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Taxation of Capital Gains
The Case of Indirect Disposals

. Background

disposals of valuable assets with significant latent gains.

following structure where Asset X is a valuable asset located
in Uganda, for example a mine, an interest in an oil field or a
telecoms licence. Initially Asset X is controlled by TopCo A,
which is a UK company, via a chain of subsidiaries: HoldCo
1 and 2, in the Netherlands, which have no other valuable
assets, and OpCo A in Uganda.

In due course, TopCo A decides to refocus its business on
different markets and Asset X is put up for sale. An Indian
: company, TopCo B makes an offer which is accepted. The

Over the last ten years an increasing amount of tax :

authorities attention in many countries has focused . parties determine that instead of Asset X itself being sold

on how capital gains should be taxed in the case of directly to the TopCo B group, a new intermediate holding

transactions involving multiple jurisdictions and indirect company, HoldCo 3 will be established in the Netherlands
¢ to acquire the shares of HoldCo 2. Under this transaction
¢ structure there will be no disposal of Asset X itself, but

To understand the issue, it is helpful to consider the :

instead HoldCo 2 will be sold. The direct ownership of

Asset X and OpCo A will not change as a result of this
transaction, but clearly the underlying ownership has
¢ shifted from TopCo A to TopCo B. Any gain arising from
the transaction will crystallise in the hands of HoldCo 1
i which is a Netherlands resident taxpayer.
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Until recent changes in Uganda's tax laws, Uganda’s ability :
¢ underlying ownership and pay the tax due.

Other jurisdictions have faced similar issues in asserting :

their rights to tax gains which derive from assets in their Under the deemed disposal approach, the tax liability

territory even though the related sale transaction takes s triggered In the direct owner of the valuable asset by

place in another jurisdiction. This issue has attracted the : deemingittosell the assetat market value, and immediately

attention of the Platform for Collaboration on Tax (the : reacquire it at the same value, thus crystalizing the latent

Platform), which s a joint initiative of the UN, OECD, World ; &I for domestic tax purposes.

Bank and IMF to assist developing countries in combatting approach in legislation introduced in 2012 which triggers

aggressive tax planning (known as BEPS' — base erosion such a deemed disposal when the underlying ownership

and profit shifting) by multinationals. The Platform has : of a company or branch changes by more than 50% in a

Issued a toolkit, currently still in draft, providing guidance S-year period. As soon as the trigger applies an income

for fiscal policy makers on the issue (see www.oecd.org/ tax accounting period ends and the taxpayer s treated

1 as disposing of all its assets and liabilities at market value
crystalizing latent gains and losses and must pay tax on
any gains calculated under normal computation rules.
¢ Assets and liabilities are then deemed to be reacquired at
) ) ) those same values, so that there is a step-up (or down) in
As a result of the attention focusing on the issue, two :

. : the tax basis.
different approaches have been suggested by the Platform :

to tax a gain arising on such a transaction was unclear.

tax/taxation-of-offshore-indirect-transfers.htm).

2. Two approaches

for countries wishing to strengthen their taxing rights.
These can be characterised as the source approach and
the deemed disposal approach. (It should be noted that the
approaches are not mutually exclusive: some jurisdictions,
including Uganda, have adopted elements of both))

rights.

determined by applying the following formula:

Taxable amount = Total gain x Value of Kenyan immovable property
Value of all assets

In principle, a gain would be taxed in the case of a sale
of a single share, but in practice only changes of 10% or :
more of the underlying ownership of the direct owner
of immovable property in Kenya must be reported to
the Kenya Revenue Authority. The direct owner of the
Immovable property is also responsible for payment of any
approaches potentially trigger tax in the case of stock
¢ exchange transactions such as mergers, which are not
Applying the source approach to the example above and undertaken with the intention of avoiding tax.
assuming that Asset X is immovable property, the gain :

realised by HoldCo 1 would be domestic source income

tax due.

2 July 2019

and OpCo A would be liable to report the change in

Tanzania took this

Applying the deemed disposal approach to the above
example, OpCo A would be deemed to realise all its assets
and liabilities, including Asset X, at market value and pay
: the resulting tax to the tax authorities.

: 3. Some problems
Under the source approach, the definition of domestic : P

source income is expanded to include gains on disposals :

of shares which derive value from domestic assets. Kenya : There has been widespread criticism of tax-planning by

took this approach introducing legislation with effect from multi-nationals in recent years: some justified, some less

1 January 2015 which extends the definition of Kenyan so. The legislative approaches outlined above are at best

. . . o .+ crude approaches to a problem that seems to require a
source income to include gains on shares deriving their :

value from immovable property situated in Kenya. For these : more nuanced solution. For example, the source approach

purposes the definition of immovable property is confined adopted by Kenya potentially taxes gains which dont

o . . . relate to Kenyan assets, because all gains are subject to
to mining and petroleum exploration and exploitation :

. . . tax if more than half the value of the shares derives from
The source rule s not triggered unless at least :

20% of the value of the shares derives from such property. : Kerya; gains may also be subject to tax in the jurisdiction

Where a taxable gain arises on a share which derives more where the seller is tax resident, so there is potential double

than 50% of its value from immovable property, the whole taxation. At the same time, Kenyas exclusive focus on

. : ..+ mining, oll and gas assets excludes other valuable asset
gain is taxed. In other cases, the taxable portion of a gainis :
: classes such as telecoms licences. The deemed disposal
¢ legislation adopted by Tanzania taxes 100% of latent gains
on any type of asset (and liability), even if only 51% of

i the underlying ownership changes, and the actual asset

owner itself realises no gains and therefore has no cash
with which to settle a potentially significant tax liability.
Both approaches potentially give rise to complex valuation
Issues: in the case of Kenya these arise in determining
the proportion of Kenyan assets; in the Tanzanian case
the disposal values themselves require evaluation. Both



4. llganda's legislation

deemed disposal rules into its legislation.

which gives rise to uncertainty.

approach as applied by Tanzania.

: double economic taxation is clearly a risk. There is also
: nothing to reduce the tax on a deemed disposal in case of

With a history of well-publicised cases involving the a change in underlying ownership of less than 100% which
taxation of gains on both direct and indirect asset disposals, makes the tax punitive in its effect.
it is not surprising that Uganda has elected to take a ‘belt :

and braces' approach incorporating both the source and 2. Conclusion

Capital markets function best when tax is applied to real

The source approach is set out in section 79(g) of the : jncome and gains at realistic levels. Using tax to punish

Income Tax Act which includes in the definition of Uganda 1 multinationals for perceived 'bad behaviour' by a few is

source income gains derived from a disposal of immovable : ot a sensible long-term fiscal policy for any government

property located in Uganda or derived from the disposal which relies on the free market.

of a share in a company the property of which consist : |gge and controversial transactions have focused fiscal

directly or indirectly principally of an interest or interests : policy-makers on the issue of taxing indirect disposals.

in such immovable property, where the interest or share The legislative solutions have taken a sweeping approach,

1s a business asset. The definition of immovable property’ risking double taxation of the same gains, taxing gains

adopted is much wider than that in Kenya’s legislation where none have arisen and applying disproportionate

including not only mining and petroleum rights but also : |evels of taxation in the case of part disposals. Levels of

intangible business assets or any part of a business. The : taxation on certain transactions have become punitive

word ‘principally” has not been defined in the legislation, i and the impact on normal commercial operations could

become a significant impediment to economic growth.
A significant proportion of foreign direct investment in ltis to b? hoped that a more nuanced approach will be
Uganda has been structured using intermediate holding : adopted in the future.

companies resident in the Netherlands. The Netherlands On balance the source approach seems more logical as

tax treaty restricts Uganda's taxing rights in respect of share it taxes real, rather than deemed transactions, providing

sales by a Netherlands resident, so Uganda introduced : 4 pasis for the seller to claim relief from double taxation

legislation in 2018 based closely on the deemed disposal : where this is provided by a tax treaty or domestic tax laws

A taxpayer which @ \ynere it is resident.

undergoes a change in underlying ownership of 50% or : o tax only that proportion of the gain which relates to

more in a 3-year period is required to treat all its assets : gomestic assets, instead of the punitive approach of taxing

and liabilities as disposed of (and immediately reacquired) : g)| the gains where the value attributable to domestic

at market value on the date of the change, crystallising : assets exceeds 50%. There is also a case for exemption

gains (and losses) for tax purposes. There is NO Provision : in the case of transactions which do not have a clear tax

explicitly precluding both the source and deemed disposal | ayoidance motive, such as transactions involving shares

approaches from applying to the same transaction, so : \hich are publicly listed and traded.

Globally, a number of

It would seem reasonable, however,

Cristal Advocates accepts no responsibility for any loss occasioned to any person acting or refraining from acting as a result of
material contained in this publication. Further advice should be taken before relying on the contents of this publication.
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