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ABSTRACT

In this research report the South African taxation of carried interest in a private equity context is
examined. The extent to which reform of that taxation should be considered is also presented in
this report.

The nature of carried interest in the South African private equity context is initially examined.
Thereafter, a discussion of the relevant provisions of the Income Tax Act and related South

African case law that would likely apply to the taxation of carried interest is set out.

An analysis and determination of how appropriate and adequate the taxing provisions and
relevant principles from case law are in the taxation of carried interest is provided. A
recommendation for new legislation to deal with the taxation of carried interest has also been

made.
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1.1

Introduction

Background and motivation

According to Hale (2007: 5), private equity can be defined as:

‘equity financing of unquoted companies at many stages in the life of the company, from start-

up to expansion, to management buy-outs and buy-ins of established companies.’

What sets private equity investments apart from other types of investments is the focus on
unlisted or unquoted companies, the nature of capital used (that is, equity), the investment
horizon or period (that is, medium to long term) as well as the types of companies it targets
(that is, companies with high growth potential) (Hale, 2007: 5).

The private equity industry in South Africa is among the most established in emerging
markets with fund types that vary by stage of investment, size and sector specialisation.
With respect to the size of the South African industry, at the end of 2013 (the most recent
year for which data is available), the industry employed 741 investment professionals who
managed a total of R162,2 billion of assets. Further, the South African industry has
achieved a compound annual growth rate of 11,8% of total funds under management since
1999 when the South African Venture Capital Association and KPMG survey began.
(KPMG and SAVCA, 2014: 21.)

A private equity fund functions as an investment portfolio comprising a number of investee
companies (Dyer, 2011: 7). More specifically, a private equity fund is normally
constituted as a partnership which is managed by the fund’s general partner. The general
partner, amongst other things, identifies and evaluates investment opportunities and raises
capital to create the fund. This capital is then deployed by the general partner to acquire
investments in a portfolio of companies. Thereafter, the general partner is typically



responsible for monitoring and realising those investments on behalf of the fund. (Elson
and Weld 2007: 46 and Dauds, 2007: 10.)

The bulk of the fund’s capital is sourced from the limited partners (typically institutional
investors such as pension funds and insurance companies, development finance institutions
as well as charitable foundations with large endowments and high net worth individuals)

who are typically passive investors in the fund (Elson and Weld, 2007: 46).

Most usually, the limited partners require the general partner to make a capital contribution
as a co-investment into the fund - albeit a substantially smaller amount than that
contributed by the limited partners. This co-investment is made to demonstrate the
commitment and belief of the general partner to the success of the fund. In other words,
the requirement for the general partner to put its own financial capital at risk, by co-
investing in the fund, ensures that the interest of the general partner from an investment
perspective is aligned with that of the limited partners. (Dauds, 2007: 10 and Horak, 2007:
3)

Private equity investment is a transformational, value added, active investment strategy
and to this end the general partner has as its strategic objective the achievement of a target
return for the portfolio companies in which it invests within a certain risk level and within

a certain investment time frame (Dyer, 2011: 7).

Carried interest is typically derived by the general partner in the form of a disproportionate
share of the sales proceeds realised upon disposal of investments by the private equity fund
(Modise et al, 2014: 281). More particularly, the general partner is typically entitled to
20% of the fund’s realisation profits, notwithstanding that the general partner contributes
only 1% to 2% of the fund’s investment capital (Dauds, 2008: 10-11). It is important to

note, however, that the distribution of carried interest is only made once all the fund



investors’ capital has been returned to them and a minimum return on the fund
investment(s) disposed of has been achieved (Missankov, Van Dyk , Van Biljon, Hayes ,
Van der Veen, 2006: 24-25).

For some years now, the tax treatment of carried interest has been the focus of significant
attention from tax authorities, market players and the media in several countries such as the
US and the UK (Garcia, 2008: 209). The argument advanced by a number of
commentators in these jurisdictions — where carried interest has always been taxed as a
capital gain — is that carried interest is in substance a form of deferred compensation /
remuneration for services rendered by private equity fund managers that should be subject
to the same (a greater) tax burden as other types of service fees / remuneration (Braeken,
2012: 3).

In South Africa, this argument is particularly relevant given the significant differential in
effective tax rates that would apply to carried interest characterised as gross income for
services rendered or to be rendered in terms of paragraph (c) of the gross income
definition® in section 1 of the Income Tax Act 58 of 1962 as opposed to characterisation

as a capital gain.

Further, in South Africa, establishing the appropriate timing of the taxation of private
equity carried interest is an important consideration. This is because the right to carried
interest, if shown to be in respect of services to be rendered by the general partner to the
limited partners, could be taxed upfront, when the private equity fund is established, in
terms of paragraph (c). More particularly, should the right to carried interest constitute an
amount that accrues to the general partner at fund inception, in respect of services to be
rendered, then paragraph (c) would apply thereto which would require inclusion of the

market value of this right in gross income of the general partner, at fund inception.

! Hereafter referred to as ‘paragraph (C)’
2 Any references to sections, paragraphs and schedules in this report refer to the Income Tax Act unless otherwise
indicated.



Upfront taxation of the right to carried interest could impose a significant tax burden on the
general partner who would not have received the carried interest distribution to fund the

tax due.

In National Treasury’s 2008 Budget Review it was stated (at 70) that:

‘...the tax treatment of management carried interest (reward for fund managers in the form of
shares/equity) will be investigated. Given the complexities involved, a discussion document will

be developed to raise options and elicit public comment.’

Despite this statement, at the time of writing, no such discussion document has been
issued. Further, as South African tax legislation contains no special provisions regulating
the taxation of private equity carried interest, the tax consequences for private equity fund
managers — both upon awarding of the right to carried interest when the private equity fund

is formed and several years later upon its distribution to them — is unclear.

Accordingly, this report will seek to provide greater clarity and understanding of the South
African tax implications of private equity carried interest in the hands of the general
partner of a South African private equity fund by determining its appropriate
characterisation and by assessing which provisions of the Act and which case law
principles would likely apply to the taxation thereof. Further, in instances where the study
identifies shortcomings in the South African taxation of private equity carried interest,

appropriate recommendations for taxation reform will be made.
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1.2.1

1.2.2

The research problem

The statement of the problem

This research will evaluate the appropriateness and adequacy of South African taxation of
carried interest in the private equity context and examine in what respects reform thereof

should be considered.

The sub-problems:

The first sub-problem

The first sub-problem is to examine the nature of carried interest in a private equity

context.

The second sub-problem

The second sub-problem is to discuss and scrutinise the relevant provisions of the Income
Tax Act and related South African case law that would likely apply to taxing private equity
carried interest in South Africa.

The third sub-problem

The third sub-problem is to analyse and determine how appropriate and adequate these

taxing provisions and relevant case law principles are in the South African taxation of
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1.4

private equity carried interest® and to make recommendations for reform thereof where the

law is found wanting

Research methodology

The research method to be followed will be a qualitative approach.

To this end, journal articles, academic working papers, books, theses, domestic tax

legislation and cases pertaining to the subject will be reviewed in order to:

e Understand the private equity business model and the typical way in which private
equity funds are structured in South Africa.

e Understand what carried interest is, how carried interest arrangements typically
operate in the private equity context as well as the economic arrangement that
exists among the parties to the carried interest arrangement.

e Establish the South African taxing provisions and related South African case law
principles that would likely apply to taxing carried interest in South Africa.

e To determine how appropriate and adequate current South African law is in taxing
carried interest.

e Provide possible recommendations for reform where current South African law is

found to be deficient in taxing carried interest.

Scope and limitations

This research seeks, inter alia, to examine and discuss the likely income tax consequences
of the right to carried interest and the distribution of carried interest with reference to the

structure — as depicted in Figure 1 of Chapter 2 — of a typical South African tax resident

3 . .
Hereafter referred to as ‘carried interest’
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private equity fund, which has investments in portfolio companies that are tax resident in
South Africa.

Further, this structure assumes that the private equity management company as well as the
general partner are both South African tax resident companies with the related services
being rendered in South Africa by South African tax resident key executives and
employees of both these entities. In addition, it is assumed that the shares acquired by the
private equity fund in portfolio companies are equity shares as defined in section 1 of the
Act.

To this end, the following are considered outside the scope of the research report:

e Evaluating the Value-Added Tax effects of the management fee and the right to and
distribution of carried interest; and

e Examining the income tax consequences for the limited partners of the private
equity fund, arising from the carried interest arrangement entered into with the

general partner.

Moreover, the possible application of the general anti-avoidance rules, contained in
sections 80A-80L of the Act, to any of the transactions within the structure depicted in

Figure 1 of Chapter 2, is considered beyond the scope of this report.

Organisation of report

An introduction to the report, a statement of the research problem, the scope and
limitations of the report, as well as an overview of the report’s organisation is provided in

chapter 1.



By way of a diagram depicting a commonly used structure for a South African private
equity fund and carried interest arrangement and explanation thereof, chapter 2 will
provide an in depth analysis of what carried interest is, how carried interest arises and how

carried interest arrangements operate in South Africa.

Chapter 3 will first determine the tax consequences for the general partner of the right to
carried interest and the distribution of carried interest that flow from the legal form of a
typical carried interest arrangement as depicted in Figure 1 of chapter 2. Thereafter, it will
be determined to what extent, in legal substance, a carried interest arrangement, as depicted
in Figure 1 of chapter 2, is a fee arrangement in which the general partner is compensated
for fund management services rendered / to be rendered to the limited partners by being
awarded the right to, and the distribution of carried interest. The chapter will conclude by
discussing and analysing, based on the legal substance of a carried interest arrangement, as
depicted in Figure 1 of chapter 2, the applicable case law and the relevant provisions of the
Act that will apply both to the taxation of the right and to the taxation of the distribution of

carried interest.

Chapter 4 will first analyse how appropriate and adequate the South African income tax
provisions and related case law principles are — as discussed in chapter 3 — for the purposes
of taxing private equity carried interest, based on the legal substance of a carried interest
arrangement, as depicted in Figure 1 of Chapter 2. Thereafter, having identified any

shortcomings in the law, a recommendation for reform thereof will be made.

Chapter 5 will provide a summary of the findings in relation to the research problem.
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An examination of a private equity carried interest

arrangement

Introduction

In order to be able to examine the South African tax legislation and related case law that
would likely apply to carried interest, as is done in chapter 3 of this report, it is important
to have a comprehensive understanding of carried interest in the context of South African

private equity.

To this end, by way of a diagram depicting a commonly used structure for a South African
private equity fund and carried interest arrangement and explanation thereof, this chapter
will provide an in depth analysis of what carried interest is, how carried interest arises and

how carried interest arrangements operate in South Africa.
More particularly, in this chapter:

e the legal structures typically used for a South African private equity fund will be
examined;

e the major private equity participants and in broad terms what their respective roles
are in the formation and operation of a South African private equity fund will be
discussed; and

e atypical fee and carried interest arrangement in a South African private equity fund

will be scrutinised.
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A typical South African private equity fund structure and carried
interest arrangement

Diagrammatic illustration of fund structure and carried interest arrangement

Based on discussions with several persons active in the South African private equity

industry, a review of a private equity fund partnership agreement and a private equity

structure memorandum obtained from a large South African commercial law firm, a typical

structure for a private equity fund, private equity transaction and carried interest

arrangement in South Africa is as depicted in Figure 1* and as discussed below in 2.2.2 .

FIGURE 1-PRIVATE EQUITY FUND STRUCTURE

1-2% capital contribution

/L

N

imited Partners

External Investors

Pension funds
Development

finance institutions
Insurance companies
Banks

High net worth individuals

-

Private Equity
Management
General Partner . . —
(Fund Manager) 100% shareholding PE ManCo’
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company = carry i Management fee:
recipient H
2% of fund capital

LIn

Portfolio
Company A
realisation
proceeds
including carried
interest payment

Private Equity Fund
(en commandite
partnership)

98%-99% capital contribution

-

Portfolio Company A
- Realisation proceeds

_ Portfolio Portfolio Portfolio
disposal
Company A Company B Company C
FUND
INVESTMENTS

* Further corroboration for certain elements of the Figure 1 structure was obtained from various literature reviewed.
Reference to the specific literature reviewed has been made in the explanation of the Figure 1 structure below.
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2.2.2

Explanation of Figure 1 Structure

A private equity fund serves as a vehicle to pool large amounts of capital from various
investors to be invested in several target investee companies, known as portfolio
companies (refer Figure 1). In South Africa, a private equity fund is usually organised as a
limited partnership (Hayes et al, 2006: 16). More precisely, an en commandite partnership
fund structure (as illustrated in Figure 1) is used; where a partnership is created between
various limited partners (the external investors in Figure 1) and a general partner (refer

Figure 1).

The general partner acts as the disclosed partner for the en commandite partnership and as
such, notably has unlimited liability for the obligations of the en commandite partnership
to third parties. In contrast to the general partner, the liability of the limited partners for the
debts of the en commandite partnership is limited to their capital contributions, provided
that their identities are not disclosed and they remain passive investors in the private equity
fund (SAVCA, 2015: 39.)

Furthermore, the general partner serves as the private equity fund manager (Missankov et
al, 2006: 16) and is responsible for the identification, evaluation and negotiation of
investment opportunities and the monitoring and realisation of those investments for the
private equity fund (Dauds, 2008: 10). The general partner is also responsible for
administrative tasks of the fund such as preparing and approving investment agreements,
maintaining the fund’s accounting records, preparing the annual financial statements of the
fund and preparing periodic reports and valuations of the fund’s assets which are furnished
to the limited partners. It is understood from discussions with various private equity fund
managers as well as tax practitioners that deal extensively with private equity transactions
that most often, no fee would be paid to the general partner for fund management services

performed.

11



The general partner ordinarily — on behalf of the private equity fund® — appoints a private
equity management company (PE ManCo in Figure 1), of which the general partner is a
wholly owned subsidiary, and to which the general partner delegates / outsources certain of
its functions, tasks and duties. In this regard, PE ManCo usually provides various
investment, advisory and administrative services to the private equity fund, for which PE
ManCo — as illustrated in Figure 1 — receives an arm’s length management fee of typically

2% of the private equity fund’s annual value (Field 2007: 27).

It is important to note that the general partner, as opposed to PE ManCo, will always be
responsible and accountable for the overall management and control of the business
activities and affairs of the fund. As part of its remit, PE ManCo may research possible
investment opportunities for the fund and may make recommendations to the general
partner regarding investment acquisitions and disposals. In this regard, however, invariably
it is the general partner’s prerogative as the fund manager to act on and execute any such

recommendations.

The limited partners ordinarily provide 98% to 99% (as per Figure 1) of the total capital
contributed to the private equity fund and typically require the general partner (refer Figure
1) to contribute the remaining 1% to 2% of capital to the private equity fund. The rationale
for the aforementioned capital co-investment by the general partner is to ensure that the
interests of the general partners from an investment perspective are aligned with those of
the limited partners. (Dauds, 2008: 10-11.)

When a fund disposes of an investment in a portfolio company, (refer portfolio company A
in Figure 1) the realisation proceeds from such disposal are ordinarily not paid to the
general and limited partners in proportion to each party’s respective capital contribution
made to the fund. This is because, at the time of launch of the fund®, when fund terms are

negotiated, typically, the general partner is contractually entitled, upon the future disposal

® Hereafter referred to as ‘the fund’
® Hereafter referred to as ‘the fund’s inception’

12



of a portfolio company by the fund, to receive a disproportionately larger share of the
portfolio company disposal proceeds, most frequently 20% (Missankov et al, 2006: 25)
despite having contributed only 1% to 2% of the capital of the fund (Refer Figure 1). Itis
this share of realisation proceeds i.e. 20% of realisation proceeds received by the general
partner which is disproportionate to the 1% to 2% capital contribution that that the general

partner makes, that represents the general partner’s carried interest (Dauds, 2008: 10-11).”

It is important to note, however, that the distribution of carried interest will typically only
be received by the general partner provided that:

o first, all the capital contributions made have been returned to all the private equity
fund investors, being both the general and limited partners, and,;

e second, a specified return on investment has been achieved for all the fund
investors, being both the general and limited partners; this preferred return is
known as ‘the hurdle’. (Missankov et al, 2006: 24-25.)

The distribution of carried interest is shown in the following illustrative example:
Illustrative example 1: Distribution of carried interest

Suppose the general partner and limited partners in Figure 1 make capital contributions of
R2 and R98 respectively to the fund in Figure 1. This R100 is in turn used by the fund to
acquire a 100% shareholding in year 1 in portfolio company A in Figure 1.

" For purposes of this report, the general partner’s entitlement, at the inception of the private equity fund, to receive
carried interest distributions in the future will be referred to as the general partner’s ‘right to carried interest’. When
carried interest is paid to the general partner, this will be referred to as ‘the distribution of carried interest’. Further when
reference in the report is only made to ‘carried interest’ this is a collective term that refers both to the ‘right to carried
interest’ and ‘the distribution of carried interest’.

13



In terms of the partnership agreement, the general partner shares in 20% percent of the

proceeds realised on disposal of portfolio company A only once:

= the R100 of capital contributions made have been repaid to all the fund investors;
and
= all the fund investors have achieved a compound annual growth rate on capital

invested in portfolio company A of 12% -the hurdle rate of return.

Further, suppose that the private equity fund in Figure 1 disposes of its entire shareholding
in portfolio company A in Figure 1 at the end of year 5 for R300.

Based on the above facts, at the end of year 5, the realisation proceeds will be allocated
and distributed by the private equity fund in Figure 1 to its general and limited partners as
tabulated below:

TABLE 1 — ALLOCATION AND DISTRIBUTION OF REALISATION PROCEEDS TO FUND

INVESTORS
Allocation and General partner Limited partners TOTAL
distribution type
Return of capital R2 R98 R100
contributions
Hurdle return R2° R75° R77
Residual realisation | R25'"(R123 x 20%) R98™ (R123 x 80%) R123 (R300 — R177)
proceeds allocated
Total realisation R29 (R2+ R2 +R25) R271 (R98 +R75+ R98) R300
proceeds allocated
Allocation of R2,50 (rounded) ** R120,50 (R123- R2,50) R123
residual realisation
proceeds in

proportion to capital
contributed to fund

Distribution of R22,5 (R25- R2.5) N/A R22,5
carried interest

8 Calculated as follows on financial calculator: -2 PV; 5 n; 12 i, COMP FV = R4 (rounded) — R2 = R2
® Calculated as follows on financial calculator: -98 PV; 5 n; 12 i, COMP FV = R173 (rounded) — R98= R75
10

Rounded

12 Calculated as follows: 123 x 2/100

14




2.2.3

As tabulated above, R22,5 constitutes the distribution of carried interest, at the end of
year 5, received by the general partner. Put differently, of the total residual realisation
proceeds of the fund, 18% (22,5/123) is allocated to the general partner as the distribution
of carried interest

Conclusion

In this chapter, it was evident based on discussions with several persons active in the South
African private equity industry, a review of a private equity fund partnership agreement
and a private equity structure memorandum obtained from a large South African
commercial law firm that private equity funds in South Africa most often take the form of
an en commandite partnership, which partnership acquires investments in various portfolio
companies (refer Figure 1). It was further discussed that there are two types of investor in
South African private equity funds, each with very different economic roles; namely:

e the limited partners who contribute the bulk, that is, 98% - 99% (as per Figure 1) of
the fund’s capital (Dauds, 2008: 10-11). The liability of these limited partners for
debts of the fund is capped at their capital contributions, provided that they remain

passive investors and their identities are not disclosed (SAVCA, 2015: 39); and

e the general partner, a company, which serves as the fund manager and which
contributes significantly less capital, typically only 1% - 2%, (refer Figure 1) to the
fund (Missankov et al, 2006: 16 and Dauds, 2008: 10-11). In sharp contrast to the
limited partners, the general partner is the disclosed partner, and therefore bears
unlimited liability risk in respect of fund debts (SAVCA, 2015: 39). Moreover,
unlike the limited partners, the general partner takes an active role in managing the
fund and is typically responsible for the identification, evaluation and negotiation
of investment opportunities and the monitoring and realisation of those investments
for the fund (Dauds, 2008: 10). Notably, based on discussions with various private

equity fund managers as well as tax practitioners that deal extensively with private

15



equity transactions, most often, no fee is paid to the general partner for any fund

management services performed.

It was further discussed that a typical South African private equity fund will also have a
fund management company, (PE ManCo in Figure 1), which owns 100% of the general
partner and which is appointed by the general partner to perform for the fund, various
investment, advisory and administrative services delegated to it by the general partner.
Notably, the fund management company, unlike the general partner, is remunerated for its
services rendered to the fund, by way of an annual management fee, typically 2% of the
fund’s annual value (Field 2007: 27).

Furthermore, it was shown that a typical private equity carried interest arrangement in
South Africa operates on the basis that the general partner receives, as the distribution of
carried interest, a disproportionate share of the portfolio company realisation proceeds
(typically 20%), despite having contributed only 1% - 2% of the fund’s capital, provided
certain performance conditions have been met (Dauds, 2008: 10-11 and Missankov et al,
2006: 24-25).

In conclusion the detailed examination in this chapter of a private equity carried interest
arrangement in South Africa reveals an arrangement in which the general partner performs
a multitude of fund management services yet receives no remuneration therefor. At the
same time, the general partner receives an enhanced return on its investment in the fund by
receiving a disproportionate share of fund realisation proceeds, namely the distribution of
carried interest. The pertinent question to ask then is why such a disproportionate share of
fund proceeds is awarded to the general partner, if not as a reward (that is, a fee) for

services rendered. This question is examined in detail in the following chapter.
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3.1

The analysis of South African tax legislation and case law

applicable to private equity carried interest

Introduction

This chapter addresses the second sub-problem of this research, namely to discuss and
analyse the provisions of the Act and associated case law that would likely apply to the

taxation of carried interest in South Africa.

To this end, the chapter will first discuss the legal form of a carried interest arrangement as
depicted in Figure 1 of chapter 2 and the tax consequences that flow from the legal form of
a carried interest arrangement. In this respect, the applicability of the following taxation

provisions will be discussed and analysed:

e Section 9C read with the Eighth Schedule;
e Paragraph 36 of the Eighth Schedule; and
e Paragraph 20 of the Eighth Schedule.

Thereafter, the chapter will determine whether, the legal substance of a carried interest
arrangement, as depicted in Figure 1 of chapter 2, is a fee arrangement between the general
partner and the limited partners. That is, whether, in legal substance, both the right to
carried interest acquired by the general partner at fund commencement, and the distribution
of carried interest received by the general partner, represent rewards made to the general
partner by the limited partners for services rendered / to be rendered by the former to the
latter.

In order to make this determination, the chapter will discuss and critically evaluate the

merits of arguments advanced by various commentators, industry players and tax policy
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makers, arguing both for and against carried interest being, in legal substance, service

related compensation of the general partner.

The chapter will then discuss and examine the applicability of paragraph (c) and related
case law principles to the taxation of both the right to, and the distribution of, carried
interest, based on the legal substance of a carried interest arrangement, this being a fee
arrangement between the general partner and the limited partners. The chapter will
conclude by considering the tax implications, both of the right to, and the distribution of,
carried interest, where paragraph (c) is found to apply to the taxation thereof, based on the

legal substance of a carried interest arrangement.

Tax consequences of the legal form of a carried interest arrangement

Overview

Based on discussions with several persons active in the South African private equity
industry as well as a review of a private equity partnership agreement, a typical carried
interest arrangement in South Africa takes a legal form such that:

e The right to carried interest, in legal form, is the right of the general partner to
share disproportionately, in partnership profits made by the fund upon disposal of a
portfolio company.

e The distribution of carried interest, in legal form, is the disproportionate share of
proceeds realised by the fund partnership upon disposal of a portfolio company,
which is allocated to the general partner, as part of its fund partnership profit share,

provided certain conditions are met.*®

13 As discussed in section 2.2.2, the disproportionate allocation of portfolio company realisation proceeds is only made
once the original fund capital has been returned to all the fund investors and the hurdle rate of return has been achieved
for all the fund investors.
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3.2.2

Furthermore, it is understood from discussions with various private equity fund managers
as well as tax practitioners that deal extensively with private equity transactions, that
almost invariably, fund partnership agreements regulating the payment and allocation of
carried interest are silent as to why the right to carried interest is awarded and why the
distribution of carried interest is made. More particularly, in these agreements, there is no
link between the services required to be rendered by the general partner — as described in
the agreement — and the right to carried interest acquired, as well as the subsequent
distribution of carried interest received, by the general partner.

The tax consequences, both in respect of the right to carried interest and the distribution of
carried interest, which flow from the legal form of a typical carried interest arrangement in

South Africa, are discussed in sections 3.2.2 and 3.2.3 below.

Tax implications of the right to carried interest based on the legal form of a

carried interest arrangement

The right to carried interest is the right to share — albeit disproportionately — in the future
profits of the fund, which fund, as was explained in Chapter 2, is most often a partnership.
In the private equity context, the future profits of the fund partnership are primarily the
realisation gains that arise upon disposal of a portfolio company**. According to De Koker
and Williams (2015: para 3.31), provided it is clear that the taxpayer is not a dealer in such
rights, an incorporeal right such as the right to share in partnership profits, is of a capital

nature.

Accordingly, if the general partner is not a dealer in carried interest rights, it is submitted,
that the right to carried interest will then be of a capital nature, provided that the right is

¥ Investors in private equity funds will generally derive the following types of income: profits from the sale of portfolio
companies, dividends and interest. Invariably, however, the main form of income derived by private equity investors
will be the realisation gains on disposal of portfolio companies by the fund. (Horak, 2007: 3.)
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not acquired in respect of services rendered / to be rendered in which case, it is submitted
that the right would be of a revenue nature. This is because receipts and accruals arising
from services rendered are inherently revenue in nature, being the product of one’s wit and
labour (Singleton, 2004: 1). In this respect, it is submitted that the right to carried interest
is not acquired because of services rendered / to be rendered by the general partner,
because, as was noted above, in terms of the legal form of a typical carried interest
arrangement, there is no apparent nexus in the fund partnership agreement between the
award of the right to carried interest and any services undertaken to be rendered by the

general partner.

It follows, therefore, that the right to carried interest — based on the legal form of a carried
interest arrangement — is of a capital nature, being the acquisition of an incorporeal right to
share in the future partnership profits of the fund. It is further submitted that the
acquisition of a right of a capital nature in such circumstances does not constitute the
disposal of an asset in terms of paragraph 11 of the Eighth Schedule. It follows that there
can then be no capital gain or capital loss as there has been no disposal of an asset in terms
of paragraph 11 of the Eighth Schedule, which would trigger capital gains tax

consequences.

Moreover, it is submitted that the acquisition of the right to carried interest does not
constitute gross income of the general partner because paragraph (c) does not apply to the
taxation thereof. Broadly stated, paragraph (c) requires the inclusion in gross income of
any amount received or accrued in respect of services rendered or to be rendered, even if
such amount would otherwise be of a capital nature. In this respect, it would appear that
paragraph (c) does not apply to the taxation of the right to carried interest as it would seem
that, prima facie, the right to carried interest is not awarded to the general partner in respect
of services to be rendered by the general partner to the limited partners for the reasons

discussed in the paragraphs above.
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Consequently, it is submitted that, based on the legal form of the right to carried interest,
there will be no tax consequences upon the awarding of the right to carried interest to the

general partner as:

e the acquisition of the right does not constitute gross income, being an amount
received or accrued that is of a capital nature and to which paragraph (¢ ) does not
apply; and

e the acquisition of a right of a capital nature in such circumstances is not a disposal

of an asset for capital gains tax purposes.

Tax impli