2.2 Changes made to the ETI Act

Although the ETI Act was introduced recently, in the latter part of 2013, it has been amended in
the 2014, 2015, 2016 and 2017 calendar years. This research report sets out below the changes

made in each of the aforementioned years.

Taxation Laws Amendment Act 43 of 2014 (2014 TLAA)

In the 2014 TLAA National Treasury made two material changes to the ETI Act relating to the

‘gross-up’ calculation and the reimbursement mechanism.

In this regard, the National Treasury (2014), Explanatory Memorandum on the Taxation Laws
Amendment Bill (2014 EM), explains that one of the reasons for the change in legislation is that
previously there was no requirement to ‘gross-up’ in the instances where a qualifying employee
worked for a full month and this lead to inequality amongst employers. This could be brought
about as a result of different sectors having different working hours for full time employers (for
example, one sector could view an individual who works 100 hours as being a full time employee
whereas another sector could view an individual who works 160 hours as being a full time
employee). As a result of this, the ETI was not ‘fairly’ allocating the incentive to each employer
proportionately. In addition, those sectors that have less hours to qualify as a full time employee

were also benefitting fully from the ETI. The 2014 EM states further that various employers were

57 By resolution of a dispute, by agreement, court order or otherwise.
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concerned about the “discretion’ that exists when determining the ETI for a qualifying employee

who works for part of a month.

In order to eliminate the above issues, the 2014 TLAA, provided a reference to ‘160 hours’ in the
ETI Act as the base to determine whether the number of hours which a qualifying employee
worked would need to be ‘grossed up’. To the extent that the qualifying employee worked at least
160 hours then there would be no requirement to gross-up the monthly remuneration whereas, on
the contrary, if the employee worked less than 160 hours a gross-up of the monthly remuneration
would be required. The impact of the above change is that a qualifying employee would need to
earn between R12.50% and R37.50 an hour to allow the employer to qualify for the ETI. The

amendments relating to the above were effective from 1 March 2015.

The other material change made was the change to the reimbursement mechanism. In terms of the
initial wording of the ETI Act the reimbursement mechanism contained a limit to the amount that
could be rolled over (the limit was R6 000 per qualifying employee). In terms of the 2014 EM it
was not the intention for a limit to be imposed and accordingly, the wording was amended to
remove such limit. As part of the amendment contained in the 2014 TLAA the amendment made
simplified the reimbursement mechanism by ‘ring fencing’ the excess amount to be rolled over at
the end of each employer reporting period. The day following the employer reporting period the

‘excess’ would be reset to nil.

Taxation Laws Amendment Act 25 of 2015 (2015 TLAA)

The amendments made by the 2015 TLAA were merely contextual and corrected certain

references contained in the ETI Act.

Taxation Laws Amendment Act 15 of 2016 (2016 TLAA)

The 2016 TLAA, was significant for the ETI Act. The ETI Act included the extension of the ETI
programme following the initial sunset clause. In terms of the National Treasury (2016),
Explanatory Memorandum on the Taxation Laws Amendment Bill (2016 EM), National Treasury
indicated that the ETI provided ‘significant positive effects on growth rates of the youth

employment in claiming firms — albeit modest in size’.%° In addition, National Treasury also

58 If no minimum wage exists

%9 Page 61 of the 2016 Explanatory Memorandum
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indicated that ‘significant wide-spread negative effects did not occur’ and that there was higher

than expected take up of the ETI scheme which resulted in a higher cost of the ETI scheme.%

As part of the amendments made, the ETI was extended until 28 February 2019 and clarification
was provided that from 1 March 2017, unpaid leave (and similar) will not be included as part of
the 160 hours utilised to determine the *‘monthly remuneration’. Another change that was made
was that the ‘rollover’ and backdating of claims would only be allowed in the respective 6
monthly reconciliation from 1 March 2017. Following this period, the ‘rollover’ and backdating

of ETI claims would be lost.

One interesting change that was proposed in the second batch of the 2016 Draft Taxation Laws
Amendment Bill®%, was a monetary cap to the ETI of R20 million per employer per annum. The
aim of this was to more effectively target the incentive to those employers who create new jobs
as well as to mitigate the tax revenue foregone as a result of the benefits of the ET1.62 At the time
of the release of the proposed change it was unclear as to whether an ‘employer’ would be limited
to a specific company or in a group of companies context the entire group. As part of the
commentary received by National Treasury it was indicated that the cap would be an impediment
to large scale employment creation initiatives and would be administratively burdensome.®® Based
on the feedback received National Treasury decided not to impose the cap but will review this to

the extent that the costs of the ETI programme becomes excessive.

60 Supra 13

61 National Treasury (2016b), Media Statement: Draft Taxation Laws Amendment Bill (Second Batch):
Request for Public Comments on draft bill including Employment and Learnership Tax Incentives (25
September). Available at <http://www.treasury.gov.za/comm_media/press/2016/2016092501%20-
%20Tax%20L aws%20Amendment%20Bill%20(Second%20Batch).pdf> [Accessed: 20 October 2017]

62 Supra 61

63 National Treasury (2016c), Final Response Document on Taxation Laws Amendment Bill and Tax

Administration Laws Amendment Bill. Available at

< http://www.treasury.gov.za/legislation/bills/2016/Final%20Response%20Document%20-
%202016%20TLAB%20and%202016%20TALAB.pdf> [Accessed: 20 October 2017]
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Taxation Laws Amendment Act 17 of 2017 (2017 TLAA)

At the time of writing this report, it is submitted that the amendments made by the 2017 TLAA

are merely contextual and corrected certain references contained in the ETI Act.

2.2.3 A summary of the ETI Act and the changes made

Based on the above analysis, it would appear that National Treasury is of the view that the ETI
programme is a success based on the high take up of the scheme. Due to the high take up of the
scheme the costs associated with the ETI programme has breached the expected cost of the
programme which would mean that the youth employment rate has improved. The amendments
made by the various Acts relate mainly to the calculation of ‘monthly remuneration’ and indirectly
the ETI claim and attempts to make the ETI more equitable amongst employers. The ‘rollover’
and reimbursement mechanism contained in the ETI Act allows employers to obtain the benefit
for a limited period of time and the ETI Act also caters for penalties to protect existing employees

from displacement.

2.3 The Interplay of the ETI with the Income Tax Act

As previously mentioned, the ETI policy is quite novel, in the sense that it provides a taxpayer
with both a direct and indirect cash incentive. This latter indirect cash incentive, although included
in the Explanatory Memorandum on the Employment Tax Incentive Bill® at the time of inception

in 2013, is often missed by a taxpayer.

2.3.1 The taxation of the ETI Income

At first glance the ETI, being an amount received, could arguably fall within the definition of
gross income as defined in the Income Tax Act. The term *“gross income” is defined in section 1
of the Income Tax Act and forms the basis for taxation in South Africa. The definition includes
(but is not limited to):

total amount in cash or otherwise, received by or accrued to or in favour of such resident during
such year or period of assessment, excluding receipts or accruals of a capital nature (Own

Emphasis)

64 National Treasury (2013), Explanatory Memorandum on the Draft Employment Tax Incentive Bill.
Auvailable at
<http://www.treasury.gov.za/comm_media/press/2013/Draft%20Employment%20Tax%20Incentive%20
Bill%20EM%20for%20comment.pdf> [Accessed: 20 October 2017]
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Applying the above definition to the ETI income received by the taxpayer (employer) the income
would constitute an amount received by a taxpayer during a period of assessment. The issue at
hand that would need to be analysed in further detail would be whether the income received would

be of a capital nature.

The Income Tax Act contains no definition of the terms ‘capital” or ‘revenue’ and there is no
single, infallible test to distinguish between whether income would be of a “capital’ or ‘revenue’
nature. There is a plethora of judicial decisions on the question, from which it is apparent that the
answer turns on the specific facts of each case.®® For purposes of this report, the author has set
out the various tests recommended by the South African courts below (as the detailed analysis of
each of these tests is outside the scope of this report and is the subject matter of many reports):

— Fruit and tree analogy®®

— Distinguishing between fixed and floating capital®’

— Intention of the taxpayer®®

— Scheme of profit-making®

Although none of the above tests can provide a clear indication as to whether the ETI income
would be seen to be of a capital or revenue nature. In the case Morrison v CIR™, the court held
that “fortuitous receipts and accruals are capital, but those designedly sought and worked for
through the taxpayer’s planned efforts are revenue in nature. It would be a difficult argument for
a person to make that the receipt of the ETI income was “fortuitous’ on the basis that a taxpayer
has to actively take steps to disclose to SARS that they are entitled to the ETI income and disclose
such in the relevant tax returns. On this basis the ETI income received by a taxpayer should be

revenue in nature and therefore form part of the taxpayer’s “gross income’.

85 Capstone 556 v C:SARS 2014 (6) SA 195 (WCC) at 199; CIR v Pick ‘n Pay Employee Share Purchase
Trust 1992 (4) SA 39 (A) at 56, 54 SATC 271

8 CIR v Visser 1937 TPD 77, 8 SATC 271 at 276

67 CIR v George Forest Timber Co Ltd 1924 AD 516, 1 SATC 20, quoted in Capstone 556 v C:SARS
2014 (6) SA 195 (WCC) at 201

88 CIR v Stott 1928 AD 252 at 264, 3 SATC 253

%9 Overseas Trust Corporation Ltd v CIR 1926 AD 444, 2 SATC 71 at 75; SIR v Trust Bank of Africa Ltd
1975 (3) SA 652 (A), 37 SATC 87 at 101 — 102.

701950 (2) SA 449 (A), 16 SATC 377 at 389
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Section 10(1)(s) of the Income Tax Act, was inserted into the legislation to deal with the taxation
of the ETI received by a taxpayer.” In the absence of this section being introduced it would have
watered down the benefit that the ET1 envisaged to provide as the income would have been subject
to tax at the normal income rates. The impact of section 10(1)(s) of the Income Tax Act is that

the ETI1 income would be seen as exempt income and therefore not subject to income tax.

2.3.2 The deductibility of the employee expenses that the ETI income funds

In determining the taxable income of a taxpayer, the Income Tax Act provides for a deduction of
expenses either in terms of what is referred to as “the general deduction formula” or in terms of
specific deductions set out in the Income Tax Act. The general deduction formula is contained in
section 11(a) read with section 23(g) of the Income Tax Act and requires that expenditure or

losses must meet the following criteria:
— The expense or loss must be actually incurred during that particular year of assessment;
— in the production of the taxpayer’s income;
— which expense or loss is not of a capital nature; and
— which has been laid out for the purposes of the taxpayers’ trade.

Taking the above requirements for the deductibility of expenditure into account, generally the
employee expenditure incurred by a taxpayer in relation to remuneration would be deductible.
The more pressing issue at hand is whether there could be an argument that as a result of the ETI
income being received by the taxpayer that there could be a recoupment of the employee

expenditure (in other words the cost of employment of the employee).

When interpreting legislation, the starting point would be to first look at the literal meaning of the
words contained in that piece of legislation. In doing so a person should take cognisance of the
wording of legislation itself, as well as the intention of the legislation. What this involves is that
the meaning of the words of the act should be looked at in their context and in the context of the

act as a whole. In this regard, the general principle of interpretation is that the meaning must,

1 National Treasury (2013), Explanatory Memorandum on the Draft Employment Tax Incentive Bill.
Available at

<http://www.treasury.gov.za/comm_media/press/2013/Draft%20Employment%20Tax%20Incentive%20
Bill%20EM%20for%20comment.pdf> [Accessed: 20 October 2017]
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unless a statute provides otherwise, or unless it would result in an absurdity, be taken to be the

ordinary meaning of the word which can be found in a dictionary of established authority.

In instances where the law is ambiguous, that law must be interpreted in favour of the taxpayer.
This is known as the Contra Fiscum rule, which is Latin for “against the fiscus’. In essence when
there is ambiguity or doubt the ambiguous provision or law must be interpreted in favour of the
taxpayer. Under the Contra Fiscum rule, courts when faced with ambiguous provisions, will

follow the interpretation which will place a smaller or lesser burden on the taxpayer.

The term “recoup” has not been defined in the Income Tax Act and as such, in terms of general

principles of interpretation, reference must be had to its literal meaning.

The Shorter Oxford English Dictionary, Fifth Edition defines the abovementioned term as

follows:

recoup ... to get back an amount of money you have lost or spent

In the well-known case of Omnia Fertilizer Ltd v CSARS™ the court looked at the meaning of the
word ‘recoup or recover’. The court held that to ‘recoup’ means to get back something which a
person has actually paid, or ‘to return to the taxpayer’s pocket something which has been
expended’. The findings of the court are in line with the dictionary definition of recoup. The
Income Tax Act contains a general recoupment provision under section 8(4)(a). This provision
allows for the inclusion into a taxpayer’s income of any amount which was previously allowed as
a deduction or an allowance in accordance with specifically mentioned provisions’ of the Income
Tax Act, which have been subsequently recovered or recouped in the current year of assessment.
In respect of the general recoupment provision, in order for there to be a recoupment, there would

need to be an expenditure which was incurred and previously allowed as a deduction or allowance.

In light of the above, it can be seen that a recoupment flows from an expense. For a taxpayer to
recoup something he would have to have firstly incur an expenditure (there has to be a causal link
between the expenditure incurred and the amount received). It is only the party which incurred

the expenditure that is entitled to the recoupment relating to the expenditure.

2 2003 (4) SA 513 (SCA)
73 Sections 11-20, 24D, 24F, 24G, 241, 24J, 27(2)(b) and 37B(2), except for sections 11(k), 11(p), 11(q),
11D(1) and 15(a) of the Income Tax Act
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The ETI is an incentive which, in essence reduces the amount of employees’ tax which is paid to
SARS. Employees’ tax in this regard, is merely a withholding of a portion of the employee

expense by the employer. The employees’ tax is then remitted over to SARS by the employer.

The expense in relation to the employees’ tax is an expense in the employee’s hands. The
employer, on the other hand, incurs the expense of the amount of the remuneration paid or payable
to the employee and not the employees’ tax. The employer’s obligation is simply to withhold the
employee’s tax from the employee’s remuneration and pay it over to SARS. In this regard the
ETI cannot be said to be a recoupment by the employer of the employee costs incurred, nor can
it be said to be a recoupment of the employees’ tax by the employer as the ETI is based on the

employees’ tax payable, being an expense in the employee’s hands.

A recoupment by its very nature means a return of an expense which was incurred or paid, in
other words to get back something a person has paid. As such the employees’ tax is not an expense
incurred or paid by the employer. Accordingly, it is not a recoupment of staff related costs by the
employer. The full amount of employees’ tax owed to SARS will be taken as being paid by the
employee, the employer will merely retain the cash value of the incentive. Accordingly, there will

be no reduction in the employee expenditure incurred by the taxpayer.

2.3.3 A summary of the interplay between the ETI Act and the Income Tax Act

Based on the above analysis, the following income tax effects would occur for a taxpayer engaged
in the ETI:

— The ETI income would form part of “‘gross income’ as defined but would be exempt (that
is not subject to normal tax) in the hands of the employer as a result of section 10(1)(s)
of the Income Tax Act; and

— The entire employee related cost would be tax deductible in terms of section 11(a) read
with section 23(g) of the Income Tax Act and the employee related costs (the
remuneration) would not be decreased by the ETI income received by way of a

recoupment.

2.4 Other miscellaneous provisions

In terms of section 13 of the ETI Act, certain amendments were made to the Fourth Schedule of
the Income Tax Act which caters for the employer to take into account the provisions of the ETI
Act in terms of paragraph 2 of the Fourth Schedule to the Income Tax Act and to reduce the
amount of the ETI from the employees’ tax payable to SARS in terms of paragraph 2A of the

Fourth Schedule to the Income Tax Act.
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Furthermore, amendments were also made by way of section 13 of the ETI Act to Schedule
1 of the South African Revenue Service Act 34 of 1997 (SARS Act) to include the ETI Act
as being a piece of legislation administered by SARS and section 70 of the Tax Admin Act
was amended to allow SARS to disclose the name and contact details of all employers
registered for employees’ tax and claiming the employment tax incentive to the Department

of Labour.

2.5 Conclusion

In this chapter, the provisions of the ETI Act and the Income Tax Act as well as the interplay
between these two Acts have been analysed. The purpose of the next chapter is to investigate a

scheme that is being used in the market which could lead to the abuse of the ETI.

Page | 31



3. Abuse of the ETI

3.1 General

One of the unintended consequences of the ETI is that the cost of the ETI policy can be rapidly
increased by fraud or the potential of fraudulent behavior. This chapter provides a detailed
exposition of a scheme where there may not be an employment relationship to allow employers
to benefit from the ETI by receiving the cash benefit. The relevant sections of the ETI legislation
will be highlighted, as well as where the deviation from the intended purpose of the legislation
lies, giving rise to unintended consequences of the ETI. In addition, a high-level analysis of the

anti-avoidance measures in relation to the scheme will be performed.™

3.2 Background to the Scheme

The scheme that will be analysed is a scheme utilised by certain training colleges. In this example,
reference will be made to the training college as *College X’ and the company as ‘Company A’
for purposes of anonymity. College X is a learning institution offering national Sectoral Education
Training Authority (‘SETA’) accredited courses and international courses at campuses
nationwide. Representatives of College X have approached various business entities operating in
a variety of industries, for example, marketing, finance and the provision of services with a

scheme that makes use of the ETI benefit. The finer details of the scheme have been set out below.

As part of this scheme, College X shall recruit students interested to further his or her studies to
participate in their courses. The students are thereafter provided to ‘matching businesses’” to be
employed on a limited duration employment contract (12 months) to conduct work as defined and
directed by Company A. College X and Company A would have entered into a ‘Consultancy

Agreement’ prior to College X providing students to Company A.

College X will arrange an interview between Company A and the student. After the interview,

the student will be employed by Company A, who will remunerate the student at a wage between

™ There is a possibility that the section 12H allowance (learnership allowance) may be claimed to the
extent the learner entered into a ‘registered learnership agreement’ by the employer as defined in section
12H of the Income Tax Act. The analysis of this falls outside the scope of this report.

5 The term ‘matching business’ refers to the case where a student is studying a marketing course their

ideal company would be in the marketing field
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the range of R2 000 and R4 000 in order to obtain the maximum ETI claim, being R1 000.
Generally, a student will be remunerated at a wage slightly in excess of R2 000. The liability and
responsibility in respect of all labour relations and related matters of the students shall rest with

the Company A.

Company A shall reflect the students as employees on their payroll and take full responsibility
for any employees’ tax reporting requirements, as well as any statutory levies such as the Skills
Development Levy, Unemployment Insurance Fund levies and Compensation for
Occupational Injuries and Diseases. Company A has to put the students on their payroll system

as employees to benefit from the ETI claim against employees’ tax.

In addition to the employment with Company A, the student enrols at College X for his or her
course of choice which corresponds with the type of work in respect of which he or she is
employed. The monthly tuition fees amounts to R2 000. Instead of paying remuneration in the
amount of R2 000 per month to each student, Company A shall pay this amount over to
College X in lieu of the student’s scholarship course fees.

Once employed by Company A and enrolled at College X, the student will attend a number of
classes at the campus of College X during the week of approximately 3 ¥z hours per day. For
the remainder of the day, the student is utilised by College X to market financial products for
College X, from which they may earn commission when successful. Company A will charge
College X an amount of R1 500 per month per student in consultancy fees for the services of
the students supplied by Company A.

The student will provide services to his or her employing entity (Company A) from time to
time, but at least one day in a week. In terms of annual leave, the time utilised by the students
for attending classes and writing exams during the 12-month scholarship programme will
count as leave days utilised. No leave will be paid out on the understanding that the days
allocated for the student to attend classes exceeds the annual leave obligation. The above facts

can be set out simply in the diagram below:
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Pays a consultancy fee of
R1 500 per student to a taxpayer

ﬂ'

Pays remuneration of R2 000 to

College X at request of employee
Figure 2: Example of the college scheme

College X

‘MM

3.3 Issues to be considered

To determine whether the employer, being Company A, would be entitled to claim the ET], the

following would need to be considered:

— Firstly whether the student would qualify as an ‘employee’ for purposes of the ETI
Act; and

— Secondly, whether the scheme may be attacked by SARS on an anti-avoidance basis
(be it in terms of common law or the General Anti-Avoidance Rules (‘GAAR’)
contained in the Income Tax Act).

3.3.1 Isthe student an ‘employee’?

The term ‘employee’ has different meanings depending on the context in which it is analysed.
The statutory definition of an ‘employee’ for purposes of PAYE' is different from the concept
developed by the statutory framework governing labour law in South Africa (predominantly the
Basic Conditions of Employment Act and the Labour Relations Act).

Basic Conditions of Employment Act and the Labour Relations Act

The Basic Conditions of Employment Act and the Labour Relations Act defines an employee as

follows:

76 Substance over Form test
7 Governed by the Fourth Schedule to the Income Tax Act
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Employee means —
(&) Any person, excluding an independent contractor, who works for another person or
for the State and who receives or is entitled to receive, any remuneration; and

(b) Any other person who in any manner assists in carrying on or conducting the
business of the employer™
The term ‘remuneration’ is defined as meaning any payment in money or kind, or both in money
or in kind, made or owing to any person in return for that person working for any other person or
the State.™

The essentialia of a contract of employment has been the subject matter of a plethora of cases and
to this date there is still no unanimity with regard to these basic features.?® During 2008, the
Labour Appeal Court® evaluated the nature of an employment contract and held that the
following criteria should be considered to determine whether an employment relationship exists:
— An employer’s right to control and supervision;
— Whether the employee forms an integral part of the organisation with the employer;
and

— To what extent the employee is economically dependent upon the employer.

Income Tax Act

In terms of paragraph 1 of the Fourth Schedule to the Income Tax Act an ‘employee’ is defined
as follows:

(@)  Any person (other than a company) who receives any remuneration or to whom any
remuneration accrues;

(b)  Any person who receives any remuneration or to whom any remuneration accrues by
reason of any services rendered by such person to or on behalf of a labour broker;

(c)  Any labour broker®?; and

78 Section 213 of the Labour Relations Act

" Supra 3

80 See Smit v Workman’s Compensation Commissioner 1979 (1) SA 51 AD and discussion in
LAWSA vol 13(1) paras 53 and following. In 2006 NEDLAC published a Code of Good Practice:
Who is an Employee (Notice 1774 Government Gazette 29445 of 1 December 2006) to provide some
guidance.

81 State Information Technology Agency (SITA) (Pty) Ltd v CCMA, [2008] 7 BLLR 611 (LAC)

82 A “labour broker” in terms of paragraph 1 in the Fourth Schedule means any natural person who
conducts or carries on any business whereby such person for reward provides a client of such business

with other persons to render a service or perform work for such client, or procures such other
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(d)  Any person or class or category of person whom the Minister of Finance ... declares to
be an employee for the purposes of this definition; and
(e)  Any personal service provider; and

()

(9)  Anydirector of a private company who is not otherwise included in terms of paragraph
(a);83

Looking at the above definition, specifically (a) and (b), the operative test to establish whether a
natural person is an employee is whether he or she is receiving ‘remuneration’. Once again there
is a difference between the definition of ‘remuneration’ when comparing the Income Tax Act and
the Labour Relations Act and Basic Conditions of Employment Act. The definition contained in
the Income Tax Act is complex and can be broken into three components being: the general

definition, the extended definition, and the exclusions.

The general definition of ‘remuneration’ as defined in paragraph 1 of the Fourth Schedule to the

Income Tax Act is as follows:

...an amount of income which is paid or is payable to any person by way of any salary,
leave, pay, wage, overtime pay, bonus, gratuity, commission, fee, emolument, pension,
superannuation allowance, retiring allowance or stipend, whether in cash or otherwise and
whether or not in respect of services rendered...

Based on the above definition, the term ‘remuneration’ is an amount which must constitute
‘income’. ‘Income” is defined in section 1 of the Income Tax Act and means ‘gross income’8 less

‘exempt income’®.

The extended definition includes specific items that are referenced in the definition and include
inter alia, annuities®; an amount received or accrued for services rendered or to be rendered?®’:

compensation payable for the restraint of trade®; an amount payable as compensation for the loss

persons for the client, for which services or work such other persons are remunerated by such
person.
8 Paragraph 1 of the Fourth Schedule to the Income Tax Act
8 As defined in section 1 of the Income Tax Act
8 As provided for in Part | of Chapter 1l of the Income Tax Act.
8 As contemplated in paragraph (a) of the ‘gross income’ definition in section 1 of the Income Tax Act
87 As contemplated in paragraph (c) of the ‘gross income’ definition in section 1 of the Income Tax Act

8 As contemplated in paragraph (cA) of the ‘gross income’ definition in section 1 of the Income Tax Act
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of office®: retirement funds®; transfers from state of retirement funds®’; commutation of funds

due® and fringe benefits®,

The definition of ‘remuneration’ specifically excludes certain items such as any amount paid or
payable in respect of services rendered by a person (resident) other than a company in the
course of any trade carried on by him or her independently of the person by whom such
amount is paid or payable (payer) and of the person to whom such services have been or are
rendered (recipient of services), provided that a person shall not be deemed to carry on a trade
independently if the services are required to be performed mainly at the premises of the
payer or the recipient of the services and the person rendering the services is subject to the
supervision or control of any other person as to the manner in which his or her duties are
performed or to be performed or as to the hours of work. Another exclusion specifically provided
for is “any amount paid or payable to any employee wholly in reimbursement of expenditure

actually incurred by such employee in the course of his employment’.%

As mentioned above, the ‘remuneration’ must be income (in other words not exempt income).
There could be a risk that the ‘remuneration’ received by the student may fall within one of the
scholarship or bursary exemptions contained in section 10 of the Income Tax Act. One such

section that could apply is section 10(1)(q) of the Income Tax Act that provides as follows:

(1) There shall be exempt from normal tax-

(@) any bona fide scholarship or bursary granted to enable or assist any person to
study at a recognised educational or research institution: Provided that if any
such scholarship or bursary has been so granted by an employer or an
associated institution (as respectively defined in paragraph 1 of the Seventh
Schedule) to an employee (as defined in the said paragraph) or to a relative of
such employee, the exemption under this paragraph shall not apply-

Q) in the case of a scholarship or bursary granted to so enable or assist
any such employee, unless the employee agrees to reimburse the
employer for any scholarship or bursary granted to that employee
if that employee fails to complete his or her studies for reasons
other than death, ill-health or injury; ... (OQwn Emphasis)

8 As contemplated in paragraph (d) of the ‘gross income’ definition in section 1 of the Income Tax Act
% As contemplated in paragraph (e) of the ‘gross income’ definition in section 1 of the Income Tax Act
%1 As contemplated in paragraph (eA) of the ‘gross income’ definition in section 1 of the Income Tax Act
92 As contemplated in paragraph (f) of the ‘gross income’ definition in section 1 of the Income Tax Act
% As contemplated in paragraph (i) of the ‘gross income’ definition in section 1 of the Income Tax Act
% Para (vi) of the definition of the term “remuneration” in paragraph 1 of Fourth Schedule to the Income
Tax Act
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Accordingly, for a bursary provided by an employer to an employee to be exempt, all of the

following requirements should be met:

—  The award must be a bona fide scholarship or bursary;

— It must be granted to enable or assist the employee to study;

—  The study must be at a recognised educational or research institution; and

—  The employee must agree to reimburse the employer for any scholarship or
bursary granted to him or her if he or she fails to complete his or her studies

for reasons other than death, ill- health or injury.

In this scheme, the employee has not agreed to reimburse his or her employer, should he or
she fail to complete his or her studies and accordingly the exemption contained in section
10(1)(q) of the Income Tax Act would not find application and such amount would be taxable

and would constitute “remuneration” for purposes of the Fourth Schedule.

ETI Act

Based on the above definitions, it would appear that it would be possible for an ‘employer’ to be
required to withhold employees’ tax but not have an employer- employee relationship in terms of
the Labour Relations Act and the Basic Conditions of Employment Act. Oddly enough, in the
ETI Act the definition of the term ‘employee’ appears to be a hybrid between the Income Tax Act
and the labour law concept. This is due to the fact that the definition of ‘employee’ corresponds
with the definition contained in the labour law, whereas, the definition of ‘remuneration’
corresponds with the Income Tax. The definition of ‘remuneration’ in the ETI Act has the
meaning ascribed to it in paragraph 1 of the Fourth Schedule to the Income Tax Act. The definition

of an ‘employee’ is as follows in the ETI Act:

Employee means a natural person —
(a) who works directly for another person; and
(b) who receives, or is entitled to receive remuneration, from that other person,
but does  not include an independent contractor.”% (Own

Emphasis)
Based on the above definition, even if an ‘employer’ is responsible for employees’ tax, the
‘employer’ may only claim the ETI in respect of an ‘employee’ for labour law purposes. In terms

of the essentialia discussed above it would appear that the elements that would be in doubt in

9 Section 1 of the ETI Act
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respect of this scheme would be whether the student would form an integral part of Company A

and whether the student would be economically dependent on Company A.

In terms of this scheme, there is a strong probability that the student would not form an integral
part of the Company A’s organisational structure as no formal permanent positions will be created
for them. In addition, the student is not economically®® dependent on Company A, at most the
student would be dependent on Company A for tuition income which may qualify as
‘remuneration’ but does not pertinently signal payment in kind for the student working for
Company A (in other words the student is essentially ‘working’ to obtain income to fund his or

her studies).

3.3.2 Is the scheme vulnerable to an anti-avoidance attack

It is trite that a taxpayer is entitled to organise his, her or its fiscal affairs in such a way
as to pay the least amount of tax.% If for example, the same commercial result may be
achieved in different ways, he or she may enter into the type of transaction which attracts
no or less tax however, any such transaction or arrangement may be attacked by the

Commissioner on any one of the following grounds:

— In terms of the common law, the court is entitled to have regard to the

substance of any transaction rather than its form.

— The transaction or arrangement may fall within the ambit of a specific
anti-avoidance provision or GAAR, currently contained in sections 80A to
80L of the Income Tax Act.

Common Law — Substance over Form

It is trite that a court will not be deceived by the form of a transaction, but will rather have
regard to its true nature and substance. In the often-quoted case in Zandberg v Van Zyl*®

Innes JA said:

% As the majority, if not all, of the money received by the student will be used to pay for the tuition at the
college, the student would need to find other sources of income to depend on (such as additional job)
IRC v Duke of Westminster [1936] AC1 (HL) at 19; Commissioner for Inland Revenue v
Conhage (Pty) Ltd 1999 (4) SA 1149 (SCA) para 1; Commissioner for the South African Revenue
Service v NWK Ltd 2011 (2) SA 67 (SCA) para 42.

%1910 AD 302 at 309.
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Now, as a general rule, the parties to a contract express themselves in a language calculated
without subterfuge or concealment to embody the agreements at which they have arrived. They
intend the contract to be exactly what it purports; and the shape which it assumes is what they
meant it should have. Not infrequently, however (either to secure some advantage which
otherwise the law would not give, or to escape some disability which otherwise the law would
impose), the parties to a transaction endeavour to conceal its real character. They call it by a
name, or give it a shape, intended not to express but to disguise its true nature. And when a
court is asked to decide any rights under such an agreement, it can only do so by giving effect
to what the transaction really is: not what in form it purports to be. The maxim then applies
plus valet quod agitur quam quod simulate concipitur. But the words of the rule indicate its
limitations. The court must be satisfied that there is a real intention, definitely ascertainable,
which differs from the simulated intention. For if the parties in fact mean that a contract shall
have effect in accordance with its tenure, the circumstances that the same object might have
attained in another way will not necessarily make the arrangement other than what it purports
to be. The inquiry, therefore, is in each case one of fact, for the right solution of which no
general rule can be laid down.

In Commissioner of Customs and Excise v Randalls, Brothers & Hudson Ltd, Watermeyer® JA

expanded on the principle:

I wish to draw particular attention to the words, a real intention, definitely ascertainable, which
differs from the simulated intention “because they indicate clearly what the learned judge meant
by a disguised™ transaction. A transaction is not necessarily a disguised one because it is devised
for the purpose of evading the prohibition in the act or avoiding liability for the tax imposed by
it. The transaction devised for that purpose, if the parties honestly intend it to have effect
according to its tenor, is interpreted by the courts according to its tenure, and then the only
question is whether, so interpreted, it falls within or without the prohibition or tax.

In a recent decision, Commissioner for the South African Revenue Service v NWK Ltd%°, Lewis
JA added the following:

... The test to determine simulation cannot simply be whether there is an intention to give effect
to a contract in accordance with its terms. Invariably where parties structure a transaction to
achieve an objective other than the one ostensibly achieved they will intend to give effect to the
transaction on the terms agreed. The test should thus go further, and require an examination of
the commercial sense of the transaction: of its real substance and purpose. If the purpose of the
transaction is only to achieve an object that allows the evasion [or reduction] of tax, or of a
peremptory law, then it will be regarded as simulated. The mere fact that parties do perform in
terms of the contract does not show that it is not simulated: the charade of performance is
generally meant to give credence to their simulation

991941 AD 369.
1002011 (2) SA 67 (SCA) para 42.
101 At paragraph 55
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According to de Koker and Williams (2017) in Silke on South African Income Tax'% the
NWK judgment should not be construed to mean that, where a transaction lacks commercial
substance or made no business sense, such a transaction would for these reasons alone
constitute a sham or disguised transaction. Rather, these criteria could merely indicate that

the transaction was simulated.

The common law allows the Commissioner or the court to disregard a disguised or sham
transaction and give effect to the real transaction, but neither the Commissioner nor the court
has the power, at common law, to deem the taxpayer to have derived an amount of income
or capital that it did not in fact derive or to have incurred less expenditure than he actually

incurred.

GAAR

Sections 80A to 80L of the Income Tax Act contain the GAAR, which replaced the now- repealed
section 103(1) in 2006. For purposes of the application of GAAR, section 80A states that an

“avoidance arrangement”'®is an “impermissible avoidance arrangement”, if:

— Its sole or main purpose was to obtain a tax benefit (“the main purpose

requirement”); and

— The arrangement is tainted because of the “means and manner” within
which it was concluded or implemented. In the context of a business!®,

there are four distinctive tests:
. ‘Business purpose’-test1%;

. ‘Commercial substance’-test1%:

192'\/ol. 3, para. 19.3 (last updated February 2015).

103 See section 80L for definition of “arrangement” and “avoidance arrangement”.

104 Section 80A provides for three different contexts: (para a) the “context of business”; (para b) a
“context other than business” and (para c) any context. Thus, subparagraphs (a) and (c) are relevant for
a business arrangement (such as the present matter).

105 Section 80A(a)(i) of the Income Tax Act

106 Section 80A(a)(ii) of the Income Tax Act
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. ‘Abnormality or arm’s length” test'?’; and

. ‘Misuse or abuse’ test1%8,

Where an arrangement meets the “main purpose requirement” and one of the above
tests, the Commissioner may use the powers conferred on it in terms of section 80B of the
Income Tax Act, including denying the taxpayer any tax benefit conferred in terms of the

arrangement.

Main Purpose Test

To establish the meaning of the words “sole” or main purpose” reliance may be placed on
SBI v Lourens Erasmus (Pty) Ltd*®. Although the case was decided in relation to the old
GAAR, its principles are still instructive. The court concluded that the word “mainly”
establishes a pure quantitative measure of “more than 50%”, and that the associated use of
the word “solely” does not detract from that interpretation. In CIR v King™° the word
“mainly” in the context of “solely” or “mainly” was construed as conveying the idea of
dominant. The “purpose” requirement in the context of the new GAAR differs from the
subjective purpose of the taxpayer as provided for in the old GAAR, in that “purpose”
refers to the “purpose of the arrangement” itself, objectively determined, and not the
subjective purpose of the taxpayer.!'! Thus, the operative criterion will be whether,
looked at objectively, the avoidance arrangement in question had a dominant effect or
result of obtaining a tax benefit, and that this was not merely subsidiary or incidental to some

other purpose.

Importantly, the onus to establish an avoidance arrangement was entered into for a purpose
other than the obtaining of a tax benefit, rests with the taxpayer. Section 80G(1) provides
for a rebuttable presumption: an avoidance arrangement, namely an arrangement which

resulted in a tax benefit is presumed to have been entered into or carried out for the

107 Section 80A(c)(i) of the Income Tax Act
108 Section 80A(c)(ii) of the Income Tax Act
109 1966 (4) SA 434 (A).
110 1947 (2) SA 196 (A).

11 De Koker, A.P and Williams R.C (2017), Silke on South African Income Tax, LexisNexis, Durban para
19.35.
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sole or main purpose of obtaining a tax benefit, unless and until the party obtaining a
tax benefit proves that reasonably considered in the light of the relevant facts and
circumstances, obtaining a tax benefit was not the sole or main purpose of the avoidance
arrangement. Section 80G(2) provides that the purpose of a step or part of an avoidance
arrangement, may be different from a purpose attributable to the avoidance arrangement as

a whole.

Business Purpose Test

This test considers whether an avoidance arrangement was entered into in a manner or
means which would not normally be employed for bona fide business purposes, other than
obtaining a tax benefit. It is an abnormality test and is not a test of whether or not the
avoidance arrangement was entered into for business purposes, but rather whether it was
entered in a manner that would not normally be employed for bona fide business purposes

other than a tax benefit.112

Commercial Substance Test

If an avoidance arrangement lacks commercial substance, in whole or in part, taking into
account the provisions of section 80C of the Income Tax Act, then it could potentially meet
the requirements of GAAR. In terms of section 80C(1), an arrangement would lack
commercial substance if it would result in a significant tax benefit for a party, but does
not have a significant effect on either the “business risks” or the “net cash flows” of that
party, apart from any effect attributable to the tax benefit that would be obtained. It appears
that a person is to weigh up the value of the tax benefit, if any, on the one hand, and the
effect of the arrangement on business risks or net cash flow, on the other hand, in order
to ascertain whether there is a significant discrepancy between the two postulates. If a tax
benefit is significant, whilst the effect on business risks or net cash flow is insignificant,
the arrangement would lack commercial substance. Section 80C(2) sets out circumstances

which would be indicative of a lack of commercial substance:

. Where the legal substance of the avoidance arrangement as a whole is

inconsistent with, or differs significantly from, the legal form of its

112 Croome and Others Tax Law: An Introduction (2013) p 494.
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individual steps'??;
o The presence of round-trip financing as described in section 80D;4

° The presence of an accommodating or tax indifferent party as described

in section 80E;'® or

° The presence of elements that have the effect of off-setting or cancelling
each other.!1

Abnormality Test

For purposes of this test, it is considered whether the arrangement has created rights and

obligations that would not normally be created between persons dealing at arm’s length.*’

Abuse or Misuse Test

An avoidance arrangement will potentially constitute an impermissible avoidance
arrangement if it would result, directly or indirectly, in the misuse or abuse of the
provisions of the Income Tax Act.!® This test is new to GAAR and was apparently inspired
by a similar concept in Canadian law.* The Canadian test was considered by that country’s

120

Supreme Court of Appeal in Canada Trustco Mortgage Co v Canada™", where it was held

113 Section 80C(2)(a) of the Income Tax Act.

114 Section 80C(2)(b)(i) of the Income Tax Act. Section 80D describes round-trip financing as an
avoidance arrangement in which:
(&) funds are transferred between or amongst the parties; and
(b) the transfer of the funds would (i) result, directly or indirectly, in a tax benefit; and
(i) significantly reduce, off-set or eliminate any business risks incurred by any party
in connection with the avoidance arrangement.

115 Section 80C(2)(b)(ii) of the Income Tax Act. In essence, to constitute a tax indifferent party for
purposes of section 80E, the section requires that an amount derived by a party in connection with an
arrangement must either not be subject to normal tax or significantly be off-set either by any
expenditure or loss incurred by the party in connection with the avoidance arrangement or any
assessed loss of that party.

116 Section 80A(c)(iii) of the Income Tax Act.

117 Section 80A(c)(i) of the Income Tax Act

118 Section 80A(c)(ii) of the Income Tax Act.

119 Croome and Others Tax Law: An Introduction (2013) p499.

120 2005 SCC 54.
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that the test involves a two-part enquiry, considering the following elements:

— The object, spirit and purpose of the statutory provisions that gave rise to

the tax benefit; and

— The factual context within which the arrangement was concluded, to
determine whether it defeated the object, purpose or spirit of the

provisions.?

3.4 Conclusion

Based on the above analysis it is clear that this scheme would need to meet two requirements.
Firstly, the student would qualify as an ‘employee’ for purposes of the ETI Act and secondly the

scheme should be able to withstand an attack from SARS on the basis of anti-avoidance.

In terms of the first requirement, there is a strong argument that the students would not be an
‘employee’ as defined. In this regard, this scheme may be attacked on this basis that the students

are not employees of Company A.

The arrangement entered into between College X, Company A and the students constitutes
an ‘avoidance arrangement’ as it results in a tax benefit, through the direct and indirect
benefits of the ETI programme, for Company A. The question that arises is whether such
an arrangement constitutes an ‘impermissible avoidance arrangement’ for purposes of
section 80A of the Act.

In terms of the ‘commercial substance test’ the scheme is not lacking commercial substance, as it
confers substantial commercial benefits on all the parties involved. The arrangement does impact
on the business risks of Company A as the employment of persons involving supervision and
control affects the operational risk of those entities. It does not seem as if funds are being round-

tripped as contemplated in section 80D.

Based on the “abnormality or arm’s length test’ there does not appear to be any abnormal rights

121 This purposive approach is also in line with the development of the so-called “Ramsey
doctrine” (see WT Ramsey Ltd v IRC [1982] AC 300) in the United Kingdom. See Croome and
Others Tax Law: An Introduction (2013) p499.

Page | 45



or obligations created by the scheme, although there could be some doubt as to why Company A
would hire these students referred to it by College X, with the purpose of on-supplying their

services to College X for the majority of their time.

In respect of the ‘misuse or abuse test’ this scheme does not appear to directly be in contravention
of the ETI Act as it does create youth employment. The issue that may arise is whether this type
of employment would be sustainable and also the impact that this employment would have on the

students in having the appropriate experience to obtain the next job.

In terms of the ‘business purpose test’, it would be conceivable for the Commissioner to suggest
that this scheme would have not have been entered into for bona fide reasons if it wasn’t for the

receipt of the ETI (in other words obtaining a tax benefit).

In light of the concerns raised above, it is plausible that SARS could attack this scheme on either
the basis that the student is not an employee or the provisions of GAAR could be invoked,
provided that the scheme was devised either solely or mainly for the purpose of obtaining the tax
benefit. The onus to prove that Company A did not enter into the scheme for solely or mainly for
the purpose of obtaining a tax benefit, would rest upon Company A. The purpose of the next
chapter is to examine the potential deficiencies of the ETI which have been identified by the
author and to make recommendations to compensate for these deficiencies.

Page | 46



4. Potential Deficiencies of the ETI

41 General

The purpose of this chapter is to examine certain sections of the ETI Act that have been unpacked
in chapter 2 to determine whether there could be any latent deficiencies or inadvertent
consequences that could arise as a result of the wording. In this chapter the focus will be on the

following aspects:

— The determination of the ETI (as envisaged in section 7 of the ETI Act);
— The displacement provisions (as envisaged in section 5 of the ETI Act); and

— Instances in which the taxpayer does not claim due to an incorrect calculation performed.

In order to easily deal with the latent deficiencies or inadvertent consequences, the analysis below
will firstly delve into the current status and thereafter recommendations will be provided to

mitigate or improve the concern raised.

4.2 Determination of the ETI

4.2.1 Current determination of the ETI

As examined in chapter 2, the ETI is at its maximum threshold when the ‘monthly remuneration’
is between R2 000 and R4 000 resulting in a reduction of employees’ tax by the employer of
R1 000. As expected, if the “monthly remuneration’ is less than R2 000 the ETI reduces from the
R1 000 reduction proportionately. Surprisingly, the ETI also reduces as the ‘monthly
remuneration’ exceeds R4 000 tapering to a nil claim as the “monthly remuneration’ tends towards
R6 000 (refer to Figure 1 in Chapter 2). The rationale from National Treasury on this, is that the
ETI is aimed at ensuring employment at the entry level of the job market which is envisaged to
be at the lower earning bracket and generally aimed at those individuals who are less skilled

workers.

There are two potential concerns of the author that could arise as a result of the determination of
the ETI. The first being that an employer could choose to pay someone a lower ‘monthly
remuneration’ in order to ensure that they benefit from claiming the incentive for the two years
and to ensure that they fall within the maximum band of the ETI. The second concern is whether

the benefit of the ETI would find application to a wide range of industries due to the low ‘monthly
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remuneration’ criteria and therefore not be as effective in creating jobs and reducing youth

unemployment as initially envisaged.

At the time of writing this report, there has been several articles in the media, whereby government
is currently looking at setting the *‘minimum wage’ to R3 500 (approximately R20 per hour) in
2018. 22 In terms of the current ETI legislation at a ‘monthly remuneration’ of R2 000 per month
this would equate to an employee being paid R12.50 per hour, which is well below the proposed

national minimum wage.

There has been a plethora of articles in the press dealing with the minimum wage and whether the
current minimum wage of R3 500 can lift workers out of poverty!?. The main purpose behind
having a minimum wage is that it helps reduce the risk of employers paying less and less to its
low-wage workers thereby decreasing the purchasing power of these workers. The obvious impact
of raising the minimum wage is that the workers should have more money in their pockets.
Notwithstanding this, there are other not so obvious impacts such as increasing employment costs
which may result in companies having to cut jobs due to the higher cost of funding the same pool

of workers.

Looking at South Africa, in terms of a study done by the National Minimum Wage Research
Initiative at the University of the Witwatersrand it was determined that a minimum wage set at

the right level can reduce inequality and working poverty in South Africa without significant

122 peyper, L (2016), R3 500 pay below poverty wage — NGO (22 November). Available at

< https://www.fin24.com/Economy/r3-500-pay-below-poverty-wage-ngo-20161122>
[Accessed: 7 November 2017] and Valodia, | and Francis, D (2016), Revealed: If you earn

monthly R12 500, you are classified as ‘rich’ -Govt wage research, fin24 (30 November).

Available at < https://www.fin24.com/BizNews/revealed-if-you-earn-monthly-r12-500-you-are-

classified-as-rich-govt-wage-research-20161130> [Accessed: 7 November 2017]

123 Head, T (2017) SA approves National Minimum Wage Bill: Is R20 an hour good enough?
Available at < https://www.thesouthafrican.com/cabinet-approves-national-minimum-wage-
bill-r20-an-hour/> [Accessed: 7 November 2017]
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negative economic consequences.'? The study performed also comes to the conclusion that 54%

of full time employees (5.5 million) earn below the working poor line of R4 125.1%

In the author’s view, the greatest concern is that the cost of employment would increase because
of the proposed minimum wage of R3 500 and may result in a reduction of jobs, a situation which
the South African economy cannot afford due to the current high unemployment rate.
Notwithstanding this, the current ETI regime does afford employers the opportunity to reduce
their employment cost by the receipt of the ETI, however in terms of the current ETI regime,
based on the determination of the ETI the regime appears to support paying an amount closer to

the minimum wage, if not less.

4.2.2 Proposed change to the determination of the ETI

As mentioned above, the concern with paying workers an amount closer to the working poor line,
would be the manner in which such amount would be funded by the employer. The ETI regime
could be tweaked to assist in providing partial funding required by changing the manner in which
the ETI claim is determined. It is recommended that the determination of the ETI is changed to a
directly proportional calculation to the ‘monthly remuneration’ earned by the qualifying
employee (the higher the ‘qualifying employee’ earns the greater the ETI would be for the
employer) and is capped at a certain level of remuneration. In reality employers want to pay
employees the bare minimum wage (especially where the employee is unskilled). In the author’s
opinion, one of the downsides of the current version of the ETI, is that provided you pay the
employee less than R 4 000 but higher than R 2 000, the employer would receive the maximum
ETI. To the extent the employer pays less than R 2 000 the employer would receive half of the
employee cost as the ETI, which encourages employers to pay the bare minimum. This revised
mechanism of calculating the ETI, should incentivise employers to pay their workers a higher

‘monthly remuneration’ to gain a higher ETI, thus moving the worker closer to earning at least

124 |saacs, G (2016), A national minimum wage would cut poverty and boost growth in South

Africa (31 July). Available at < https://theconversation.com/a-national-minimum-wage-would-

cut-poverty-and-boost-growth-in-south-africa-63094> [Accessed: 7 November 2017]

125 Finn, A (2015), A National Minimum Wage in the Context of the South African Labour Market
(August). Available at < http://nationalminimumwage.co.za/wp-content/uploads/2015/09/NMW-RI-
Descriptive-Statistics-Final.pdf> [Accessed: 20 October 2017]
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the working poor line (R4 125) and increasing the purchasing power of the worker, thereby
stimulating growth in the economy. The one issue at hand is that it would be difficult to motivate
for the ETI to completely fund the increase in the wage cost due to the cost of this incentive to

the government.

It is hoped that the direct cash benefit (being the ETI) and the indirect benefit (being the reduction
in income tax) could partially fund the increase in wage costs with other economic factors (such

as trade unions)*%,

The proposed revised ETI mechanism is based on the following factors:

e On the basis that there is no carve outs to the proposed minimum wage of R3 500, the
author recommends that the ETI should only be provided to qualifying employers in
respect of monthly remuneration paid to qualifying employees in excess of R3 500;

¢ Inorder to encourage employers to pay their qualifying employees an amount higher than
the minimum wage, it is proposed that initially half of the amount that is paid in excess
of the proposed minimum wage of R3 500%?" is funded by way of the ETI (for example,
if an employer pays an amount of R4 000, being R500 higher than the proposed minimum
wage the employer will receive an ETI1 of R250). This determination for the ETI will be
in place for qualifying employees who earn a monthly remuneration up to R6 500.1% The
maximum ETI will be R1 500 being the instance in which an individual earns R6 500;

e The ETI will remain constant at its maximum of R1 500 until a monthly remuneration of
R16 320 is reached, being the cap for the proposed revised ETI mechanism. The basis for
the cap being at R16 320 is due to the fact that the lowest tax bracket for individuals who
pay 18% is between RO and R195 850 for the 2019 year of assessment. Converting the
top earning of this bracket to a monthly figure equates to this amount being R16 320;

e The ETI will reduce to RO if the monthly remuneration exceeds R16 320; and

e Similar to the current ETI regime, the ETI should be halved in the second 12 months of

employment similar to the current mechanism contained in the ETI Act.

126 Tejvan Pettinger (2017), What determines pay/wages? Available at
<https://www.economicshelp.org/blog/1737/economics/what-determines-pay/> [Accessed: 1 May 2018]
127 To the extent that a different amount is determined by Government to be the new minimum wage, this
new amount should be used as the base amount in the calculation.

128 This amount is based on the fact that individuals only start paying tax to SARS once they earn more
than R78 150 in a year of assessment (R 6512.50 per month). Accordingly, the author has used this
amount to provide a basis for the cap of the ETI.
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In terms of this revised mechanism, the ETI is at its maximum of R1 500 when an employer pays
a qualifying employee an amount between R6 500 and R16 320. This increased maximum of the
ETI amount as well as the increased number of individuals that the revised mechanism could find
application to could, in the author’s view, make the ETI programme more costly. Notwithstanding
this, in the author’s view the benefit of having more individuals working in the economy as
opposed to before should result in a higher tax base for SARS as there would be more taxable

income that could be subject to employees’ tax.?

Put simply, the proposed determination of the ET1 regime, for the first 12 months of employment,

could rather be set out as follows:

— where the ‘monthly remuneration’ is less than R3 500, the ETI would be 0% of the
‘monthly remuneration’ (as legally an employee should not be paid below the
minimum wage that may be legislated);

— where the ‘monthly remuneration is more than R3 500 but less than R6 500, the ETI

will be calculated in terms of the following formula;

ETI = (('monthly remuneration’ — R3 500)/2)

— where the ‘monthly remuneration’ is more than R6 500%° but less than or equal to
R16 320, the ETI would be R1 500; and
— where the ‘monthly remuneration is more than R16 320 the ETI would be 0% of

the ‘monthly remuneration’;

The figure below, sets outs the calculation of the ETI.

129 SARS could collect Pay-As-You-Earn from the employee directly to the extent that new jobs are
created and companies taxable income should increase.

130 This amount is based on the fact that individuals only start paying tax to SARS once they earn more
than R78 150 in a year of assessment (R 6512.50 per month). Accordingly, the author has used this
amount to provide a basis for the cap of the ETI.

131 The basis for the cap being at R16 320 is due to the fact that the tax bracket for individuals who pay
18% is between RO and R195 850 for the 2019 year of assessment. Converting the top earning of this
bracket to a monthly figure equates this amount to being R16 320.
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Figure 3: The determination of the ETI for the first 12 months of employment -proposed

This revised mechanism essentially ‘shifts’ the ETI to the right®®2, with the ETI starting at R3 500
as opposed to Rnil. Based on Figure 3, employers who pay individuals a ‘monthly wage’ of less
than R3 500 would not receive the ETI, as the employee should not legally be paid less than the
proposed minimum wage once a minimum wage is legislated**® This should not be an issue due
to the fact that the monthly minimum wage would be set at R3 500 and a floor in the ETI
determination should be linked to the minimum wage so that as the minimum wage increases, the
benefit of the ETI shifts as well (for example if the minimum wage increases to R4 000, the
employer can only start benefiting from the ETI claim if the employer pays an amount in excess
of R4 000).

In the author’s view, no one should be employing an individual for the primary purpose of
obtaining an incentive, but should rather be employing the individual, as they can add value to
the business by being an asset in that particular business industry. Profitability of a business in
the author’s view is one of the main drivers for the creation of new jobs. One of the ways to
increase profitability is to reduce overall employment costs. Even if the incentive amount for
someone earning R4 000 is R 250*, the employer’s overall costs are still being reduced, thereby

benefitting their overall profitability and their ability to employ more individuals. Since there is

132 Compare Figure 1 and 3

133 At this stage it is unclear as to whether there may be any carve-outs in respect of the minimum wage
proposed. Once there is clarity the formula to determine the ETI can be refined.

134 R250 in respect of the ETI received and R70 in respect of the tax saving made on the taxable income.
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a wider range of people that could participate in the ETI regime, due to the author’s proposal
above of increasing the number of people who could qualify, employers will still be benefitting
from the incentive, as opposed to if there was no incentive in place. This may also encourage

more sustainable employment.

There could be a concern that this revised mechanism favours individuals who hold a qualification
(degree) as opposed to others. In the author’s view this risk is mitigated by the fact that the cost
of employment that the ETI is funding is a smaller percentage as the monthly remuneration
increases. In terms of the proposed revised mechanism the ETI remains constant at R1 500 for
people earning between R6 500 and R16 320. Accordingly, if a person was earning a monthly
remuneration of R6 500 the percentage of their monthly remuneration that the ETI would fund
would be 23% whereas if a person was earning R16 320 the percentage of their monthly
remuneration that the ET1 would fund would be 9%. In addition, at the lower earnings i.e. between
R3 500 and R6 500, an employer would be able to fund half of the additional amount that they
pay a person above R3 500 with the ETI (for example if a person received a monthly remuneration
of R4 000 a month being R500 higher than the proposed minimum wage, the employer would
receive R250 in ETI).

The other noticeable fact is that unlike the current ETI regime, the proposal recommends a cap
on the ‘monthly remuneration” only at R16 320, once the ETI reaches its maximum limit of
R1 500. This would mean that the definition of ‘qualifying employee’ contained in section 6 of
the ETI Act would need to be amended to change the limit contained in section 6(g) of the ETI
Act to R16 320.

In the past few years, there have been several articles'® where graduates who have qualified are
unable to find jobs. With the current ET1 regime, due to their qualifications they could potentially
have a ‘monthly remuneration’ that would be higher than the R6 000 limit imposed.

MyBroadBand conducted a survey*® to determine the average salary that a graduate can expect

135 Mngoma N (2016), Graduates are ‘begging’ for jobs (13 June). Available at

< https://www.iol.co.za/news/opinion/graduates-are-begging-for-jobs-2034214> [Accessed: 7
November 2017]

136 Gamiet, F (2015), Top 10 highest salaries for graduates in South Africa (10 September 2015).
Available at < http://caglobalint.com/recruitmentafrica/blog/2015/09/10/top-10-highest-

salaries-for-graduates-in-south-africa/> [Accessed: 7 November 2017]
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to earn in South Africa based on qualifications from faculties. It is important to note that the

manner in which the survey was conducted is that all qualifications from the same faculty are

grouped together in the figure below (a Bachelor’s and Master’s degree could be in the same

group).

AVERAGE STARTING SALARY
PER QUALIFICATION

BSc Enginoaring or
BEng Degreas

BEd Degrees

BSc Computer Science
or [T Degreas

BTach Degrees

BCom Degreaes

BA Degrees

Diplorma

Matric

Cuortification

Figure 4: Average starting salaries per qualification

In terms of the media statement released by STATSSA on 1 June 2017, the unemployment rate

remained high among those with an education level of less than matric at 33,1% which is 5,4

percentage points higher than the national average, whilst the unemployment rate among

graduates was at 7,3%.*" Based on Figure 4 above, the current ET1 regime would not assist the

majority of the individuals that would fall within the categories mentioned above. By removing

the current cap of R6 000, the ETI regime could assist in creating jobs for individuals who fall in

the various categories above and could find application to a wider range of industries. Another

interesting finding in terms of the survey above, indicated that generally the average starting

187 Masiteng, K and Buwembo, P (2017), Quarterly Labour Force Survey, QLFS Q1:2017,
Publisher Statistics South Africa (1 June). Available at
<http://www.statssa.gov.za/?p=9960#> [Accessed: 7 November 2017]
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salary for an employee which an education level of Matric and Certification is almost R6 000 per
month. This provides support for the utilisation of the proposed minimum wage of R3 500 as the
starting point to provide the ETI to employers for employees that are paid in excess of such

amount.

The author’s proposal of the ETI being extended to employees who earn greater than R3 500 with
a cap at R16 320 may result in the ETI regime being more costly for Government due to the higher
number of individuals that this regime could find application to. In addition, due to movements
by ‘qualifying employees’, there could be a risk that employers could obtain the ETI benefit
without creating jobs. This could be the case where a ‘qualifying employee’ could leave the
employ of one employer and move to another employer due to natural attrition whilst still being
a ‘qualifying employee’ which would result in the employer receiving the ETI benefit, without
really creating a job (in other words filling a vacancy at another employer). Accordingly, the
author would recommend that section 7 of the ETI Act include a proviso which disallows an
employer from claiming the ETI, to the extent that the *qualifying employee’ willingly left (in
other words was not forced to resign or be dismissed) his previous place of employment and the
previous employer was receiving the maximum ETI benefit (in other words the employee was
earning a monthly remuneration between R6 500 and R16 320). The rationale behind such a
provision is that employees earning in this bracket should be relatively high skilled and should be
able to easily find a job if they decide to leave a job on their own terms. The benefit of such a
proviso only applying to employees who are eligible for the maximum ETI is that it still offers
the *‘qualifying employee’ with fewer skills an opportunity to be employed by another employer
(where an employee is earning less than R6 500), whilst still offering the new employer the
benefits of the ETI regime and acts as another form of protection for the employee to find
employment. The net effect of this proviso, is that the ETI provided to employers can be
effectively used to fund (lower the cost of employment) employees who would not have obtained
or would have had difficulty in obtaining a job as opposed to merely filling a vacancy for those

employees who can easily move from job to job.

With the author’s proposed amendment above, the receipt of the ETI can be partially utilised to
fund a higher ‘monthly remuneration’ for ‘qualifying employees’ taking them further away from

the work poverty line.
The impact of the above proposals should result in employers being encouraged to pay its workers

higher than the minimum wage and would find application to a wider range of industries. To

reiterate in the author’s view, no one should be employing an individual for the primary purpose
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of obtaining an incentive, but should rather be employing the individual, as they can add value to

the business by being an asset in that particular business industry.

4.3  Displacement

4.3.1 Current displacement provisions

As discussed in Chapter 2, section 5 of the ETI Act provides for potentially severe penalties in
instances where an employer ‘displaces’ a qualifying employee. In order for the penalties to be
implemented an employer must have dismissed a ‘qualifying employee’ in terms of an automatic
unfair dismissal in terms of section 187(1)(f) of the Labour Relations Act!® and that employer
replaced the dismissed employee with a ‘qualifying employee’. The issue at hand is the likelihood
of whether SARS would be able to detect instances in which this occurs by way of a SARS ETI
Audit thereby offering protection to the ‘qualifying employees’ that were initially employed.

In terms of section 5 of the ET1 Act, the prospect of this penalty being imposed is unlikely due to
the fact that not only does the ‘qualifying employee’ need to prove that they were unfairly
dismissed but they would also need to prove that they were replaced by another ‘qualifying
employee’ therefore making it a dual-purpose test. Furthermore, the ‘qualifying employee’ would
also need to be aware of section 5 of the ETI Act to understand the potential protection available

to them.

In terms of the National Treasury, 2011, discussion paper ‘Confronting Youth Unemployment’*3°,
in addition to the provisions of section 5 of the ETI Act there are other natural safeguards that
would protect current employees from being displaced. One such example, is that it does not make
commercial sense to replace an effective productive employee, which is an asset for the employer,
with a new inexperienced employee whose productivity is unknown, merely to receive the benefit
of the ETI.*° There are two risks that could arise if the employer did replace an effective

employee, the first is that the new employee may not necessarily have the required skill set or

138 By resolution of a dispute, by agreement, court order or otherwise.
139 National Treasury (2011), Discussion paper for public comment - Confronting youth unemployment:

policy options for South Africa. Available at
<http://www.treasury.gov.za/documents/national%20budget/2011/Confronting%20youth%20unemploy
ment%20-%20Policy%200options.pdf> [Accessed: 20 October 2017]

140 Sypra 136
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same work ethic as the currently employed employee.'* The second risk could be that this could
affect staff morale for the remaining employees if they knew that the employer would replace
them with a new employee to obtain the ETI benefit.1*2 Another natural mechanism that can assist
in limiting the displacement of existing employees for ‘qualifying employees’ is the fact that a
business would incur on-boarding costs (such as training costs) which would need to be re-

incurred every time an employee is replaced, which may offset the benefit of receiving the ET1.14

4.3.2 Proposed change to the displacement provisions

In order to improve detection and to alleviate the work load of SARS to detect instances in which
section 5 of the ETI Act may find application, a subsection could be included within section 5 of
the ETI Act that requires an employer to report instances in which a *‘qualifying employee’, whom
the employer was claiming the ETI in respect of, who has left the employment of the employer
(similar to the Reportable Arrangements scheme), early. In this instance, a standard form can be
prepared by either SARS or National Treasury which would include certain questions that could
provide an indication on whether the employer would have fallen within the ambit of the current
section 5 of the ETI Act. An example of such a question could be whether the employee has left
the employ of the employer by their own decision or at the decision of the employer. In addition,
to reduce the element of “fraud’ or ‘misrepresentation’ by the employer, the prescribed form can
be signed by both the employer and ‘qualifying employee’. Although this would increase the
administration burden for employers, the benefit that this would provide to ‘qualifying
employees’ would be much more enhanced and would also improve the detection of these

instances.

41 Supra 136
142 Sypra 136

143 |_evinsohn J (2008), Two Policies to Alleviate Unemployment in South Africa, CID Working Paper

No. 166, Centre for International Development, Harvard University. Available at

<https://www.hks.harvard.edu/centers/cid/publications/faculty-working-papers/cid-working-paper-no.-
166> [Accessed: 20 October 2017]
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4.4 Instances in which the taxpayer does not claim the ETI in a particular

month due to a bona fide error

The two previous aspects discussed in this chapter related to deficiencies contained in the ETI
Act. The next example deals with an inadvertent consequence whereby a taxpayer erroneously

claims the incorrect amount of the ETI.

In certain instances, the payroll software systems of employers are programmed to detect and
calculate the ETI in respect of employees who earn a monthly remuneration above the minimum
wage which is currently above R2 000. Employees who earn less than R2 000 but within the
applicable wage regulating measures are incorrectly excluded, as a result of the incorrect set up
of the payroll software system. As mentioned previously, in terms of section 7 of the ETI Act, an
employer is entitled to claim the ETI during each month by way of the EMP 201 return and the
EMP 501 return.

In addition, the ETI Act includes a section relating to the roll-over of the ETI (refer to Chapter 2
for a detailed discussion).}** The primary subsections which are of interest for purposes of this

discussion are the following:

— Section 9(2) of the ETI Act which caters for the instance in which the employer did
not claim the ET1 in a month even though they were able to make use of ET]I, allowing
the ETI claim to be carried forward to the next month; and

— Section 9(4) of the ETI Act which provides that the roll over contemplated in section
9 of the ETI Act, will be forfeited if not claimed by the end of the 6 month employer

reconciliation period when the return is rendered to SARS.4

What is unclear from the above section is whether in the instance of a bona fide error would
section 9 of the ETI Act overrule section 93 of the Tax Admin Act which caters for the issuance
of a reduced assessment in instances where SARS is satisfied that there is a readily apparent
undisputed error in the assessment by a taxpayer in a return, for example, the EMP201 or EMP501
returns. In addition to section 93 of the Tax Admin Act, another alternative that a taxpayer could

adopt could be doing a Request for Correction on SARS eFiling which specifically allows a

144 Section 9 of the ETI Act
145 Effective from 1 March 2017
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taxpayer to correct the EMP201 or EMP501 tax returns.® Section 93 of the Tax Admin Act

provides as follows:

‘(1) SARS may make a reduced assessment if—

@ the taxpayer successfully disputed the assessment under Chapter 9;
(b) necessary to give effect to a settlement under Part F of Chapter 9;
(© necessary to give effect to a judgment pursuant to an appeal under Part E of

Chapter 9 and there is no right of further appeal;

(d) SARS is satisfied that there is a readily apparent undisputed error in the
assessment by -
(i) SARS; or

(i) The taxpayer in a return; or
(e) a senior SARS official is satisfied that an assessment was based on -
(i) the failure to submit a return or submission of an incorrect return by a

third party under section 26 or by an employer under a tax Act;
(i) a processing error by SARS; or
(iii) A return fraudulently submitted by a person not authorised by a
taxpayer
2 SARS may reduce an assessment despite the fact that no objection has been lodged or
appeal noted.’

In terms of SARS practice, it appears, that in their view section 9(4) of the ETI Act would limit
the ETI claim to zero if the bona fide error is identified after the end of the 6 month employer
reconciliation period. In other words if a taxpayer made a bona fide error in claiming the ETI and
under-claimed the ETI it was entitled to claim in July 2017, if the error was not corrected in the
return due by 31 October 201747 the taxpayer would not be entitled to the under-claim of the
ETI in terms of section 9(4) of the ETI Act.

On the contrary, if the employer were to have over-claimed ETI, and this was not detected by
SARS, and the employer wanted to correct his previous submissions, SARS would allow the
amendment and resubmission of the EMP201 and EMP501 returns and an additional assessment

would have been issued in terms of section 92 of the Tax Admin Act.

146 South African Revenue Service (2017), Request for Correction (21 September). Available at

<http://www.sars.qgov.za/ClientSegments/Individuals/What-1f-Not-Agree/Pages/Request-for-

Corrections-.aspx> [Accessed: 5 January 2018]

147 As catered for in the Notice No. 340 in the Government Gazette No. 40772
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The Tax Admin Act only deals with tax administration and primarily seeks to achieve the

following:

— Remove redundant administrative provisions;
— Harmonise the provisions as far as possible; and
— Incorporate into one piece of legislation administrative provisions that are generic to all

tax Acts and are currently duplicated into the different tax Acts.*8

In terms of the Guide to the Tax Admin Act (page 46)%4°, the Tax Admin Act facilitates the process
in which a taxpayer may correct errors, otherwise by the normal objection and appeal process.
This process can only be followed if the error made by the taxpayer is an ‘undisputed error’. The
term ‘undisputed error’ is not defined in the Tax Admin Act and as such a person would need to
look at the ordinary meaning of the word. Notwithstanding this, SARS’ interpretation of an
‘undisputed error’ is that it should not encounter any interpretation problems when applying it to
the law.* The process referred to in the Guide to the Tax Admin Act is the Request for
Correction®® process where SARS would issue a Reduced Assessment in terms of section 93 of
the Tax Admin Act.

The Tax Admin Act applies to all Acts referred to in section 4 of the SARS Act, but excludes the
Customs and Excise legislation. The Income Tax Act and the ETI Act are both referred to in
section 4 of the SARS Act. In terms of section 4 of the Tax Admin Act, this section provides that

in the instance where there are any inconsistencies between the Tax Admin Act and the other Act,

148 South African Revenue Service, Short Guide to the Tax Administration Act 28 of 2011. Available at

< http://www.sars.gov.za/AllDocs/OpsDocs/Guides/LAPD-TAdmM-G01%20-
%20Short%20Guide%20t0%20the%20Tax%20Administration%20Act%202011%20-
%20External%20Guide.pdf> [Accessed: 31 January 2018]

149 Supra 145
150 In terms of this article reference is made to ‘undisputed factual error’ which is viewed as being

interchangeable with ‘undisputed error’ see <http://www.thesait.org.za/news/169101/Tax-
Administration-FAQ-16-April-2014.htm>

151 South African Revenue Service (2017), Request for Correction (21 September). Available at

<http://www.sars.gov.za/ClientSegments/Individuals/\What-1f-Not-Agree/Pages/Request-for-

Corrections-.aspx> [Accessed: 5 January 2018]
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the provisions of the other Act would prevail. The question at hand is whether section 4 of the

Tax Admin Act would find application in this instance.

Based on the above, the two sections where there may be an inconsistency is section 93 of the
Tax Admin Act and section 9(2) of the ETI Act. Section 93 of the Tax Admin Act relates to a
situation whereby an ‘undisputed error’ occurs, whereas section 9(2) of the ET1 Act relates to an
instance in which the employer did not claim the ETI in a month even though they were able to
make use of such. Section 9(2) of the ETI Act uses the operative term of ‘available’.*> The term
‘available’ is not defined in the ETI Act and a person has to look at the ordinary meaning of such
word. The Collins Dictionary defines the word ‘availability’ as meaning obtainable or accessible;
capable of being made use of; at hand.>® There could be an argument that in order for the ETI to be
‘available’ that the employer would need to be aware of such amount in order for the provisions

of section 9 of the ETI Act to find application.

On the contrary, if a person looks at the purpose of the ETI Act, the primary purpose being to
reduce unemployment by providing the ETI to employers who employ ‘qualifying employees’,
SARS could argue that it would be in the spirit and purpose of the legislation, not to allow the
ETI to be claimed in instances where an ‘eligible employer’ as defined, has incorrectly claimed
the ETI benefit. The reason for this being that the employer would have employed a “qualifying
employee’ (whether obtaining the ETI benefit or not) especially after SARS has provided a
potential 6-month grace period for claiming such expenditure, thereby not creating new
employment. This view by SARS, in my view, is a very unfair approach as numerous taxpayer’s
make use of tax consultants to determine what incentives, if any, are available to them and whether
the incentives have been correctly calculated and reported. This may occur when the annual
financial statements are prepared after 6-month reconciliation periods. If the tax consultant finds
that the incentive was over-claimed SARS would expect the returns to be revised and resubmitted.
Therefore, if the incentive was under-claimed in error after being audited by the consultant, SARS

should afford the taxpayer the right to claim the incentive.

152 Section 9(2) of the ETI1 Act states ‘If an employee does not reduce employees’ tax in the amount of the

employment tax incentive despite that amount being available to that employer ...’

133 Collins English Dictionary, (n.d), definition of ‘available’. Available at

<https://www.collinsdictionary.com/dictionary/english/available> [Accessed: 5 January 2018]
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There is definitely a possibility for a taxpayer to make use of section 93 of the Tax Admin Act in
the instance where the employer made a bona fide error and incorrectly claimed the ETI for a
‘qualifying employee’ regardless of the provisions of section 9(2) of the ETI Act, as the employer
was not aware of the ETI being available to him. The provisions of section 4 of the Tax Admin
Act should not find application as there is no inconsistency. Notwithstanding this, a person cannot
discount that SARS could argue that there could be an inconsistency created as envisaged in
section 4 of the Tax Admin Act and could choose not to issue a reduced assessment catering for
the under-claiming of the ETI. As there is no case law on this matter, in order to get more clarity
on this, a person would have to wait for this to be challenged in the courts to determine a ratio

decidendi on this matter.

To the extent that SARS feels quite strongly that the ETI should only be provided to employers
based on the purpose of the ETI Act, SARS should consider rewording section 9 of the ETI Act
to be clearer regarding instances where an employer has made a bona fide error and inadvertently

forgot to claim the ETI.

4.5 Conclusion

In terms of this chapter, a few deficiencies which in the author’s opinion exists in the ETI Act
have been investigated. In this regard, there are various ways which have been recommended by
the author, in which the legislation could be amended to improve the effectiveness and efficiency

of the ETI Act in meeting its intended objectives.
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5. Conclusion and Recommendations

The purpose of this research report is to determine the effectiveness of the ETI on unemployment,

the youth labour market and the creation of jobs.

In Chapter 1, a brief outline was provided of unemployment as well as a history of the ETI and
the purpose of the incentive. The South African Government has tried to alleviate unemployment,
especially the youth unemployment, by utilising both supply-side and demand-side
interventions.*® The ETI policy provides an employer with both a direct cash incentive and an
indirect incentive. A descriptive report was prepared by National Treasury!®®, which set out
various results of their analysis into the impact of the ETI policy. Most notably, there have been
claims of approximately R6.3 billion, with the authors of that report stating that the ETI policy
created 5% of all jobs (821 325 new jobs) during the period under review with 645 973 individuals
benefiting from this incentive. Notwithstanding the abovementioned results, the overall
unemployment rate for South Africa came in at an all-time high of 27.7% over a period of 13-
years in the second quarter of 2017. ¥ Chapter 1 also sets out a high-level analysis of the various

mechanisms utilised in the rest of the world in combatting youth unemployment®s’,

Chapter 2, included a detailed examination of the legislation contained in the ETI Act which
analysed the mechanics of the legislation. The ETI Act was assented to on 19 December 2013 and
found application to ‘qualifying employees’ as defined, who were newly employed on or after 1
October 2013. The ETI is administered by SARS through the employees’ tax system which is
operated by SARS and could be claimed from 1 January 2014 by an ‘eligible employer’, as
defined. Another important aspect that was explored was the definition of ‘wage’ and

‘remuneration’ and the interplay each of these terms have in the context of the ETI Act. The

154 Equal Education (2018), Dreams Deferred: Youth Unemployment Stalks Matric Class of 2017 blog
post (4 January). Available at < http://www.huffingtonpost.co.za/staff-reporter/dreams-deferred-
youth-unemployment-stalks-matric-class-of-2017_a_23323517/>
[Accessed: 25 March 2018]

155 National Treasury (2016a), Employment tax incentive descriptive report. Available at

<http://www.treasury.gov.za/comm_media/press/2016/20160810%20%20ET1%20descriptive%20memo
%20With%20Exec%20summ%20For%20Nedlac.pdf > [Accessed: 20 October 2017]

1% Moya, S (2018), Trading Economics: South Africa Unemployment Rate (13 February). Available at <

https://tradingeconomics.com/south-africa/lunemployment-rate> [Accessed: 25 March 2018]
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provisions relating to the rollover of the ETI, reimbursement and the displacement provisions
were also analysed. Consideration was given to the refinements made to the ETI Act, which
included most notably proper guidance relating to how to perform a ‘gross-up’ calculation. This
chapter also included an examination of the impact that the ETI Act had on other pieces of
legislation such as the Tax Admin Act and the Income Tax Act, for example, whether the

expenditure the ETI funded is tax deductible for income tax purposes.

In Chapter 3, a scheme was examined which may create ‘employee-employer’ relationships in
order to allow the employer to benefit from the ETI scheme. The scheme related to a college
which entered into an arrangement with a company, which facilitated the process by which
students who wanted to further their studies were employed by the company. The company paid
the “‘monthly wage’ between R2 000 and R4 000 directly to the college in settlement of their fees,
instead of paying this amount to the employee. As part of their employment, the students would
attend classes for half the day and thereafter market various products for the college and the

company would charge the college for such services.

A high-level analysis was performed in that chapter regarding whether the student would qualify
as an ‘employee’ and whether the scheme may be attacked by SARS on an anti-avoidance basis.
In terms of the analysis performed, the arrangement constituted an ‘avoidance arrangement’ as
it results in a tax benefit, through the direct and indirect benefits of the ETI regime.
Accordingly, it is plausible that the provisions of GAAR could be invoked, provided that the
scheme was devised either solely or mainly for the purpose of obtaining the tax benefit.

Finally, Chapter 4, went on to analyse the various deficiencies contained in the ETI Act and
recommendations were included on how to mitigate these deficiencies. In the author’s view, the
main deficiency in the ETI Act is the method of determination of the ETI in relation to the

remuneration paid to a qualifying employee as defined.

Currently the ETI is at its maximum level when the employer pays a ‘monthly remuneration
between R2 000 and R4 000 and reduces to zero as the ‘monthly remuneration’ tends towards
R6 000. The concern with the determination of the ETI is that an employer could choose to pay
someone a lower ‘monthly remuneration’ in order to ensure that they benefit from claiming the
incentive for the 24 months and to ensure that they fall within the maximum band of the ETI. In
the author’s view a person would naturally assume that the more you pay someone, the greater

the incentive, as your cost of employment is increasing.
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An additional concern in the author’s view was whether the benefit of the ETI would find
application in a wide range of industries due to the low ‘monthly remuneration’ criteria and
therefore not be as effective in creating jobs as initially envisaged. One of the recommendations
suggested in this report is that the ETI Act should be amended to change the mechanics of how
the ETI is determined so that there is a direct proportion between the monthly remuneration and
the ETI (in other words the higher the remuneration the ‘qualifying employee’ earns the greater

the ET1 would be for the employer, up until a cap).

With regard to the current “displacement’ provisions in the ETI Act, this report recommends that
an early reporting mechanism be adopted in order to improve the detection by SARS of instances

where an employer displaces an employee.

Also analysed was a scenario where a taxpayer does not claim the correct amount of the ETI in
particular months as a result of a bona fide error in the calculation and where SARS does not
allow the employer to claim the ETI in such a scenario. In this regard, in the author’s experience
there appears to be much uncertainty as to whether the Tax Admin Act would override the
provisions of the ETI Act. Since there is no case law on this matter, in order to obtain more clarity,
a person would have to wait for this to be challenged in the courts to determine the ratio decidendi
on this matter.

In summary, it would appear that in the author’s view, the ETI has made a small improvement to
the youth unemployment rate in South Africa as the youth unemployment rate has decreased
slightly, although in terms of the descriptive report>8, National Treasury appears to indicate it as
a success. In terms of a statistical analysis, a person can appreciate the complexity in trying to
‘strip out’ the impact that the ETI has had on youth unemployment with so many variables. In
addition, with the current economic climate of South Africa whereby unadjusted real GDP was
up by 0.8% year on year in the third quarter of 2017, the current unemployment rate would have

been further exaggerated.’® The ETI would have assisted in reducing the youth unemployment

1%8 National Treasury (2016a), Employment tax incentive descriptive report. Available at
<http://www.treasury.gov.za/comm_media/press/2016/20160810%20%20ET 1%20descriptive%20memo
%20With%20Exec%20summ%20For%20Nedlac.pdf > [Accessed: 20 October 2017]

159 Masiteng, K and Buwembo, P (2017), Quarterly Labour Force Survey, QLFS Q1:2017,
Publisher Statistics South Africa (1 June). Available at
<http://www.statssa.gov.za/?p=9960#> [Accessed: 7 November 2017]
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rate by some factor, whether the difference it has made is in line with what National Treasury was

hoping for, is difficult to tell.

Nevertheless, it may be naive to think the ETI regime is perfect in its current form. With the
current political debates across the country relating to the minimum wage, the current
determination of the ETI needs to be revisited. By allowing the maximum ETI to be received by
an employer between R2 000 (which is far below the proposed minimum wage of R3 500) and
R4 000 employers would be more inclined to pay their employees in this range to achieve the
maximum benefit because in reality employers want to pay employees the bare minimum wage
(especially where the employee is unskilled). This revised mechanism of calculating the ETI,
should incentivise employers to pay their workers a higher ‘monthly remuneration’ to gain a
higher ET]I, thus moving the worker closer to earning at least the working poor line and increasing
the purchasing power of the worker as they would have more disposable income, thereby

stimulating growth in the economy.

On the other hand, in order to protect the fiscus it is vital that SARS is able to detect instances of
non-compliance or where there is abuse of the ETI regime. This can be facilitated by the early
reporting mechanism (which reports situations whereby a ‘qualifying employee’ has left the
employment of an employer) as well as with SARS having an open forum with taxpayer’s,
especially employers surrounding schemes that they feel abuse the ETI regime.

In conclusion, looking back at the past 4 years in which the ETI regime has been in operation, it
is definite that the adoption of the ETI regime has exceeded National Treasury’s expectations.
What is arguable, however, is whether the ETI has merely reduced the cost for employers in
employing people without creating a substantial number of new jobs.. In the author’s view, the
ETI regime was never going to be the only answer to reducing the youth unemployment rate but
as an initial attempt by the South African Government, the ETI has been somewhat effective as
the youth unemployment rate has reduced slightly. National Treasury and SARS, need to take a
hard look at the ETI regime and determine what changes can be made to the ETI regime, to result

in a more sustainable positive impact in reducing the South African youth unemployment rate.
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