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1.
Introduction

South African tax law makes special provision for film investment by way of a special allowance in the Income Tax Act
 providing for tax deductions in respect of production and post-production costs incurred by an owner of a film. The special tax dispensation for film investment is governed by section 24F of the Act   Income taxation considerations very often drive the structuring of transactions involving the production and exploitation of films, not only in South Africa but in most other countries where fiscal authorities have granted similar special tax incentives for film investment.

Unfortunately, the special tax dispensation for films was notoriously abused by South African taxpayers during the 1980's, who also took advantage of special film subsidies which existed concurrently with the tax deductions allowed under section 24F of the Act. In the early 1990's, the South African tax authorities began to clamp down on dubious film schemes whose main aim became tax avoidance rather than film investment and the various loopholes were soon closed.
 A number of large schemes fell under the scrutiny of the receiver of revenue and the net result of this was that tax schemes based on section 24F of the Act fell into disrepute and the film production industry generally lost favour as a viable of area of investment.

However section 24F of the Act is still alive and remains an important tax concession for film investors in South Africa. Film investors should still ensure

that the maximum advantage is taken of section 24F of the Act.  Indeed, revitalisation of section 24F as a legitimate form of tax incentive in film financing could result in revitalisation of the South African film industry as a viable area of domestic investment.  Moreover, with recently the proposed fundamental changes in the South African tax system (the imminent change from the revenue source based system to a residence system), it may be a good time to look at ways of changing the provisions of section 24F in order to make it more investor friendly for both South African and foreign investors in the domestic film industry.

2.
Deduction of expenditure

In order to qualify for the deduction set out in section 24F of the Income Tax Act,
 the taxpayer must be a so-called "film owner'. This is defined as a person who owns, whether solely or jointly, a film.
 In turn, a "film" is defined as a recording of moving visual images and sound by means of cinematograph film, video tape, video disc or otherwise, including any copy of the film as well as any right in the film.
 Films qualifying for tax allowances therefore include digital, video and other common formats. A film owner may deduct from his taxable income the film allowance in respect of any film used by him in the production of his income or from which any income is received by or accrues to him.

The film allowance which may be granted in respect of any one film is limited in the total to the production and post-production costs of the film, and is in lieu of any deduction or allowance in respect of these costs which would otherwise have been available to the taxpayer in terms of the Act.
 "Production cost" is defined as the total expenditure incurred by a film owner in relation to a film in respect of the acquisition or production of a film, but excluding expenditure incurred in the erection, construction or acquisition of any buildings or other structures or works of a permanent nature.
 "Post-production cost" is defined as any expenditure of the nature referred to in the definition of "production cost" which is incurred after the completion date, but excluding any print cost in relation to the film.
 Expressly included within the ambit of "production cost" are a number of items of expenditure. These items include:

(a)
any remuneration, salary, legal, accounting or other fee paid or payable in connection with the production of the film;

(b)
the cost of acquiring the story rights, script, screenplay, copyright or other rights in relation to the film;

(c)
insurance premiums in respect of insurance against injury to or death of any persons employed, or loss of or damage to property used, in the production of the film;

(d)
premiums or commission payable in order to secure any guarantee that the cost of the film will not exceed a specified amount;

(e)
interest, finance charges and raising fees incurred for the purposes of or in connection with the production of the film;

(f)
the cost of acquiring or creating music, sound and other effects which will form part of the film;

(g)
any allowance which would be allowed to the taxpayer under sections 11(e),
 11(0)
 or 12C
 of the Act, in respect of any machinery, implements, utensils or articles used in the production of the film subject to certain qualifications; and

(h)
expenditure incurred in respect of the purchase, hire or construction of sets, and the hire of any machinery, implements, utensils or articles used in the production of the film, excluding any such expenditure which is incurred after the completion date, and expenditure incurred in the marketing or promotion of, or the soliciting of orders for, the film.

3.
Amount of film allowance

The film allowance which a film owner is entitled to deduct from his taxable income
 may not in the aggregate exceed the production cost and post-production cost of the film.
 The amount of the film allowance is calculated by adding together the production cost and any post-production cost of the film incurred during the year of assessment in which the completion date
 of the film falls, and any post-production cost in respect of the film incurred in any subsequent year of assessment, together with the amount of any film allowance disallowed, due to an application of the "at risk" rules, in the preceding year of assessment.

The film allowance in respect of any one film in any year of assessment, together with the total film allowances granted in respect of that film in preceding years of assessment, cannot exceed the sum of the following:

(a) the amount of the production cost and post-production cost in respect of the film which have been paid by the film owner.
 The important proviso to this provision is that where any loan or credit has been used by the film owner for the payment or financing of the whole or any portion of the production cost or post-production cost of the film, and any portion of the loan or credit is owed by him on the last day of the year of assessment, the amount of production or post-production costs which may be taken into account must be reduced by any portion of the loan or credit owed by the film owner for which the film owner is not deemed to be at risk oh the last day of the year of assessment;
 and 

(b) the amounts of any production cost and post-production cost which have not been paid by the film owner and for which he is deemed to be at risk on the last day of the year of assessment.

A film owner is deemed to be "at risk" for purposes of (a) and (b) above to the extent that the payment of the production and post-production costs incurred by him, or the repayment of any loan or credit used by him for the payment or financing of the production or post-production costs, would, having regard to any transaction, agreement, arrangement, understanding or scheme entered into before or after the production or post-production costs are incurred, result in an economic loss to him were no income to be received by or accrue to him in future years from the exploitation by him of the film.

4.
Meaning of the "at risk" rules of section 24F

The proper interpretation of the "at risk" rules contained in section 24F of the Income Tax Act
 emerges from a consideration of the rationale and purpose of introducing the rules as important qualifications to the film investment tax allowance.  The "at risk" rules deal with the scenario where expenditure in relation to the production and post-production of a film has been incurred, but not yet paid, or where the expenditure has been paid or financed by means of a loan or credit. In either situation, as a debtor in respect of the amount concerned, the "at risk" rules seek to ensure that a deduction is only allowed to the film owner in respect of real liabilities
 and/or actual amounts paid by the taxpayer.

A film owner will or will not be deemed to be at risk as contemplated by the "at risk" rules depending on whether the film owner runs the risk of suffering some economic loss as a result of his investment in the film.
  An instructive illustration of the "at risk" rules is set out in the Explanatory Memorandum on the Income Tax Bill of 1987. The illustration provides that in circumstances where the film owner is granted a loan subject to the condition that he could be called upon to repay the loan only out of income derived from the film, the film owner will not be at risk in respect of the relevant expenditure.

One test for whether the film owner is "at risk" as contemplated by section 24F of the Act is to hypothesise that no income will be received by or wilt accrue to the film owner in future years from the exportation of the film. It in these circumstances, the film owner will suffer an economic loss, meaning that he is "worse off financially"
 if the event occurs then the film owner will be deemed to be at risk in relation to the expenditure, to the extent that he is financially worse-off.

5.
Insurance of a film owner and the "at risk" rules

A vexed issue in practice is whether, on a proper interpretation of section 24F(8) of the Income Tax Act,
 a film owner who procures some form of insurance in respect of the returns (or revenues) on the film owner's investment, may rely on the deduction contemplated in the Act in respect of film owners.
  More particularly, film owners are increasingly contracting to obtain revenue shortfall guarantees. It is debatable whether the deduction in section 24F of the Act remains available to a film owner who remains liable at the end of the relevant tax year to those who financed him by way of loans or credits, where the film owner has taken the precaution of safeguarding his investment by entering into a guarantee policy in respect of the income to be earned from the exploitation of the film.
 In any event, most insurance policies contain conditions which the insured is required to fulfil before a claim wilt be entertained by the insurance company. In these circumstances, and until the conditions are fulfilled by the insured, it has been contended that the insured runs the risk of the insurance company refusing the claim.  Accordingly, the film owner remains at risk in respect of the expenditure insured by the claim and the film owner may therefore, according to the argument, invoke the provisions of section 24F of the Act.

6.
Print costs

Although print costs
 are not included in the definition of "production cost' or "post-production cost" in the Act,
 section 24F(7) of the Act provides that print costs may be deducted in the year in which they were incurred, subject to a maximum allowance calculated according t6 a formula set out in the Act.
 The formula provides that the deduction cannot exceed the total of

(a)
the amount of the print costs which have been paid by the film owner (provided that where a loan or credit has been used by the film owner for the payment or financing of any portion of the print cost, and any portion of the loan or credit is owed by the film owner on the last day of the year of assessment, the amount allowed falls to be reduced by any portion of the loan or credit in respect of which the film owner is not at risk on the last day of the year of assessment),
 and

(b)
the amount of any print cost which has not been paid by the film owner and for which he is deemed to be at risk on the last day of the year of assessment.
 Print costs not allowable in terms of section 24F(7) of the Act must be carried forward and are then deemed to be print costs incurred in the succeeding year of assessment.

Conclusion

In conclusion, the South African Income Tax Act provides significant tax benefits to investors of films made in South Africa. There are however a number of aspects relating to the timing of the allowances and accruals in underwritten transactions which could be modified to make the tax allowance more investor friendly. Although section 24F of the Income Tax Act is also not entirely clear on a number of aspects that have become more common in present day film financing, such as the effect of the at risk rules on transactions that are credit financed and/or underwritten by revenue shortfall insurance, the basic structure of the tax allowance is clear, workable and should be used more efficiently in order to make the domestic film industry a more attractive target for the general investment community.
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� S24F(7)(b). An amount will be deemed to be “at risk” to the extent that payment of the print costs incurred by the film owner, and the repayment of a loan or credit used by the film owner for the payment or financing of the print costs, would result in an economic loss to the film owner if no income were received by or accrued to him in future years from the exploitation by him of the film.  See S24(8). For a discussion of the “at risk” rules, see the discussion above.


� See the second proviso to S24F(7) of the Act.  For discussion of the marketing allowance in respect of films, which is regulated by ss24F(9) and 11bis of the Act.
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