The problem is compounded by a vomment by Centlivies C1in Sub-Ngel 1id
v ifll'&._" He siated that n merchant should show in his accounts for the vear
prior to the commencement of hix busiress the expenditure incurred during that
year in purchasing his siock That expenditure would be carried forward inlo
the next year as an assessed losa and would not be deductible in the later vear
under ihe gemersl deduction formula These comments indicate & different

approach to that adopted in practice '

It is beyond the scope of this thesis (o examine these anomalies in any further
detail " 1t is sufficient 1o note thar where o bill. note or bond forms part of a
person’s trading stock, it will be brought into account at its cost price in Lhe
person’s trading account. The upening stock, together with any scquisitions
during the year of asscasment, will be deductible The closing stock held and
not disposed of sl the end of the yaar of essessment will be regarded an gross

intome

The meaning of the wurds “held and not dispused of® has not been determined
by the courts. [t would appear o cover the situstion where o person has

dominium in the stock even though he may have sold it under & contragt of sule

Once delivery of the stock has been effected, ownership in it will have passed "

Where a bill, note or bond is acquired during the vear of assessment the value at

which it is taken into account o its ¢ov price Seciion 223 and (%) o the
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preceding year of assesament However, where such tiading stock did not form
part af the trader's ttading stock at the end of the immediately preceding vear of
amscssment, then the amount which is 1aken into &ecount ia the cost price of the

stock o the trader ¥

Whilst 3 22(1) end {2) contempietes that the values of opening and closing
slock must be taken into account in the determination of taxable income. no
indication is given as 10 how these amounts should be treated These sub-
sections do not provide for exceptional cases such as the disposal of trading
sinck other than by way of sale I one applies noimal sccounting prectice to s
22(1) and () then, in effect, stock on hand al the end of & yeur of ansesament is
tresind as & receipt or sccrual, and stock on hand at the beginning of the year of

assesament {a iroated as ¢ deduction '

The theoretica! baghs of the sccepiance of Lhia practice es far ay the Income Tax
Act is concerned is by no meane clear Section 22(1) and (2) does not clarify
the stalutory position. and the practice which existed prior to its enacument has
simply continued Closing siock may only be deductible if it complies with the
conditions set out in the geners! deduction formula Opening stock may only be
included in taxable income if it Talls within the definition of gros income in x |
of the Income Tax Act In particular, there should be a receipt or acerual  The
provisions of x 22 cannot be mlerpreted s as 10 overnde the busic proviswons ol

the Income Tax Act affecting the dedugtibitity of expenditure
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Section 22(1) and (2) of the current Inconte Tax Act was incorporated o the
Income Tax Act 31 of 1941 by « 6{/) of Act %5 of 1956 Prior 1o this the
Income Tax Act did not make provision for bringing imto account the opening
and closing stocks in a trader's (rading sccount Nor did the Income Tax Act

indicate the values &t which such stoek should be brought into account "

Section 22( 1) specifies the amount which i taken into account in respect of the
value of trading stock held and not disposed of by a trader at the end of a vear
of asessment ~ The amount which is take into sccount is the cost price u the
trader of the trading stock Wihere the trading stock consists of stock other than
shares held by & company in eny other company, the amount which is taken nlo
sccount mey be reduced by the amount by which the value of the trading stock
has been diminished by ‘sason of damege. deterioration. change in fashion,

decrense in the markel welue or for any other resson sarisfkctory tu the

P 1t
Commissioner

Section 22(2) specifles the smount which is taken inta account in respect of the

value of any trediv g stock held and not d-sposed of by w trader &t the beginning

H
of' s vear of sssesmnent

Whete trading stock formed part of the tradger's stock al the end of the
immediately preceding year of gxsessment, then the urmount which is (o be taken

into account is the wmount which was tghen into gecount #t the end of such
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The second part of the definition relates (o anything which either is being
disposed of or which will be disposed of in the Riure The frst category thus
covers things held e! the beginning of (he year of axsesament and Jisposed of
during that yesr. The second category covers things held throughout the year of

assessment end which will thereaiter be disposed of by the taxpayer *

The definition of treding stock is exhaustive even though it is prefaced by the
word "includes’ The second part of the definition is sufficiently widely worded
6 o2 1o includs a bill. note or bond which is not covered by the first part of the
definition but which is held as (rading stock for resale at @ profit * 1t should be
noted that 5 22 applies to stock held and not disposed of by the (rader 1t may
well be that & trader may be regurded as holding stock sven though it has not

sctually come into his place of buziness”

The question which ariaes for consideration is whether a claim against a thirgd
parly. which is what a note is, san formi part of a person's trading stock Cases
such a3 Sallalzuw_m_nf,ﬁmm, deai with a different situation [ is
submitted that the definition of trading stock is suffictently wide so us to include
cluima againat third parties and, in the circumsiances, there is no reason nat to

im ‘ude such claims as trading stock where appropriate
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one of loan [ was. however, of importance where a bill note of bond was
acquived for resale. as the transaction is one of purchase and sale 1t will be
sezn that, whilst on the face of it. the effect of's 24J(9) is that « 22 can apply in
both of these situstions, in fact s 22 will only have application in the trading
situation The reason for this is that s 22 is only applicable in n trading situstion

and applies 1o trading Mock

Section 12 spplies ta trading stock Trading stock is deflned as including
anything produced. manufactured, purchased or in any other manner acquired
by a taxpayer for certain purposes The purposes cover manufkcture, sale or
exchange by the taxpaver or on hin behalf Trading stock also includes the
procesds ftom the disposal of which forms or will form part of the texpayer’s

gross income *

The deflnition fells into wo parts First, anvthing produced. manufuctured,
purchased or in ey other manner acquired by a taxpeyer for manuficture, sale
or exchange by him or on his behalf Second. envthing the proceeds from the

disposal of which forms or will form part of his gross income *

The first part of the definition of trading stoek will apply where a bill, note or
sond it purchesed by 4 taxpayer fur the purpose of resale by him The second
part of the definition will apply where g bill, note or bond is not purchased (ot

resale but which subsequently becomes trading stock

Sxu
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TRADING STOCK

g1

INTRODUCTION

In thiz chapter there is a discussivn of the provisions in the Income Tax Acl
dealing with trading stock insofRr as they refate to the taxation of deep discount
bonds.  Section 22 of the Income Tax Act covers the taxation of trading stock
Section 24J of the Income Tax Act covers the taxation of instruments such as
deep discount bonda. [t contains provisions which nffect the (axation of such

instruments fiom the point of view of the trader such ns a financis! institution

Whilst it is bayond the scope of this thesis to examine the provisions of 3 22 of
the Income Tax Act in detail, it is necessary biiefly to consider the impact. if
any. that 3 22 has on the conclusions reached in respect of the general deduction
formula.' In addition, there is a discussion of the provisions of » 24) insofhr ax
they affect trading trensections involving financial instruments such &s deep

discount bands.

SECTION 22
Section 22 of the Income Tax Act deals with trading stock Prior 1o 8 24)
tgking effect, » 22 wax not relevant when considering the situation of & person

ismuing & Dill, note or hond at & discount on its fice value ax this transaction is
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bonds are particularly volatile. Fourth, if & non-trader msues & bond 1o a trader
ta whict, s 24J(9) applies. there is the situation where the issuer will be entitled
to deduct the annual deemed expenditure on an ongoing basis. The trader will
only be taxable on the sale or redemption of the instrument except in respect of

price fluctuations at volues below the cost to the trader of the instrument

tid



Secticn 24) provides that a company. whose business consisis of dealing in
instruments, may elect that the general provisions contained in s 24H2) to (8)
shall not apply to all such instruments.  Section 24J(9) stipulates how a trader
may elect this option and the rules relnting thereto. The eflect ol an election
under s 24J(9) is that the trader will apply a market value basis of valuing
trading stock and will account for such stock, for income tax purposes, in lerms

of's22.

The main points ariaing from these provisions are. Arst, that the ¢lection under §
241(9) may only be made by companies. With respect, this restriction is open to
criticism nz there is no reason why individuals end other non-corporate
1axpayers such as trusts should not also have this option. Second, the effisct of
adopting the market basis of valuing stock is that the trader will not be taxable
on any incresse in the value of the stock prior to its sale o~ redemption. I the
marke! value of the stock decrenses 1o a value below its cost, such decline wili
have the effect of reducing the trader's taxable income by such amount. 1f the
stock subsequently increases in value, then to the extent thet it appreciates in
value 1o that of its cost (o the trader. such increase will have the effect of
increasing the trader’s taxable income  Third, as ecanomic conditions chanye,
the vields to maturity and therefore the prices of bonds fluctuate There are
three main factora that afTect the volatility of bonds  These are the coupon rate,
the maturity date and the initigl yvield to matunty A examination of the

regsons for the Nuctuations indicates that prices of fong-term sero coupun
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purposes. The trader will only be taxgble on the increase in the value of the

instrument on iis sele or redemption

CONCLUSION

Section 22 of the Income Tax Act covers the tax treatment of trading stock

Section 22 applies. inter alia, where & financial wistrument is purchased fur
resale and where an instrument is not purchased for resale bul subseguently
becomes trading stock. Section 22(1} stipulates that the trader must accaunt
for stock held and not disposed of at the end of the year of assessment at the
lower of cost or markel vaiue. Section 22(2} stipulates how a trader should
account far stock held and not disposed of at the beginning of the year of
assessment.  Where the stock formed part ol the trader’s trading stock at the
end of the immediately preceding year of assessment, the amount which is Lo be
taken inta account (s the amount which was taken into account at the end of
such preceding yesr of assessment. However, where such trading stock did not
form part of ine trader's trading stock at the end of the immediately preceding
year of sssessment. the amount which is taken into account is the cusl price of
the stack 1o the treder Stock ou band at the end of & year of assessment is
tregted as a receipt or accrual. and stock on hand at the beginning of the veur of

nssessinent is traoted as & deduction
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initinl vield to maturity of a bond. If the yield increases from 2 to 3% per
annum, the price of a zere voupon bond will reduce by 17.7%a If the vield
increases from 8 1o 12% per annum, the price of a zero coupon bond will

decrease by $1,7% "

It is therefore clear tha! there sre a number of factors that can affect the market
price of bonds, particulerly zero coupon bonds.  From an inconte tax point of
view, a financial tader is in an advantagecus position if it is accounting for the
ingtruments on & market valus basis as it will not be required to account for
deemed intereat incame in respect of the discount element of the instruments in
terms of £ 24J(1) 10 (8). Where the market value of the instruments held as
trading stock declines to & value less than the cost thereof to the irader, the
trader will be entitled to reduce the value of its slock for the purposes of's 22
If the market value of the stock increases, such increases will be included in the
trader’s income to the extent that the value of ihe stock increases to the value

equivelent 1o the coat of the stock to the trader.

In effect, therefore, the trader tuxable on the market value basie will generally
be taxable on the instruments which &re held as trading stock when the
ingtruments are eold or redeemed Where a non-trader issues & bond 8 a
discount on its tace vaiug and it is acquired by the trader as trading stock, the

isguer will he entitled to deduct the ennuel xecruals from its income for tas
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The coupon rate of & bond is the interest rate pavable on the face value of the
instrument [ the coupon rate is lower. the greater will be the change in the
price of the bond for a given change in the vield to mawnty For example.
gssume & bond has & yield to maturity of 6% per annum and that interest rales
chenge so thet the market requices a vield of 9% per annum  1F the coupon rate
on the hond is 12%. the price of the bond will drop by 34.5%  On the other
hand, if the coupon rate is 0%, the price of the bond will drop by 42.8% It is
therefore clear tliat the higher the coupon rate on & bond. the less the price of
the bond will fluctuate with changes in interest rates  Conversely. zer.  upon
bonds will be much more price volaiile than high interest coupon bonds when

interest rates fluctuste. ™

Where there is n given change in the yield to maturity of & bond, this will have a
progressively graater affect on the price of the bond the grester the period to
aturity of the bond. For exnmple, if the vield to maturity of & zere coupon
bond incresses from 6% per annum to 9% per annum, the price of the bond will
vary depending on the period to matunty of the bond  1f there are five years to
the maturity of the bond. the price of the bond will reduce by 13%4 I the bond

will only mature afler 30 years, the price of the bond will reduce by %6,7%, ™

Where the initial yvield of & bond either increases or decreases by & fixed
percentage. ihere is & correlation between the initial vield and the percentage

change in the price of the bond  For example, assume a 20°q increase in the
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Tie market value of a deep discount bond is determined by using the formula to

determine compound interest. Thus, the following tformula is used:
S=P(1+i)

in this formula S is the redemption smount, n is the number of periods

{normally vears} to maturity, i is the rate of compound interest (normalty

annugl) and P is the present value of the bond For example. assume that i, the

annual interest rate, is 4%, the period, n. is ten years and that the P, the present

value, is R1 000"

The redemption amount would be determined as follows,
S=Pyl+H)
§ = 1000 (1 + 0.04)"
§ ~ 1000 (1.04)"

S = 1480.244

Whilst it is beyond the scope of this thesis to examine the mathematics)
determination of the pricing and yield of n bond, it is interssling to note some of
the fectors affecting the price volatility of bonds  As economic conditions
change, the yields to maturity and therefore 1he prices of bonds fluciuate
There are three main fkctors thut affect the volatitity of bonds  These are (he

coupon rate, the maturity date and the initial vield to maturty ©
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submitted thet the same situation should apply to s 24H9)  Alternatively. it 18
submitted that s 24) should only apply to companies  Another option would be
to (oliow the approach adopted in the recent changes to the legislation atfecting
Anancinl insiruments in the United Kingdom where it applies to individuals with

transsctions above & certain financial limit,

The next point to note is that whereg & trader in financis! instruments is graned
approval to adopt the merket basis of valuing its trading stock. it will account
for the stack for income tax purposes in terms of s 22 The efTect of this is that
the instruments will be brought to account for tax purposes at their cost when
purchesed. Thersafter, they will be accounted for at e lower of cost or
market value Thus, if the market value of an instrument falls after acquisition,
this will have the effect of reducing the trader’s taxable income If. in &
sibsequent year of assessment, the market value of tha instrument increases, the
tradet’s tnxmble incore will increase to the extent that the market value
increases 10 & value equivalent 1o the trader's cost of Lhe instrument If the
market vaiue of the instrument increases to & value greeter than its cost 1o the
teader, thiz will not. per se, result in no increnge in the trader's texeble income
The reason for this is that. for the purposes of & 22, the trader will account For it
gl the lower of ot or market value Thus. il the market value is higher than

the cost, the trader will elect to account for it at its cost
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to have been withdrawn by the Commissioner with effect from such vear of
assessment  In these circumatances, an appropriate adjustment must be made (o
the compeny's taxable income during such yenr of assessment. The adjustment
relates to all the inst uments held by the company which are valued on the
market basis of valuation and which are held and not disposed of or redeemed
by the company at the end of such year of assessment  The adjusiment applies
to all interest which would have been deemed to bave been incurred or accrued
to the company had it never applied the market besis of valuation to its
instruments. Account must be taken of all amounts which have been included in
or deducted from the company’s income during such yesrs of agsessment.
However, these provisions shell not have the effect thal an amount is included

in or deducted from the company's income more that once

There are two matters which must be borne in mind when considering s 24)(9)
The first is that any referances to payments or consideration include payments
or consideration other than in cash.”® The second matter is that any decision by
the Commissioner in the exercise of his discretion is subject to objection and

appeal

In considering the effect of the application of s 24J 10 (rading stock, the first
point to noie is that s 2{Y) only applies to companies  With respect, there is
il basis for limiting the application of this section only o companivs  The

other sections in s 24) apply to individuals as well as companies and. it is
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the year of mssessment in which it takes place, and all succeeding vears of

assessment

The market value in reletion to which 8 company has ™ade an election is
determined in accordance with commercially accepted practice. This basiy of
valuttion must be applied by the company consistently in respect of all such
instruments for financial reporting purposes to the company’s shareholders ™
Where a corpany has made an election for an instrument to be valued on a
market basis, that basis will continue to apply in respect of that instrument until

the date of its trensfer or redemption ™

Where the Commissioner ig satisfied that the approval which he granted for a
company to apply the market basiz of valuing its instruments was obtained by
the company by fraud or as & result of 1 misrepresentation or failure to disclose
n material fact by the company. he must withdraw his approval. His withdrawal
of approval must only be made if he is satisfied that in the light of the full facts
the approvel should not have been granted by him.  The withdrawal of the
Commissioner's approval applies with effect from the date of the gram. g of

such approval ¥’

Where & company no longer complies with the reguirements of' s 24H9) dealing
with the approval for the company lo use the market basis of valuation in

respect of its instruments, the approval yranted by the Comimisstoner is deemed

590



9.3

Section 22 provides a means for bringing into account negotiable instruments
originally acquired for capital investment purposes but which wers, subsequent
to acquisition, converted into trading stock. it addition, it provides an equitable
menns for necounting for negotiable instruments acquired for no consideration.
An application of 3 22 has the effect of only permitting the deduction of the cost
of acquisition of trading stock in the year of assessment in which the stock is

sold.

SECTION 4J

Section 24) provides that & company, whose business consists o” dealing in
instrumunis, may elect that the general provisions contained in 3 24)(2) to (8)
shall not apply to all such instruments. This provision only applies teo

companies and includes companies that deal in short selling of instruments. ™

The election by the company must be made in writing and should be
accompanied by & stetement. This statement must set out full details of the
methodology which & will apply to determins the market value of the
instruments. The elsction will not take effect until the Commissioner has
approved, firat, the methadology that the company will apply to determine these
market values, and, second, the manner in which such market value will be
taken into account in determining the company’s taxable incume during any

year of assessment  The election will be binding on the company in respect of
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Income Tax Act contains provisions dealing with the gost of trading stock.
These provisions are nnt of relevance to trading stock which consists of bills,
notes or bonds as it is understood that it is the practice to bring such

instruments into account at their actual cost.

Section 22(4) provides that where trading stock has been acquired for no
congideration or for & consideration which is not ineasurable in terms of money.
it is deemed to have been acquired al & cost equal to its current market vale, "
The practice of Inland Revenue is to permit as a dedu- 1ion the fair market velue
of trading stock acquired for no consideration or for a consideration which is

not mensurable in money. The date at which the stock is valued is the date of'its

20 . . .
acquisition. 1t should be noted that this section does not cover stock acquired

for inadeauate consideration.

In considering the impact of s 22 on the deductibility of the cost of & bill, note
or Dbond, it should be appreciated that the accounting methods which are
implied in 5 22 may be adopied in exceptionsl circumstances. The provisions of
§ 22 cannnt be interpreied sv &y to override the pravisions of the general
deduction farmula *' In addition, the fuct that s 22 does not &pply in respoct of a

bill. note or bond Joes not preclude an enquiry as to whether the general

deduction formula s applicable #
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provision for granting refiel’ to a company issuing a deep gain sevurity
This can make it unattractive to issue a bond with an uncertain
redemption value. such as a limited price index bond  This type ot bond
offers investors inflation-proofing up to & maximum limit  lssers will

receive no deduction for the inflation-proufing element in the return

CONVERTIBLE SECURITIES

Where a company issues & convertible security afler 8 June 1989, the
discount slement is chargeable to 1ax when it is transferred or redeemed
priar 1o maturity ** A convertible security falis within these provisrons il
it is quoted on a recognized stock exchange. gives (he holder a single
option for early redemption. coniains a right for its commission into
equity shares in the issuing company and wauld, but for these provisions,

be a deey discount security or a deep wain security

IT the holder of a qualifying convertible security exercises his option of

redemplion prior to melurity he will be chargeable Lo 1ax on ail or part of

the proceeds ™
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group of companies” or where & close company has issued a4 security
which is at any time beneficially owned by a participator in a company.

it

an gasociste of a participator or 8 company controlled by a participator

No deduction may be claimed where the sole or mein benetit that might
be expecied to sccrue o the company from the issue of the security ix

the obtaining of a reduction in tax liebility by means uf that deduction

Where a deep disc. ant security is redeemed before the redemption date
by the issuing company. the deduction aliowed at redempiion is the
amount paid by the company on redemption less the sggregate ol the
iasue price and any accrued income ' Where the issue price of the
socurity together with any nccrued income exceeds the amount paid by
the company on redemption, such excess is chargesble to tax under
schedule D case V1 in the accounting period in which the security is

redeemed

DEEP GAIN SECURITIES

Where the amount payable un the redemption of a deep gain security

could conatitute a deep gain, such gain is chargeable to tax on the

1}

disposal or redemption of the securily There is. however, no
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DEEP DISCOUNT SECURITIES

A discount is deductible only if’ the expenditure was incurred wholly and
exclusively for the purposes of trade Where # company has issued 2
deep discount security, the income element ir respect ol that security, for
any income period ending during or ai the end of that accounting period.

is allowed a3 & deduction for corporstion tax purposes **

In order ta obtain the deduction the company must ultimately bear the
discount payable on redemption; the income element should nol
otherwise be deductible, it must exist wholly or mainly for the purpose
of carrying on a trade. the security must be issued wholly and
exclusively to raise money for purposss of @ trade carried on by it. end i

must be an investment company *

The company issuing & deep discount security may not ctaim a deduction
where, on redemption of the security. any part of the amount payable is
treated as o distribution ol the company for the purposes ol s 209{2)(eh
and (¢) of the Income and Corporation Taxes Act of (988 %7 [n this
situation, the deduction may only be made when the serurity is
redeemed.  Sinular provisions apply where the issuing compamy is
beneficially owned by an associated compam™ or a fellow member of a
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In 1984 lewislation was introduced which provided relief o two types of
companies adversely affected by the general rule = Relief was given to
BN invesiment company which issues a bill of exchange at a discount on
its fact velue aid a trading company which raises funds by issuing & bill
at & discount on its face value and utilizes the funds for capital
expenditure.  The amendments apply to bills of exchange that are

paysble on or afier | April 1983

The amendment provides that discount expenditure is deductible from
profits as & charge on incoime  The deduction may be made in the period
in which the bill is paid Thus, the expenditure is not deductible on {le
accrunl besis over the period that the bill is ir existence It is only

deductible on a cash basis when the bill is paid **

The deduction may be made only if four conditions are met. First, the
bill must be drawn by a compeny on & United Kingdom bank and it must
be discounted by & United KingJdom bank or discount house Second,
the discount showld not be charged to canital  Third, the bill should be
held 1o redemption and the discount should be >arne by the company
The final condition is that the company must exist wholly or mainly to
carry on trade, its funds must be utilized wholly and exclusively lor the

purposes of trade, or the company is 2n investmeit company
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existence an asset of advamage (or the enduring benefit of a trade, it was
of & capitel nature ™ In Tugker v Granada Motorway Services Lid'" the
approach sdopted wax 10 asceriain the asset on which the money was
expended Where the assct in & capital asset. the ¢ost of acquiring it will
be of  capital nature, whereas expendilure incurred in maintaining it wil

be of 0 revenue nature

These requirements for the deduction of expenditure make it clear that
discounting expenditure is deductible where it is of & revenue nature and
in wholly and exclusively sid out or expended for the purposes of trade
In these circumatances the deduction is given on the accrual basis ™ 1t ix
(hus sprend over the period of the instrument  However, in applying the
general rule, a non-trading company will nat be able 1o claim the
deduction * Thus, & holding company or an investment company will
not be able ta deduct discounting expenditure ™ In wddition, a tradr 3
company will not be able to deduct discounting expenses where the
monies raised (rom the issue are not used for o trading purpose  The
sffect of this is thet where the monies raised are used 1o ecquire &
wubsidiary company or where the funds are capiialized. the discounting
expenses refating 10 it will not be deductible in 1erms of the general

rule !
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word has provided a certain amount of clarity  Thus, whete a person
does something which in capable of producing a profit and his intention
is to make g profit. he is carrying on a trade ” [t has been held that trade
denotes operations of 1 ¢.mmercinl character where goods of services
are provided for reward "' Expenditure incurted as part of a tax
avoidance scheme will not bave been incurred [or the purpose of &
trade ' 1t is bevond the scope of this thesis to examine the meaning of
trade further ¥ It should, however, be noted that there are a number of
factors which are taken info account in determining the meaning of the
word trade. These include the subject.maiter of the realization, the
iength or period of ownership of the asset, the frequency or number of
simitar transaction, supplementary work relating to the property realized.

the circumstances of realization and motive *'

The discounting sxpenditure incurred by A is not deductible i it is of' &
capital nature.'! Two tests were used in earlier cases. The first drew &
distinction between (ixed and circulniing capital Fixed capital takes the
form of asaets, such es shares or machinery, which produce income
Circulating capilal constitutes capital which is virculated in the business
in order to produce a profit  An example would be money which is usd
1o acquire trading stock ' The second 1est was the enduring bhenefit test

Where expenditure was made not onee and for all but in order bring into
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the purpose was o further the trade carried on by A, he will have
satisfled the purpose requirement In certain cases, the determination of
the purpose test will involve a subjective enquiry Thus extransous
evidence, such as minutes of meetings, will assist in substantiating A's
evidence as to his intent ' The fac! that discounting expenditure may be
incwred (b earn future profits should not affect the claim for i

deduction *

The discount expenditure must have been wholly and exclusively
incurred for the purposss of A's trade. There (s, therefore, a requirement
that the expanditure is incurred only for r trading purpose and not also
for a non-trading purpose. 1 the expendilure is incurred for @ purpose
which does not relaie to the taxpayer's irade. the expenditure will nol be
deductible The enquiry is, however, g factual one* Wher, expenditure
is incurred for both & trading and & non-irading purpose, a portion of the
expenditure muy be deductible where the portion relating to the trading
purpose is divisible ffom the rest of the expenditure and it clearly relates

to that purpose ’

Trade is detlned &s including every wrade, manulaciure, adventure ur
goncern in the nature of trade” This definition does not wive & clear
indication us (v the meaning of trade  Case law on the meaning of the

]l



10.2

STRAIGHT DEBT INSTRUMENTS

The term strnight debt instrument is used in this section to indicate the
issue of & bill, note or bond at a discount on its face value [t does noy
include deep discount securities, deep gains securities and convertible

securities which are discussed in subseguent sections in this chapter

Assume A issues o posi-dated promissory noie to B al 4 discount on its
fece value. The questions which arise are whether A may claim the
dizgcount as a daduction in the caleulation of his taxable profits and, if so,

8t what stage.

The general rule is that, in compuung the proflts or gains chargeable
under schedule D case [, a discount for short-term finance will only be
deductible if' it is wholly and exclusively leid out or expended for the
purposes of the trade.! Whilst it is beyand the scope of Lhis thesis tw
examine this rule in detail, the effect of this rule on the deductibility of' a

discount by A must be noted

The discaunt expenditure must have been incurred for the purposes of
A's trade in order for it to be deductible  This is a factual enquiry, and

arte must ascertgin the abject or purpose of the discount expendiure * 11
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DEDUCTIBILITY IN THE UNITED KINGDOM

i1

INTRODUCTION

In chapter 6 there wes a detailed discussion on the igxabun of
discounting profits m the United Kingdom. The types of discounting
tranisactions considered in that chapter were, [irst. the issue ol'a pos(-
dated bill, note or bond at & discount on its face value. and second,
where a person acquires & bill, note or bond at & discount on its face

value and subsequently sells or redesms it a1 & profit,

in this chapter, the type of transaction considered is where a post-dated
bill, note or bond is issued at a discount on its iace value The position is

examinad from the point of view of the issuer of the instrument

There is an sxamination of the tax position of the izsuer of' & bill, nole or
bond. 1t is beyond the scope of this thesis to examine the general
principles relating to the tax position of the issuer of the instrument  The
position in respect of other types of financial securities is considered
such as deep discount securities. deep gmins securtties and comertible
securities Finally, there is a briel discussion of the recent changes to the
law relating to the taxation of financial instruments

(Rb



30 s24)(11).

31 L R Rosen [nvesting in Zero Coupan Boads (1986) at 9-16, 5 Homer & M
Leibowitz Ipaide the Yield Bogk (1972) al 21-30 and | 11-88

32 Rosen at 206-7, Homer & Leibowitz at 43-56.

33 Rosen af 28-30; Homer & Leibawitz at 49-51

34 Rosen at 289, Homer & Leibowitz at 44.

35 Rosen gt 310-2; Homer & Leibowitz at 43-36

o8



16 Sub-Nigel Lid v CIR at 589-91

17 See Hopkins, {19%5) 4 The Taxpayer 21

18 See A S Silke, C Divaris & M L Stein Sitke on South Alrican fncome Tax

[Qed (1982) arpara 8 111

9 The marke{ value is that which in the opinion of the Commissioner was the

current market price of the trading stock on the date on which it was
acquired by the taxpayer.
20 See Silke, Divaris & Stein at para 8 113
;
21 See CIR v Nemniim (Pty) Ltd at 265 )

22 See De Boers Holdinys (Pty} Lid v CIR (1986) 47 SATC 229

23 5 24)(9)(a)

24 5 24J(9)(h).

25 5 24J(9)v).

26 8 24](9)(eh.

27 s24](%)(¢}.

28 3 240N

29 5 24J(10)

607



3 De Besrs Holdings (Pty) £Ad v CIR (1986) 47 SATC 229 at 2556

4 &L 256

3 ibid For a discussion of the meaning of trading stock prior to the

introduction of s 22, see R v M-Kenzie (938 TPD 46v at 471
6 See Ry MgKenzig nt 471.
7 {1941) 12 SATC !

8 CIRv Nemojim (Pry) Lid (1983) 45 SATC 241 at 265

9 This applies in determining the tuxmble income derived by a person during a

year of nssessment from carrying on a tiede other than farming.

10 The diminution in the amount must be in an amount that the Commissioner

thinks just and reasonable.

11 This applies in the determination of the taxable income derived by a person

from the carrying on of  trade other than farming

12 CIR v Nemojim (Pty) Lid at 2655

13 itid.
19 ibid. See also Gerber v CIR (1989) 81 SATC 187 at (94

8 (1948) |5 SATC 18]

606



such expenditore where the tunds raised were used for a non-trading
purpuse  [n {984 this position was changed to & certain extent  Reljef’
wis given o an investment company issuing & hill at a discount  In
addition. refief was given to a trading company issuing a bil! at a
discount and using 1he funds raised for capital expenditure In terms of
the relief given. discoum expenditure was deductible from prolits und the
deduction was allowed in the period in which the bill was paid A
number of conditionx had to be satisfied The most important of these
was that the bill must have been drawn by a company un a U'nited
Kingdom bank and it must have been discounted by a United Kingdom

bank or discount house.

In 1984 specific legislation was introduced covering the taxation of deep
discount sscurities. Where a companv had issied a deep discount
security. the income element of it was deductitle for corporation lax
purposes in the refevant income period  However, in order to obtain the
deduction, the company must have complied with certain stipulated
conditions. Where a deep discount security was redeemed by the issuing
company. the deduction allowen a redvesptiun was the amount paid by
the campany at redentplion less the »ygregate of the issue price and any

accrued income  If the issue price logether with the acerued income
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to the percentage movement in the retail pnce index between the two

times."' A security will be an excluded index-linked security if’ the amount
pevable on redemption is linked to the vaelue of chargeable assets  An
amount will be linked to the value of chargeable assets if it iy equal to an
amount determined by applying a relevant percentage change in the value of
the assets to the amount for which the security wes issued.  The relevant
percenigge change in the value of the chargesble assels refers to the
percenisge change in the value of the assets or in any index of the value of
such asseia over the relevant period  The relevant period is either the period
between the issue of the security and its redemption or any uther period in
which that period is comprised. In the Iatter case, the period will differ from
the fArst period for purposes of giving effect to a valuation in refation 1o

rights and fiebilities under the security

Where a gill-edged security is exchanged by & person for sinpu of that
sscurity, there will be two consequences  First, the security will be deemed
1o have been redeemed at the time of the exchange  The redeniption will be
deemed to have taken place &t its market value At the same time the person
will be deemed o have acquired each strip  He will be deemed W have
acquired each sirip [or the amount which beurs the same propurtion 1o th
mnrket vadue as is bome by the market value of the strip to the nus..  Jlues
of all the strips exchanged for the security ' Converssly. there will be
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Incorpoiated Coungil ol Law Reporting for Eogland and Waigs 6 TC
4771 P Hameoek v Cieneral Reversiongry & Investment o "t 7 TC
358, Rowniree & Co Lid v Curtis (HM (nspectar of Taxes) 8 TC 678, 8
W Noble Lid v Mitchell (HM [oapecior of Taxes) 11 TC 372, Anglo-
Persian Oif Co Ltd v Dale (HM lospector of Taxes) lo TC 253,
Associnied Poriland Cament Manufacturers Lid v Kerr (HM Inspecior
of Taxes) 27 TC 104, Cooke (HM inspector of Taxes) v Quigk Shoy

Repair Servics 30 TC 460

Bentleys, Stokes & Lowless v Beeson (MM Inspecior of Taxgsy 33 TC

491

Lochgelly lron & Cogl Colid v IRC 6 TC 267

8 83(2)(1) of the Income and Corporation Taxes Act of [988

Ericksen v Lagt 4 TC 422

IRC v Livingstan t1 TC 838 at 842, Ryall v Hoarg 8 TC 821

Bangom (Inslctor of Tosws) v Higgs SO TC 1

For a tb] discussion on the meaning of trade, see Simon’s. Taxes 3 od

{1983) at para 33 2

Simon's Taxes at para 33 212
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Brewery Co Ltd 8 TC 568, L sher’s Wiltshire Brewery Lid v Bruge 1915
AC 433, Union Cold Storage Co Lid ¥ Jones (HM Inspecior of Tanes) 8
TC 725, [RC v. The Scotlish Ceniral Elctric Power Co 15 TC Tol,
Seuthern. (M _Inspector of Taxes) v Borax Consolidated 11d 23 TC
597, Marshall Richsrds Meghine Co Lid v Jewitt (HM lnspestor of
Taxes) 36 TC 811, There is & group of cases that applied the principles
lid down in Strong & Co of Romsey Lid v Woodifield (Sutveyor of
Taxes) 5 TC 215 These cases include IRC v E C Warnes & Co Lad 12
TC 227, IRC v Alexander von Glehn & Co lad 12 TC 212, Smith's
Potaie Estates Lid v Bolland (HM. Inspector of Taxes) and  Smith's
Potatp Criaps (1929) Lid v CIR 30 TC 267, Atherton (HM Inspector of
Texes) v British Insulated . & Helsby Cebles Lad 10 TC 155, Rusiden
Heel Co Lid v Keens (HM lnapector of Taxes) and Rushden Heel Co
Lid v IRC 30 TC 298 {RC v Dowdall O'Mahoney & Co Ltd 33 1C
259, Moargan (HM Inspector of Taxes) v Tate & Lyle Lid, Boarland
(Inapestor of Taxes) v Kramas Pulai bad. IRC v Kramal Pulai Lu. IRC v
Somthern Malayan Tin Dradging Lid, IRC v Malayen Tin Pradging Lid
1953 ChD 601, IRC v Carton Co 5 TC 18 A third group of cases
dealing with trade covers the deductibility of various Lypes of’ lump-sum
payments. These cases include Valigmbrosa Rubber (' Ll « Farmer
(Surveyer of Taxes) 8 TC 329 Quasworth (Surveyor of Taws) s
Vikers Lid 6 TC 6710 ) W Smith (Sunveyor of Taves) v The
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FOOTNOT.S

1 4{t) of the Income and Corporation Taxes Act of 1988 See also

The Tax. Treaimemt of Capital Market  Instruments . Worldwide

(September (987 1 4

Sirong & Co of Romsey Lid v Wouodifield {Surveyer of Taxes) & TC

215, Rabinson (HM lnspector of Taxes) v Scort Bader Co Lid 1981
STC 436

Waingy Combe Reid & Co Lid v Pike (Inspestor of Taxes} 1982 §TC
733

Yallambrosa Rubber Co Lid v Farmer (Surveyor of Taxesy § TC 529

Mallaliey v Drummond (Inspector of Taxea) (1983} 2 All ER 1095 (HL)
[t is beyond the scope of this thesis to examine the medning of “purposes
af trade” There are & number of cases that have considered this issue
See, for example, the United Kingdom cases discussed in chapter 8 in
addition there are other cases that have dealt with thix = ue  Cases
involving brewing companies include Brickwoud & Co v Reyinolds

(Surveyer of Texes) 3 TC 600, Smith {Surveyur of Taxes). v Livop
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The legislation was complex and inhibited the development of the
financial markets Thus. in 1998 Infand Revenue issued a consuliative
document and a press release relating to lex reform in respect of wilis
and bonds  These proposed reforms bave now been incorporated into
new legisiation In terms of the new rules, companies issuing bonds are
entitled to deduct interest and discounts on en accruals basis  Thus,
companies must compute the interest and discount which has accrued
during the period in question and this amount is deductiFle in calculating
the company's proflt or loss for tax purposes Price indexed bunds will
be treated in the same way as ordinary bonds  Thus, issuers are entitled
to deduct the fzll amount of their costs  The United Kingdom approach
is similar to that adopted in s 24) in South Aftica in that interest and

discounting expenses are deductible on an accruals basis
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exceeded the amounis paid by the campany on redemption. such exvess

was chargeable to tay as non-irading incony

Legislation was introduced in 1989 1o deal with the taxation of deep
pains securities  However, from the point of view of the company
isaug the securities, there was no provision for granting relief (v such a

company when it issued n deep gein security.

In 1950 legislstion was introduced dealing with the texation of
coivertible sacurities. The securities that were atfected were those
ssucd aRer 8 June [989 A convertible security qualified for these
provisions if it was quoted on » listed exchange, gave the holder a single
option for early redemption, ohtained & conversion right in respecl of
equity shares in the issuing company and would. but for these provisions,
have constituted either a deep discount or & yains security Where the
holder exercised hia option of early redemption, the issuing company
could have deducted the excess of the amount paid on redemption aver
the issue price in the computation of its ¢urporativa k% liability  The
deduction was allowed for the sccounting period in which the
redemption took place 1t should, however, be noted that no deduction
wiz allowed when redemption took place on maturity or where the

secun'y was converied to shares
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provisions covaring the situation where strips of a gill-edged secunty are
consolidated into o single gilt-edged security by way of exchange. Each strip
will be desmed 10 have been redeemed at the time of the exchange at its
market value The person exchenging the strips will be deemed o have
scguired the security for the agyregate of the market values of the strips
which have bean exchanged ** A person who holds a strip on § Aprit in any
vour of assessment and does not redeem or transfer it on that day will be
deemed to have transferred it on that day He will be deemed tw have
transferred it at its market value and 1o have acquired it for the same value

the naxt duy.*

CONCLUSION

Prior to the enactment of legisletion dealing with the deduction of
discounting expenditure, a discount in respect of short-term finance was
daductible only if it was wholly and exclusively laid oul or expended for
the purposes of trade. In addition. it was not be deductible if' it wes uf'a
capital nature. [n thase circumstances, the deduction was allowed on the
accrusl baxis [n terms of this gencral rule, & non-trading company wax
nol able to deduct discounting expenditure  Thus, a holding or
investment company could not deduct discounting expenditure in terms
of this general rufe  In addition. a trading company could not deduct

13
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change in the authorized accounting method at the hewinning of an
accounting perind. certain assumptions will be made  These assumplions
will be that the company has ceased to be a party 1o the loan relationship
with effect ftom the end of the immediately preceding period and agein
becamie & party to the relationship with effect from the beginning of the
currens period, the new relationship is separate from the previous one, the
amount payeble on the termy ation of the previous relati- whip and the
commencement of the niew one is a fair velue, and the amount payable will
become due when the relationship changes In this situation, there is an
aecounting of the debits and credits and the net amount will be brought into

account from when the change of the methad takes effect

The eccruals basis of accounting only will be used to sscertain the interest
relating 10 certain (ypes of instrumants in respect of which there is & loan
relstionship. The types of such instruments are certain kinds ol convertible
securities and certain sacurities linked to tie value of chargenble assets ™ In
the case of &n index-linked gilt. an adjusiment will provide for the credits and
debits to be sccounted for as non-trading items  The adjustment will be
made wherever the wecurity gives credits or debits by reference to the value
of the security at two different times and there is & change in the retnil price
inclex between those two times  The adjustment is effected by taking the

value of the security at the earlier time  This value is adjusted by reference
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change m the authorized accounting method at the beginning of an
accounting period, certain assumptions will he made  These assumptions
will be that the company has ceased to be a party to the loan relationslip
with effect from the end of the immedistely preceding period and again
became o party to the relationship with effect from the beginning of the
current period, the new relationship w separate from the previous one, the
amount peysble on the termination of the previous relationship and the
comyriencernent of the new one is a [air value. und the emount payable will
become due when the relationship changes In this situation, there is an
nceounting of the debits and credits and the el amount will be brouglt inte

account from when the change of the method takes effect ™

The accruals bhasis of eccounting only will be used to ascertain Lhe interes
relating to cerinin types of instruments in respect of which there is a loan
raintionship. The types of sucht instruments are certein kinds of convertible
securities and certain securities linked to the valus of charyeuble assets *' In
the cage of an index-linked gilt, an adjustmant will provide for the credits and
debits to be accounted for as nontreding items  The adjustment will by
mede wheraver the security gives credits or debits by reference (o the value
of the security at two different times and there is a change in the retail price
index between those two times  The adjustment is effected by taking the
value of the security sl the earlier time  This value is adjusted by reference
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In terms of the new rules, companies issuing bonds will be entitled 10
deduct inlerest and discounts on an accruals basis  Thus, companies will
compute the interest and discount which has accrued during the period in
question and this amount will be deductible in celenlating the company's
profit or loss for tax purposes.*’ Price indexed bonds will be treated in
the skme way as ordinary bonds. Thus, issuers will be entitled 1o deduct
the full amount of their costs ™ Where there is a loan relationship in
respect of which a company is a pasty. the debits and credits will, where
appropriate, be treated as expenses of that trade and will be deductible in
the coriputation of the company's profits * Where a company has non-
trading debits or both non-trading debits and credits and the debits
exceed the credits, the company will have o non-trading deficit in respect
of its loan relationships. The company will be entitled (o set off its
deflcit against any proflts for the defich period, treat it as eligible for
group refief or se1 it off against profits from earlier accounting periods
Alternatively, the deficil could be carried forward to be set ofl' agains
nonstrading profits in the immediately following deficit period. If thers
iy 8till & deficit remaining, such deficit can be treated as a carried-Farwerd
debit,"’ The debits and credits that will be brought into account will re
an the basis of normal accounting practice  Authorized accounting
methods will include an accruals basis of accounting and a marketo-
market basis of accounting ™ Where, in a foan reltborsap, thee i 1
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In this situntion. the company which issued the security may deduct the
excess of the amount paid on redemption over the tssue price in the
computation of its corpuration 1ax liebility. The deduction is allowed
for the accounting period in which the redemption takes place.” The
amount deducted is trealed as & charge on incame under g 338(3)(h) of
the {ncome and Corporstion Taxes Act of 196a.  No deduglion is
tllowed where the redemption takes piace on maturity or where the

security is converted to shares ™'

Where the company issuing the security carries out oil extraction
activities, the deduction can only be made against oil extraciion profits if
the securities were issued to provide funds to meet expenditure incurred

on those activities,"

TAX REFORM

In 1995 Inland Revenue issusd & consultative document and & press
relense relating to tax reform in respect of gilts and bonds ™ These

proposed reforms have now been incorporated inlo new proposed

legistation.*
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In order 1o determing the tax treatment of discounting profits in South Africa. i
necessary (o examine such treatment in the context of the definition of’ gross income
ins 1 of the Income Tax Act 58 of (962 [n addition, it is RECESKANy (O examing
the effects of s 24) on receipts and accruals  The most imporlant matters that need
10 be examined are the questions of receipt or  averual including the effects of's 24),

sourcs, and the nawure of the profits.

The most imporiant izsue srizsing out of an examination of the meaning ol reveipt or
gcerupl is that of accrusl  This is of particular importance in the case of a deep
discount bond  The reason for this is that the holder of such a bond may have
nequired it in terms of an original issue at & conside le discount on its face velue

The redemption proceeds will only be payable (o hira & number of years sfer the date
of issus 11 iz therefore materigl whether the holder is taxable on his profits al the
outsel. aver the period of the bond untii its maturity, or &t maturity An examination
of early cases which considered the mesning of “accrue’ indicales & certain amount of
uncertainty Either accrue meent '1o be entitled 10° or "due and payable’  Whils it is
submitied that the preferable mesaning should have been the latter, the Appellate
Division in Pauple’s Storgs held it 1o mean the former ' The Appeliate Division not
only held that "accrue’ moans ‘to be entitled to” but that whore a person is entitled 10
8 payment in the future he should account for the debt at its present value Whilst this

decision is open to criticiam, it must be accepted as correctly reflecting the pasition as
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Simon’s Faxes at para BY 1241

Ammenia Soda Co Ltd v Chamberiain (1918) t ChI) 200

Atherton (HM Inspector of Taxes) v British [nsulated and Helsby Cables
Ltd

1979 8TC 393

The Tax Treatment of Capital Market Insiruments Worldw de at 3
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The argument 1hat discounting expenditure is deductible under s 75(1)
and (2} of the Income and Corporation Taxes Act of 1988 as an expense
of management is unlikely to succeed. The 1enson is th. he discounting
expenses will genernlly be reparded ax an expense of fnancing the

company's investments and not of managing them  Sve London County

Ireshold & Lessehold Properties Lid v Suite 24 TC 412

See s 47 of the Finance Act of 1984 nuw incorporated inte s 24 of the

Income ano Corporation Taxes Acl of 1988
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Where B is the holder of an instrument such as & bill, note or bond and e negotiates
it to , the transaction between B and O will be treated as one of purchase and sale
Thus, any profit made by C where he either resells or redeems the instrument will i

treated us & profit arising from the disposal of the instrurnent, and not interest

It is essential in examining the meaning of the source of a discounting profit
distinguish between the issue of a post-dated tll, note ot bond at a discount and
its subsequent negotiation  Whuere the instrument is issued at 2 discount, the
transaction is substantially one of loan.  Heving established the nature of the
transaction, it is neeessary (o determine its originating cause  The originating
cause is the employntent of capital by the holder of the instrument  Cuse law is
not consistent with this approach and it one were o apply the criteria leid down
in Lever Bros.' the source of the receipl would be the originating cause which
would be the work done by the taxpayer (o earn it.  Therefore the supply of
credit by the holder of the instrument would be the service which the hojder
performa and it would be in return {or this service that the discounting proti

would be payable 1o the holder of the instrument on ity redemplion

Where 8 post-dated instruiment is negotisted at a discount, the transaction is one

of purchase and sale  The originating canse of the profits ansing nom such a
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section.  Derivatives such as oplions, wamants and futures in gilts and bonds should
be sovered by 8 240 The definition of an instrument covers any lonm ot interest
bearing mrvangement 1t is ot clear whether such definition includes derivatives [t
would appear tha! derivatives such as oplions, warrants and futures are not inlerest-
bearing arrangements and do not sppear to be included in the definition of an

instrument.

If orie epplies the anelysis of the financial effects of the yield to maturity return to
24J, it is clear thet in the case of & zero coupan bond. the esfect of thix basis of vield is
that the effiective vield ia in fact greater than the nominal vield It is in faet the revised
vield 10 maturity. The sffect of taxing discounts on the basis of the yield to maturity is
more punitive than the taxation of conventional cotpon bonds applving a similar rate
of tax. The resson for this is that in the case of a discounted bond, the holder i taxed
ail 1 notional accrual and the income in regpact of which he is being taxed will only be
received by him when the bond is sold or redeemed  In the case ol a conventional
bond, the interest coupons in respet of which the holder is being laxed are received
prior (0 the tax being payable Thiz latter problem adversely affucts discounts,
particularly zero coupon bonds. The tax is payable in respect of gross income which
has not yet been received  Thus, the effect of 8 245 on zera coupon bonds is to make
them less attractive 10 1ax paying investors  This will, presumably, discourage the

issue of such bonds Jnless other factors outweigh these disvdvantages

nAR



it in & decision of the Appeliate Division. The [ncome Tax Act was then ameaded so
that, in this sifuation, the debt should be sccounted tor at its nominal valie © The
effect on discounting transactions of the decision in Pgople’s Stores and the
amendment (o the Income Tax Act was that ihe holder of & post-tated fnancial
instrumant issed at & discount on its fee viilue was tnxable on the discounting profit
when the inatrument was issued Clearly, this situation was inequitable and open to

criticism.

fn 1995, s 24} was enected It provides for the taxation of income and expenses
arising from the issue and trading of financis) instruments ai @ discount on their face
velue  The legislation deals primarily with the timing of the incurral and accrual of
such expenditure and income  The legislation provides for the income 1o be spread
over the period from the date of acquisition of the instrument to the date of disposal
of maturity of the instrument. TTis is achieved by applying the vield to mtutity basis
of calculation over the term of the instrument. The legislation permits the application
of aiternative basss of caleulation of the accrual of the income However, the
wording of the legislation is ot clear, particularly with regard to when aime can apply
gliercative bases of calculation. and when an alternative basix of caleulation is
acceptable 11 should be noted that 8 24) does not apply to shares  Possibly. it is
pryusble that ceriain types of redesmable preference shares should be included in s

24) and that certain types of equity linked bonds should be excluded from this
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I CONCLUSION

Twu basic types of discounting transactions have been considered in this thesia
The first is one in which a person issues a post-dated insirument, such as 8
promissoty hote, al & discount on its face value and the recipient holds it untit
maturity. In the second transaclion a person acyuires & post-dated instrument.
such as & Bill, note or bond. &t & discount on its face value and disposes ul'it ut @
profit. Whilst no distinction is drawn in South Africa between discounts relating
to atraight debt instruments and deep discount bonds, such a distinetion is made

in the United Kingdom.

Where A issuss a bill. note or bond to B et a discount on its fice value. the

trensaction is, in substance, one of loan. Thus B will be treated as heving lent A the

conziderntion paid by him.  When the ingtrument is redeemed by A at the maturity

date, B will recsive its hce value. The difference batwesn the consideration paid by
B for it and 1ta frce value will be treated as interest  Where a bill, note or bond is
negotinted &t & discount on its thee valug, the discounting is, in effect, u sale of 8
claim sgeinst o third party with an implied guarantee by the selier of payment of the

claim al maturity date
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38

8 9502} of the Finanve Act of 1996 See also para 14(3) of sch 13 ol the
Finance Act of 1996  Sectivn 95¢1) provides that references (o market
values relate to the values at the time of the exchange  Section ¥5(5) and
(6) covers the possibility of the Trersury making regulations to determine

the merket values

parn 14(4) of sch 13 of'the Finance Act of 1996, Paragraph 14(5} and
{6) provides for the posgibility of the Treasury making regulations

telating to sitips and the manner of determining their values
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51 s 94(0)(3) of the Finance Act of 1990, Sevtion %404 provides that
percentage adjustment is determined by reference to the difterence
between the indices in the months in which the two times (il An index.
linked gilt is defined in s 94(%) a5 any gilt determined wholly or partly

reference to the retail price index.

32 para 13 of sch 13 of the Finance Act of 1996 Paragraph 13(6) specifies
that an neset iz a chargeable assel in relation to anv security it any gain
accruing to any person on a disposal of that asset would be a chargeable
gain for the purposes of the Taxation of Chargesble Gains Act of' 1992
Paragrapl 13(6) stipulaies that where it is being determined that the yain
would be s chargesble gain, three assumptions are to be maede  Firs..
that the asset is an asset of the person in question  Second, thal the asset
is not oie the disposal of which would for income tax purposes be
treated as & disposal in the course of thal person’s trade, profession or
vocation. Third, that the chargeable gains that might acerue under that

Act should be disregarded

53 3 95(2) of the Finance Act of 1996  See also parn [4(2) of swh (3 of the

Finance Acl of 1996,
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41

42

43

A3

49

0

para 2% of sch 10 10 s 56 of the Finance Act of 1989 and » 494 of the

Income and Curporation Taxes Act of 1988

See The Taxation of Gilts gad Bonds and Inland Revenue The Taxation
o[ Gilts and Bonds press release issued on 10 July 1968

88 50-105 of'the Finance Act uf 1996

Ths Texation of Gilts and Bonds at 8

a3

& 84{4) of the Finance Act of 1996

3 83 of the Finance Act of 1996 [n terms of s 83(4) the delicit cannot
be used to creale a loss.  Section 83(5) provides thal & non-trading
defi-it of a charitable company can only be used 1o offsel against profits
or be carried forward Section 83(6) requires that a claim to oflset the
debits apainst profits must be made within two years fbHowing the end

of the defleit perivd

g8 35-0 of the Finance Acl of 1996

8 86 of the Finance Act of 1996

55 92 and 93 of the Finance Act of 1996 See chapter 6 for a detailed

discussion of these provisions
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32

13

34

35

36

37

38

19

40

para 36} of sch 4 (o 3 57 of the Income and Corporation Tases Ae¢t of

1988

para | (1} and (3) of sch 4 (o 8 87 of the lncome and Corporation Taxes

Act of 1988

para { 1{8) of sch 4 to 5 57 of the Income and Corporation Taxes Act of

(988

paras 5 and & of sch 11 10 s 94 of the Finance Ac¢l of 1989  See also

chapter 6.

Inlend Revenue The Texation of Gilis and Bonds consultative document

tssued in 1995 at 7.8

para 12 of sch 10 ta 3 56 of the Finance Act of [98Y  See also chapter

6

parn 2 ol sch 10 to s %6 ol the Finance Act ol 1989

parng 12(2) end 13 of sch 10 to 8 56 of the Finance Act of 1989

para 25 of sch 10 to 3 56 of the Finance Act of 1989

Simon’s Taxes at para D 2 217

]
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24

25

26

27

28

29

30

ibid.

para (1) of sch 4 to 3 87 of the Income and Corporation Taxes Act ol

[988

para 5{3) and (4) of sch 4 1o s 87 of the Income and Corporation Taxes
Act of 1988, 1t should be noted that, in terms of para 5(3)(«) only one

of the last three conditions needs 10 be satisfied.

parn 5(5) of sch 4 to s 57 of the [ncome and Corporation Taxes Act of

1988.
As defined in 8 416 of the Income and Corparation Taxes Act of 1988

para 9 of sch 4 1o s 57 of the Income and Carporation Taxes Act of
1988, In terms of para %(3) two companies are deemed to be nembers
of & group of companies if one is a 519 subsidiary of the other or buth

are §1% subsidiaries of & third company.

para 10 of sch 4 to 2 57 of the Income and Corporation Taxes Act af
1988 In terms af para 10(%) when determining whether a person is
carrying on a business of banking and is n participator in a company (or
the purposes of this paragraph. any securities of the company acquired
by such person in the urdinary course of his businesy shall be

disregarded

6

2
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20

21

-

Siimon’s Taxes at para B3 1241

Ammenig Soda Co Ltd v Chamberlain t191%) 1 Chl) 266

Atherton (M lospector of Taxes) v British Insulated and Helshy Cables
Ligd

1979 STC 193

The Tax Treatment of Capital Market Instrursents Worldwide at 3

ibid.

ibid.

The argument that discounting expenditure is deductibie under s 75(1)
and (2) of the Income and Corporation Taxes Act of 1988 as an expense
of management is unlikely to succeed The reason is that the discounting
expenses will generally be reyarded as an expemse ol financing the
company's invesiments and not of managing them. See London County

Freshold & Leasehold Properties Lid v Suite 34 TC 412

Sue s 42 of the Finance Act of 1984 now incorporated into s 78 of the

Ingome and Corporation Taxes Act of 1988

ibid
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meurred n rexpect ol dividend-stripping transactions  Another prosision
which must be conzidered s s 23(A) which, inter alig. prohibits the deduction

of domestic or private expenses

Where an instrument is purchased for resale then, il the transaction is pan
of & profitemaking operation. the expenditure incurred will have been
incurred in the carrying on of a trade The expenditure incurred in
acquiring the instrument will have been incurred at the stage whear the 2 is
tn absolute lighility to pey for it Where the profil comed on the disposal
of the instrument is of 8 revenue nature, then clearly the discounting
expenzes will have been incurred in the production of income  Section 22
of the Income Tax Act provides a means for bringing 1o account
negotisble instruments originally acquired for capital invesiment purposes
but which were subsequently converled into trading stock  This provision
also enables the trader to bring into account negotinble instrumernis

sequired for no consideration and forming pant of s trading stock

Section 24 provides that a company. whose business consists of dealing
in instrumaty, may elect that the general provisions contained in s 233(2)
1 (8) shall not apply to all such instruments  Section 24J(9) stipulates

how a trader may eleet this option and the rules relating thereto The
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advaniage 1f he carnies on a (rade. his motive for duing so is irelevant Fhis
approach in, with respect, a comect and practical one In appiving the cuncept
of trade in South Afticn. it should be appreciated that the wyuirement that
expenditure be wholly and excludvely incurred for the purposes of «
taxpaver's {rade has now been remosed  Fxpenchure in deductible to the
octent thet it is ingurred for this purpise  Thus situations in which
expenditure was previously disallowed beveuse it did not satisf the wholly
and exclusive requirement may now have  different restlt  In addition, the
courts will be fisced with the difficult task of spportioning the expenditure in
conein circiimstances  The criteria for doing 50 will need to be developed
For exampie, il one considers the (hets in lgllglisy. the question which srises
is whether Mallglieu would be able 10 deduct her expenditure under the
present law [t is submitted that her expenditure on her court garments would
not be disellowed in terma of s 23)  However, & portion of her expendilure
could be disgliowed ss her expenditure coukd possibly only have been
incurred for the purposs of her trade 1t is, therefure. pusiible that an
apportionment could take place  In addition, it in also necessary to consider
some o the other prohibilions vontained in » 21 For example, s 23/
prohibits the deduction of spenditure incumred in repect of amcounts
received wr kevrued which do not constitute income as defined  In Sowth

Altica this section was invoked by the Commissioner to disallow expetditure
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submitted thar there are throe broad stages in the development of fas
avoidance and trading  The fist is the Westmingter approach in which it i
sucepted thet taxpayers are entithed to order their aflairs wo as to nunimize
their lisbility for tax " The second epproach is that of Ramsay Dewson * This
epproach involves, first, construing each transgction as part of the whole and,
second. regarding the only legal consequences arising as those that flow from
oll tre iraneactions taken as an indivisible whole The emphasiy is on the
unbroken and prodestined chain from start to Anish  The third approach was
that devstoped in Clslfenge/Ensign ™ The new dimension which was added
in the approach of tie House of Lords in Ensign was that the series of
traneactions was anslysed and the true effect of the ransactions way
determined The perties were taxad sccording (o the rue effect of (hese
transactions The seil~cancelling intermedinte sieps were ignored  Thus. the
texpayer was not deprived of the baneficial effects of a schemie merely

bapnuss it wie sntered Uito with fiscnl motives

In South Aftica. an importart case in which the issue af trading with @ Aswal
intent was Burgess which war considered by the Appellate Division ! The
court held that [F o texpayer pursues a course of conduct which constitutes
the carrying on of o (rade. he dogs not cease carnving on the trade merely

pecause one of his purposes, or even his main purpose, i to obtain & tax
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expenditure in question should relate to the cairving on of that trade  Section
23(x) comains a negalive requirement to the etfdet that monies will only be
deductible to the extent that they have been laid oul or expended for the
purposes of trade Until recently, s 23(¢) prohibited the deduction of
expenditure not wholly and exchusively lsid out or expended for the purpose
of irade

The two important ceses which considered the wholly and exclusive
requirement were Pick ‘n Pry” end Solagless 1t is submitted that in both the
cases the majority should heve applied a subjective approach similer to that
sdopted in Bentlevs In Pick 'n Pay it is respeetfully submitted thar there
wis sulflcient evidsncs to indicate that the taxpaver envisaged & philanthr wpic
effect and not a philanthropic purpose  In Sulaglass. it is respeciftlly
submilted that the benefiting of'the group should hiave been regarded as either
an effect of the expenditure or as one of the taxpuyer’s teade purposes In
wddition, both the judgments have been criticized in that they applied a profits
test in determining whether the expenditure in question was pant of the

texpayers’ trading setivities.

There have been & number of cases in the United Kingdom that have

considered the issue of trading in order to obiain a flscal advatage B
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pccepigble in mll circumstances, and it is submitted that the legislation should
be changed sccordingly

In order to be duductible. discounting expenses should be incurred in the
production of income  This should be the case where the funds reised
from the iasue of the instrument are utilized in the issuer’s income varning
operations. In these circumstances the act ente * the expenditure will
have been incurred with the purpnae of earning income. Therefore, the
espenaes attendant upon the issue of the instrumeat, such as discounting

gxpenaes, are incurred in the production of income

The discounting sxpenses should glso be of a revenue nature in order (o
be deductible by the iasuer In this regard, where the money raised by the
issuer is used as part of his working capitel or to fund his working capital,
it should be of & revenue nature. The position is not so clear where the
praceeds from the issue are used to scquire o capitel asset tu be used in
the buginess. 11 can be argued that discounting expenses in repect of
funds used to acquire capital assets are not 0 clasely connected with the
capitsl aassta that they are of a capitsl nature

Section 11 of the Income Tax Aet comaina g positive requirement that in

order for that section 1 apply. & person should carry on a irade and the
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an alternative method should not differ significantty’ from that achieved I
applving the vield to maturity basia of valuation 1t is .t clear whet would
constitute u significart difference

There a¢ & number of issues which arise as & resull of applying an alternative
basis of cgleulation The first insue is whether one basis of caleulation is
nccepiable in some circumstances and not acceptable in other circumstances

The second issue is that it is not clear how high the percentage variation
should be before it beciines unacceptesle to the Commissioner 1t is clegr
from the examples that annual varistions to the vield to maturity of the annual
eccruals applylng the weighted capital method of veluation sre yreatee than
the varistions applying the streight-line besis of valustion in cettain
circumatances  This raises the question whether the straighi-line besis of
valuation is acceptable in this situstion 17 ix submitiod that, referring to some
of the examples, it would be difficult 1o argue that the straight-lite hasiz of
velugiion is not accepiable  This raises the issue whether 4 banis of valuation
should be acceptable in certain circumsiances and not acceplable in other
circumstonces. |t is submitted thet it is not desirable for a basis of valuation
only {0 be acceptable in certain circumstances as this leads to uncertainy A
basis of valuation should either be aecepiable or not [t is submitted thar there

is no valid reason why the siraightline basis of svalue ion should nut be
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are (hose based on th; weighted outstanding capital and interest, a steaight-
line spreeding of interest and that calculated bv apphang the rate and

inuteiments in terms of the relevent agreement

The weighted capital method of calculation is an application of the following

Totel interest x Monthly balances
Total monthly balgnces

The straighiine method of calculating the accruals imolves an equal
aliocation of the imerest over the period involved The actus! interest
calculation and the calculation based on the vield 1o maturity have the same
resubts. [t is steted in the Explanatory Memorandum bt the weighted capital
method and the caleulstion by applying the rate and instaiments in terms of
the agresment gre rcceplable as methods of caleulation  However. it is also
stated that the straight-fine method of cilculation is not acceptable The
suthority for thia statement is, presumably, contained in the definition of the
alternmuve method in s 24J(1) of the Income Tex Act  Parngraph {¢) of the
definition stipulstes that the method should achieve e result in relation 1o the
timing of the scorunl and (he incurral of interest thal does not difTer
significantly from the vield to maturity basis of caleulation 1t is respectfully
submitted that this definition is not suliciently clear  Paragraph «} ol the

definition of alternative method stpulates that the resalt of an application o’
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decisions are open to criticism on & number of grounds  Later devisions
of the Specisl Court allowed the issuers to deduct the discount
expenditure when the instruments were ixsued 1t is submitied that these
decisions gre correct  ARer these later decisions s 24) was enacted 1o

regulate the taxation of discounting transactions

Section 24) s chenged the position concerning the deduction of
discounting expenses The issuer may now deduct the discount expenses
on an accruals basis The yield (o maturity basia is used o calculate the
nnnual deductions that may be claimed by the issuer. [ is possible for the
issuer (o adopt a different basis for calculating the amounts which he s

deemed to have incurred on an ennual basis

The snnusl deductions ars caiculated on the basis of the yield (0 maturity

The seccnd baais is to calculate the interest by applying an alternative method

The meaning of alte: sative method is defined [t is a method of calculating
intereat in relation to any cinss of instrument. It must, however, conform with
generally accepted accounting prectice, be consistently applied in respect of
all instruments for all financial reporting purpuses and the result in respect of
the acurual of income and the incurring of' expenditure shuuld not diflir
malerglly from that rewlting from an applicatin of the formula  In the
Explanatory Memorandun three sliernative methods sre referred 10 These
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Having exantined the tax wcament of discounting profits received by or
accried to the holder of & bill, note or bond, it is also necessary (o discuss
the position of the issuer of the instrument  In this regard. the guestion
arises whether the sxpenditure incurred by the issuer is deductible, and, if
s0 &t what stege 1t is also necessary to consider the pusition of a person
wlio acquires an insirument at a discount on ita fave value and dispases of

it at & profit

When an instrument is issued. the most imporiant issue is when the
expenditure may be deducted Once again. this iz of pariicular relevance
in {he cuse of u deep discount bond where there may be a fong period
between the date of its issue and the date of its maturity A deep discount
bond is & {orm of promissory note and, in fact, it constitutes by definition
an unconditional liability to pay its face value on maturity date.  Thus,
prior to the enactment of's 24J there were strong arguments 1o the effect
ihat the discounting expenses were incurred when the insirument was

izsued

Thore were some decisions in the Special Court thet were conflicting *
The earlier decisions disallowed the issuers’ claims to deduct the

discounting expenditure at the time of issuing the instruments  These
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and revenue neture  The 1ax conseguences arising from the sale or redemption of
an instrument depend on its type and the investor’s circumstances 1t is possible
for certein receipts or accruals to be of a capital nature.  Thus, where a
reasonable commercial rate of interest is charged and an additional sum is payable
1o compensete for the cepital risk, or where a discounting profit is made on a
long-term bond such as Eskom stock, there may be circumstances where the
proceeds will be of a capital nature. The receipis or accruals af most other types

of instruments are likely to be of a revenue nature

Section 24] only covers the accrual and incurral of certain defined amounts. 1t is
therefbre .ubmitied that it is theoretically possible 1o argue that if & discounting profit
is of a capital nature the annual accruals as determined by s 24) &re not taxable in the
hands of the investor. Fowever, in practics this is unlikely to be the case If an
investor sequires gn instrument 88 8 long-term investment, it will be very diflcult for
him (o prove in the year of acquisition thal he acquired the instrumenl for investment
purposes. Many of these factors which indicate whether a receipt is of & cepital or
revenue nature relate to events which teke place after acquisition of the nsset

Therefore, the argumend to the effect that the provisions of' s 24) npply regardless of
the nature of the discounting profit is velid even in the situation in which an

instrument is sold ptior to maturity
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apportion Lhe source of income  However. iF the capital is notl invested in the
business, the place where the capital is employed may change  Thus, if the holder
of the instrument is wutilizing surplus funds in his business ta acquire an
instrument, the source of the gain made on redemption of the instrument will not
necessarily be the place where he is carrying on his main business. The source of
the gain should be the place where he employad his surplus funds in acquiring the

instrument from its meker

Il hovvever, one applies the principles laid down by Watermeyer CI in Lever
Bros.' the source of the profit made by the holder of the instrument is the
vriginating cause of the profit  The origineting cause is the supply of credit by

the holder and its location involves a factual enquiry.

Where a post-dated instrument is negoliated al & discount on its [ace value. the
irangaction is one of purchase and sale. The originating cause will generally be
the business of purchasing and selling the instruments and this will 1ake the form
of the smployment of capital The source of the dizcounting profits will therefure

be [he place where the capital is utilized to earn the profits

Capital receipts or accrugls are not be included in the delinition of gross income

It is, therefore, important to distinguish between 1 xceipts or accruals of a capital
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transaction will generally he the business of purchasing and sefling credit

instruments and this will generally take the form of the employment of capital

Otice the source of discounting profits has been determined, it is necessary 10
locate such source. In the case of an original issue discount the source of the
profit is its orignating cause This should be the employment of capital by the
holder of the note. In order ta locate where the capital is employed, one must
determine the business in which the capital is employed  Accordingly. it is
important to detormine the dominant cause or essence of the business or activily
which produces the gain or profit. In doing so. regard should not be had w0
activities if they do not fr.m pert of the essence of the business Once e
essence of the business has been asceriained, one must determine how the money

is used in the business.

1f the money is used in the profit-making activities of the business, the source »f
the profit remains the capital employed in the business. I[f the holder of the
instrument is carrying on & business of making discounting profits from the
acquisition and disposal of such instrumants then one should ascertain all the
activities which form part of the essence of the business. The place where these
activities are carried on will be the place where the business is carried an.  f

these astivities take place in more than one place, it may be necessary 10
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band is nut covered by specific fegislation. Revenue considers that the
disconnt relating to it is chargeable to 1ax as income of the lender when it

is paid on redemplion

As far a8 deductibility is concerned. where a company hes issued 8 deep
discount bond. the income element of the bond is deductibie for
corporation tax purposes in the relevant income period  The company,
however, must comply wi*h certain stipulated eonditions in order for such

expenditurs 10 be deductible

it is therefore clear that an invesior will unly be taxed on any discaunt
profit made by him in respect of a deep discount bond when such profit is
reatizad. The portion of the gain relating to market fluctuations will
generally be of o capital nature and not taxable. In the case of a financial
trader. Revanue argues that the deep discount rules are not applicable
Thus, Revenue argues that the genernl principles apply to such persons
Therefore, the trader will argue that the discounting profit is taxeble on a
realization basis whereas Revenue will argue that the trader is taxable on
an accruals basis. [f the principles laid down in Willingale applv. the
itader will be texable on the realization basis 1 nol. Revenue will seek 1o

tex such prolits on an aceruals basis
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taxable on a receipts basis Revenue’s response was to interpret the

decision in Yyillingale narrowly

In 1984 specific legislation was enacted dealing with the taxation of deep
discount bonds. In 1erms of this legislation, a deep discount bond is
defined a3 a redeemable security thel 4 compeny iysues 81 & discount of
either more than 15% of itz redemption vaiue or more than 0.5% per
annum over the term of the security  Thus, 2 len vear bond issued at a
discount of 5% or more of its redemption value will constitute & deep
discaunt bond.  The discount is treated in the hands of the holde: of the
bond as income and accrues on a compound basis. 1t is 1axable when the
bod is disposed of or redesmed  Where the holder of the security is a
trader, Revenue endegvours (o (ax the income element of the discount as
it accrues insiead of on its disposal or redemption. The accruing income

is determined on the basis of & specified formula.

The profit on the sule of a deep discount bond bas two elements  The
first is the portion relating to the discount and the second is a gain or loss
resulting from (luctugtions in market interest rates or other related
factors  This latter gain or loss is generally treated &s being of a capital

nature except in the hands of the financiai trader  Where a deep discoun
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t¢ 2 non-trading company or a trading company utilizing the funds raised
for nonrading purposes. The Finance Act of {984 provided & certain
amount of relief for these types of companies and the deduction is

avaituble to them if certain specified conditions are m#t

In the case of deep discount bonds, there were certain problems relating
ta their taxation. Prior to 1984, there was uncertainly as 10 when there
was & deep discount bond, particularly where an interest coupon rate
attached to it. Where an investor acquired a bond at a discount. he could
only receive & discount il he redeemed the bond. Thas, if the bond was
sold, he would argue that he had received a capital gain  Frequently a
compromise was reached with Revenue in these types of disputes in terms
of which & portion of the profit would be aliocated as a discount and the
rest of the profit would be treated as & capitel gain 1t was, however,
accepted that if an invesior war taxeble on his profit, he was taxable on 4

receipts bagis

The tots] discounting profit was clearly taxable in the hands of the trader
devenue argued that the proflt was taxeble on an accruals basis, whils
the trader argued that it was taxsble on & receipts basis  In Willingale"

the majority in the House ol Lords held, inter alia. that the profits were
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definition of wross income was that the discounting protit accrued to the
hoider of the financial instrument at the time when it was issued 10 him

Thus, priot to the enactment of s 24), the position in South Aftica was in fact
worse than the comumon law position in the United Kingdom. The efect ib
South Aftica of & 24) is to apply an accruels basis 10 the taxation of
discounting profit except in the case of & comporate trader  In pragtice an
investor wil! receive no recognition of the fact that his discounting profiy is of
a capitel nature in the accrual periods prior to thet in which the instrument is
transferred. Therefore it is submitted that the position in Sowth Altica in
applying the acerusls basis to taxing discounting profits and the lack of
recognition of the capital nature of the discounting profits of an inveslor are
inequiteble. Whilst the common law position in the Uinited Kingdom was not

entirely equitebie, it was more equitable than the position in Soulh Aftica

Having Jiscussed the (ax treaiment of the person acquiring & straight debt
instrument, it is necessary to examing the position of the issuer of the
instrument. The general rule is that & discount for short-term finance will
only be deductible if it is wholly and exclusively faid out or expended for
the purposes of trade and if' the funds are utitized for a revenun purpose
In these circumstances, (he discounting expenditure is deductibie on an

accruals basis over the period of the instrument  This rie will not apply
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Where the face value of a pogt-dated promissory note is index linked and
& reasonable commercial rate of injerest is charged on 11, it is possible thal
the increased prolit unsing from the indexation of the principal is of 4
capital nature  Where the piofit is of a revenue nature. it will be
chargesble 1o income tax at the fime of i+ sale or redemption e South
Affica it would be difficult to argue 1i-at the increased profit arising thom the

indexation of the principal is of a capital nature. The South Alfican approach

is perhaps insquitable as such increased proiit resulting from the indexation of

the principal relates to the preservation of the underlying capital value and, as

such, should be of & cepital nature

Where o financinl trader. such as & bark or inancial institution. acquires o
straight dabt instrument at a discount, the trader will be taxahle on the
sale or redemption of the instrument. It is submitied that o realization basis
of taxing discounts is equitable as the ax on the profit is payable at a time
when the taxpayer actuslly receives or becomes entitled to receive the profit
Priar to the enactment of s 24) in South Aftica the position was determined
by the Appellate Division decision in CIR v People's Stores (Walvis Bay)

(Pty) Lid and the proviso to the delinition of gross income in s 1 of the

Income Tax Act thet was inserted by s 201 of the Income Tas Acl of

{990  The ~ect ol this decision and the legislative amendment w the

68y
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different from that which has been adopted in South Africa where an uriginal
issue discount is regarded ax & transaction of Toan. and the discount as akin to
interest. The approach is similar in the case of the purchase and sale of' g
finencial instrument  In this case. the discounting profit is (reated as a trading
profit in both countries 11 is submitted that the approach adopled in Souh
Aftice to the classification of & discounting profit 15 preferable as it accords

with the substantive position.

A clear distinction i drawn in the United Kingdom hetween straigh’ “eht
instruments and deep discount bonds  Where an inveslor acquues a
straight debt instrument there are n number of circumstances in which the
discounting proflt may be of & capital nature and other circumstances in
which the proflt may be of a revenue mature If the nature of the
fransection is not clear from the contract and the maturily date is o short
period afler the issue date, the profit will probably be assumed 1 be
interest.  Where a poat-dated promissory note is issued at @ discount on
its fhce value and, in addition, o reasonable commercial rate of interest is
payable on the face value of the instrument, the situation is such that the
profit could represent o capital gain  This type of transaction would be
regarded as akin (o a loan in South Athice s stated sbove, this approach

hatx the attraction of reflecting the subsiance of the tramsaction
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the source of B's prufits could be the place where he cartics on the
business of purchasing and selling {inancial instruments which could be
situated in South Al¥ica Qn the other hand. ¢ could be carrving on a
businezss unrefated to the purchasing and selling of financial insiruments
He could have utilized his surplus funds outside South Africa 1o acyuire
the note fram A As & result, whilst B's profit would be taxed in South
Africa, C's would not be taxable. One should also bear in mind the
effects of s 24} as discussed above If the holder is a company that is
holding the note as part of its trading stock. the hoider may only be

taxable on its discounting profits on sale or redemplion

In the United Kingdom. & clear distinction may be drawn between straight
debt instruments and desp discount bonds  Discounts are distinguishable
from interest  Discounts in respect of straight debt instruments are
chargeable 1o income tax under either schedule D case 11l or case |
Schedule D case 111 applies in respect of annusl profits or gains accruing
to residents in respect of discounts  However, where the annua! profits or
geins from discounts anse from carrying on a trade within the United
Kingdom, then scheduie [J case { applies No distinction is made between
1he issue of & post-dater] instrument issued at & discount on its face value

and the purchase of an instrument prior to maturity date This approach is
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be taxable in South Africa for this reason 11 the note is a long-term
credit instrument. such as Eskom stock, it may in centain circumstances
be possible 1o argue that the profit is of a capital nature and thersfore nu(
taxable. However, i’ A fulfils the requirements of the general deduchon
farmuln. his expenditure wiil be deductible even though B is not taxed on

the profits mede by hin.

Having examined the position of the tax treatment in South Aftica ol an
original issue discount, one should also consider the tax treatment
resulting from the sale of an instrumens  In this instance, assume in the
above example that B sells the instrument to ¢ who presents it tor

payment at its maturity

In thess circumutances similar criteria would be applied in ascerteining
s tax position s would apply in deterntining B's tax position &
should, however, be appreciated that the pusitions of B and € could be
different. Thus B could be a Ananciel trader end C & long-term investor
Therefore, in the case of certain types of long-term instruments, the sale
proceeds could be of & revenue nature in B's hands and the redemption
proceeds could be of a capital neture in (s hands  The source of the

proflts made by C could ditfer from those made by B Thus, Tor example,
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income and expenses are texable on an accruals basis  However, it an
alternative basis of caleulation is used. the income and expenses will not
match. The discrepancies are unfikely to be too great  Where the holder
is & trader, the situation is clearly different The trader will only be taxed
on its discounting profits on sele or redemption of the instrument.  Thus.
there could be the situation where the issuer may deduct the discounting
expenses over the period of the instrument whereas the trader is only

taxable on the profit when the instrument is sold or redeemed.

There may be circumstances in which B ig not taxable on the discounting
profits when the note is redeersed.  For example, if one applies the supply
of credil test to the source af proflts, it may be possible to ensure that B
advances the funds to A ouiside South Africa  Alernatively. i A is a
natural person who e not resident nor carrving on business in South
Affica. or if' A is n company which is managed and controlled outside
South Africa. s 10(1)(4A) of he Income Tax Act may apply In
congidering this provision, it should be bome in mind that in terms of
general law and s 24)] the discounting profits arising from an original issue
are regarded as interest. A would be exempt from normal tax in South
Aftice provided the provisions of 8 10(11AA) are met  Aliernatively, if

the source of the profits was outside South Afkica. the profit would not
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on the sale or redemption of the instrument except in respect of price

fluctuations at values below the cost ta the trader of the instrument

Having brie(ly reviewed the tax (reatment in South Alfica ol discounting
transactions, it is necessary briefly to discuss the eflfect of discounting
Iransactions berween two laxpayers in South Africa  Assume that A
issues a post-dated promissory note to B at 4 discount on its face value
The tax consequences to both parties will not necessarily be matched  As
far as timing is concerned, it could be strongly argued that, prior to
Paapie's Stores and the enactment of s 24), the receipt or accrual in B's
hands took plece al redemption It it was accepted that accrual fook
place when the note was issued, and this would have been the case afler
Pegople’s Stores. B should have been taxmble un his profit based on the
present value of the face value of the instrument However. after the
change to the Income Tax Act, B was taxable on the profit based on the
fhce value of the instrument &t the time ol issue of the note. A, on the
other hand, could have grgued strongly that the discounting expenditure

was only incurred by him when the note was issued

The pusition has now changed since the enuctment of s 24)  On the face

of it there is & nwmtching of the fiming of income and expenses  Both

634



Third, as economic condilions change. the vields to maturity and
therefors the prices of honds fuctuate. There are three mam {aciors that
aifect the volatility of bonds These are the coupon rate, the maturity
date and the initial yield 10 maturity. The coupon rate of a bond is the
interest rate pavable on the face value of the instrument If the coupon
rate is lowet, the greater will be the change in the price of the bond ft. a
given change in the yield to maturity. 1f the coupon rate is higher. the less
the price of the bond will fMuctuate with changes in the vield to maturity
Thus, zero coupon bonds will be much more {rice volalde then high
interest coupon bonds when interest rates fluctuate  Where there is g
given change in the vield lo maturity of a bond. this will have a
progressively greater aftect on the price of the bond the greater the period
to maturity of the bond. Where the initinl yield of & bond either increases
or decrenses by a fixed percentage, there is a correlation between the
initial vield and the percentage change in the price ol the bond Nl is
therefore clear that there are a number of fBctors \hat can alfect the

market price of bonds, particularly zero coupon bonds.

Fourth. if'a non-trader issuvs & bond to a trader to which s 24J(9) applies.
the situation arises where the issuer will be entitled 10 deduct the annual

deemed expenditure on an ongoing basis  The trader will only be taxuble
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effect of un election under s 2459 is that the trader will apply a marke
value basis of valuing (rading stock and will account for such stock. for

income tax purposes, in terms of s 22.

The main points arising from these provisions are, first, that the clection
under 3 24J(9) may only be mtade by companies With respecl. this
restriction is apen to criticism as there is no reason why individuals and
alher non-corporate texpayers such as trusts should not also have this

. o

Second, ihe effect of adopting the market basis of valuing stock is that
the trader will not be taxable on any increase in the value of the stock
prior to its sale or redemption. 1f ti.2 market value of the stack decreases
to a value below its cost, such decline will have the effect of reducing the
reder’s (axable income by such amount I the stock subsequently
increases in value, then {o the extent that it appreciates in value 1o that of
its cost to the trader, such increase will have the elfect of increasing the
trader’s taxable income. The reason for this is that the basis of vajuation

of ading stock is the fower of cost or market value
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substantive nature of this tvpe of share and has merit  Preference shares are
treated as equity instruments in s 24) in South Aftica and are not thenefire
taxable on the accruals basis. Possibly the Seuth African approach should be
reviewed as it is submitted that the United Kingdom approach is preterable
asuch an approach should also be taken in the case of convertible secutities 1Y
such securities Bre likely (o be converted to equity they should be reated as
ardinary shares. [n South Aftics the approach shuuld be similar to that
sdopted in the United Kingdom. Shares that give the holder a proprietorinl
interest in the company should not be covered by s 24J and shares which do

not shoukd be covered by s 24].

Finally, it i3 clesr that there are certain aspects of the new -ules in the ['nited
Kingdom that have metit and highlight areas that could be applied in South
Aftica i order to improve 8 24)  in addition, there are aspects of's 24 which
could be adopted in the United Kingdom which could make the new rules

simpler &nd more equitatile



1t is important {or the rules to be Hexible in order for the market to develop

Thua flexibility exists in the legisdation in both countries

The new rules in the United Kingdom deal speeifically with centdin tvpes of

instrumenta such 2 those creating manulhetured interes! and deep uain
securities 11 is submitted that has the offect of making the rales more
complex and could lead to amendments & schemes are developed Lo take
advantege of the distinctions contuined in the fegislation T this regard, the
epproach adopted in 3 24J is prefershle in that it does not disinguish betwesn

different types of instruments

The ruies in the United Kingdem apply to various types of loan instruments
and non-equity shares such as certain building socisty and preference shares
The effect of thess rules insofhr as they apply to preference shares is that
guins and lozses relgting to them are of an income nature. lasuers may deduct
any preference share coupons ..bject to the rule thal cxcess relurnx gre
trosted aa distributions [t is submittei that preference sharea should either be
trested &8 loan or equity instruments.  1f they are treated as loan instrunsents,
no distinction showld be made between distributions and excess income  The
full coupon should be tremted as akin to interest 14 s farther submitted ta

the trontment of preference shares &8 lean instruments wives eflect to the

vl
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applicable in South Alrica where the rules contained in s 24) apply to all
holders. Corporate traders have the advantage in South Aftica of being able
to account for trading stock in the normal manner and nol on the accruals
basis. Apart from this distinction and the fact thet an income instrument can
only be held by non-corporate holders, there is no distinetion in s . 4) between
corporaie and non-corporate holders. 1t is subminied that the ('nited
Kingdom approach should be adopted in South Aftice so that the smaller

non-corporaie holders are not fhced with the complex provisions of s 24)

The new rules in the United Kingdom give recognition to indexed gilts and
cerinin types of linked loans. For example. in the case of an index-linked gilt
«redits and debits relating Lo the indexation are accounted for sz non-irading
itena. No such distinction is made in s24) of the South Aftican Income Tax
Act. Whilst the approach adopled in the United Kingdom is equitable in that
it has the effect of not taxing inflationary gains it does meke the rules more
complex.

Both the United Kingdom and South Alrican rules enable the development of

8 strips market  The rules in the United Kingdom have specilic rules covering

strips wheneas the general provisions ol « 24J apply 1o strips in South Alfica
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The vield to malurity basis of valuing ongoing accruals in South Africa
does create certgin problems The most impotian are that it does nol
take account of market fluctuations in the value of the instrument. that
the finencial effect of this basis is prohibitive in the case of discounting
transactions and the taxetion of dizcounts, particularly zero coupon
bonds, has the effect of discouraging the issue of these types of
instruments.  The alternative bases of valuation of aceruals is unclear
There can be timing differences between issuers and holders of
instruments where different bases are adopled. Where the holder is a
Anancial trader holding the instrument as part of its trading stock, tax on
the discounting profit will only be payable when the instrument is sold or
redesmed. Where the issuer adopts 8 yield 10 maturity or alternative basis
of valuation, there will be a timing difference between the deductions
claimed by the jssuer and the accrus! of income in the hands of the (rader
1t is submitted that there is no reason For such a situation to apply vnly to

corporste financial traders and not individual financial traders

The distinction in the United Kingdom between corporate and non-corporate
holders of financial instrurnents has the advaniage of being practical and
realistic. Non-corporate hoidars below & certain threshold continue 1o pay

lax on interest on the current basis  This approach is preferable 1o that



where possible, sought to distinguish the facts from those in Wijlingaie
and tax the trader on an accruals basis  The issuer. as a yeneraf rufe |

deducted the discounting expenditute on an accruals basis

New rules have been promulgated in the Unifed Kingdom They apply 1o
companies with effect from | Apeil 1966 and to the private investors affected
by the rules with effect from 6 April 1966  They deal with all tvpes of' loan
transactions. The new rules still draw a distinction between the position of

the trader and the investor

it ix interesting to note that the basis of taxing discounting profits in
South Aftica under s 2dJ, namely the accruals basis. is similar to the
proposed changes in the United Kingdom The approach in the United
Kingdom regarding small investors is commendable  Although the rules
in the United Kingdom are being simplifled. it is considered that they are
too complicated for the small investor. Unforlunately in South Altica
there appears Lo be no effort to exclude the small investor apan from the
definition of an income instrument which applies to accrual of income.
This approach by the government in South Atrica is questionable when
one has regard 1o its apparent problems in administering the Income Tax

Acl
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non-trading purposes would only have been able to deduct discounting

expenditure if certain stipulated conditions were met.

in the case of a financial trader, i could have been strongiy argued that, if
its circumstances fell within the facts of Willingale. it should also have
beeti taxed on & receipts basis. In this situation. ihere could also have
been a timing difference in the tax freatment of the irader and the issuer

Where an invesior acquired & deep discount bond. generally, a portion of
the profit on sale or redemption of the bond would have been taxable and
a portion would have besn a non-taxeble capital profit. The taxable
portion would only have been taxnble on a receipts basis. The issuer
would generally have been able to deduct the discounting expenditure on
an accruals basis over the period of the bond uniil its maturity The
position was similar to that of straight debt instruments where the issuer
was an investment or holding company using the funds raised for non-

revenue purposes.

Where a financial trader acquired a deep discount bond. the tax treatment
of the discounting profit was similar to where the trader acquired a
straight debt instrument Thus, on the authority of Willjingale, the trader

grgued that the profits were taxable on the receipts basis  Revenue,
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period of the ownership  Where there is no income tax charue the normal

capital gains tax rules apply

The law in the United Kingdom is currently being changed 1t is accepled
thiat the rules relating 10 the taxation of discounting transactions have become

too complicated. 1 is intended 1o tax such (ransactions on an accruals basis

It is, therefore, apparent thal the tax ireatment of discounting transactions
in the United Kingdom is fairly developed and complex Where an
investor nequired a straight debt instrument at g discount. there were
circumstances in which he could argue that the discounting profit was ol
s capital nature. Where the discounting profit was of a revenue nature, he
would have been taxable on it on a receipts basis. Revenue argued that g
fingncial trader, on the other hand, would have been taxable on its
discounting profits on an acerusls basis. The discounling expenses were
deductible on an accruals basis over the period of the instrument.  Thus,
there were timing advantages where a straight debt instrument was issued
1o #n investor The investor would have been taxable on a receipts basis
whilst the issuer would only have been able 1o deduct the discoumting
expenses on an accruals basis 11 should be appreciaied thal en

investment or holding company and a trading company raising funds for
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value of the security issued under lhe prospectus constituted deep wain
securities. Second. the terms ol & qualifving indexed security were varied by
agreement so Lhat they were no longer exciuded as deep gain securities, and.
third, an event took place after the issue of a quelifying convertible security in

terms of which it ceased 1o be exciuded as a deep gain security

in 1990 legislation was introduced in order to tax the discount element nn a
transfer or early redemption of a qualifving convertible security  Such
security is one which is quoted on a recognized siock exchange, granis the
holder & single aption for early redemption, carties a right to convert the
security into equity shares in the issuing company and would. but for the

legislation, constitute & deep discount or deep gain security.

Income tax is chargeu™le cither where the holder transfers the security at &
time when st lenst one option for early redemption is «till open or where ne
redeems his security by exercising an opiion for early redemption  An income

1ax charge arises where the security 2 redeamed i maturity

The amount of the income tax charge is the leuser of the amount obtained on

transfer or redemption or the tatel income element in the discount lor the

OhS



The issuer of a deep discount bond will be able to deduct the discount
expenditure over the period of the bond until maturity and. in certain
circumsiances. & deduction may also be made by an investiment company
and a trading company where the funds raised are used for non-trading

purposes.

In 1985 measures were introduced to combat a tax planning device known as
coupon-sttipping.  This enabled an investor to deber his tax lighilily until the

relevant securities matured.

In 1989 [egislation was introduced to levy ast income charge under schedule
D case 11l or 1V in respect of deep gain securities The charge arose o the
transfer or redemption of the security on the full amount of the gain realized

In the circumstances no cherge for capital gains 1ax arose  The leislation
included provisions covering the situation where 2 security did not constitute
a deep gain security at the ume of issue but, upon the occurrence of

subsequent events, it was deemed fo be & deep gain+  dly.

The events which gave rise to a securily being deemed 1o be a deep gain
security were, first, the issue of Rurther securities under the same prospectus

as the original security with the result that at any time more shan Bl of the
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